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putinEntre el 17 de febrero y el 14 de 
marzo 
The Economist 
The mid-term elections 
Can the Republicans win the Senate? 

If they do, Barack Obama will have a tough final two years 
Mar 15th 2014 | JACKSON, MISSISSIPPI | From the print edition  

 
THE Grand Old Party is in a fighting mood. On March 11th David Jolly, a Florida 
Republican, won a special election to the House of Representatives by relentlessly 
bashing Obamacare. His party hopes to use the same tactic to hold the House and 
capture the Senate in November. That would seriously cramp Barack Obama’s style for 
his final two years in office. 

It would also make Mitch McConnell of Kentucky (pictured, with rifle) the top dog in 
the Senate—unless he loses his own seat. As it happens, Mr McConnell is among the 
most vulnerable Republican incumbents (see map and table). 

In this section 

An owlish, soft-spoken backroom dealmaker, he inspires little passion among his 
supporters. He faces a tough race against a Democrat in November and, before that, a 
bruising primary battle against a challenger from the right. Matt Bevin, a businessman 
and father of nine (including four adopted from Ethiopia), chides Mr McConnell for 
supporting bank bail-outs, raising the debt ceiling and not trying hard enough to repeal 
Obamacare. Hence the antique rifle Mr McConnell brandished at a conservative pow-
wow on March 6th—he needs to persuade the hard right that he is not squishy. 

http://www.economist.com/printedition/2014-03-15


Republicans need a net gain of six seats to capture the Senate. That is a lot, but the 
playing field favours them. Senators serve staggered six-year terms: every two years, a 
third of them come up for re-election. This year that includes a clutch of Republican 
states that Democrats won in the rout of 2008, when Barack Obama was first elected 
president. Defending such places would be hard even if the economy were bubbling and 
Mr Obama’s approval rating were not a sickly 43%—only somewhat better than George 
W. Bush’s in 2006. 

Four Democrats are fighting for their seats in states that Mr Obama lost in 2012: Mark 
Begich of Alaska, Mark Pryor of Arkansas, Mary Landrieu of Louisiana and Kay Hagan 
of North Carolina. None has an easy road to victory. Mr Pryor and Ms Landrieu both 
hail from political dynasties, but both face tested and well-funded opponents. In 2008 
Mr Begich barely eked out a victory over Ted Stevens, the Republican incumbent, even 
though Mr Stevens had been convicted of ethics violations just eight days before the 
election (those convictions were later vacated). 

Eight senators are retiring or have quit. Of these, five are Democrats, of whom three 
come from states that Mr Obama lost by more than ten points in 2012: Jay Rockefeller 
of West Virginia, Max Baucus of Montana and Tim Johnson of South Dakota. 
Republican candidates enjoy healthy poll leads in all three states. The other two come 
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from states that Mr Obama won by less than ten points: Tom Harkin of Iowa and Carl 
Levin of Michigan. 

By contrast, all the retiring Republicans hold seats (in Georgia, Nebraska and 
Oklahoma) that their party can hold unless it does something stupid. That is not 
impossible. Republican primary voters sometimes pick candidates more for their 
ideological purity than their electability. One of the leading contenders for the open seat 
in Georgia, for example, is Paul Broun, who has called evolution and the Big Bang 
theory “lies straight from the pit of Hell”. 

 
Also, six incumbent Republicans face primary challenges from the right (John Cornyn 
in Texas has already beaten one). Thad Cochran in Mississippi, who is 76 and scores 
badly on rankings of fiscal conservatism, is up against Chris McDaniel, a state senator 
born in the same year that Mr Cochran was first elected to Congress. 

Joining a protest outside Mississippi’s lone abortion clinic last week, Mr McDaniel told 
the crowd that “this country is in an age of great uncertainty” but reassured them that he 
would defend “traditional values”. The crowd received him well. Jeremiah Boddy, a 
student at Hinds Community College, called Mr Cochran “a southern gentleman and a 
scholar…but after 41 years in Washington we need a change.” Mr McDaniel has won 
endorsements from influential conservative groups such as the Senate Conservatives 
Fund (SCF), the Tea Party Express, FreedomWorks, the Madison Project and the Club 
for Growth. 

A Republican does not have to be Che Guevara to attract the Tea Partiers’ ire. Senator 
Pat Roberts in Kansas, for example, is “a solid conservative”, says Larry Sabato, a 
political analyst at the University of Virginia, adding: “I defy you to look at his voting 
record and see what he’s done wrong.” But still the SCF has endorsed his primary 
opponent, Milton Wolf, a radiologist and distant cousin of Mr Obama. 

Not in Kansas any more 
Mr Wolf is a fiery and engaging speaker; Mr Roberts is about as exciting as a bowl of 
cold oatmeal. Also, Mr Roberts seems to have taken the saying “get out of Dodge” a bit 
too literally: the home at which he is registered to vote in Dodge City, Kansas belongs 
to two campaign donors. In 2012 he spent a whopping 65 days in the state. 
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Richard Lugar, a longtime Indiana senator, grew similarly distant from his home state 
and lost a Republican primary there in 2012. Mr Sabato calls Mr Roberts “a Lugar 
waiting to happen”. However, unlike Mr Lugar, Mr Roberts “woke up early, or the 
party woke him up” to the danger. And Mr Wolf did himself no favours recently when 
he was discovered to have posted gruesome X-ray images on his Facebook page and 
joked about them (“What kind of gun blows somebody’s head completely off? I’ve got 
to get one of those.”) 

Tea Partiers are also gunning for Republican incumbents Lindsey Graham and Lamar 
Alexander, senators from South Carolina and Tennessee. But these two veterans are 
polling well and have huge cash advantages over their challengers. The same is true of 
Mr McConnell, who is a fearsome political tactician and can outspend Mr Bevin several 
times over. Mr McConnell said to the New York Times, of the various insurgent groups: 
“I think we are going to crush them everywhere.” He may be right. Beating a sitting 
senator in a primary is hard: since 1946 it has been done just 46 times in 968 attempts—
a 5% success rate. 

With nearly eight months to go, all predictions should be taken with buckets of salt. But 
most analysts think the Republicans will pick up at least three seats, and probably more. 
How many more, says Mr Sabato, depends on “whether there is awave…and events will 
determine that.” Mr Obama is nervous enough to have delayed some of the less-popular 
bits of Obamacare until 2017. Yet Republicans should beware of overconfidence. They 
have lost winnable elections before. And even if they capture the Senate this year, they 
may struggle to hold it in 2016, when they will face a larger, more diverse electorate 
and have to defend more vulnerable seats. 

http://www.economist.com/news/united-states/21599004-if-they-do-barack-obama-will-have-
tough-final-two-years-can-republicans-win?fsrc=nlw|hig|3-13-2014|8030755|145649537|EU  

vox 
Research-based policy analysis and commentary from leading economists 

Macroprudential stress tests should not 
rely on regulatory risk weights  
Viral Acharya, Robert Engle, Diane Pierret, 14 March 2014 

Macroprudential stress tests have been employed by regulators in the US and Europe to 
assess the solvency condition of financial firms in adverse macroeconomic scenarios. 
The capital required by regulators in such adverse scenarios is strongly dependent on 
Basel capital standards. This column argues that macro stress tests would be more 
effective if capital requirements were measured differently from the current regulatory 
risk weight-based approach, and in particular, were based on total assets and on 
market risks. 
Related // The future of Europe-wide stress testingDaniel C Hardy, Heiko Hesse/ 
Ringfencing and consolidated bank stress testsEugenio Cerutti, Christian Schmieder/ 
EU stress tests and sovereign debt exposuresAdrian Blundell-Wignall, Patrick Slovik 

The capital ratio of a bank1 is usually defined as the ratio of a measure of its equity to a 
measure of its assets. Regulatory capital ratio usually employs book value of equity and 
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risk-weighted assets, where individual asset holdings are multiplied by corresponding 
regulatory ‘risk weights’. Macroprudential stress tests rely on models that translate an 
adverse macroeconomic scenario into losses to assets on the balance sheet of banks. 
These losses are assumed to be first borne by equity. The resulting capital ratios 
determine which banks fail the test under the stress scenario, and what supervisory or 
recapitalisation actions are undertaken to address this failure. 

Recent concerns on the denominator of capital ratios – the risk-weighted assets – have 
been expressed in multiple surveys that point out the inconsistency in the calibration of 
risk weights (Le Lesle and Avramova 2012, Mariathasan and Merrouche 2013, BCBS 
2013, Haldane 2012). This column argues that the inadequacy of risk-weighted assets is 
also responsible for producing an inadequate ranking of the required capitalisation of 
banks in stress tests. In order to establish the inadequacy of risk-weighted assets, 
Acharya et al. (2013) examine complementary approaches to measuring capital ratios 
and relate them to capital ratios based on risk-weighted assets. 

A complementary approach to stress testing and risk-weighting 
An alternative approach for measuring the financial performance of a firm under stress 
is presented in Acharya et al. (2012). The proposed measure (SRISK) represents the 
expected amount of capital an institution would need to raise in a crisis to restore a 
target capital ratio. The crisis, or stress scenario, is defined by a 40% drop in the market 
equity index over six months. In these market conditions, SRISK is based on the 
assumption that the book value of the debt of the bank will remain constant, while its 
market capitalisation will decrease by its six-month return in a crisis, estimated from the 
NYU V-lab methodology.2 All input data are publicly available. This estimate of the 
expected capital shortfall of a financial firm in a crisis provides a public benchmark for 
stress tests that is weekly updated on the V-lab website. 

By adjusting the market capitalisation of a firm by its expected six-month return in a 
market downturn, SRISK implicitly incorporates a measure of asset risk of the firm. 
Firms, whose market capitalisation is predicted to shrink the most in a crisis, are the 
riskiest. This way, we can back out an implied risk-weight from SRISK, one that is 
calculated in a top-down manner at the level of the entire firm rather than bottom-up 
(i.e., asset by asset) as in the Basel risk-weighted approach. This V-lab risk weight can 
be compared with the average regulatory risk weight of a firm estimated from the Basel 
methodology. 

Figure 1. Stress test risk weight vs. V-lab risk weight (at the end of the EBA 2011 stress scenario). 
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Comparing regulatory risk weight and V-lab risk weight 
Figure 1 compares the V-lab risk weight with the projected Basel risk weight at the end 
of the stress scenario of the test conducted by the European Banking Authority (EBA) 
and disclosed on July 15, 2011. These measures of risk have nothing in common; the 
rank correlation is negative (-0.238) and not significant at 5%. 

In the US too, the V-lab risk weight appears uncorrelated with some approximation of 
the stressed risk weight of the 2009 stress test; the rank correlation is slightly negative (-
0.011) and insignificant. 

Identifying vulnerable banks in a real period of stress 
If the goal of a macro-prudential stress test is to make banks more robust to aggregate 
stress conditions, we would expect stress test outcomes to identify bank vulnerabilities 
when there is realised aggregate stress. In other words, comparing stress test outcomes 
to realised outcomes in a crisis can help determine whether the stress test scenario was 
credible, as well as help identify other deficiencies of the stress test that would prevent 
it from detecting banks with the most obvious vulnerabilities. 

The EBA 2011 stress test was followed by a global economic downturn; the realised 
returns in the last six months of 2011 of US (S&P500), European (Eurostoxx50), and 
global (MSCI ACWI World) indices were respectively -4.89%, -20.67%, and -13.47%. 
This outcome was less severe than the V-lab scenario (40% decline in the World equity 
index) and was closer to the EBA scenario (15% decline in stock prices in the 
Eurozone). The ranking of bank vulnerability in the scenarios should, however, be 
closely related even if the magnitude of the vulnerability is greater in the more adverse 
V-lab scenario. 

Stress test risk estimates vs realised volatility 
High risk banks would be expected to have highly volatile stock-market returns in a 
realised crisis. Comparing the ranking of the six-month realised volatility of European 
banks’ stock returns during this period to the ranking of EBA risk measures and V-lab 
risk measures, we find a negative correlation (-0.140) with the EBA risk weight, 
whereas the correlation with the V-lab risk weight (0.535) is positive and significant at 
1%. Dexia and Crédit Agricole were among the riskiest banks according to the V-lab 
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measure, and among the safest with the EBA risk weights (see Figure 1); both banks 
have values above the 75% quartile of the V-lab risk weight distribution while both 
appear below the 25% quartile of the EBA risk weight distribution. The EBA risk 
ranking is hard to rationalise given that three months after disclosure of the stress test, 
Dexia was the first bank to be bailed out in the context of the European sovereign crisis 
in October 2011. The bank was bailed out a second time in November 2012 and 
reported a net loss of €2.9 billion for 2012. Crédit Agricole also announced a net loss of 
€6.5 billion for 2012. 

Stress test loss estimates, V-lab loss estimates, and realised losses 
The comparison of stress test losses with the market capitalisation loss of V-lab 
highlights differences in severity levels between European and US stress tests. V-lab 
appears always to be more severe than stress test outcomes, but this contrast appears 
extreme for Europe in Table 1, where the sum of projected net losses is more than 10 
times larger under the V-lab scenario than the regulatory stress test in 2010, and almost 
6 times larger in 2011. 

Table 1. V-lab market cap losses vs. stress test projected losses 

 
Notes: V-lab download date: 12/31/2008 (US 2009), 09/30/2011 (US 2012), 09/28/2012 (US 2013), 12/31/2009 
(EU 2010), 12/31/2010 (EU 2011). The symbol * indicates statistical significance at the 5% level; ** at the 1%. 
Sample size: 18 (US 2009 and 2012), 17 (US 2013), 50 (EU 2010), 53 (EU 2011). 

Furthermore, the ranking of projected net losses of different financial firms in the US 
stress tests is highly and significantly correlated with the ranking of V-lab market 
losses. In Europe, this correlation is negative as many large banks were projected to 
make positive profits under the stress scenario (due to a weak stress scenario and mild 
assumptions on projected revenues). 

In Table 2, the correlation of the 2011 European stress test losses of different financial 
firms with their realised losses during the six-month period following the stress test 
disclosure is also negative. The realised market cap loss of 53 EU banks during this 
period was €354 billion, which is close to the V-lab estimate of €402 billion. 

Table 2. Forecasting during the European sovereign debt crisis 
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Notes: V-lab output was downloaded before the disclosure date of the EBA stress test: 06/30/2011. 
Sample size: 53. 

Risk weight-based capital ratio vs. simple leverage ratio 
To illustrate further that the misallocation of capital shortfalls across banks is due to the 
reliance on regulatory risk weights in determining the capital requirements, consider the 
capital shortfalls under another alternative, the simple leverage ratio, defined as the ratio 
of book equity to total (un-weighted) assets. For all stress tests, the rank correlation 
between V-lab and stress test outcomes increases considerably when the denominator of 
capital ratios, the risk-weighted assets, is replaced by total assets (defining a Tier 1 
leverage ratio). 

Figure 2. Stress test risk-based capital shortfalls vs. SRISK (EUR millions). V-lab 
download date: 12/31/2010. 

 
Figure 3. Stress test leverage-based capital shortfalls vs. SRISK (EUR millions). V-lab download date: 
12/31/2010. 

The next two figures show how the rank correlation between V-lab SRISK and the 
capital shortfall of the EBA stress test rotates from highly negative (-0.790) to highly 
positive (0.679) when the EBA shortfall is written as a function of total assets (Figure 3) 
instead of risk-weighted assets (Figure 2). With this definition, the required 
capitalisation of 53 EU banks would have increased from €1.2 billion to €390 billion. 
Dexia would have been forced to raise €9.5 billion, and Crédit Agricole €35.8 billion in 
July 2011 based on the leverage-based capital shortfall. 
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Policy implications 
Overall, the findings suggest that stress tests would be more effective if capital 
requirements were measured differently. A risk-based capital requirement is not 
sufficient because: 

• The increase of risk over time is not captured adequately with static risk 
weights; and 

• Risk weights are flawed measures of bank risks cross-sectionally, as banks game 
their risk-weighted assets (cherry-pick on risky but low risk-weight assets) to 
meet regulatory capital requirements without necessarily reducing economic 
leverage. 

Empirical evidence that European banks took advantage of regulatory risk-weights by 
concentrating on zero-risk weight sovereign debt exposures of the southern European 
periphery can be found in Acharya and Steffen (2013). 

We recommend that regulatory stress tests complement their assessment of bank and 
system risks by using the simple leverage ratio-based and market-based measures of 
risk. We welcome the new Basel III Tier 1 leverage ratio, but this has not yet been 
incorporated into the European stress test design. The mis-measurement of bank risks is 
likely to be present in future stress tests as long as the reliance on static regulatory risk 
weights prevails. In particular, the upcoming Asset Quality Review (AQR) to be 
conducted by the European Central Bank as the Single Supervisory Mechanism of the 
Eurozone Banking Union will involve a stress test to assess capital shortfalls. The 
regulators conducting this exercise should be wary of relying only on the current 
scheme of static risk weights, and instead, also employ the simple leverage ratio and 
market-based capital shortfall measures, such as SRISK. 
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1 We use the terms ‘bank’, ‘firm’, ‘financial firm’, etc., interchangeably throughout. 
2 vlab.stern.nyu.edu/welcome/risk 
http://www.voxeu.org/article/making-macroprudential-stress-tests-more-effective  
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March 14, 2014, 9:55 AM ET 

Euro Rise Shows Limits of ECB Words 
ByTodd Buell 

Currency 
European Central Bank President Mario Draghi was unusually frank in remarks 
Thursday, hinting that the strength of the euro was becoming a serious concern for the 
Frankfurt-based central bank. But analysts say that it is unlikely that Mr. Draghi will 
have the same success with words alone that he did in using the ECB’s bond-buying 
program, or OMT, to reverse the euro crisis. 

 “There is no OMT equivalent when it comes to the real economy,” said Nicholas Spiro 
of Spiro Sovereign Strategy. “The ECB is politically, legally and even technically 
constrained in the kind of meaningful and aggressive measures which are needed to 
ward off the threat of deflation.” 

The ECB should buy assets outright, he said, but added this likely won’t happen 
because of Bundesbank opposition and reputational concerns while the ECB is 
conducting its health check of banks’ balance sheets. Commercial banks might also be 
wary of accepting new longer-term loans from the ECB due to a “stigma”, argued Mr. 
Spiro. 

Frederik Ducrozet of Credit Agricole said that it’s hard to directly compare OMT 
with the currency since even a much stronger euro isn’t a “systemic” crisis in the same 
way that the euro zone debt crisis was at the time of the advent of OMT. 

Agence France-Presse/Getty Images 

Still, he said that if the ECB is serious about combating a strong euro, action will 
eventually have to follow the words. Still he said the ECB would probably only take 
“modest” action such as a combination of a cut in the main refinancing rate, an end to 
the sterilization of its previous bond buying program, and further strengthening of 
forward guidance. The ECB is, however, quite reluctant to cut the deposit rate, the rate 
it pays banks for overnight deposits, into negative territory from its current 0%. “It’s the 
nuclear option. The one they want to avoid at the moment.” 

Mr. Draghi and other Governing Council members have stressed recently that the ECB 
is ready to act should economic conditions worsen. They have tried to step back from 
last week’s press conference, where markets largely interpreted the ECB chief to mean 
that the ECB would refrain from future action, barring a major negative change in the 
outlook. 
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Mr. Draghi took it up a notch Thursday in Vienna: “The strengthening of the effective 
euro exchange over the past one and a half years has certainly had a significant impact 
on our low rate of inflation and, given current levels of inflation, is therefore becoming 
increasingly relevant in our assessment of price stability.” 

He added that the ECB was preparing steps should the risks of deflation become too 
great. 

The remarks caused the euro to drop, but the single currency pushed higher against the 
dollar Friday morning, trading towards the $1.39 level against the greenback recovering 
from losses posted after Mr. Draghi’s remarks. 

Mr. Draghi has, thus far, been far less successful in pushing down the euro than he was 
in turning around the crisis. About 18 months ago, his now immortalized ‘whatever it 
takes’ speech changed the course of the euro crisis. It and the bond-buying program that 
emerged ended speculation that the euro zone would collapse. It also helped lower 
borrowing costs for stressed states. 

Other experts point out that while a stronger currency puts downward pressure on 
inflation by depressing import prices, there are other factors that the ECB has to 
consider before intervening to weaken the euro, namely the price of oil and economic 
output, which could potentially have an inflationary impact. 

“We of course have to look at all factors,” said Michael Schubert an economist at 
Commerzbank. 

http://blogs.wsj.com/economics/2014/03/14/euro-rise-shows-limits-of-ecb-
words/?mod=WSJBlog  
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    Daily Morning Newsbriefing  March 14, 2014 

Towards $1.40 
The euro traded at levels close to $1.40 yesterday before falling back to $1.3865 by this 
morning, giving rise to another pained debate about deflation - with ECB council 
members reaffirming the position that there won't be any quantitative easing - though 
Mario Draghi said the stronger currency was playing an increasing role in the monetary 
policy debate. Reuters quotes Klaas Knot of the Dutch central bank as saying that 
deflation risks were minimal, and even if they were to materialise, he said, the 
instruments of choice would be a further rate cut or "something about the monetary 
transmission process". Luis Linde of the Bank of Spain took a different line, saying 
that a stronger euro might allow the ECB to ease policy, adding "we would like to 
have a little bit more inflation in the eurozone."  
Ambrose Evans-Pritchard, eurosceptic-in-chief at the Daily Telegraph, dug up a 
component in Eurostat's HICP inflation statistics - the HICP index at constant taxes, 
which rips out the effect of tax increases on prices. By that measure inflation has been 
-1% in France, -2% in the Netherlands, Belgium and Slovakia, -4% in Italy, Spain 
and Portugal, -6% in Greece, and -10% in Cyprus.  
Swaha Pattanaik of Reuters Breakingviews said any further appreciation of the euro 
would create more pressure from within the governing council for further monetary 
policy action. One way be would to loosen monetary policy in a way that would affect 
the currency the most - through rate cuts or QE, while measure to encourage lending by 
small companies won't. "The central bank’s reluctance to join global currency wars may 
be laudable but looks less and less tenable."  

Jeff Frankel suggests that the ECB should buy US bonds - i.e. intervene in the currency 
markets - as an alternative to a domestic QE programme. Currency intervention would 
certainly expand the monetary base. There would be no legal obstacles. It would be the 
most direct way to improve competitiveness. And it would have a global advantage: it 
would neutralise Fed tapering.  

Barry Eichengreen weighs in with a Project Syndicate column on the depreciation of the 
renminbi, probably the biggest global economic shock for the world economy right 
now. Eichengreen says Fed tapering had contributed to the renminbi's exchange rate 
decline by foiling the carry trade of borrowing in dollars and purchasing high-yield 
Chinese assets. But this is not the main reason. For that there are two interpretations. 
First, a weaker renminbi could be part of the Chinese government strategy to encourage 
its wider use, in conjunction with a liberalisation of its financial markets. A less 
charitable explanation would be an attempt to boost exports. It is hard to know the 
answer know. The way to tell is to follow the exchange rate movements in the near 
future. Up and down fluctuations would be a sign that policymakers want to eliminate 
one-way bets. A secular decline, by contrast, would reflect weakening demand, and a 
suspension of rebalancing.  
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Over at FT Alphaville Delphine Strauss wonders whether the PBOC may have been 
buying euros. She reports that currency strategists think that this may well be the case - 
though there is no official confirmation. China’s foreign exchange reserves rose by 
$0.5tn to $3.8tn in 2013, with most of the growth coming at the end of the year, 
reflecting inflows of hot money by speculators who were betting an appreciation in the 
yuan/dollar exchange rate. The question is whether reserve managers at the PBOC have 
switched some of those dollars into euros? 

Irish GDP fell unexpectedly in 2013 
New data show that Irish GDP unexpectedly contracted last year by 2.3% in Q4 and by 
0.3% for the year while GNP increased by 3.4% last year and by 0.2% in the final 
quarter. For Ireland the GNP is taken as the more accurate measure as it screens 
out multinational operations. The explanation behind the GDP fall in the news this 
morning was that import growth out-stripped exports during 2013, a reversal in the 
trend of recent years, resulting in a €1.02bn decline in net exports. The main component 
of this was a 3.3% decline in industrial output linked to the expiry of several high-
profile patents in the pharmaceuticals sector and a fall-off in the value of the country’s 
software exports, the Irish Times reports. Another puzzling figure is the 1.1% fall in 
consumer spending in 2013 in contrast to the 0.8% growth in retail sales volumes. Davy 
Stockbrokers explained this discrepancy with increased tourism pushing up retail sales, 
which are counted as exports in the national accounts rather than consumption. 
Investment spending rose by 3.1% in Q4 2013 on the quarter and by 4.2% in calendar 
year 2013, the first increase since the recession began. 

Bill to close 20 state bodies adopted by Greek parliament 
The controversial bill on closing 21 state bodies was voted through Parliament 
yesterday after administrative reform minister Kyriakos Mitsotakis withdrew an 
unpopular article that would be led to the closure of a labour institute, Kathimerini 
reports. The bill passed into law with the number of votes on the separate provisions 
ranging from 142 to 158 in favour and from 76 to 88 against in the 300-seat House. A 
large number of opposition party deputies did not even attend the vote. 

Malkoutzis shows us the social impact of the crisis in figures 
Nick Malkoutzis shows us the social impact of the crisis in Greece in figures. While the 
real impact is elusive to our eyes and most evident in living rooms, offices, factories or 
hospitals, there are some indicators to show the sheer extent of it: 34.6% of the 
population live at risk of poverty or social exclusion (2012 figure), household’s 
disposable income contracted 30% since the crisis began, with about a third of 
households indicating that they are behind payments and 40% saying they will not be 
able to meet commitments this year. The Public Power Corporation is disconnecting 
around 30,000 homes and businesses a month due to unpaid bills; unemployment has 
risen 160% so that now 3.5m employed people have to support 4.7m unemployed or 
inactive. Only 15% of the 1.4m unemployed currently receive financial assistance from 
the state; there is no safety net for self-employed, who make up 25% of the work force. 
Social transfers have been cut by more than 18%, health care cuts of 11.1% between 
2009-2011 are the largest in the OECD while there was a significant rise of HIV 
infections, tuberculosis, still births. For 48.6% of families pensions are the main source 
of income, expected to be cut even further. The €700 pension has been reduced by about 
25% since 2010 and is due to be halved over the next few years. 
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Spain’s justice minister in hot water for pardon remarks 
Spain’s justice minister Alberto Ruiz-Gallardón put his foot in his mouth by claiming 
last Wednesday at an event at a law school that “as long as he’s minister”, there will be 
no pardons of people guilty of corruption. The political opposition and progressive 
judges’ associations quickly denied that this was true, as there have been ten cases of 
pardon for mischief in office, writes El País. The minister is now qualifying his 
statement by saying that none of the people pardoned took money.  

Though the number of pardons granted by Rajoy’s government in its first year in office 
was commensurate with those granted by previous governments as documented by El 
País in a story at the end of 2012, the politicisation of the power of pardon has become a 
point of controversy as corruption uncovered by the long-drawn crisis takes a toll on the 
public credibility of Spain’s institutions. Ruiz-Gallardón himself has squandered his 
popularity with “progressives” (gained in the Madrid local and regional government) as 
a result of his proposed reform of abortion laws and of austerity-motivated reforms of 
the justice system, including the hiking of court fees, reduction of the right to appeal 
decisions in labour law, etc.  

The government recently introduced a “transparency law” (including limited access to 
government documents) which has also been hotly contested as insufficient or 
whitewashing and has offered the political opposition a “pact against corruption”. 

The road to sanctions 
We have deliberately stayed away from the Ukraine/Russia story as it is mostly outside 
of our remit, but there are potential spillovers with a big effect on the eurozone 
economy. It remains our view, for now, that the German government is not serious 
about sanctions and that the ultimate response will be limited to grand-standing gestures 
rather than action. Frankfurter Allgemeine reports on its front page that Angela Merkel 
and her government are now resigned to the fact that the Krim will not remain part of 
the Ukraine and that sanctions would become likely. But what does that mean?  

On its business pages the paper goes into some detail. Germany thinks of sanctions in 
three stages. Stage one is what happened at the last European Council -the suspension of 
the G8 meeting, the suspection of visa talks - largely symbolic stuff about which 
Vladimir Putin's cares little.  

Stage two would be the freezing of accounts of rich Russians and travel restrictions on 
Russian tourists. The problem with the first is that all financial centres would have to 
participate. The latter might be more effective given the Russian taste for Mediterranean 
holidays.  

Stage three would be genuine economic sanctions: a stop of Russian gas and oil 
imports. That revenue loss to Russia would be $100m per day, and would have a 
massive fiscal effect, since energy receipts constitute about half of the Russian state 
revenues. Germany imports 35% of its gas from Russia but has enough storage for 
sanctions not to cause energy shortages in the short-run. But such a scenario would 
lead to an immediate peak in energy costs for the economy and for households.  
At that point, Russia would retailiate. The biggest concern for European investors in 
Russia would be a forced nationalisation. The Duma is already preparing legislation. 
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Germany could not sustain such a strategy through the winter. The gas supplies last 
about one winter month. That is why a sanctions strategy is very unlikely to happen, and 
if it were to happen, it would not be sustained. This is the price you pay for making 
yourself dependent on Putin's oil. The strategy for now is the equivalent of what central 
bankers euphemistically call :"verbal intervention" - which seems to have become 
the policy tool of choice in all our battles: against Putin and against deflation and 
currency appreciation. 

Don't worry be happy, Weidmann edition 
Frankfurter Allgemeine quotes Bundesbank chief Jens Weidmann as saying that 
Germany need not react to the European Commission's finding of large and persistent 
current account surpluses. He said specifically there was no need to step up domestic 
demand. The surpluses were merely the result of superior German competitiveness. The 
surpluses would remain high for several years, and then would then slowly decline 
as the demographic shift kicks in. Weidmann thus contradicts the German economics 
minister who accepted the Commission's finding - at least in principle. 

A metric of inter-dependence 
This article in Corriere della Sera this morning was really about why the EU cares so 
much about Italy. It then drifts into an interesting subject in its own right - the inter-
dependence of policy action by member states. It quotes from the macroeconomic 
imbalance procedures which looked at spillover effect of austerity measures between 
countries and the extent to which these spillovers drove up deficits. The Commission 
found that there are two channels through which austerity in country A is transmitted to 
country B through lower demand for foreign good and reduced domestic demand in 
country A. For country B, the effect is a fall in exports and a fall in competitiveness (the 
latter presumably through the fact that austerity in country A lowers relative prices 
against country B). And the bigger the country, the bigger those spillover effects. In the 
case of Germany. the effect of a change in its GDP during the three austerity years on 
others has been 0.22  for France, 0.21 for Italy , and 0.25 for Ireland.  
This is also why analysts get the eurozone analysis wrong when they tried to estimate 
totals by extrapolating national parts. Those dynamic effects have become hugely 
significant. Unfortunately, the envisaged modest fiscal expansion of Italy will be more 
than compensated for by further fiscal contraction in France, and the Netherlands, while 
the German stance remains broadly neutral from now on. 
Eurozone Financial Data 

10y spreads    
 Previous day Yesterday This Morning 
France 0.589 0.597 0.601 
Italy 1.831 1.885 1.898 
Spain 1.755 1.833 1.841 
Portugal 2.950 3.084 3.103 
Greece 5.533 5.679 5.67 
Ireland 1.451 1.482 1.492 
Belgium 0.714 0.716 0.721 
Bund Yield 1.597 1.544 1.531 
exchange rates    
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  Previous This morning  
Dollar 1.396 1.3865  
Yen 143.120 140.98  
Pound 0.836 0.8343  
Swiss Franc 1.215 1.2134  
ZC Inflation 
Swaps    
  previous  last close  
1 yr 0.71 0.7  
2 yr 0.82 0  
5 yr 1.27 0  
10 yr 1.72 1.57  
Eonia    
13-Mar-14 0.17   
12-Mar-14 0.17   
11-Mar-14 0.17   
10-Mar-14 0.17   
OIS yield curve    
1W 0.183 15M 0.138 
2W 0.192 18M 0.142 
3W 0.187 21M 0.155 
1M 0.177 2Y 0.160 
2M 0.164 3Y 0.267 
3M 0.174 4Y 0.404 
4M 0.158 5Y 0.578 
5M 0.165 6Y 0.773 
6M 0.162 7Y 0.955 
7M 0.165 8Y 1.137 
8M 0.162 9Y 1.299 
9M 0.141 10Y 1.446 
10M 0.159 15Y 1.963 
11M 0.145 20Y 2.169 
1Y 0.139 30Y 2.246 
Euribor-OIS 
Spread    

 previous  last close  
1 Week -1.643 -2.443  
1 Month 3.214 3.114  
3 Months 8.914 10.914  
1 Year 37.786 39.586  
    
Source:Reuters    http://www.eurointelligence.com/professional/briefings/2014-03-
14.html?cHash=bb007fc04484177b0ed7a3922065b80b  
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It is time to stand up for the European 
Union 
By George Soros 

The UK has the best of all worlds. Any change would be for the worse, writes George 
Soros  

There is an important debate under way about the future of Europe and Britain’s place 
in the EU. I bring a pro-European bias to this debate. I am a great believer in the Union 
as it was originally conceived. This is a function of my personal history and of the 
philosophy I developed based on my life experience. 

I lived through both Nazi and Communist occupation in my native Hungary and I learnt 
at an early age how important it is what kind of political system prevails. 

The Europe I believe in was intended to be a practical embodiment of the values and 
principles of the open society; a voluntary association of equal and sovereign states that 
surrendered part of their sovereignty for the common good. 

For a fervent believer in the open society it is heartbreaking to admit that the euro crisis 
has already transformed the EU from a voluntary association of equals into a creditor-
debtor relationship, which is neither voluntary nor equal. 

More ON THIS STORY// EU uncertainty weighs on UK manufacturers/ In depth 
Britain in Europe/ Ed Miliband Britain at the heart of Europe/ Philip Stephens Miliband 
closes EU exit/ Business split as Miliband rules out EU vote 

ON THIS TOPIC// Comment Make the marriage work/ Miliband knocks down early 
EU vote/ John McDermott How to read Miliband’s EU policy/ Miliband virtually rules 
out EU referendum 

THE A-LIST// Mohamed El-Erian The toothpaste tube test/ Why China’s leaders love 
‘House of Cards’/ Ahmed Rashid Pakistan’s shift on Syria/ Stephen King Low growth 
is new reality 

The policy of austerity that Germany imposed on the eurozone countries was the wrong 
one. The downward pressure has now diminished and this has given financial markets a 
lift. But the prospect of a long period of stagnation has not been removed and it has set 
in motion a negative political dynamic. Anybody who finds the prevailing 
arrangements are intolerable is pushed into an anti-European posture, so I expect 
the process of disintegration to gather momentum.  
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During the acute phase of the euro crisis, we had one financial crisis after another. From 
now on I expect a series of political rather than financial crises, although the latter 
cannot be excluded. 

Europe is at a crossroads. It faces two crucial decisions: one is the future of the 
eurozone; the other is Britain’s role in Europe. 

The eurozone needs to become more integrated. It needs a common fiscal budget policy, 
a banking union and a more level economic playing field. 

But any move towards greater integration risks exacerbating anti-European 
sentiment in the UK. 

Right now Britain has the best of all possible worlds – it is part of the European 
common market but it is not part of the euro. Any change would be for the worst as far 
as Britain is concerned. 

I will leave it to the business community, especially the multinationals that use the UK 
as an entry point into the common market, to explain to the British public what they 
have to lose: jobs. 
But Britain’s exit would be a further step in the disintegration of the EU and it would 
greatly diminish the weight that the Union pulls in the world and that would be a great 
loss not only for Europe but also for the world. 

In my view, the world is suffering from a breakdown in the rule of law and global 
governance. Both Europe and America are preoccupied with their internal problems and 
that has created a power vacuum elsewhere. There are many unresolved political crises 
causing immense human suffering, as exemplified by the humanitarian catastrophe in 
Syria. 

The breakdown in global governance has been brought closer to home by the Ukrainian 
uprising and the Russian invasion of Crimea. The Ukrainians are willing to sacrifice 
their lives for the sake of moving closer to an EU that is in the process of disintegrating. 
For instance, Britain is dead set on destroying the European Court of Human 
Rights that is the sole protector of the rule of law both in Ukraine and Russia. 

Ukrainians are establishing their identity as Europeans. Isn’t it time for people on both 
sides of the Channel to rediscover their identity as Europeans? That should make it 
possible to find a solution to the seemingly intractable problems of the EU. 

The writer is chairman of Soros Fund Management and a philanthropist. His book 
‘Tragedy of the European Union: Disintegration or Revival?’ has been published this 
week  
http://www.ft.com/intl/cms/s/0/5b391e16-a9f3-11e3-adab-
00144feab7de.html#axzz2vwMKRd3W  
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Fiscal challenges in Britain’s 
impoverished future 

By Martin WolfAuthor alerts 

It is mad to subsidise debt to buy houses while not allowing borrowing for social 
amenities  

©Bloomberg 

Next Wednesday we will watch a piece of British political theatre. Nothing new is 
likely to emerge from the Budget. Nevertheless, this is an important juncture. With the 
country less than 14 months from a general election, it is time to consider the fiscal 
future. 

The future is, alas, not what it used to be. At the end of last year, the economy was 
almost a fifth smaller than if the 1980-2007 growth trend had continued. Moreover, 
even the most encouraging feature of economic performance in recent years – the 
buoyant labour market – reflects the collapse in productivity growth. Forecasters believe 
that most of the lost output is gone for ever: the Office for Budget Responsibility thinks 
the “output gap” – a measure of excess capacity – is 1.8 per cent of gross domestic 
product; even the most optimistic, Capital Economics, believes it is 6 per cent. 

More ON THIS STORY// Weak productivity blamed for falling wages/ Chris Giles 
UK growth belies slip in productivity/ Osborne faces £20bn financial black hole/ 
Samuel Brittan Osborne’s Budget dilemma/ Carney luck continues as inflation falls 
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MARTIN WOLF// The spectre of deflation/ No easy path to democracy/ Britain risks a 
bigger hangover/ Enslave the robots 

How big the losses needed to be is still open to debate. My view is that a fiscal policy 
aimed at accelerating the recovery could have reduced the costs of the crisis. But costs 
were bound to be huge. Financial crises are extremely costly events. 

Now consider what lies ahead. The excellent Green Budget from the Institute for Fiscal 
Studies notes that as of the end of this financial year, just 46 per cent of the tightening 
planned by George Osborne, the chancellor of the exchequer, would have been 
completed and only 40 per cent of the cuts in spending. The government promises 
continued austerity until 2018-19. In that year, it hopes, there would be a budget 
surplus, with public sector net debt at 76 per cent of national income. 

How much of this austerity will be needed? The IFS says that if the most optimistic 
assessment of spare capacity were right, all spending cuts planned beyond 2014-15 
could be reversed. If the most pessimistic assessment were correct, the outline plans 
would be sufficient to offset the fiscal costs of the crisis (at some 8.6 per cent of GDP). 

In framing fiscal policy it is wise to take a pessimistic view of the economy and then 
hope for pleasant surprises. But it does not follow that the aim should be a balanced 
budget. It is perfectly reasonable for the government to borrow to invest. It is true that 
the distinction between current and capital spending is difficult to draw. The answer to 
that is to create institutions for the development and appraisal of good investment 
programmes and use the public sector balance sheet to fund them. It is mad to subsidise 
households to borrow the money they need to buy houses, while the most creditworthy 
entity in the country is not allowed to borrow to create the new infrastructure and public 
amenities society needs. 

A counter-argument would be that the debt legacy of the crisis is so grave that the 
country must bring the burden down by running a tight fiscal policy for a long period. 
The IFS notes, for example, that “such a high level of debt, at least relative to the 
decades leading up to the crisis, requires high annual servicing costs (for example, 3.8 
per cent of national income in 2018-19 – which is more than is currently spent on 
schools) and leaves the government more exposed to movements in interest rates”. 

This argument has real merit. But it is not itself a decisive one. 

First, the qualification about recent decades is important. Prospective debt levels are 
well below the average of the past three centuries, which was more than 100 per cent of 
GDP. Yet the UK prospered. 

Second, the cost of public debt is determined not by the stock, but by the real interest 
rate the government pays. That interest rate remains exceptionally low. The government 
should have prefunded borrowing on a large scale, at these low real costs. Furthermore, 
there is no reason why the Bank of England should not continue to own a substantial 
quantity of gilts. 

Third, the debt burden is determined by the value of assets as well as of liabilities – as is 
true of any other borrower. The assets of the government are its investments, including 
in people, and, more broadly, the taxable capacity of the economy. Thus fiscal policy 
should be oriented towards high-quality investment in both the public and private 
economies. It follows that setting up fiscal and wider economic policy regimes that 
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promote high-quality and widely shared growth is the highest policy priority, not hitting 
a target for a particular fiscal balance on an arbitrary date. 

Also important is how well the poorest are protected from the consequences of adverse 
shocks for which they bear no responsibility. As the Green Budget makes clear, the 
Liberal Democrat obsession with raising the income tax threshold is simply not the 
answer to that challenge; it misses the target altogether. But the most important 
requirement of good policy must be using the public sector’s balance sheet and the 
possibilities of fiscal and other policies to accelerate the recovery and subsequent 
growth. 

Yes, there are large losses to share. But it remains crucial to minimise these losses. 
Balancing the budget is neither a necessary nor a sufficient condition for that. Let the 
debate on what is really needed be engaged. 
http://www.ft.com/intl/cms/s/0/9523a358-a9d0-11e3-8bd6-
00144feab7de.html#axzz2vwMKRd3W 
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ECB needs cunning plan to join currency 
wars 
March 13, 2014 @ 4:07 pm  

By Swaha Pattanaik  

The author is a Reuters Breakingviews columnist. The opinions expressed are her own. 
The euro is at two-and-a-half-year highs. Its strength risks driving ultra-low inflation 
even lower. The European Central Bank may be squeamish about blatantly targeting a 
weaker euro. But it need have no qualms about picking monetary policy tools that 
maximise damage to the single currency. 

The euro has climbed 11 percent in trade-weighted terms since July 2012, when ECB 
President Mario Draghi stood up for the single currency. Initially, its gains were hailed 
as a vote of confidence. Now, they look like too much of a good thing. 

Draghi reckons the euro’s rise has lopped 0.4 percentage point off inflation. It also hurts 
GDP growth by eroding exporters’ competitiveness. That’s unhelpful: euro zone 
inflation is less than half the ECB’s target and growth is still fragile. 

The central bank generally avoids talking about exchange rates, not least because 
they are only one of many factors that influence policy. 
But discontent is surfacing. On March 10, Bank of France Governor Christian Noyer – 
generally on-message rather than a maverick – expressed unhappiness about the euro’s 
strength. Yet it rose further. By contrast, Bank of England Deputy Governor Charlie 
Bean weakened sterling on the same day by saying any further strength could delay a 
UK rate rise. 

Further euro gains may provoke stronger rhetoric. But if the ECB really wants to halt 
the move, it will have to do more. It could follow Bean’s example and announce a 
firmer tie between the currency and monetary policy. But that may be too explicit for 
the central bank. 

A more acceptable approach might be to loosen policy in a way that inflicts the most 
damage on the currency – by a happy coincidence. That tactic has been tried and tested 
by the Bank of Japan. A further rate cut, including a sub-zero deposit rate, might do the 
trick. Full blown quantitative easing entails thorny problems but would also work. 
Boosting lending to small- and medium-sized firms won’t. 

The strong euro is compounding the ECB’s low-inflation headache. The central bank’s 
reluctance to join global currency wars may be laudable but looks less and less tenable. 
http://blogs.reuters.com/breakingviews/2014/03/13/ecb-needs-cunning-plan-to-join-
currency-wars/    
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Jeffrey Frankel is a professor at Harvard University's Kennedy School of 
Government, previously served as a member of President Bill Clinton’s Council of Economic 
Advisers. He directs the Program in International Finance and Macroeconomics at the US National 
Bureau of Economic Research, where he is a member of the Business Cycle Dating Committee, the 
official US arbiter of recession and recovery.  
MAR 13, 2014  

Why the ECB Should Buy American 
CAMBRIDGE – The European Central Bank needs to ease monetary policy further. 
Eurozone-wide inflation, at 0.8%, is below the target of “close to 2%,” and 
unemployment in most countries remains high. Under current conditions, it is hard for 
the periphery countries to reduce their costs to internationally competitive levels, as 
they need to do. If inflation in the eurozone as a whole is below 1%, the periphery 
countries are condemned to suffer painful deflation. 
The question is how the ECB can ease policy, given that short-term interest rates are 
already close to zero. Most of the talk in Europe concerns proposals to undertake 
quantitative easing (QE), following the path taken by the US Federal Reserve and the 
Bank of Japan. This would mean expanding the money supply by buying member 
countries’ government bonds – a realization of ECB President Mario Draghi’s “outright 
monetary transactions” scheme, announced in August 2012 in the midst of growing 
uncertainty about the euro’s future (but never used since then). 

But QE would present a problem for the ECB that the Fed and other central banks do 
not face. The eurozone has no centrally issued and traded Eurobond that the central 
bank could buy. (And the time to create such a bond has not yet come.) By purchasing 
bonds of member countries, the ECB would be taking implicit positions on their 
individual creditworthiness. 

That idea is not popular with the eurozone’s creditor countries. In Germany, ECB 
purchases of bonds issued by Greece and other periphery countries are widely thought 
to constitute monetary financing of profligate governments, in violation of the treaty 
under which the ECB was established. The German Constitutional Court believes that 
the OMT scheme exceeds the ECB’s mandate, though it has temporarily tossed that 
political hot potato to the European Court of Justice. 

The legal obstacle is not merely an inconvenience; it also represents a valid economic 
concern about the moral hazard that ECB bailouts present for members’ fiscal policies 
in the long term. That moral hazard – a subsidy for fiscal irresponsibility – was among 
the origins of the Greek crisis in the first place. 
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Fortunately, interest rates on Greek and other periphery-country debt have fallen sharply 
over the last two years. Since he took the helm at the ECB, Draghi has brilliantly 
walked the fine line required to “do whatever it takes” to keep the eurozone intact. 
(After all, there would be little point in upholding pristine principles if doing so resulted 
in a breakup, and fiscal austerity alone was never going to return the periphery countries 
to sustainable debt paths.) At the moment, there is no need to support periphery-country 
bonds, especially if it would flirt with illegality. 

What, then, should the ECB buy if it is to expand the monetary base? For several 
reasons, it should buy US treasury securities. In other words, it should go back to 
intervening in the foreign-exchange market. 

For starters, there would be no legal obstacles. Operations in the foreign-exchange 
market are well within the ECB’s remit. Moreover, they do not pose moral-hazard 
issues (unless one thinks of the long-term moral hazard that the “exorbitant privilege” of 
printing the world’s international currency creates for US fiscal policy). Finally, ECB 
purchases of dollars would help push down the euro’s exchange rate against the dollar. 

Such foreign-exchange operations among G-7 central banks have fallen into disuse in 
recent years, partly owing to the theory that they do not affect exchange rates except 
when they change money supplies. But in this case we are talking about an ECB 
purchase of dollars that would change the euro money supply. The increase in the 
supply of euros would naturally lower their price. Monetary expansion that depreciates 
the currency is more effective than monetary expansion that does not, especially when, 
as is the case now, there is very little scope for pushing short-term interest rates much 
lower. 

Depreciation of the euro would be the best medicine for restoring international 
price competitiveness to the periphery countries and reviving their export sectors. 
Of course, they would devalue on their own had they not given up their currencies for 
the euro ten years before the crisis (and if it were not for their euro-denominated debt). 
If abandoning the euro is not the answer, depreciation by the entire eurozone is. 

The euro’s exchange rate has held up remarkably during the four years of crisis. Indeed, 
the currency appreciated further when the ECB declined to undertake any monetary 
stimulus at its March 6 meeting. Thus, the euro could afford to weaken substantially. 
Even Germans might warm up to easy money if it meant more exports. 

Central banks should and do choose their monetary policies primarily to serve their own 
economies’ interests. But proposals to coordinate policies internationally for mutual 
benefit are fair. Raghuram Rajan, the governor of the Reserve Bank of India, has 
recently called for the advanced economies’ central banks to take emerging-market 
countries’ interests into account via international cooperation. 

ECB foreign-exchange intervention would fare well in this regard. This year, the 
emerging economies are worried about a tightening of global monetary policy, not the 
policy loosening that three years ago fueled talk of “currency wars.” As the Fed tapers 
its purchases of long-term assets, including US treasury securities, it is a perfect time 
for the ECB to step in and buy some itself. 

http://www.project-syndicate.org/commentary/jeffrey-frankel-urges-the-ecb-to-buy-us-
treasuries-to-expand-the-monetary-base  

 http://www.project-syndicate.org/columnist/jeffrey-frankel   
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Is the PBOC driving up the euro? 
Delphine Strauss  
Mar 13 19:14 7 comments Share  

China’s central bank engineered an abrupt end to the carry trade in the renminbi last 
month. Could it also be helping to drive up the ever-appreciating euro? 

Very likely, is the conclusion of currency strategists. Chinese officials have long been 
determined to lessen a reliance on the dollar as the world’s dominant reserve currency. 
But they can only act on this resolve at times when foreign exchange reserves are 
accumulating – giving reserve managers the opportunity to diversify. 

They certainly have the opportunity at the moment. China’s foreign exchange reserves 
jumped by around $0.5tn to $3.8tn in 2013, following a much smaller increase in 2012. 
Most of the growth took place towards the end of the year, and probably reflected 
inflows of hot money as investors bet on a steady rise in the renminbi. 

Last month, the Chinese authorities warned off the speculators and signalled that 
investors should not see the renminbi as a one-way bet. A sharp fall in the currency 
probably reflected dollar buying by the central bank, analysts say. 

But have reserve managers at the People’s Bank of China been switching some of these 
dollars into euro – and does this explain the relentless rise in the euro dollar rate? At this 
point, the argument becomes speculative. 

Valentin Marinov, a strategist at Citigroup, sets it out as follows. 

First, a divergence between the onshore and offshore renminbi rates can be used as a 
rough proxy for PBOC intervention in the market and is generally matched by a build-
up in reserves. Second, reserve growth has generally been correlated in recent years 
with euro strength against the dollar. Third, the recent growth in China’s reserves has 
not been matched by an increase in its holdings of US Treasuries, as far as we can 
tell from the TIC data published by the US government. 

The euro’s share of FX reserves held by emerging market central banks has fallen 
sharply since 2009. Its share of developed country reserves has been stable – probably 
chiefly because of Swiss efforts to limit the franc’s appreciation. But now that the 
euro’s survival is no longer in doubt, reserve managers could be back in the market and 
those at the People’s Bank of China – reputedly more aggressive in their investment 
strategy than many of their counterparts – could be in the vanguard. 

“One could conclude that central banks were slow to profit from the latest rally in euro 
assets,” Mr Marinov writes. “This may be changing.” 

Some analysts demur. David Marsh, at HSBC, thinks the PBOC would have sold 
dollars, rather than buying, in its efforts to chase out speculators so that its actions 
cannot explain the euro’s strength over the same period. A Beijing-based trader says 
recent PBOC interventions did not coincide with moves in the euro bond market. 
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Moreover, central bank reserve growth is likely to slow in 2014, limiting reserve 
managers’ influence in currency markets. 

But others say that while the timing of its moves is unknown, the euro is always “in the 
front line” when the PBOC is in a position to diversify – and that anecdotal evidence 
suggests it has been in the market recently. 

There will be no way to check, since China does not report the currency composition of 
its reserves to the IMF, which collates the most comprehensive data available on central 
bank holdings. But if true, the euro’s strength has quite some backing. 
This entry was posted by Delphine Strauss on Thursday March 13th, 2014 19:14. 
Tagged with China, People's Bank of China. 
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In a tech bubble with a twist, the big 
danger is bonds 

By Gillian Tett  

The more money that floods into fixed income, the more risky any reversal  

 Seth Klarman, head of Baupost Group 

Seth Klarman, the publicity-shy manager of the $27bn Baupost hedge fund, has given 
investors a slap. In his quarterly investment letter, he declared capital markets are in the 
grip of a wild bubble. 

“Any year in which the S&P jumps 32 per cent and the Nasdaq 40 per cent while 
corporate earnings barely increase should be a cause for concern,” he wrote, pointing to 
“bubbles” in bond and credit markets, and “nosebleed stock market valuations of 
fashionable companies like Netflix and Tesla”. 

More ON THIS STORY// Hedge funds face ‘Truman Show’ markets/ Klarman warns 
of looming market bubble/ Puerto Rico returns to capital markets/ Engine of Wall Street 
profits sputters in first quarter 

GILLIAN TETT// Social mobility – a family affair/ The next Goldman arbitrage/ My 
first post-Soviet revolution// Regulators should say who calls the shots 
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It might sound reminiscent of 1999, when “fashionable” technology stocks last soared 
on this scale. But there is a twist: today it is not equities but bond markets that may yet 
be the most significant cause of concern. 

In recent years an astonishing amount of money has quietly flooded into fixed income 
funds, which buy corporate bonds, emerging markets bonds and mortgage debt. And as 
the US looks more likely to raise interest rates, creating potential losses for 
bondholders, the flows could reverse – creating destabilising shocks for regulators and 
investors alike. 

Consider the numbers. Just after Mr Klarman issued his warnings, the investment 
research group Morningstar produced analysis that suggests US investors have put 
$700bn of new money into the most mainstream taxable US bond funds since 2009. 
Since bond prices have risen, too, the value of these funds has doubled to $2tn. That is 
striking. But more notable is that these inflows to fixed income have outstripped the 
inflows to equity funds during the 1990s tech bubble – in both absolute and relative 
terms. 

Meanwhile, Goldman Sachs estimates (using slightly different forms of calculation) that 
$1.2tn has flowed into global bond funds since 2009, compared with a mere $132bn 
into equities. And a new paper from the Chicago Booth business school estimates that 
inflows to global fixed income funds have been almost $2tn since 2008, four times that 
of equity funds. 

Given this, it is no surprise that investment grade companies have been rushing to sell 
bonds at rock-bottom yields (this week General Electric, Coca-Cola and Viacom were 
just the latest). Nor is it surprising that junk bond issuance hit a record last year; or that 
Moody’s, the US credit rating agency, warned this week that investors are so desperate 
to gobble up bonds that they are buying instruments with fewer legal protections than 
ever before. 

But the $2tn question is what might happen if, or when, those flows change course. 
Until recently it was often presumed that corporate bond investors were a less skittish 
group than equity investors; fixed income funds were not prone to quite such wild 
sentiment swings. However, the four economists who penned the Chicago Booth paper 
argue that this is no longer the case. 

Analysing market data since 2008, they conclude bond market investors have an 
increasing tendency towards volatile swings and herd behaviour. That is partly because 
of fears that the US Federal Reserve could soon raise rates. But the sociology of asset 
managers is crucial, too. “Delegated investors such as fund managers are concerned 
with relative performance compared to their peers [because] it affects their asset-
gathering capabilities,” they note. “Investing agents are averse to being the last one into 
a trade [which] can potentially set off a race among investors to join a sell-off in a race 
to avoid being left behind.” And while such behaviour can affect all fund managers, the 
Chicago analysis suggests bond fund managers have recently become much more 
skittish than their equity counterparts. 

One sign of this occurred last year when bond markets, fearing the Fed was about to 
tighten monetary policy, had a “taper tantrum”, the Chicago Booth authors say. They 
warn that “bond markets could experience another tantrum” when the “extraordinary 
monetary accommodation in the US is withdrawn”. And since it is now the bond funds, 
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not banks, that hold the lion’s share of corporate bonds, if another taper tantrum does 
take hold that could be very destabilising. 

Today, as in 1999, nobody knows when that turning point might come. But the more 
money that floods into fixed income, the more dangerous any reversal could be. 
Investors and policy makers alike need to heed the message from the Chicago paper – or 
from Mr Klarman. History may not repeat itself; but, when bubbles occur, it does have a 
tendency to rhyme. 

http://www.ft.com/intl/cms/s/0/d5ca6b4e-a9d0-11e3-8bd6-
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Drifting into Politics 

Is Germany's High Court Anti-
European? 
By SPIEGEL Staff 

Germany's Federal Constitutional Court is one of the country's most formidable 
institutions. Yet recently it has faced criticism for its rulings on the euro and 
European unification. Have its justices crossed the line between jurisprudence and 
politics? 
In early September, Andreas Vosskuhle set off for Strasbourg. The president of 
Germany's Federal Constitutional Court -- the country's top court -- wanted to elucidate 
his idea of a "Europe of tomorrow" to some 30 members of the European Parliament at 
Maison Kammerzell, a historical restaurant in the French city. 

It wasn't a pleasant evening for Vosskuhle. It almost seemed as though the members of 
parliament were turning the tables and placing the chief justice of Germany's highest 
court in the dock. "Vosskuhle was raked over the coals," says one participant, adding 
that there were no party lines when it came to the criticism. One member even 
complained that the court is seeking to harm the European Parliament with its decisions. 
Another argued that the Karlsruhe-based court simply doesn't comprehend Europe's idea 
of democracy. 

After a barrage of questioning that lasted two hours, Vosskuhle finally lost his patience. 
"Not a single person here has mentioned the words 'citizens' or 'voters,'" he said, seeking 
to rebuke the politicians. "Is your own power the only thing you care about?" 

Decisions Unpopular in Europe  
Be it in Berlin or in Brussels, many politicians have little that's positive to say about the 
German Constitutional Court these days. The justices are being very publicly accused of 
overstepping the boundaries of their responsibilities and of placing themselves in the 
position of legislators. Some politicians are so filled with misgivings they worry the 
justices have entered into some kind of secret pact with forces that view the euro to be 
an act of German self-abandonment and want to turn back the clock on European 
integration.  
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Norbert Lammert, president of Germany's federal parliament, the Bundestag, even 
stated recently that he could detect a whiff of "skepticism towards Europe" in the court. 
Martin Schulz, the German president of the European Parliament and the Social 
Democrats' leading candidate going into May's elections for the EU's legislative body, 
has worded it even more strongly, saying, "I don't think the Constitutional Court has 
understood how democracy works at the European level." 

The Constitutional Court is one of Germany's most venerable institutions. Germans love 
the idea of an authority that stands above partisan squabbling -- one that doesn't orient 
its decisions around current trends, but rather bases them on a literal interpretation of 
the constitution.  

But the court is no stranger to harsh criticism either. During the 1970s, for example, a 
federal minister, Herbert Wehner, then the head of the center-left Social Democrats' 
parliamentary group, spoke in deeply disparaging terms of the Constitutional Court 
when it threatened to get in the way of then-Chancellor Willy Brandt's policies of 
détente with Moscow and East Germany, politics aimed at easing Cold War tensions. 
Wehner said he wouldn't allow the "assholes" in Karlsruhe to ruin Brandt's Ostpolitik 
rapprochement policy. Still, the court has always seemed able to survive such attacks as 
long as it knew it could count on public support. 

At the moment, though, a shift in sentiment appears to be taking shape. Two weeks ago, 
the Constitutional Court ruled to overturn a restrictive clause stipulating that any party 
seeking to enter the European Parliament must clear a 3-percent hurdle. The decision 
drew widespread criticism on the editorial pages of German newspapers. "It sends the 
following message for the European elections," wrote the influential Süddeutsche 
Zeitung newspaper: "Protest voters, animal rights activists and any other particularists, 
head to the ballot box!" A survey conducted for SPIEGEL by pollster TNS Forschung 
also shows voters are critical of the decision. Some 54 percent queried said the ruling 
wasn't a good one, and only 39 percent signaled their approval.  

Indeed, applause for the court's most recent rulings has largely come from dubious 
sources, such as the euro-critical Alternative for Germany (AFD) party and its leader 
Bernd Lucke. The party would like to see Germany leave the common currency area 
and is hoping to use that platform to score seats in European elections this spring. "The 
European mission is inherent to the German constitution," says Manfred Weber, a 
member of the European Parliament with the Christian Social Union, the Bavarian sister 
party to Chancellor Angela Merkel's conservatives. "But I don't see that the court in 
Karlsruhe is fulfilling this function." 

A Euro-Critical Force?  
So has the Constitutional Court become something of an Alternative for Germany 
disguised in justices' red robes? 

"I don't feel that the Federal Constitutional Court, with its decisions, has seriously 
hindered European integration in any area," Vosskuhle says, defending the institution. 
To the contrary, he believes that the Karlsruhe court's legal review of European 
unification, publicly deliberating and clarifying the issue as it did, has helped strengthen 
public trust in integration. "In this way, the court is helping to ensure that the European 
house is being built in a way that is stable and is as close to its citizens as possible," he 
says. 

30 

 

http://www.spiegel.de/international/europe/new-anti-euro-figures-in-germany-offer-vague-ideas-and-fan-fears-a-906675.html
http://www.spiegel.de/international/europe/new-anti-euro-figures-in-germany-offer-vague-ideas-and-fan-fears-a-906675.html


Vosskuhle also gives the court credit for putting the brakes on radical movements in 
Germany. "It is no coincidence that anti-European currents are finding less momentum 
in Germany than in other (EU) member states," he says. But is it really the job of the 
justices on Germany's Constitutional Court to think so politically? 

In the past, Constitutional Court justices generally deflected criticism. Why, after all, 
should a justice who is elected for a 12-year term and cannot be removed from office by 
anyone care about criticism from politicians? The justices are not obliged to follow 
instructions and their rulings have legal force. 

Are Justices Ruling on Their Own Fates?  
But now they are being accused of ruling on their own fates and of blocking European 
integration because they fear that they themselves will ultimately become subordinate to 
the European Court of Justice in Luxembourg, the EU's highest court. The justices view 
such allegations as slanderous, seeing themselves instead as champions of finding a 
balance between the judicial powers in Europe. 

During a panel discussion in Berlin last Thursday, Vosskuhle sought to defuse the tense 
topic with a joke: "As to the question of who has the last word -- that's a question that 
should be asked as infrequently about the European Court of Justice and the Federal 
Constitutional Court as it should of one's spouse." In general, though, the justices in 
Karlsruhe haven't done very well at dealing with such charges. 

Some of the justices, like Vosskuhle, come from the world of academia, while others 
were previously career judges. Few are familiar with the inner workings of the political 
world, which often requires navigating extremely tricky situations. One member of the 
court recently lamented that he found the "duplicity" of politicians to be repulsive. 

The justices in Karlsruhe feel their opinions are being maliciously misinterpreted by 
members of parliament and EU-friendly legal experts who, in submissions to trade 
publications, accuse the court of interfering excessively on European integration. "The 
European legal experts are building up straw men," Vosskuhle sniffed during the Berlin 
panel. For a moment, it sounded like he was losing his composure. 

Vosskuhle and his colleagues seem to sense machinations everywhere they look at the 
moment. Members of the court were also affronted by the numerous interviews given to 
the media by top officials at the European Central Bank about the Karlruhe court's 
review of the permanent euro bailout fund, the European Stability Mechanism (ESM). 
Many of the justices felt it was akin to firing up a propaganda machine against the court. 
Members of the Constitutional Court were also miffed when ECB head Mario Draghi 
recently sought to woo former court justice Udo Di Fabio as an advisor during the 
sensitive proceedings. Di Fabio turned him down, but the fact that Draghi even asked 
deeply offended justices in Karlsruhe. 

A Sorcerer's Apprentice  
At the moment, the court is looking a lot like a sorcerer's apprentice -- one that is unable 
to get the genie it has unleashed back into the bottle. Over the years, the court, 
established in West Germany after World War II, has penetrated deeper and deeper into 
the political realm. In addition to determining violations of the constitution, it has also 
often provided politicians with the interpretations of the law they were hoping for. But 
there's an inherent danger there: Those who enter into the political arena quickly learn 
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that this is not a place where fights over issues are conducted using the most 
gentlemanly means. 

Vosskuhle was promoted in March 2010 to become the court's chief justice. Although 
he lacks the professorial rigidity of his predecessor, Hans-Jürgen Papier, his political 
will seems to be much greater.  

During his term at the head of the court, he has steered it into a collision course with the 
societal policies of the government in Berlin. The court is divided into two senates, the 
First, which is headed by the deputy chief justice of the court, Ferdinand Kirchhof, and 
the Second, which is headed by Vosskuhle. In one case, Vosskuhle and his fellow 
justices on the Second Senate ordered that tax write-offs granted to married couples 
should be expanded to same-sex unions. The First Senate also dealt a blow to 
Chancellor Merkel's policies when it ordered that the right to adoption in certain 
instances must also be extended to same-sex unions. Although many consider this to 
have been the correct approach, it left many conservatives within Merkel's party 
scratching their heads and asking whether it was within the court's jurisdiction to make 
rulings on societal policies. 

Spanner in the Works  
But it is the court's decisions on European integration, under Vosskuhle's stewardship, 
that have done the most to heat up the debate on whether Karlsruhe is positioning itself 
as some kind of parallel lawmaking body. In their 2009 ruling on the Lisbon Treaty, the 
EU legal framework that replaced the failed attempt at creating a European constitution, 
the justices stated that there was little wiggle room left for transferring greater powers 
from Berlin to Europe. The court ruled that if the EU wanted to evolve towards 
becoming a United States of Europe, it would have put deeper integration up to a 
popular vote. 

Even then, the question was raised as to whether it is really the court's role to help the 
people try to find their will. And whether in this instance the court might be playing 
voters against members of parliament, or seeking to control the way in which the 
German constitution continues to evolve. Could it be that the court has been throwing a 
spanner in the works of European integration in order to avoid suffering a fate similar to 
that of the German central bank, the Bundesbank, which for decades had been the 
bulwark of German power but has now been overshadowed by the ECB? 

It's a suggestion that Vosskuhle vehemently denies. He said on Thursday that the court 
is on the side of the people and that without the aid of the legal system, they wouldn't 
have a voice. "It would not be in the interest of the people if we were constantly being 
praised by the government," he said. Of course, parties like the euro-critical Alternative 
for Germany are seeking to tap that same sense of dissatisfaction. 

Meanwhile, doubts are growing in Karlsruhe as to whether the court always holds to the 
principles of judicial self-restraint or if it is actually committing the same kind of break-
away legal decision-making it is trying to prevent at the EU level.  

In a ruling announced in early February, the court's Second Senate declared that the 
ECB had supposedly overstepped its mandate when it announced that it would purchase 
unlimited amounts of sovereign bonds, if necessary, to prop up the euro. In a sharply 
dissenting opinion, Justice Gertrude Lübbe-Wolff accused her colleagues of 
overstepping the boundaries of their own authority. 
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Court Fights To Keep Last Word  
The ECB ruling does contain an EU-friendly first from the court, with Karlruhe 
referring the case to the European Court of Justice (ECJ) for a preliminary ruling. Still, 
Vosskuhle also promptly announced at the time that the justices at the Constitutional 
Court wouldn't just accept a ruling from the Luxembourg court silently, claiming that 
the Karlsruhe institution would have "the final say."  

In other words, the ECJ ruling will only be permanent if it suits the Constitutional Court 
in Karslruhe. "The judiciary exists on a basis of mutual acceptance," warns Juliane 
Kokott, the German advocate general at the ECJ. She says the Constitutional Court 
needs to remain conscious that it serves as a "role model." She adds, "It cannot play 
with fire in its decisions on Europe."  

The ruling on the 3-percent hurdle in European elections has also done little to improve 
the mood in Brussels toward the Karlsruhe court. In its ruling two weeks ago, the court 
argued that because there is no government attached to the Strasbourg-based European 
Parliament, it could accept a greater amount of party fragmentation. But it was a strange 
position for a German court to take, seeing as the hurdle for a party to enter into 
parliament in Germany is five percent.  

'Backward-Looking'  
Vosskuhle says he considers the ruling to be a service to voters. In Brussels, however, 
fears are prevailing that it will enable separatists and political pests to gain broader 
footing in parliament. And these fears are not unfounded. A poll commissioned by 
SPIEGEL found that 28 percent of voters could imagine casting ballots for smaller 
parties in the May 25th election. 

"The ruling is backward-looking," says Günther Oettinger, Germany's member of the 
European Commission. "It befits the European Parliament of the 1980s. I am certain 
that Karlsruhe will have to correct its case law in 10 years." 

Nevertheless, it wouldn't be fair to simply write Vosskuhle off as anti-European. He 
vividly tells the story of his time as a 12-year-old exchange student in France. At the 
time, the grandparents of his host family didn't want to eat at the same table with him. 
"Not with a German," they said, with memories of the war still fresh in their minds. 

"I personally view myself as a staunch European and I have considered and still do 
consider the idea of a federal Europe as a long-term objective to be sensible," Vosskuhle 
says. But building such a Europe also means constantly entering into uncharted 
territory, and there is no legal blueprint for its construction. This is precisely 
Vosskuhle's dilemma -- he has to provide politicians with enough maneuvering room 
for experimentation, but it is exactly these kinds of experiments that raise suspicions 
among German legal experts, who are more reassured when they are able to keep things 
in check. 

At times it sounds almost as if Vosskuhle has an emotional relationship to the legal 
clauses in his world. "Law is Europe's most stable foundation," he said during his 
lecture in Berlin. He made it sound as if the only thing needed to solve the EU's crisis 
would be dispatching a few capable German lawyers to Brussels.  

REPORTED BY MELANIE AMANN, DIETMAR HIPP, RENÉ PFISTER AND 
CHRISTOPH SCHULT  
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Pipe It, Gerhard 

EU Parliamentarians Shun Ex-
Chancellor 
By Gregor Peter Schmitz in Brussels 
Members of the conservatives and the Green Party in the European Parliament 
want to muzzle Gerhard Schröder. As the executive of a Russian pipeline 
company, they say, he should keep quiet about his views on the Ukraine conflict.  
For the most part, members of the Green Party and conservatives in the European 
Parliament tend to be archrivals. But when they share a common foe, these two groups 
can come together with impressive speed. In their crosshairs this week is Gerhard 
Schröder. 

Conservative members of the EU's legislative body enthusiastically sent around a draft 
of a joint resolution drafted by, among others, Rebecca Harms, the leading candidate for 
the Green Party heading into May's European elections. As part of a resolution 
parliament is preparing on the Crimea crisis, the politicians wanted to insert language 
taking a swipe at the former German chancellor's recent EU-critical remarks concerning 
the situation in Ukraine.  

"The European Parliament regrets statements made by former German Chancellor 
Gerhard Schröder about the crisis in Ukraine," the paper reads, "and suggests he should 
make no public statements about Russia because his relationship with Gazprom, a 
company that is one of Russia's most important foreign policy instruments, creates a 
clear conflict of interest." 

Of course, the former chancellor is no stranger to controversy, given his post-Berlin 
career in pipeline politics. He's now the chairman of the board of Nord Stream, the 
company operating a gas pipeline between Russia and Germany that is majority owned 
by Gazprom, and is a friend of Russian President Vladimir Putin as well. In his recent 
comments, Schröder claimed that serious crisis management errors and a general lack of 
understanding of the region on the EU's part have exacerbated the Ukrainian conflict. 

At an event on Sunday organized by the German weekly newspaper Die Zeit, Schröder 
said the European Commission in Brussels hadn't "understood in the least … that it is a 
culturally divided country and that one cannot deal with such a country in this way." "I 
ask myself if it was correct to force a culturally divided country like Ukraine to choose 
between two alternatives -- an association agreement with the EU or a customs 
agreement with Russia." He accused the EU of "initial mistakes" that later fueled the 
conflict between Russia and Ukraine. In an interview given to SPIEGEL ONLINE in 
mid-February, Schröder also accused the EU of one-sidedness in its support for the 
opposition in Kiev.  

'A Campaign to Boost Acceptance for Putin'  
"The resolution is a reaction to statements by Gerhard Schröder that I consider to be a 
campaign to boost acceptance for Putin," Green politician Harms told SPIEGEL 
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ONLINE. "Schröder has mixed his role as former chancellor with the political interests 
of the Russian business community." 

On Thursday morning, a spirited debate took place over whether such a resolution 
would even be permissible given its potential to impede on Schröder's rights as a private 
citizen. (It wasn't.) Schröder also has plenty of friends in the European Parliament, 
including Martin Schulz, president of the law-making body, who is, like Schröder, a 
member of the center-left Social Democrats. Schulz even helped launch Schröder's 
latest book at a recent event in Berlin. Voices inside Social Democratic Party circles 
said there was no way they would support the resolution.  

In the end, the resolution didn't see the light of day. Members of parliament took it up, 
but rejected it in a 208:167 vote. 

"Regardless what happens, though, it's an embarrassment for Schröder," one German 
conservative said, doing little to hide his schadenfreude. But perhaps Schröder's 
detractors shouldn't get too carried away. The mass-circulation daily Bild on Thursday 
quoted conservative former longtime German chancellor Helmut Kohl of Merkel's 
Christian Democrats accusing the West, including the EU, of lacking sensitivity in its 
dealings with Putin. Addressing the crisis in Ukraine, the elderly statesman said there 
had been "major lapses" by the West in recent years. He added that the "atmosphere of 
departure in Ukraine is no longer being accompanied by prudence" on the part of the 
West.  

URL: 
• http://www.spiegel.de/international/world/european-parliament-wants-to-

muzzle-ukraine-comments-from-schroeder-a-958497.html 

Related SPIEGEL ONLINE links: 
• Beyond Ukraine: Russia's Imperial Mess (03/10/2014) 

http://www.spiegel.de/international/europe/ukraine-invasion-reveals-flaws-in-
politics-of-putin-and-russia-a-957815.html 

• Klitschko Interview: 'I'd Also Shake Hands with Devil To Save Lives' 
(03/11/2014) 
http://www.spiegel.de/international/europe/vitali-klitschko-interview-about-crimea-
and-russia-conflict-a-957830.html 

• Help from Germany: Firms Could Soon Provide Gas to Ukraine (03/11/2014) 
http://www.spiegel.de/international/germany/german-companies-prepare-plans-to-
supply-ukraine-with-gas-a-957988.html 
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    Daily Morning Newsbriefing  

March 13, 2014 

Renzi in open defiance of EU budget rules 
What caught our eye about Matteo Renzi's presentation of his economic plan yesterday 
was a hilarious passage about how he would counter-finance it. As La Repubblica 
reports, when Renzi calculated how he would counter-finance the plan, he noted the 
forecast deficit/GDP for this year was 2.6%. He then figured that he had a further €6bn 
to play with - which is the gap to 3% - which he now takes as hard annual budget 
constraint. We loved the sentence in the article when Pier Carlo Padoan was quoted as 
saying that the use of this gap was not a real saving.  

The gamble is, of course, that Italy returns to economic growth out of which the 
government would fund a sustainable form of deficit reduction later (as opposed to the 
current one, which is not working politically). We can also safely extrapolate from this 
episode that the fiscal compact is for the birds. For Italy to get back to a debt/GDP near 
60% would require substantial fiscal surpluses throughout the economic cycle.  

The following are the agreed measures. Renzi is promising a blitz of reform in his first 
100 days in office. The most important measures he announced was a €1000 cut in taxes 
for people on gross incomes of 25,000 per year - affecting 10m Italians. The net fiscal 
costs of this measures is €10bn, but only €7bn are effective this year as they won't take 
effect until May. To counter-finance these, and other tax measures yet to be decided, 
Renzi hopes for extra savings from the public spending review, which is currently under 
way. The previous government had budgeted €3bn for this year, but Renzi said the 
estimates were very conservative. He said the savings could be as high as €7bn. And 
then he still has the €6bn headroom in the deficit.  

In addition Renzi also announced a 10% cut in regional business taxes, which will be 
counter-financed by an increase in capital gains tax on financial investments -with the 
exception of sovereign bonds. Renzi said that this would bring Italy's tax system more 
in line with that of other countries. Renzi said the purpose of the measure was to correct 
the wrong balance in the tax system, which is heavily stacked against investments 
and in favour of savings.  

Further measures include a training scheme for the young, and a promise to pay off the 
€68bn the state owes to companies - according to a recent Bank of Italy estimate. Renzi 
said that if you pay off the debt, the money remains in the system, and would allow 
companies to pay more taxes - so this is essentially self-financing. And Padoan said 
there would be legislation to prevent non-payment of bills in the future (which was, 
of course, how previous governments implemented austerity).  

La Repubblica had the following revealing table how Renzi would get the €10bn for the 
tax cut 
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Spending Review 7bn 
Tax measures 3bn 
VAT measures 1.6bn 
Lifting deficit ceiling from 2.6% to 3% 6.4 
Privatisations etc 2 
Total 20bn 
Realisable Net Savings  aprrox 10bn 

In further news, the Italian parliament yesterday also approved the electoral law in its 
first reading, supported by a cross party coalition of the PD and Silvio Berlusconi's 
Forza Italia. After a debate lasting over 34 hours with 946 interventions, according to 
Corriere della Sera, the vote was 35 to 156. The paper says that, despite the large 
majority, the vote left behind a taste of bitterness within the PD where quite a few 
opponents to the reform did not show up yesterday's vote. 

This is quite a fiscal jolt Renzi is promising, given the virtual lack of manoeuvre. Our 
estimate is that these measures are likely to result in a fiscal overshoot, possibly above 
3%, but certainly away from the trajectory of deficit reduction Italy is committed to 
under European rules. So when Renzi says he respects those rules, he means he only 
respects the 3% hard budget constraint rule, but in times of a cyclical recovery, Italy 
would require a much lower deficit to stabilize, let alone reduce, its debt-to-GDP ratio. 

70 Portuguese Grandees call for ‘responsible’ debt restructuring 
It is all over the news today in Portugal, a debate about debt restructuring triggered by a 
call of 70 veteran political figures, unionists and businessmen and the prompt political 
reaction of the government to assure investors that this is not going to happen.  

The manifesto announced yesterday in the daily paper Público, is signed by political 
figures from left and right such as former finance ministers Manuela Ferreira Leite and 
Bagão Félix, as well as business people and economists. The signatories argue that a 
successful debt restructuring should meet three conditions: significantly reduce the 
average interest rate paid on outstanding debt, lengthening the maturity period to 40 
years and cover public debt above 60% of GDP. The manifesto argues that "if these 
three conditions are met, then a solution is possible within the framework of the 
European Union and the eurozone with a maximum use of the existing legal and 
institutional framework." The manifesto concludes that “Proper debt restructuring will 
open a respectful unique opportunity, generating collective responsibility, the dignity of 
the Portuguese and mobilizing its best efforts to promote economic recovery and 
employment and sustainable development with democracy and social responsibility.”  

There was an immediate political reaction of outrage and borderline panic. Pedro Passos 
Coelho dismissed as potentially harmful a call for a "responsible debt restructuring". 
Coelho said such a plan would send the wrong message to the country's international 
lenders who expect it to keep on track with its fiscal reforms. Portugal’s president 
meanwhile dismissed two of the signatories of the manifesto, Vítor Martins and Pinto 
Sevinate according to the "Express" newspaper. Other reactions were similarly hostile. 
Jornal de Negocios got several quotes from the ‘post-Troiks Portugal’ conference which 
just happened to take place when the manifesto was published. The signatories were 
accused of being ignorant of the workings of financial markets, of choosing the wrong 
timing or even exacerbate the recessionary impact on Portugal’s economy. The director-
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general for Competitiveness, Jaime Lacerda said any sign of loosening can be harmful 
just months ahead of the exit from the programme.  

Yields shortly went up before they dropped again to new low, Reuters reports, a non-
event on financial markets, also helped by new data showing an upwardly revised 0.6% 
GDP growth rate in Q4 of 2013, accelerating from the previous quarter's 0.3% growth. 
But Jornal de Negocios warned that if such an idea gains support and public opinion 
would turn towards it, the situation could turn quite quickly.  

EIB vicepresident to post €29m bail in corruption investigation 
Magdalena Álvarez, the Spanish vice president of the European Investment Bank, has 
been required to post €29m in bail for possible civil liabilities by the judge investigating 
the so-called “ERE case”, reports El Diario. Álvarez, who was minister for public works 
in Zapatero´s first term, was indicted for mischief and embezzlement last year in 
connection with a scheme which siphoned off public funds from the Andalusia regional 
government in 2001-2011 by means of fake early retirements, collective layoffs, or 
consulting services. Now the investigating judge Mercedes Alaya argues that 
Magdalena Álvarez as finance councillor in the regional government for 10 years to 
2004 was partly responsible for the creation of the fraudulent ERE scheme and thus is 
potentially liable for part of the embezzled funds. It is expected that Álvarez will appeal 
the judge’s decision as otherwise she may have her property seized. 

European Commission proposes fiscal devaluation for Spain 
A consensus appears to be building around the outlines of Spain’s next tax reform. 
Shortly after a panel of experts commissioned by finance minister Cristóbal Montoro 
released their recommendations for a VAT increase and a reduction of employer social 
security contributions, the European Commission published a study advocating the 
same policies, writes Europa Press. This shifting of the tax burden away from labour 
and towards consumption is dubbed “fiscal devaluation”. In the long term, the 
Commission’s report says that growth would be enhanced by reforms reducing the 
fraction of low-qualification workers in the workforce.   

Spain’s yoy CPI inflation down to zero 
Spain’s national statistics institute INE released its February inflation figures. The yoy 
CPI inflation rate is a 0.0%, down from 0.2% for January; and the yoy harmonised 
HICP rate also drops by 0.2% to 0.1%. Core inflation is down 0.1% to 0.1% yoy. The 
CPI and core inflation measures have been hovering just above zero for 6 months now. 
By sectors, transportation contributes the most to the index reduction, down 1.5% to -
1.8% yoy. Pharmaceuticals are down 1% to 0.4% yoy. 

Samaras insists on redistributing primary surplus 
Antonis Samaras seems determined to stick to his pledge to give 70% of the primary 
surplus for 2013 to low-income pensioners and members of the police and armed forces, 
despite reports that the troika objects to this and want Greece to fund the overshoot of 
the 2012 primary surplus target (€2.9bn) instead. The shift in position, which has not yet 
been officially confirmed, has irked the Greek government, which is preparing for local 
and regional authority elections in May and cannot afford to be seen to be breaking 
promises, writes Kathimerini. The foreign creditors’ insistence on a deal in negotiations 
by Sunday has also annoyed Greek officials, who note that a deadline should not be 
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imposed before a deal is reached. Troika mission chiefs are due back in Athens on 
Thursday to resume talks following a three-day break 

Pasok MPs to vote against shut down of a state organisation 
Pasok MPs indicated that they would vote down a legislation for the shutdown of one of 
the state bodies, the National Institute of Labour and Human Resources (EIEAD), the 
latest rift in the fragile coalition over reforms, writes Kathimerini. It comes a day after a 
parliamentary committee challenged a government plan to shut down 21 state 
organizations. The Pasok dissenters have asked for the vote in Parliament to be 
conducted by roll call to draw attention to those who support the measure. 

Chrystalla Georghadji will be Cyprus’s new central bank president 
Chrystalla Georghadji was appointed to become to head Cyprus central bank, after 
Panicos Demetriades resigned on Monday. An economist by training, Georghadji is 
currently Cyprus's auditor general--where she is probing the use and misuse of 
government funds--a position she has held since December 1998, according to the Wall 
Street Journal. 

Slovakia becomes 4th euro zone country to record price falls 
Slovakia last month became the forth euro zone country where prices are falling, Slovak 
consumer prices dipped by 0.1% in February both monthly and year-on-year, mainly 
due to falling food and non-alcoholic beverage prices, Reuters quotes statistics office 
data published on Wednesday. It was below analysts' and the Slovak central bank's own 
forecasts. Analysts said that with households still reluctant to spend there was little 
chance of significant price rises in Slovakia.  

The neighbouring Czech Republic's central bank intervened to weaken its currency the 
crown last November, knocking it down as much as 7% to fight the risk of persistent 
price falls. 

SLOVAK 
HEADLINE CP 

 02/14 01/14  02/13  

% change mom -0.1 0.2 0.0 
 % change yoy-0.1 0.0 2.2   
SLOVAK CORE CPI       
 % change mom -0.1 0.6 0.0 
 % change yoy       

 In Portugal, prices fell by a monthly 0.3% after a 1.4% drop in January. In Greece and 
Cyprus price declines are above 1%. Other Eurozone peripheral countries remain on the 
cusp of falling prices, with annual consumer inflation running at just 0.1% in Spain, 
0.2% in Ireland and 0.5% in Italy. 

Bank of Spain governor worries that low inflation will hinder 
economic recovery 
Linde also spoke to recent proposals for Spanish economic reforms. For instance, he 
suggested that the government introduce tax incentives for private pension plans on the 
argument that savings are necessary to finance the investment that is needed for 
economic recovery. He also spoke favourably of the recently proposed reform of 
bankruptcy law which will encourage banks to carry out debt-equity swaps of 
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“viable” but overindebted firms thereby freeing up loan loss provisions, although 
this seems counter to the Bank of Spain’s recent policy of forcing banks to increase 
their provisions on refinancings.  

Category Error 1 
Germany is gushing over Wolfgang Schauble's statement that the German government 
will issue no more new debt from 2015 onwards. We consider this obsessive focus on 
the nominal zero as a form of economic illiteracy. What matters for debt sustainability 
is the combination of debt issuance, debt stocks, and nominal growth. The enthusiasm 
about the zero deficit reminds us a bit of the false debate about Germany being the 
world's largest exporter. Les Échos  made the point that Germany is paying a price for 
this obsessive focus on the number zero in the form reduced investments - which is how 
Germany achieved its fiscal consolidation. The paper cites the example of another of 
Germany's busiest bridges, across the Rhine near Cologne, closed to lorries because it 
has fallen into disrepair.  

Category Error 2 
This is one of those toenail-curling stories about German conspiracy theories at their 
worst. FAZ has an article according to which the Bundesbank comes under 
increasing pressure to repatriate foreign holdings of German gold as quickly as 
possible - 3400 tonnes of it, of which 1500 tonnes are deposited at the Fed in New 
York. The Bundesbank is already planning to get 300 tonnes back from New York, and 
374 tonnes from Paris, but there have been delays, and this has fuelled the conspiracy 
theories further. 15,000 Germans have a signed a petition to "bring back our gold", and 
a leading CDU politician is casting doubt on whether the Bundesbank will reach its gold 
repatriation target. The paper has spoken to a senior Bundesbanker, who seems 
thoroughly irritated by this debate, added that he had been to New York personally, 
weighed the stuff, counted some of the bars, and it was all in order. The Fed told the 
Germans they can have their gold back any time. 

Talks on SRM still gridlocked 
This will go down to the wire and beyond. There is very little progress in the talks 
between finance ministers and the European Parliament on the single resolution 
mechanism. As Reuters quotes Wolfgang Schauble as saying. "I can say the European 
Parliament has to make a lot of moves otherwise we will not get a decision.” The EP 
says the same about the ministers. The article says that the ministers did not budge on 
one of the most contentious issues: giving the council the final say in resolution cases. 
The EP wants the Commission to have the final say. There were compromises on  a 
few issues. The fund, for example, may borrow on financial markets. In some areas 
the ministers moved towards the position of the parliament, such as on streamlining the 
board and on voting procedures. One of the agreements is an increase in the thresholds 
that determine when a decision to close a bank must be taken by the board in a plenary 
session (the long procedure), rather than by executive edict. The parliament wants the 
plenary eliminated because it includes national bank regulators and would thus 
politicise the process. The article says the ministers also relaxed rules on majorities 
required in the plenary for decisions to be approved, to reduce the voting power of the 
large countries. The hard deadline for an agreement is around March 21 and 22. 

ECB inches towards decision to publish minutes 
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The FT reports that the ECB is getting closer to a decision on the publication of 
minutes, citing Peter Praet as saying that views on this matter have fundamentally 
changed. The debate was not concluded yet, but getting there. Praet is quoted as 
saying that we have to go beyond the press conference as a communication tool.  
We agree. They should have done this in 1999. Central bankers often think that 
"constructive ambiguity" is useful to them, like having inflation targets that are open to 
interpretation, or the ability to hide conflicts. The opposite is the case. In a time when 
inflationary expectations are coming unhinged, constructive ambiguity is the last thing 
you want. 

Munchau on Hoeness 
Wolfgang Munchau writes that one of the lesser commented facts of the Uli Hoeness 
tax fraud trial in Germany is the fact that this guy was gambling with over €100bn in 
funds - a sum of almost macroeconomic size. Germany is not a country of oligarchs so, 
when that happens something is deeply wrong with the capitalist system. Hoeness did 
not get the money from his Bayern Munich salary, or from the earnings of his sausage 
factory. The main policy issue from his near €30bn in tax fraud, which he is now 
admitting to, is not amnesty arrangements but to impose limits and taxes on individuals 
who undertake large speculative financial transactions. Not a financial transactions 
tax, but massive income and capital gains taxes would do the trick. 

Eurozone Financial Data 

10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.582 0.589 0.589 
Italy 1.758 1.834 1.837 
Spain 1.682 1.755 1.760 
Portugal 2.794 2.950 2.942 
Greece 5.376 5.533 5.55 
Ireland 1.424 1.451 1.454 
Belgium 0.712 0.714 0.716 
Bund Yield 1.64 1.597 1.594 

    
    
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.386 1.3943  
Yen 142.400 143.06  
Pound 0.834 0.8363  
Swiss Franc 1.216 1.2153  
    
    
ZC Inflation 
Swaps    
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  previous  last close  
1 yr 0.91 0.9  
2 yr 0.99 0.99  
5 yr 1.3 1.29  
10 yr 1.73 1.73  
    
Eonia    
12-Mar-14 0.17   
11-Mar-14 0.17   
10-Mar-14 0.17   
07-Mar-14 0.16   
    
OIS yield curve    
1W 0.201 15M 0.159 
2W 0.194 18M 0.164 
3W 0.178 21M 0.194 
1M 0.185 2Y 0.196 
2M 0.174 3Y 0.288 
3M 0.170 4Y 0.454 
4M 0.190 5Y 0.639 
5M 0.178 6Y 0.833 
6M 0.175 7Y 1.019 
7M 0.173 8Y 1.199 
8M 0.171 9Y 1.361 
9M 0.170 10Y 1.508 
10M 0.169 15Y 2.020 
11M 0.156 20Y 2.224 
1Y 0.168 30Y 2.300 

    
Euribor-OIS 
Spread    

 previous  last close  
1 Week -3.643 -4.243  
1 Month 2.014 2.214  
3 Months 8.300 8.2  
1 Year 35.786 37.186  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-03-
13.html?cHash=d8a0b017e4305dc0fa4a4bbd7e497f21  
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L'Allemagne ne veut plus lever de dette à 
partir de 2015 
Par Thibaut Madelin | 13/03 | 06:00  

Le ministre des Finances, Wolfgang Schäuble, ne compte pas lever de nouvelle 
dette en 2015. 
Une première depuis 1969, mais au détriment de travaux dans les infrastructures 
du pays, menacées de vétusté.  
Le ministre des Finances, Wolfgang Schäuble, a présenté hier un projet de loi de 
Finances rectificative pour 2014 prévoyant un équilibre structurel. - Photo Kirull 
Kudryavtsev/AFP 

 

« Un budget sans nouvelle dette - c'est le rêve de tout ministre des Finances. » Ce dont 
l'ancien grand argentier allemand Hans Eichel rêvait, son successeur Wolfgang 
Schäuble l'a réalisé. Pas peu fier, le ministre des Finances allemand a présenté hier un 
projet de loi de Finances rectificative pour 2014 prévoyant un équilibre structurel, c'est-
à-dire hors dépenses liées à la conjoncture, mais surtout une prévision de budget 2015 
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sans aucune nouvelle dette. Une prouesse qui n'est pas intervenue en Allemagne depuis 
1969 et qui mérite bien une petite folie pour Theo Waigel, autre prédécesseur du 
ministre des Finances, qui lui a envoyé une « jolie bouteille de vin ».  

Cette performance devrait faire pâlir d'envie ses voisins européens, qui peinent à 
respecter le pacte de stabilité et de croissance. A titre de comparaison, la France table 
cette année sur un déficit public représentant 3,6 % du PIB contre un plafond officiel de 
3 %. « Nous arrêtons de dépenser plus que ce que nous gagnons et mettons l'accent 
dans le même temps sur les investissements d'avenir », s'est félicité Wolfgang Schäuble, 
parlant d'une « césure » dans l'histoire de la République fédérale.  

Malgré la dévotion des Allemands pour des finances publiques saines, le nouveau 
budget suscite plutôt la réserve des commentateurs, qui y voient une somme d'astuces 
avant tout destinées à afficher le fameux « zéro ». Parmi eux, le fait que le ministre 
pompe dans les caisses de l'assurance sociale.  

La critique la plus forte porte cependant sur les investissements, que l'Allemagne réduit 
au maximum pour respecter sa propre règle d'or avec de l'avance sur le calendrier. 
L'exemple le plus criant de cette politique est celui du pont du Rhin de Leverkusen, un 
noeud routier dans la région industrielle de Cologne qui a été fermé aux camions 
pendant plusieurs mois du fait de fissures. Face à la vétusté des infrastructures, la 
coalition entre l'Union chrétienne-démocrate d'Angela Merkel et Wolfgang Schäuble et 
le Parti social-démocrate ont décidé d'allonger de 5 milliards d'euros sur quatre ans la 
somme d'investissements. Pour les experts, le compte n'y est pas. Concrètement, les 
investissement doivent passer de 24,8 à 25,8 milliards d'euros entre 2013 et 2014, 
sachant toutefois que le premier projet de loi de Finances avait prévu une 
enveloppe de plus de 26 milliards d'euros en 2013.  
« La levée de dette nulle a trois victimes : les infrastructures, les caisses sociales et les 
contribuables », qui n'ont pas bénéficié des baisses d'impôts espérées, estime la 
« Frankfurter Allgemeine Zeitung ». Le quotidien conservateur souligne par ailleurs que 
davantage d'investissements dans les infrastructures seront tôt ou tard indispensables.  

Une hypothèque pour les prochains budgets, sachant que le gouvernement affirme ne 
pas vouloir lever de nouvelle dette jusqu'en 2018. D'autres facteurs pourraient toutefois 
mettre en cause ces ambitions budgétaires. Ils incluent la conjoncture, même si 
Wolfgang Schäuble estime «surmontables» les risques liés à la situation en Ukraine, 
mais aussi le poids éventuel des nouvelles mesures sociales décidées par la grande 
coalition. Entre autres, celle-ci veut assouplir les règles d'âge de départ à la retraite, 
donner un coup de pouce aux retraites des mères ou augmenter les allocations 
familiales.  

Thibaut Madelin 
Correspondant à Berlin 
Écrit par Thibaut MADELIN  Correspondant à Berlin  

http://www.lesechos.fr/journal20140313/lec1_monde/0203368067584-l-allemagne-ne-
veut-plus-lever-de-dette-a-partir-de-2015-656491.php  
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 ‘In favour of a strong Europe’ – what 
does this mean? 
Jürgen Habermas is a world-leading sociologist, philosopher and political theorist. 
His latest book is The Crisis of the European Union (Polity 2013, English 
translation). 
constitution, democracy, Europe, progressive politics  

12 Mar 2014  

In a speech to members of the German Social Democratic Party (SPD) in February 
2014, philosopher and sociologist Jürgen Habermas outlines his vision for Europe, 
tackling the three major contemporary crises: German domination, European 
legitimacy and political union. 
The central problem that I wish to address is the discrepancy between a world society 
that grows systemically more interdependent on the one hand, and the still unaltered 
fragmentation of the world of states [Staatenwelt] on the other. Nation states, having 
integrated through the will and consciousness of their citizens, are still the only 
collective entities that, on the basis of democratic decision-making, can act effectively 
and impact intentionally on the living conditions of societies. But they have become 
more and more entangled in functional contexts which transcend national borders. 

In particular, globalised markets and digital connections knot reticular 
interdependencies, to a certain extent behind the back of these collective actors. And in 
view of the unintended side-effects of this systemic integration a necessity to regulate 
arises, yet national states are becoming less able to cope with it. This loss in the political 
capacity to act is felt both by politicians and citizens. However, in psychologically 
understandable yet paradoxically defensive behaviour, they cling even more strongly to 
the national state and its borders. 

Recent examples of demands on the national state that exceed its capabilities are the 
support needed by France in Central Africa from its EU partners, or the futile 
endeavours of the German federal government to sign a no-spy agreement with the 
United States. At the same time, the fact that the European Commission abstained from 
setting guidelines for national climate protection objectives is one of the many fatal 
signs of a regression into the stronghold of the national state. 

Yet in point of fact, the missing national policy space can only be compensated for on 
the supranational level. That happens in some way in form of interstate cooperation. 
With the rapid, almost uncontrolled growth of influential international organisations, a 
new form of governing beyond the national state has emerged – described as 
‘governance’ by political scientists. But these international regimes are established by 
internal contracts and largely evade democratic control. An alternative is the formation 
of supranational communities, which can generally meet the democratic benchmarks of 
legitimation, even if they do not take the format of federal states on a larger scale. Only 
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this path, which we have trod with the European Union, can lead to a 
transnationalisation of democracy. Therefore the enterprise of the EU already justifies 
itself out of reasons of democratic self-assertion against the normatively immune forces 
of a world society which has so far been only systemically integrated by globalised 
markets and networks of various sorts. 

Those who do not want to see the proliferation of an ignorant and powerless society 
[Fellachentum1] behind democratic facades have to look at the agenda of global 
economic policies. Today the leeway for political influence on the living conditions of a 
democratic citizens’ society predominantly depends on them. The European states do 
not even seize the opportunities that a common seat in the IMF and the World Bank 
could provide for efforts regarding a global regulatory policy [Ordnungspolitik] that is 
consistent with their interests. The often evoked European model of society is, as you 
know, based on the interconnection of the welfare state and democracy. And this 
connection will break down if the trend of two decades of steadily increasing social 
inequality – which is empirically well documented for industrial countries – cannot be 
turned around. The drift towards a split in society is, by the way, connected to the 
alarming trend of increased political abstention, paralysis and alienation of voters from 
mostly underprivileged classes; that is, it is connected with the crumbling of an equal 
representation of the voting population and their unabridged spectrum of interests. 

It is not necessary to share Marxist beliefs to identify in an unleashed financial 
capitalism one of the decisive causes of these problems and therefore to draw the 
conclusion that a promising reregulation of the international banking sector has to be 
enforced in an economic region of at least the weight and size of the eurozone. 
European banks cannot anymore invest profitably their virtual capital, which is inflated 
and disconnected from the real economy. The winding up of the European banks thus 
requires a joint European solution – which by the way has been prevented by the 
German federal government for quite some time. 

These points are meant to invite you to take a certain perspective from which you will 
recognise the importance of the European project. Yet from this perspective one 
primarily notices the complex dangers which can be averted by a strong Europe. Today, 
the continuation of the project of European unification can be justified defensively 
rather than offensively; at least, not with the certain kind of intuitively clear 
emancipatory objectives that once inspired European constitutional movements, just as 
they inspire today the revolts in the unruly Arabic, eastern European and Asian 
countries. The European peoples have good reasons to ask for a political union, but 
adding another floor to the familiar house of the national state and sharing it, with 
economically efficient policies, with other nations is intuitively a long way out of reach. 

For the continuation of the European unification process there are therefore no topics 
that could naturally lend themselves to be used in election campaigns and could sell 
themselves – even if the rhetorical talent of Martin Schulz frequently manages to put his 
audience into the revolutionary mood of 1848,2 or in any case in a pre-revolutionary 
mood. Claus Offe has described the situation in which the European project is caught up 
as a trap between ‘economic pressures’ and ‘the politically feasible’. 

I confine myself to motivating the necessity of a policy change with three persistent 
but mostly neglected problems. Firstly, the German federal government has 
robustly prosecuted the half-hegemonic position of Germany in Europe since at 
least May 2010, and this has had explosive effects in Europe’s domestic politics. 
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These tensions cannot be contained by an evasive rhetoric of appeasement. 
Secondly, the crisis management of recent years has led to an informal extension of 
the competencies of the European Council and the European Commission, which 
greatly overstretches the already existing legitimacy deficit of the EU, causing 
national opposition. Thirdly, what really causes concern is that the economic policy 
of the eurozone, which the new German coalition unfortunately wants to continue, 
does not touch upon the causes of the crisis; or if it does, then only marginally. 
Regarding problem one: the danger of a German Europe. Due to the economic weight 
and informal negotiating power in the European Council, the German federal 
government was able to enforce against resistance its own, German agenda for crisis 
management, which is shaped by ordoliberal ideas. It forced dramatic reforms on the 
crisis countries, without noticeably facing up to the pan-European responsibility for the 
drastic consequences, which the federal government has de facto taken on with one-
sided austerity measures. This attitude towards weaker partners reflects a mentality 
change here in Germany, which has promoted the consciousness of having become a 
normal nation state once again after the successful reunification with 17 million citizens 
of another political socialisation. This restoration of older layers of public 
consciousness has pushed back in the minds of people the relevance of European 
unification. Previously, European unification was important to the citizens of West 
Germany due to the fact that it helped rehabilitate a politically and morally destroyed 
international reputation. 

Yet it is more than a question of style; it is in our national interest to not fall back 
into the half-hegemonic position, which had at least smoothed the way for two 
world wars and which was overcome with European unification. Without a policy 
change that is noticeable in all Europe it will be impossible to keep the good will of our 
neighbours, which we have heavily put to the test by casually pushing through a harsh 
crisis policy. While we have to take the first step for closer cooperation, we also have to 
signal a willingness to make the German role as leader structurally dispensable and take 
further initiatives in concert, and at eye level, with France, while treating the smaller 
states fairly. The discussion initiated by Franz-Walter Steinmeier [German foreign 
minister, SPD] regarding a stronger international commitment is a litmus test. The 
accent that for instance Ursula von der Leyen [German defence minister] stresses in that 
debate with Joachim Gauck [German president] during the Munich Security Conference 
makes a huge difference. This debate can be pointedly summarised in the following 
questions: should the reborn national state as such, and primarily under aspects of 
security policy, come back to the world stage? Or should the federal republic, side by 
side with her European partners, get more involved than it has before in the enforcement 
of the law of the international community in crisis situations and crisis countries? This 
seems to me to be the right question. 

Problem two: the exacerbated legitimacy deficit. The reality created by the recent crisis 
management makes it necessary for the informally extended space of action for 
commission, council and European Central Bank (ECB) to also be properly legitimised. 
This extension covers several topics, and it should be noted that the European 
Parliament, even where it was part of the legislative decision-making process, did not 
participate in the creeping increase in competencies of the EU institutions. 

• The fiscal compact signed on 2 March 2012 is an agreement according to 
international law between the member states of the EU, without the UK, whose 
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provisions have to be translated into EU law by 1 January 2019. This curious 
agreement is a product of German mistrust: as a safeguard it again anchors in 
national constitutional law EU decisions on permitted government deficits and 
government debts, which have been taken a long time ago, as well as sanction 
mechanisms. 

• With the European stability mechanism (ESM) the members of the European 
monetary union have developed a financing instrument for troubled national 
budgets, but the institutions of the ESM are not subject to any parliamentary 
control. The format of an international agreement does not provide for any 
democratic legitimation for this deepened cooperation, even though the problems 
that the ESM is intended to solve have only appeared with the creation of the 
monetary union. 

• Essential provisions of the fiscal compact were already included in the 
infamous ‘six-pack’, which came into force on 13 December 2011, through 
proper legislative processes and with approval of the European Parliament. It is a 
bunch of regulations. They strengthen the intergovernmental cooperation 
regarding the reformed objectives of the stability and growth pact; and establish 
an early warning system for macroeconomic imbalances. But the EU institutions 
lack the adequate legitimation for these extensive competencies: the commission 
now has the right to control and correct, even pre-emptively, national budget 
planning, while it is only authorised and controlled by the European Council, 
whereas the parliament can at best be informed if it wishes. 

• Lastly, the European Parliament lacks a mirror-image counterpart to the 
powerful Eurogroup in the European Council. Without the formation of a 
standing committee for the members of the European monetary union, the 
parliament will not be able to execute its already weak controlling rights. 

Thirdly, the suppressed problem of a monetary union without political union. The two 
problems mentioned above – the realignment of the political balance in Europe as well 
as the missing legitimacy of the self-empowerment of the council and the extended 
competencies of the commission – strengthen Brussels-based executive federalism 
and thus cause more than ever centrifugal tendencies to revert back to the national 
state. In the national publics the mutual scapegoating is prodded by the division in 
donor and recipient countries. In the federal republic of Germany, a wrong 
interpretation of the causes of the crisis consolidated a reciprocally distorted perception 
of the obscenely unequal consequences countries either benefiting or suffering from the 
crisis that lasts until today. The immediate cause for over-indebted state budgets was – 
with the exception of Greece – the development of private debt, and not, as alleged, the 
fiscal policy of the respective governments. 

Yet it is mainly due to this concentration on public debt that the crisis management does 
not address the underlying structural problem. Indeed, the public debt crisis could only 
be averted because the ECB, in contradiction to the bailout prohibition, successfully 
simulated a common liability, that is, it successfully simulated fiscal sovereignty of the 
EU, which it actually lacks. 

But the lack in the ECB of a responsibility to act as a lender of last resort is not the 
main constructional flaw of the monetary union. Political economists have for a 
long time pointed out the suboptimal preconditions for the eurozone to form an 
optimum currency union. Uniform interest rates give wrong signals to 
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governments because of differences in the current accounts – and the different 
level in ‘real’ interest rates – among the different national economies. One size for 
all fits none. Without a common economic government and the accommodation of 
national policies in order to avoid negative side-effects, the performance of the 
structurally varying economies will drift further apart. 
The strictly investor-friendly policy guidelines of the German federal government, 
which prescribe, next to necessary reforms in administration and labour markets, 
austerity measures at the expense of wages, social services, public service and public 
infrastructure projects, are therefore counterproductive. Instead, the constructional flaw 
of a monetary union without a political union should be corrected. The structural 
inequalities between the economies will increase without the institutional framework for 
a jointly coordinated fiscal and economic policy with implications for a common 
welfare policy. The policy of consolidation lives on the wrong assumption that crisis 
states can, in untamed competition with the substantially more competitive member 
states, catch up with their performance, even though their policy space for fiscal and 
budget policies is legally restricted. 

I am not an economist, but to me the nowadays predominant argument sounds 
convincing, that this assumption of sovereignty is sheer fiction. That’s why the 
preferred policy of shifting the problems on the shoulders of crisis countries and 
financing them by credits, should not be mistaken for a concern for subsidiarity, that is, 
for the consideration that some competencies might be better taken care of in the lower 
levels of a political multilevel system. Instead of placing restrictions on national 
governments and treating citizens of a democratic community like immature children, 
the European Council and European Parliament should have the right to jointly and 
flexibly decide on guidelines for the fiscal, economic and social policies. The suspicion 
that more solidarity encourages ‘free riding’, resulting in the deferral of necessary 
reforms, can be met with the point that the current evasive manoeuvres in technocratic 
style, which required bizarre legal constructs, are not much more effective. Nobody can 
force intractable governments to follow country-specific recommendations if they do 
not want to. And mostly they do not want to. Effective implementation can only be 
guaranteed by the legal obligation of democratically generated European decisions. 
Only the primacy of European law in a monetary union which has been extended to a 
political union would render unnecessary the moral chastising and artificial penalty 
mechanisms included in curious legal constructs.   

The continuation of the current policies can only radicalise the vicious cycle between 
the three mentioned problems. The more competencies the European Council and 
European Commission usurp in the context of implementing consolidation policies, the 
more the citizens will become aware of the governing behind closed doors and the 
decreasing legitimation of the growing weight of the technocracy – and all the faster 
will the German federal government encounter the dilemma of its half-hegemonic 
position. The intra-European tensions will increase because with each step towards 
deeper intergovernmental cooperation an increasing political responsibility towards 
neighbour states, which are given over to their pseudo sovereign fate, will accrue to the 
federal government. 

At the cost of the political degradation of whole populations and at the cost of the social 
comedown of a whole generation, classes and regions, the obdurately imposed drastic 
treatment has led to such a downsizing of the economies that the ‘horses drink again’ – 
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the investors come back. But even the boss of a not really Europe-friendly editorial 
department for business recently cautioned the political elites against leaning back and 
ignoring the real problems. It is not enough legally to lock in the policies of 
consolidation and implement them in a technocratic way. In whatever way you look at 
it, it is long overdue to introduce a policy change that includes transfer payments across 
national borders. The federal government of Germany has to decide whether it wants to 
propose to the other governments in the eurozone the development of the monetary 
union to a Euro-Union, in its own interest. 

Only the federal government can take the initiative. It alone is in the position to offer 
something politically and economically to France and the European south, in neither of 
which is deeper integration enthusiastically welcomed. Of course, such a signal would 
only be the beginning of a long and very difficult process. Moreover, this signal would 
only be credible if one would (1) accept a Europe of two speeds; (2) relinquish 
intergovernmentalism; (3) pursue a European party system; and (4) bid farewell to the 
elite mode of current European politics. Here I make a few short comments on these 
four consequences, which have to be accepted if we would want to change policies. 

1. The existing European institutions would have to be redesigned in such a way 
that a Euro-Union can develop, which will be open for the accession of other 
European states, first of all obviously Poland. A union that has a core and a 
periphery will be able to cater to both the British requests for a retransfer of 
certain competencies as well as to controversial accession requests, such as that 
from Turkey, and better than is currently possible under the framework of the 
existing treaties. A change of the primary legislation however – for which, by the 
way, exist well thought through proposals – would only become necessary in the 
course of a policy change which first had to be decided upon in the Eurogroup. 

2. We would have to break with the intergovernmental method, which has 
gained momentum during the crisis, in favour of the community method. The 
meetings of heads of state, who are only accountable to national voters, are 
tailored to negotiate compromises between more or less fixed national interests. 
In contrast, the political decision-making in the European Parliament, which is 
organised in groups, makes it possible to balance out national interests with a 
generalisation of interests across national boundaries. 

3. Against the background of the Europe-wide debate on the controversial crisis 
management, the upcoming European elections offer for the first time the 
possibility to politicise the agenda. Without such a politicisation you cannot have 
a European election that really deserves its name – and there has not yet been 
such an election. Only joint candidates and lists can make the differences in 
manifestos, which really mean visible alternative choices. And out of the loose 
party families a European party system has to be created. 

4. Lastly the political elites would have to accept that the current comfortable 
situation has to end. They have to stop sealing off their domestic electorate from 
their European policies (the undemocratic decoupling of policies from politics) 
and they would also need to put an end to the populist mixture of Brussels-
bashing on one hand and Europe-friendly but non-committal platitudes on the 
other, which they exhibit at home. Deviating from their routines, they must not 
try to win the fight of opinions only in the wake of public opinion polls, but they 
have to structure the fight with the objective of creating opinions. Because up to 
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now there exist mostly prejudices in the national public, but no informed and 
tested opinions that can really compete with each other. 

Fortunately, in Europe we have intelligent people and not the sort of oversized national 
subjects somehow welded together which right-wing populism likes to make us believe. 
For a supranational democracy that is still rooted in national states, we do not need a 
European people, but individual citizens, who have learnt that they can be both national 
citizens and European citizens in one person. And these citizens can very well 
competently participate in European decision-making in their own national public 
spheres, if the media only would meet their responsibilities. For that, we do not need 
anything else than the existing national publics and the existing media. Yet these 
influential media have to take on a complex task of translation, once the national publics 
open up towards each other. They have to mutually give information on debates that 
take place in other countries on relevant topics, that is to say relevant for all union 
citizens. 

 

Notes 
1 Fellachentum is a concept developed by Oswald Sprengler. The term comes from 
fellahs (farmers) in ancient Egypt. According to Adorno, Sprengler describes 
fellachentum as the ‘disappropriation of the consciousness of people by the centralised 
media of public communication’. ^back 

2 At that time there was revolutionary movement in Germany, asking for German 
unification of the many small states and more democratic representation. ^back 

  

http://www.ippr.org/juncture/171/11994/in-favour-of-a-strong-europe-what-does-this-
mean  
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Telegraph.co.uk 
Paralysed ECB leaves Europe at the 
mercy of deflation shock from China  
China will seek to pass its deflationary parcel to 
Europe, the one region that lacks a proper central 
bank and the governing coherence to protect its own 
interests  

 
  
China will not collapse because the banking system is an arm of the state, but it will have to cope 
with the colossal malinvestments left from a hubristic five-year blow-off Photo: AFP 

 
By Ambrose Evans-Pritchard 

9:06PM GMT 12 Mar 2014 

Most of western Europe is already in outright deflation. So are the Balkans, the Baltic 
states and the old Habsburg core.  

The Continent has left its flank open to an external shock from Asia. There is a high 
chance that this will occur as China attempts to extricate itself from a $24 trillion credit 
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misadventure by debasing its currency to regain lost competitiveness and bail out its 
export industry.  

The yuan has fallen by nearly 2pc against the dollar since early January, and 4pc against 
the euro. For all the talk of weaning China off chronic over-investment, Beijing 
engineered a record $5 trillion of investment in fixed capital last year - up 20pc from the 
year before, and as much as the US and Europe combined.  

This has created a vast overhang of excess manufacturing capacity in the global system. 
It is coming our way in the form of a slow, powerful, deflationary undercurrent.  

Europe's headline price data understate the full deflation risk. Eurostat's HICP index "at 
constant taxes" - stripping out the one-off effects of austerity - shows that 23 of the EU's 
28 countries have seen a fall in prices over the past seven months. "The risk of deflation 
is definitely before us," said Olivier Blanchard, the International Monetary Fund's chief 
economist.  

Related Articles// Banks face double hit from BRICS and ECB 11 Mar 2014  

• Russia at risk as Ukraine spins out of control  20 Feb 2014  

• Cyprus back from dead after banking collapse 22 Feb 2014  

• China's shadow banking grinds to a halt 10 Mar 2014  

• Top German body calls for QE blitz 10 Mar 2014  

• Five steps towards becoming an export business HSBC 

Falling M3 money supply and credit in eurozone  

 
By this measure, inflation since June has been running at a rate of -1pc in France, -
2pc in Holland, Belgium and Slovenia, -4pc in Italy, Spain and Portugal, -6pc in 
Greece and -10pc in Cyprus. Sweden and Switzerland are also in deflation.  
Germany rolled over in July. The UK still clings to a little inflation - now a precious 
commodity - but it too turned negative in September.  
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This is a nightmare for the debt-stricken states of southern Europe, still trapped in a 
slump with mass unemployment regardless of whether they manage to eke out the odd 
quarter of miserable growth. With Germany at zero inflation, they have to go into even 
deeper deflation to claw back lost competitiveness within EMU under "internal 
devaluations".  

This, in turn, plays havoc with debt dynamics through the denominator effect. Their 
debt loads are rising on a base of flat or contracting nominal GDP. It is a key reason 
why Italy's public debt has risen from 119pc to 133pc of GDP since 2010 despite 
achieving a primary budget surplus, or why Portugal's debt jumped from 94pc to 129pc 
(IMF data).  

These countries have an impossible task, damned if they do and damned if they don't. 
Mr Blanchard said their gains in competitiveness risk being overwhelmed by a rise in 
the "real value" of their debt. "The danger is that the second effect dominates the first, 
leading to lower output and further deflation."  

There is, of course, no magic line when inflation falls below zero. A recent IMF study 
said the effects become lethal for economies with high public/private debt loads - 
mostly over 300pc of GDP in Club Med - even at "lowflation" rates.  

The European Central Bank is betting that this is downward lurch in prices is a 
temporary blip due to lower energy costs, insisting that inflation expectations remain 
"firmly anchored". The collapse of iron ore and copper prices over recent days - on 
China jitters - should puncture these illusions.  

The ECB's expectations doctrine is in any case a Maginot Line. "Long-term inflation 
expectations on the eve of three deflationary episodes in Japan were also 
reassuringly positive," said the IMF. Indeed, they were a lagging indicator and 
therefore useless.  

"One needs to act forcefully before deflation sets in," said the Fund, adding that the 
Bank of Japan was too slow to cut rates and boost the money base. "In the event, it had 
to resort to ever-increasing stimulus once deflation set in. Two decades on, that effort is 
still ongoing."  

BoJ governor Yasuo Matsushita said as late as January 1998 that there was "no reason 
to expect that overall prices will drop sharply and exert deflationary pressure on the 
entire economy". As a result of this lordly certitude, Japan suffered shattering effects 
when the East Asia crisis entered its second and more deadly phase that summer.  

The ECB's Mario Draghi risks going down in history as Europe's Mr Matsushita, 
as he continues to insist that EMU inflation today is merely where it was in 2009 
(in the post-Lehman mayhem) and therefore benign, and that Euroland is not remotely 
like Japan. "The ECB has taken decisive action at a very early stage of this crisis,” he 
said.  

The proof is in the monetary pudding, and this shows that EMU is already in worse 
shape than Japan in early 1998 by a large margin. Private lending is contracting at 
2.3pc, the M3 money supply has ground to a halt and EMU-wide unemployment is 
stuck at a near-record 12pc.  

The ECB is by definition ferociously tight. Marcel Fratzscher, head of the German 
Institute for Economic Research (DIW) in Berlin, is right to berate the bank for 
betraying its primary duty, demanding €60bn of bond purchases each month before it is 
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too late. "It is high time for the ECB to act. Otherwise Europe risks falling into a 
dangerous downward spiral," he said.  
Euro Intelligence said failure to act would be "an existential disaster for the 
eurozone" and a "shocking derogation" of the ECB's mandate.  
Mr Draghi has bent over backwards to assuage the hard-money monks at the 
Bundesbank - much to the fury of one ex-ECB governor who told me he had become 
the "captive" of Right-wing German elites - judging that it would be too risky for the 
Latin Bloc and their allies to mobilize their majority voting power and force 
through a reflation policy.  

Copper price  

 
His task has become even more complicated since the German constitutional court ruled 
last month in thunderous language that the ECB’s bond rescue plan for Italy and Spain 
(OMT) "exceeds the ECB’s monetary policy mandate, infringes the powers of the 
Member States, and violates the prohibition of monetary financing of the budget”. It 
also said the OMT is probably "Ultra Vires", meaning that the German Bundesbank 
may not take part.  

The ruling is not final - and does not prohibit ECB bond purchases as such - but it raises 
the bar for quantitative easing to a punishingly high level. While the Fed and the Bank 
of England were able to act instantly once it became clear that QE on a huge scale was 
imperative, the ECB is paralysed by politics, ideology and judges.  

There have been dovish mutterings from ECB members over recent days but any action 
is likely to be confined (for now) to token gestures such as a negative deposit rate or 
easier collateral rules for banks, not the €1 trillion blast of QE that is so obviously 
needed immediately. The rise in the euro to €1.39 against the dollar tells us that markets 
expect nothing of substance.  

Europe is left at the mercy of world events. The Fed is pressing ahead with $10bn 
of tapering each meeting, slowly forcing up the global price of credit and 
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tightening the vice further for emerging markets. The bank has ignored the pleas 
for mercy from the developing world - still addicted to dollar liquidity - just as it 
did in the months before the Asian crisis in 1998. The OECD warned this week that 
the real impact of Fed tapering has "only just begun" and the effects threaten to ricochet 
back into Europe through trade and banking stress in emerging markets.  

China is tightening as well in what amounts to a G2 monetary squeeze. It has been so 
successful that shadow banking virtually froze in February, prompting the central bank 
to step back in consternation at its own handiwork.  

Some have a touching faith that the Communist Party knows what it is doing, even 
though it is the same body responsible for just having blown the most spectacular credit 
bubble of modern times, more than a match for the pre-Lehman booms in Greece, Spain 
or Ireland in character and much greater in scale. I prefer the Chinese metaphor of 
feeling the stones beneath the water, their way of saying trial and error.  
China will not collapse because the banking system is an arm of the state, but it will 
have to cope with the colossal malinvestments left from a hubristic five-year blow-off. 
Deflation is already stalking the country. Factory gate inflation has dropped to -
2pc.  
We can be sure that China will seek to pass this deflationary parcel to somebody 
else, just as the Japanese have already done with their epic devaluation under 
Abenomics. The package will land in Europe, the one region that lacks a proper 
central bank and the governing coherence to protect its own interests. The 
implications for the depression-wracked societies of the Mediterranean are nothing 
less than calamitous.  

 
http://www.telegraph.co.uk/finance/comment/ambroseevans_pritchard/10693841/Paraly
sed-ECB-leaves-Europe-at-the-mercy-of-deflation-shock-from-China.html   
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World Affairs 

 Barry Eichengreen is Professor of Economics and Political Science at the 
University of California, Berkeley, and a former senior policy adviser at the International 
Monetary Fund. His most recent book is Exorbitant Privilege: The Rise and Fall of the Dollar and 
the Future of the International Monetary System.  
MAR 12, 2014  

Yuan Dive? 
BERKELEY – Since December, when the US Federal Reserve began tapering its 
monthly purchases of long-term assets, emerging-market currencies have fallen across 
the board. 

The main exception, until recently, was China’s indomitable renminbi. But now the 
renminbi, too, has been falling against the dollar. So is this more evidence of the 
disruptive impact of the Fed’s policy? 

The renminbi’s decline is not large, and whether it will continue is uncertain. But the 
movement is striking by the standards of what is still a heavily managed currency. And 
it is in the opposite direction from what everyone has come to expect. 

Certainly, the Fed’s tapering of its quantitative-easing policy has had some effect. A 
standard money-making strategy for investors with access to Chinese financial markets 
has been to borrow dollars at low interest rates and buy high-yield Chinese assets. But 
tapering, by auguring higher US interest rates, makes it more expensive to borrow 
dollars and invest in Chinese assets. As “the carry trade” falls out of fashion, demand 
for the renminbi declines and its exchange rate depreciates. 

But, while the Fed has been tapering since December, the weakness of the 
renminbi materialized only in February. Evidently, something else is going on. 
The reality is that China’s tightly controlled currency falls only when the People’s Bank 
of China wants it to fall. The PBOC, not the Fed, calls the tune to which the renminbi 
dances. 

So why has it been singing the depreciation song? 

One possibility is that a weaker renminbi is, paradoxically, part of the Chinese 
government’s strategy for encouraging its wider international use. China is committed 
to broadening the renminbi’s role for foreign trade and investment-related purposes. 
Ultimately, it would like to see the renminbi achieve an international status comparable 
to that of the dollar. 

To do that, China will have to develop its financial markets and open them to foreign 
investors. But opening those markets is feasible only if the authorities eliminate the 
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perception that exchange-rate movements are a one-way proposition. So long as 
investors believe that the renminbi can only appreciate, opening the country’s markets 
will cause it to be flooded by foreign money, with unpleasant financial consequences, 
not the least of which is inflation. 

Foreign investors therefore need to be reminded that the renminbi can fall as well 
as rise. Some observers regard the renminbi’s recent slide as an attempt to squeeze the 
speculators and signal the advent of a more flexible exchange rate. They believe that the 
PBOC is about to widen the currency’s trading band. 

If so, the PBOC’s recent market moves are a good thing. If there is one clear lesson 
from history, it is that the combination of open financial markets and a rigid 
exchange rate is a disaster waiting to happen. China has already begun opening its 
financial markets. Thus, greater exchange-rate flexibility is overdue. 

A second, less positive interpretation is that the PBOC is weakening the renminbi in 
order to boost Chinese exports. Reacting against excesses in the country’s property 
markets and shadow banking system, the PBOC has moved, not unreasonably, to limit 
the availability of cheap credit. But this may have caused domestic demand growth 
to slow more rapidly than expected. And boosting exports is, of course, China’s 
customary response to weaker domestic demand. 
This less encouraging interpretation of the renminbi’s recent weakening suggests that 
official efforts to clamp down on the shadow banking system are not going well, and 
that the effort to engineer a soft economic landing is not on course. If this view is 
correct, efforts to rebalance the Chinese economy could now be put on hold, which 
would not bode well for future economic and financial stability. 

Moreover, if China is pushing down the renminbi in order to goose its exports, its policy 
will not sit well with its foreign competitors, be they the United States or Japan. 
Complaints about currency manipulation and the associated diplomatic tensions will 
quickly return. 

China is sufficiently opaque that it is hard to know from the outside which 
interpretation is correct. Future renminbi movements will tell the tale. Mainly up-and-
down fluctuations would be a sign that the policymakers’ goal is to eliminate one-way 
bets and advance the cause of renminbi internationalization. A secular decline, by 
contrast, would indicate that demand in China is weakening and rebalancing has been 
suspended. 

For now, the only thing observers can do is to watch closely and hope for the best. And 
it is the PBOC they should be watching, not the Fed. 

http://www.project-syndicate.org/commentary/barry-eichengreen-offers-two-
explanations-for-the-renminbi-s-depreciation-in-recent-weeks  
http://www.project-syndicate.org/columnist/barry-eichengreen  
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   Daily Morning Newsbriefing   March 12, 2014 

Are German banks exempt from the 
AQR? 
The ECB's manual on the asset quality review is out, running to a mere 285 pages. Most 
of this is about technical procedures, who does what and when with loads of flow charts 
and to-do-lists. This is a document we admit we did not read beyond the first pages. Nor 
did the media, as a result of which the news coverage is light on details even more than 
usual when big reports come out.  

The story that struck us the most was the report in the Financial Times according to 
which some German banks got a sweetheart deal. Various large real estate lenders, 
including HSH Nordbank and Commerzbank, now will not need to hand over details of 
their home loans - and that despite warnings of a housing bubble in Germany. Not 
all German banks are exempt, according to this report. Deutsche Bank, for example, is 
not. The paper says that senior German bankers have lobbied hard for the 
German residential property market to be completely exempt from the AQR 
because it would be a bother to revalue portfolios in line with the rules of the 
manual, which says that all loans have to be revalued that had not been 
independently assessed in the last year.  
In its press release summarising the AQR manual the ECB says the AQR will affect 
58% of the 128 banks' risk-weighted assets - amounting to €3.72tr. The estimated 
average number of credit files to be reviewed per bank will be 1250. The manual sets 
out procedures for validating data, exposures and collateral, deadlines, rules on when to 
use external valuations, and the use on industry benchmarks for asset valuations.  

A Reuters story focuses on the treatment of impaired loans, for which the manual sets 
out different scenarios. A loan is considered impaired, according to the Reuters report, 
"when a debtor has requested emergency funding from a bank, or if a company that has 
taken a loan gets into financial difficulty and experiences a material decrease in 
turnover or the loss of a major customer."  

Another aspect is the valuation of collateral, such as real estate, ships, or artwork. 
Reuters reports that the Bank of Italy was hiring real-estate consultants to assess 
whether banks have correctly valued property. In respect of level-3 assets - those that 
are difficult to value such as derivatives -the ECB will run an in depth review of 29 
banks with material exposures. The manual said that this will include reviews of 
several derivative pricing models in each bank, as part of the trading book review.  
George Hay of Reuters Breakingviews writes that despite it 285-pages, the document 
was still light on details as key aspects of the review remain hidden. There is some 
precision in the classification of non-performing loans. But there is less clarity on 
forbearance, something one would have expected. His overall conclusion is that the 
manual allows the ECB to be as tough as it needs to be. 
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Stories such as those in the FT about the German exemptions are hugely damaging to 
the credibility of the entire exercise - if confirmed. We assume what happened is that 
the banks and their regulator said they could not complete the exercise in time. 
Considering that these are two relatively weak banks with big problems during the 
financial crisis, an inability to revalue property loan portfolios suggests, at least to 
us, that there must be large hidden losses on the balance sheets that neither the 
banks nor their regulators want to uncover. The Germans have been pushing for 
exemptions from the start. The Sparkassen are outside the system. The coalition 
negotiations last year agreed to press for a couple of more banks to be exempt -though 
that did not happen. Now they want exemptions from the rules -all in the name of 
German exceptionalism. It has been our contention right through the financial crisis 
that the German banking sector must have amassed huge hidden losses beyond 
those official recognised. The country runs large and persistent current account 
surpluses, and is just coming out of twenty year nominal stagnation in property prices. 

No deal as banking union deadline looms 
There is still no deal between the EP and the council on banking union, as this week's 
deadline looms large. There are several stories out there but with few details on the state 
of negotiations beyond what we already know. Reuters reports this morning that finance 
ministers reached a container agreement on the treatment of bad banks, but even that 
agreement left open some questions, including the treatment of nominally zero-risk 
weighted assets, like the government bonds of troubled countries. The story said the 
meeting ended with conflicting accounts of what happened, one unnamed official said 
that the important issue of mutualisation has not been decided. The consequence, 
according to Reuters, is that talks with the European Parliament, due in Strasbourg 
today, may get bogged down. One possibility is that the issue is kicked upwards to the 
European Council March 20-21. The article also meantions that Spain and the 
Netherlands had tried, but failed, to win over Germany in support of a small resolution 
fund from the outset.  
Cerstin Gammelin of Suddeutsche Zeitung called the Ecofin a disaster. They had so 
much on their plate and decided virtually nothing, except for a pre-drafted resolution on 
Cyprus. There is no progress on Greece, of one exchange of information on capital 
gains, or on the financial transactions tax. She writes that everyone behaves as the 
European Parliament deadline of April 16, the final meeting, does not exist, as ministers 
cannot even agree among each other, while the parliament flat rejects what is on the 
table. 

Zapatero advocates Grand Coalition in Spain 
Vozpópuli writes that former PM Zapatero favours a German-style Grand Coalition 
between PP and PSOE after the next general election at the end of 2015. He and others 
worry that the parliament might emerge fragmented so that a five-party coalition might 
be needed to form a majority without a Grand Coalition. Zapatero´s image was badly 
damaged as a result of his government’s handling of the first years of the crisis, the 
former PM is attempting to rehabilitate himself among opinion-formers by taking part 
of the credit for Spain avoiding a full-blown “rescue” in mid-2012.  

Allegations of deficit manipulation denied 
Speculation is raging on Spain’s deficit figure for 2013, which has not been released yet 
as the deadline for submission to Eurostat is at the end of March. Economy minister 
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Luis de Guindos expects a slight overshoot of the 6.5% target to 6.7% or 6.8%. Cinco 
Días writes that sources in the finance ministry are denying allegations that the national 
accounts are being manipulated to reduce the deficit. When the national accounts for the 
4th quarter of 2013 were published by the national statistics institute INE two weeks ago 
Ángel Laborda, a respected business cycle analyst with think-tank Funcas, wrote an op-
ed in El País expressing doubts that the figures for public expenditure were correct. 
Laborda wondered whether the government was passing expenditures over to 2014 in 
order to reduce the deficit, and specifically argued that Q4 expenditure should have 
grown by some €5bn yoy as a result of a Christmas extra payment to public employees 
which was not given out at the end of 2012. Q4 Nominal expenditures remained flat yoy 
which caused Laborda and others to suspect foul play. Finance ministry sources now 
argue that in 2013 operating expenses have been accrued through the year instead of 
recognising them at the end as was done previously, and that this explains the apparent 
discrepancy. 

Greek primary surplus reaches €2.1bn in Feb, ahead of target 
Greece’s budget execution showed a primary surplus of €2.1bn to February, according 
to Macropolis, more than five times higher than the €487m posted in the corresponding 
period last year. The state budget balance for the first two months of the year is also 
positive, recording a surplus of €495m from deficit of €788m last year. Both figures are 
€1bn above targets for the first two months of the year, primarily due to the 
exceptionally strong Public Investment budget (PIB) revenues of €1.56bn in February. 
Revenues excluding tax refunds rose 8.8 percent in February for the second straight 
month bringing the 2-month figure to €8.37bn, up 7.6%, but below target. The pace of 
expenditure reduction slowed down to 9% in February from 24.9% in January. The 2-
month figure showed a 17.1% decline to €6.42bn, outperforming the target.  

The release of the February preliminary budget execution coincided with the 
announcement of provisional GDP data, which showed the domestic economy 
contracting 2.3% in the fourth quarter of 2013 and 3.9% in 2013.  

The troika wants the Greek government to distribute the primary surplus differently 
than originally planned. Low-income pensioners and members of the police and security 
services may get a smaller portion of a primary surplus than originally planned. A 
government official indicated on Tuesday that the troika wants part of the revenue to go 
toward growth-boosting measures and another part to go toward paying off state debts 
to suppliers, Kathimerini reports.  

Samaras has repeatedly vowed to give 70% of a primary surplus for 2013, estimated at 
more than €1.5bn, to vulnerable social groups. But the troika appears to have other 
plans. According to a Finance Ministry official, the sum that will be distributed will be 
the amount by which Greece overshoots its 2014 primary surplus target of €2.9bn.  

The projected size of Greece’s primary surplus and its redistribution are among the 
topics to be discussed with the troika. The size of a fiscal gap for 2015 will also be on 
the agenda along with issues including a delayed overhaul of the civil service and the 
implementation of competition enhancing reforms, as set out by the OECD. 

VAT tax evasion in Greece at 4.7% of GDP 
At the sidelines of the presentation the European Commission Task Force’s sixth report, 
a top European official expressed his concern about the level of value-added tax evasion 
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in Greece, Kathimerini reports, which amounts to an estimated €9bn or 4.7% of the 
country’s GDP and that a lack of reform in the property market prevent the liquidation 
of assets that could have been used to pay back tax debt.  

The report itself focussed Greece’s reform progress. The report noted progress in the 
country’s absorption of EU funding, noting that nearly 80% of funds for the 2007-13 
period have been absorbed. It expressed concern about the lack of liquidity in the Greek 
market while urging Greek authorities to push forward with pending reforms and make 
full use of the technical assistance offered to them by the Task Force. 

Greek parliament challenges shut down for state agencies 
A Greek parliamentary committee on Tuesday challenged a government plan to shut 
down 21 state organizations as part of troika-imposed cost-cutting measures, indicating 
that some aspects of the legislation violate the Greek Constitution, Kathimerini reports. 
The objections raised by the technical committee come in the wake of a series of court 
rulings challenging reforms introduced by the troika – chiefly cuts to civil servants’ 
salaries and pensions. The committee also objected to the allocation of external advisers 
to evaluate the efficiency of state organizations and the employees who staff them. 

Czechs are slowly repositioning themselves in Europe 
The Czech Republic should consider adopting the euro, but its priority is to stabilise the 
budget and reduce its fiscal deficit, the new Czech Finance Minister Andrej Babis told 
Reuters in an interview yesterday. Nonetheless, Babis added: "It would be good to have 
a conference about the euro adoption ... and assess what are the benefits and 
disadvantages." Babis said the Czech Republic was ready to sign the Fiscal Compact 
treaty now.  

He also suggested the Czechs should forge closer ties with Germany, rather than Britain 
and try to reframe its relationship with the European Union. "I think that we should look 
for an ally from among our neighbours and I think that the most natural ally is 
Germany and not Britain," he said.  

The new Prime minister Bohuslav Sobotka told Reuters in a separate interview he was 
cautious about pace of the country's recovery. In the past he said his country could join 
the euro zone in 2020. 

Germany need to implement reforms Portugal already adopted 
Portugal’s Secretary of State for European Affairs Bruno Maçães told the Germans that 
Germany will have to implement many of the structural reforms that Portugal did in 
these last years, Jornal de Negocios reports. Maçães stressed that constructive criticism 
should be part of the normal functioning of the European Union, because "friendship is 
sound only when it includes honest criticism. Referring implicitly to economic 
partnerships, still in very early stage of discussion, Maçães argued that the European 
Union must adopt a preventive approach based on the principle of collective 
responsibility. "The costs have to be shared, because the advantages in an integrated 
economy, will be shared." 

D-day for Renzi 
Today is the day when Italy announce the big reforms - or not. All will be told at a press 
conference at 5pm CET. Corriere della Sera reports that the talks within the government 
are heading towards a lump-sum frontloaded €10bn cut in income taxes, splashed out in 
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the April and/or May pay packets, with disproportional benefits for lower income 
earners, but no relief on business taxes. There were still lots of technical issues 
discussed overnight. 

Papadia on macroprudential tools 
Francesco Papadia offers a very useful discussion on arguments behind macroprudential 
regulation, and makes the case that if you do want to use them, now is the time to do it. 
The effectiveness of macroprudential regulation is disputed among economists. Those 
in favour point to the Tinbergen rule, according to which two goals, such as price and 
financial stability, require two instruments. Those agaisnt say if you keep rates low, but 
crack down on banks as part of your macroprudential tool kit, all you do is displace 
financial activity into the unregulated shadow-banking sector. Papadia, however, is in 
favour of some experimentation as the low interest rates are likely to persist for a long 
time, with some signs of financial instability already on the horizon. He concludes that 
it will not be long until central banks will be starting to use those tools, for example in 
Germany where there are some pressures in the real estate market. 

Wolf on deflation 
Martin Wolf has a column in the FT on deflation, which contains a standard analysis on 
the risks, as well as some sympathies for the ECB's refusal to adopt QE. QE would 
create hysteria in surplus Europe. So there is a possibility that the ECB may be forced to 
pretend that low inflation is not problem. Here is his conclusion - with which we agree: 

"The eurozone crisis is not over. Despite the emergence of a degree of stability, the 
situation remains very fragile. The ECB might in fact be able to do very little about this. 
That is partly because the measures it would need to take are controversial. It is also 
partly because of the view held by some that its job is to stabilise not the eurozone but 
the German economy. That is not a European currency union. It is something quite 
different." 

Martin Wolf seems to have concluded that QE won't happen for institutional and 
political reasons. We believe that to be the case for now, but if this position were to be 
sustained as price expectations adjust, the outcome would be an existential disaster for 
the eurozone. For us the biggest downside is that the ECB might do too little, too late, 
but not doing anything at all would be a shocking derogation of its mandate. 

Eurozone Financial Data 

10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.575 0.582 0.588 
Italy 1.743 1.760 1.782 
Spain 1.682 1.682 1.705 
Portugal 2.854 2.794 2.805 
Greece 5.320 5.376 5.40 
Ireland 1.462 1.424 1.445 
Belgium 0.713 0.712 0.718 
Bund Yield 1.626 1.64 1.618 
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Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.385 1.3849  
Yen 143.060 142.46  
Pound 0.833 0.8327  
Swiss Franc 1.218 1.2164  
    
    
ZC Inflation 
Swaps    
  previous  last close  
1 yr 0.91 0.92  
2 yr 0.99 0  
5 yr 1.3 0  
10 yr 1.73 1.72  
    
Eonia    
11-Mar-14 0.17   
10-Mar-14 0.17   
07-Mar-14 0.16   
06-Mar-14 0.16   
    
OIS yield curve    
1W 0.193 15M 0.159 
2W 0.191 18M 0.165 
3W 0.194 21M 0.179 
1M 0.188 2Y 0.199 
2M 0.186 3Y 0.300 
3M 0.183 4Y 0.466 
4M 0.167 5Y 0.654 
5M 0.177 6Y 0.850 
6M 0.174 7Y 1.037 
7M 0.173 8Y 1.215 
8M 0.171 9Y 1.379 
9M 0.170 10Y 1.526 
10M 0.170 15Y 2.028 
11M 0.169 20Y 2.230 
1Y 0.169 30Y 2.329 

    
Euribor-OIS    
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Spread 

 previous  last close  
1 Week -3.743 -3.343  
1 Month 1.386 2.586  
3 Months 10.414 10.114  
1 Year 35.614 36.814  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-03-
12.html?cHash=3a9dec464704cde9683e151ce6a05d48  

 ft.com World  UK   Politics & Policy  

Last updated: March 12, 2014 8:47 am 

Miliband knocks down early EU vote 
By George Parker, Political Editor 

©Reuters 

Ed Miliband is to vow that a Labour government would only hold an EU referendum 
before 2020 in the “unlikely” event of a new transfer of powers to Brussels as he seeks 
to to allay business uncertainty over Britain’s future in Europe.  

Writing in Wednesday’s Financial Times, Mr Miliband says he does not want his 
government deflected from its economic agenda by pursuing David Cameron’s 
“arbitrary” plan to hold an in-out referendum in 2017. 

More ON THIS STORY// Ed Miliband Britain at the heart of Europe/ Miliband 
virtually rules out EU referendum/ In depth Britain in Europe/ Lib Dems clash with 
Tories on referendum/ Merkel urges Britain to remain in Europe 

ON THIS TOPIC// Clegg goes on attack against Ukip threat/ Interview Stubb attacks 
UK’s dishonest EU debate/ Clegg debate with Farage on EU breaks rule/ Merkel says 
strong UK voice in EU is vital 

IN UK POLITICS & POLICY// Weak numeracy skills cost £20bn a year/ State 
spends £63m on homes blighted by HS2/ Pensions cap costs retired £230m tax/ Carney 
vows to overhaul links with City 

In an attempt to reassure voters, Mr Miliband says Labour would pass a “referendum 
lock” law, requiring an in-out EU vote if a new treaty passed powers from Westminster 
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to Brussels. But he says that no such proposal is on the horizon: “It is unlikely there will 
be any such proposal in the next parliament,” he says. 

Business leaders fear the uncertainty of David Cameron’s proposed 2017 referendum, 
but Mr Miliband’s comments represent a political gamble: the Tories will claim Mr 
Miliband is running scared of popular opinion on Europe.  

In his article Mr Miliband says Labour “strongly believes Britain’s future is in the EU” 
but he says the party also recognises the need for reform and is conscious that there 
could be future moves to deepen European integration. 

“The British people know that the history of the EU, as well as uncertainty about 
precisely what a changing Europe and an integrating eurozone might involve, means 
that a further transfer of powers remains possible,” he writes. 

“So in a speech today [Wednesday] I am announcing that the next Labour government 
will legislate for a new lock: there would be no transfer of powers from the UK without 
a referendum on our continued membership of the EU.” 

David Cameron responded by tweeting: “Only the Conservative Party can guarantee 
and deliver that in-out referendum.” 

Douglas Alexander, shadow foreign secretary, said on Tuesday that Labour was “not 
happy with the status quo” with regard to the UK’s relations with the EU but stressed 
that the party believes “Britain’s national interest is served by continuing membership 
of the EU”. 

“We want to see changes in Europe to see it working better for the UK,” he told the 
BBC.  

The “bread and butter” changes Labour is lobbying for include lengthening the time 
between a country joining the EU and its citizens being allowed freedom of movement 
within the regions and changing the rules on deporting criminals. 

Labour grandee Lord Mandelson earlier described Mr Miliband’s stance to the BBC as 
a “game-changer”. “I think this will help [Ed Miliband] win the next election . . . he’s 
shown leadership and guts on a major issue”. 

Mr Miliband’s statement aligns Labour’s position with that of Nick Clegg, Liberal 
Democrat leader, who has also promised an in-out referendum if there was a transfer of 
power to Brussels. Mr Clegg regards that as a matter of “when, not if”. 

But neither Mr Miliband nor Mr Clegg expect that point to be reached before the end of 
the decade; a Labour government or a Lib-Lab coalition would therefore be unlikely to 
hold a referendum before 2020, barring unforeseen circumstances. 

Mr Cameron on the other hand has been pressured by Tory MPs into forcing the issue in 
a referendum in 2017, setting up clear dividing lines on the issue at the next election. 

Labour strategists have agonised for months over how to avoid Labour being portrayed 
by Mr Cameron and Nigel Farage’s Ukip as being a soft touch on Europe and unwilling 
to let the public have their say in a referendum. 

Mr Miliband’s FT article sums up those deliberations. He calls for a range of European 
reforms, including changes to benefit claims by migrant workers, extending transitional 
controls for workers from new EU member states. 
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He also says he will resist the idea that “the EU is intent on an inexorable drive towards 
an ever closer union”. He adds: “I am clear that this is not Labour’s vision for Europe.”  

A number of senior Labour figures including Ed Balls, shadow chancellor, have urged 
Mr Miliband to keep open the option of a referendum; the strategy won unanimous 
shadow cabinet backing on Tuesday. 

Additional reporting by John Aglionby  

http://www.ft.com/intl/cms/s/0/a3c5a674-a933-11e3-bf0c-
00144feab7de.html?ftcamp=crm/email/2014311/nbe/InTodaysFT/product&siteedition=i
ntl#axzz2vjuGo0vh  

 

   ft.com  comment   Columnists 
March 11, 2014 7:20 pm 

The spectre of eurozone deflation 
By Martin Wolf 

The ECB is failing. The aim must be to raise inflation, particularly in surplus countries  

©Ingram Pinn 

The European Central Bank is failing to hit its own target for price stability. The 
difficulty is that the bank’s governing council may be unable to agree on effective 
measures, largely because of splits on national lines. That might prove very dangerous. 

Give credit where credit is due. The announcement of the ECB’s Outright Monetary 
Transactions programme in the summer of 2012 – and the prior statement by Mario 
Draghi, its Italian president, that the bank would do “whatever it takes” to preserve the 
single currency – restored confidence. The ECB won the battle without having to fire a 
shot. After the announcement, yields on Italian and Spanish government bonds fell to 
far more tolerable levels. 

More ON THIS STORY// N Korea leader wins 100% of assembly vote/ Draghi lauds 
stable eurozone/ Deflation could take Europe by surprise/ The Short View ECB left to 
ponder onset of stealth tightening/ German banks win lighter ECB scrutiny 

ON THIS TOPIC// Markets Insight Prospect of ECB QE drives EU bond rally/ Haven 
seekers head to EU periphery bonds/ Eurozone sovereign debt sales stabilise/ Stocks 
join in Europe’s periphery revival 
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MARTIN WOLF// No easy path to democracy/ Britain risks a bigger hangover/ 
Enslave the robots/ The march of the robot 

Missing the target 

 
Eurozone demand and inflation, and the Japanese example 
But the ECB has been far less successful in securing price stability. True, its target is 
neither as unambiguous nor as symmetrical as the ones adopted by other central banks. 
Its aim is to achieve inflation “below, but close to, 2 per cent over the medium term”. 
Yet in the year to February 2014, headline inflation was 0.8 per cent. This is hardly 
close to 2 per cent. It is also highly dangerous, as is cogently argued in a blog by senior 
members of the IMF’s European department. 

First, this low inflation has, as is to be expected, coincided with weak demand. In the 
fourth quarter of last year, eurozone real demand was 5 per cent below levels in the first 
quarter of 2008. In Spain, real demand fell 16 per cent. In Italy, it fell 12 per cent. Even 
in Germany, real demand stagnated from the second quarter of 2011: this is no 
locomotive. The failure to offset this has made recovery of crisis-hit economies more 
difficult, lowered investment and created long-term unemployment. All this will deeply 
scar the eurozone. 

Second, there is an appreciable risk that the eurozone will fall into deflation. Mr Draghi 
has described deflation as a situation where price level declines occur across a 
significant number of countries, across a significant number of goods and in a self-
fulfilling way. By this definition, deflation is absent: only three countries have negative 
inflation and only a fifth of items in the consumer price index have fallen in price. 
Longer-term inflation expectations are also stable at close to 2 per cent, though short-
term expectations have fallen (see chart). 

As the IMF authors argue: “One should not take too much comfort in the fact that long-
term inflation expectations are positive”. The data indicate that, in the long term, 
eurozone prices are expected to rise at a healthy 2 per cent a year. But as they point out, 
long-term inflation expectations were also reassuringly positive immediately before 
three bouts of deflation in Japan. It was nearer-term expectations that turned more 
pessimistic – leading to falls in prices and wages that enabled deflation to take hold. 

Put simply, the eurozone is just one negative shock away from deflation. The cushion is 
far too small. When negative short-term real interest rates are needed in order to avoid 
deflation, the situation is perilous. 

Third, ultra-low inflation is itself costly. This is particularly true for countries that have 
to restore competitiveness. If inflation in core countries is low, then inflation in crisis-
hit countries must be close to zero or negative. Angel Ubide of the Peterson Institute for 
International Economics notes that average inflation in surplus countries is only 1.5 per 
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cent, against 0.6 per cent in the adjusting economies. While falling prices would 
improve competitiveness, they would raise the real burden of private and public debt. 
This might well create another round of financial stresses. 

The eurozone is just one negative shock away from deflation. The cushion is far too 
small 

If average inflation stood at 2 per cent, with the surplus countries on (say) 3 per cent and 
the adjusting countries on 1 per cent, the eurozone would be in far better shape: real 
interest rates would be lower, the economy would be stronger and internal adjustment 
would be faster. If average inflation reached 3 per cent (roughly the level that the 
Bundesbank achieved in Germany over the period from 1980 to 1995), it would be still 
better. 

The ECB has allowed the eurozone to fall into a deep and entrenched slump. It is failing 
to hit its inflation target and the economy is even flirting with deflation. The bank has 
also allowed the supply of money and credit to stagnate. The Bundesbank used to focus 
on these variables because over time they can put upward pressure on activity, wages 
and prices. But the ECB appears to be ignoring them. It is failing to do its job. 

What, then, can be done? The aim must be to raise demand and inflation in the eurozone 
as a whole, particularly in surplus countries. The aim must also be to improve credit 
markets. 

To achieve this, the ECB should announce a symmetrical inflation target of 2 per cent, 
indicating that it will henceforth view excessively low inflation as a problem no less 
serious than rapidly rising prices. It should implement a programme of quantitative 
easing, purchasing the bonds of member governments in proportion to shares in the 
central bank. Finally, it should announce a longer-term refinancing operation to unblock 
the flow of credit to small and medium-sized enterprises. Other possibilities, such as 
negative deposit rates, are also worth considering. 

Difficulties arise. It is unlikely that such measures would raise demand in the surplus 
countries very much: the rate of interest on German Bunds is already very low. The 
benefits would be felt mainly on the periphery – cementing the idea that profligate 
crisis-hit economies are being rescued by the back door. Large-scale purchases of the 
bonds of crisis-hit countries are legal but may well trigger hysteria in surplus Europe. 
The ECB would probably suffer a deep internal split if it sought to adopt such a policy. 
That could jeopardise its political legitimacy. The fear is that the ECB may be forced to 
pretend that low inflation is not a threat because it cannot agree on what to do about it. 

The eurozone crisis is not over. Despite the emergence of a degree of stability, the 
situation remains very fragile. The ECB might in fact be able to do very little about this. 
That is partly because the measures it would need to take are controversial. It is also 
partly because of the view held by some that its job is to stabilise not the eurozone but 
the German economy. That is not a European currency union. It is something quite 
different. 

http://www.ft.com/intl/cms/s/0/ee12cf52-a84a-11e3-a946-
00144feab7de.html#axzz2vjuGo0vh  
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MAR 11, 2014  

Putin’s Imperial Road to Economic Ruin 
PARIS – The debate around Crimea is no longer centered on international law: Russian 
President Vladimir Putin has publicly recognized that he does not feel bound by it and 
does not care if the rest of the world deems Russia’s actions illegal. What is not clear is 
whether Russia’s economy can bear the burden of Putin’s objectives in Ukraine. 

Regardless of the West’s response to the Crimean crisis, the economic damage to 
Russia will be vast. First, there are the direct costs of military operations and of 
supporting the Crimean regime and its woefully inefficient economy (which has been 
heavily subsidized by Ukraine’s government for years.) Given the uncertainty 
surrounding Crimea’s future status, these costs are difficult to estimate, though 
they are most likely to total several billion dollars per year.  
A direct cost of this magnitude amounts to less than 0.5% of Russia’s GDP. While not 
trivial, Russia can afford it. Russia just spent $50 billion dollars on the Sochi Olympics 
and plans to spend even more for the 2018 World Cup. It was prepared to lend $15 
billion to former Ukrainian President Viktor Yanukovych’s government and to provide 
$8 billion annually in gas subsidies. 

Then there are the costs related to the impact of sanctions on trade and investment. 
Though the scope of the sanctions remains uncertain, the effect could be enormous. 
Annual inward foreign direct investment is estimated to have reached $80 billion in 
2013. A significant decline in FDI – which brings not only money but also modern 
technology and managerial skills – would hit Russia’s long-term economic growth 
hard. And denying Russian banks and firms access to the US (and possibly 
European) banking system – the harshest sanction applied to Iran – would have a 
devastating impact.  
In the short run, however, it is trade that matters much more than investment. Russia’s 
annual exports (mostly oil, gas, and other commodities) are worth almost $600 billion, 
while annual imports total almost $500 billion. Any non-trivial trade sanctions 
(including sanctions on Russian financial institutions) would be much more painful than 
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the direct cost of subsidizing Crimea. Of course, sanctions would hurt Russia’s trading 
partners, too. But Russia’s dependence on trade with the West is certainly much 
larger than vice versa. 
Moreover, the most important source of potential damage to Russia’s economy lies 
elsewhere. Russian and foreign businesses have always been worried about the 
unpredictability of the country’s political leadership. Lack of confidence in Russian 
policymaking is the main reason for capital flight, low domestic asset prices, 
declining investment, and an economic slowdown that the Crimea crisis will almost 
certainly cause to accelerate. 
Indeed, Russia’s response to events in Ukraine has exceeded the worst expectations of 
those who were already questioning whether Putin is, as German Chancellor Angela 
Merkel put it, “in touch with reality.” The move to annex Crimea has reversed any soft-
power benefit that Putin might have gained from the Sochi Olympics and the pardons he 
granted (as recently as December) to imprisoned opponents like Mikhail Khodorkovsky 
and the members of Pussy Riot. 

The sacrifice of these gains suggests that the Crimea adventure was not part of long-
considered plan. On the contrary, since the crisis began, Russia’s leaders have 
repeatedly contradicted their previous statements, backtracked, reversed decisions, and 
denied easily verifiable facts. All of this indicates that Russian political leaders have 
no strategy and do not foresee the consequences of their decisions. Even the 
Kremlin’s own supporters acknowledge that Putin “is improvising.” 

It is also clear that the decisions to violate international law, despite the risk of 
economic isolation, were made in an ad hoc fashion by Putin’s innermost circle. For 
example, Valentina Matviyenko, the chairwoman of the Federation Council (the 
parliament’s upper house), announced that Russia would not send troops to Ukraine – 
just two days before she and the Council voted unanimously to authorize Putin to do 
precisely that. And Matviyenko is one of the 12 permanent members of Russia’s 
National Security Council, the supreme decision-making authority on such matters. 

Regardless of whether the Kremlin is irrational or simply uninformed, its policy in 
Crimea sends an unmistakable signal to investors: Russia’s political leaders are 
impossible to predict. This will further undermine Russian and foreign investors’ 
confidence and increase capital flight, which could not come at a worse time. With 
credit-fueled consumer spending – the engine driving GDP growth since 2010 – now 
running out of steam, the economy is stagnating. 

Meanwhile, investment is still below its 2008 peak. Despite a wealth of opportunities 
across the Russian economy, the country’s hostile business climate – including bloated 
bureaucracies, widespread corruption, and the expansion of state-owned companies – 
has weakened Russian and foreign investors’ incentive to start new projects or expand 
existing ones. The realization that Putin has entered, to quote Merkel again, “another 
world” will only make matters worse. 

Will Russians notice the economic costs of the Kremlin’s irrationality? GDP growth has 
already slowed and may turn negative. The stock market has already fallen sharply and 
may fall further. Of course, equity ownership in Russia is narrow; most Russians do not 
even follow market indices. But increased capital flight will also affect something that 
ordinary Russians know and care about: the ruble’s exchange rate. 
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On the Monday after Putin’s Crimea adventure began, the Central Bank of Russia 
reportedly spent $11.3 billion to prop up the ruble. Such support is clearly 
unsustainable; in fact, the CBR recently announced that it will allow the ruble to float, 
implying an exchange rate that reflects the market’s expectations concerning oil prices 
and future capital outflows. 

Thus, worries about a Putin who has “lost touch with reality” imply not only a lower 
(or even negative) GDP growth rate, but also – and more immediately – a weaker 
currency, driving up prices of imported consumer goods. All Russians will soon feel the 
effects; whether that will bring their president back from his world to this one is another 
matter. 

Read more from "Europe's Eastern Question" 

http://www.project-syndicate.org/commentary/sergei-guriev-breaks-down-the-direct-
and-indirect-costs-of-russia-s-intervention-in-ukraine  
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March 11, 2014 6:41 pm 

Engine of Wall Street profits sputters in 
first quarter 
By Tom Braithwaite and Tracy Alloway in New York and Daniel Schäfer in London 

©Bloomberg 

Wall Street’s once lucrative fixed income divisions are set for their worst start to the 
year since before the financial crisis, with revenue declines of up to 25 per cent 
prompting banks to plan more redundancies on top of the tens of thousands of job cuts 
they have already made. 

Citigroup and JPMorgan Chase have warned publicly that fixed income revenues – the 
engine of most investment banks’ profits since 2000 – will be down by double digits 
when they report first-quarter earnings next month. But other banks privately warn that 
their year-on-year declines could exceed 25 per cent after both institutional investors 
and banks shied away from trading. The first quarter is traditionally a high point for 
revenues. 

More ON THIS STORY// M&A banking tables rank highly for flaws/ Bloated US 
bond market faces ‘jerky’ adjustments/ On Wall Street Banks are a proxy for credit 
bubble fears/ Inside Business Banks strive to weather stress test storms/ Banks wreck 
hopes of crisis bounce back 
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ON THIS TOPIC// Deutsche compliance head quits/ Deutsche results cast shadow 
over rivals/ Deutsche and Citi to ease strain on interns/ Dangerous combination of drugs 
and loneliness fuels young bankers 

IN BANKS// Monte dei Paschi extends loss streak/ Lloyds’ pension cap to generate 
£1bn gain/ Ecobank board ousts chief executive/ UniCredit falls to record €14bn loss 

“Effectively, the casino is empty this quarter,” said Brad Hintz, analyst at 
AllianceBernstein. 

The top 10 banks are expected to make a combined $24.8bn of revenues in fixed income 
trading, which includes bonds, currencies and commodities, according to Morgan 
Stanley and Credit Suisse estimates, more than 40 per cent below the first quarter of 
2009 when the market rebounded sharply from the crisis.  

Two of the top five fixed income divisions told the Financial Times they expected to 
respond by cutting more jobs because the market is worse than expected, with traders 
blaming patchy macroeconomic data, interest rate uncertainty, regulation that limits risk 
taking and worries about the situation in Ukraine. 

Analysts now expect Goldman Sachs to record its weakest first quarter since 2005 and 
JPMorgan Chase and Bank of America are forecast to see their lowest revenues since 
they bought Bear Stearns and Merrill Lynch, respectively, in 2008. 

The weakness is expected to be even more severe among European banks such as 
Deutsche Bank and Credit Suisse, which are looking to meet new capital requirements 
by shrinking their balance sheets. “Anecdotally it seems Europeans are losing most 
share in the US itself and so are losing global diversification,” said Huw van Steenis, 
analyst at Morgan Stanley.  

Some US banks hope their European rivals will cede market share. “Those outside of 
the top five will have to think about if they can continue to be in that business,” said 
James Chappell, analyst at Berenberg. 

New regulations such as the Volcker rule – which prohibits proprietary trading – and 
tougher capital requirements restrict the risk banks can take and are sapping liquidity, 
bankers say, even though final versions of the rules have not proven as harsh as some 
feared. 

Four years after the outlines of the post-crisis regulation were put into place, traders 
claim that outstanding areas of uncertainty are hitting activity among big bond traders 
such as JPMorgan, Citi, Deutsche Bank, Bank of America, Goldman and Barclays. 

“There’s a significant amount of uncertainty about what the endgame is going to be,” 
said the head of trading at one bank. “We probably haven’t reached a peak of effort and 
management time. We’re not turning the page yet on regulation.” 

Christian Bolu, analyst at Credit Suisse, estimated that US government bond trading 
volumes are down about 8 per cent so far this year compared with the same period in 
2013. Trading of mortgage-backed securities backed by the US government is down 41 
per cent, while corporate bond trading has increased by 12 per cent.// Additional 
reporting by Camilla Hall in New York  

http://www.ft.com/intl/cms/s/0/a3930c18-a934-11e3-9b71-
00144feab7de.html?ftcamp=crm/email/2014311/nbe/InTodaysFT/product#axzz2vjuGo
0vh 
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    Daily Morning Newsbriefing  

March 11, 2014 

Demetriades resigns as Cyprus central 
bank governor 
Panicos Demetriades resigned as Cyrpus central bank governor. There is no official 
explanation yet for his step down but it was also no secret that he was under sustained 
attack from president Nicos Anastasiades, who openly accused the Communist-
appointed Demetriades of mishandling the bailout crisis last March. Last September he 
asked the Supreme Court to rule on whether Demetriades could be sacked. Yesterday, 
Demetriades handed over his letter of resignation to the Cypriot finance minister during 
the eurogroup meeting in Brussels and in the presence of an ECB representative, quite 
gesture as such.  

The letter cites "family and personal" reasons for his departure, and "difficulty in 
cooperating with the Board of Directors" according to Reuters. The Central Bank's 
board of directors, many of whom were appointed by the present administration, had 
accused Demetriades of keeping them in the dark on several key issues. Aides to 
Demetriades said the governor was constantly being cornered, and that a hostile board 
was a thinly veiled attempt by the presidency to keep the governor in line. But he was 
also disliked by key partners in the Nicosia government for a perception that he 
undermined Cypriot banks before a chaotic bailout last year.  

After the resignation Cypriot politicians and economists expressed relief that the quarrel 
between the island’s two most prominent officials had been ‘resolved’, the FT reports.  

His resignation becomes effective in April. No successor has been named yet, some 
Cypriot media suggested the position would go to a technocrat, Chrystalla Georghadji, 
the Cyprus auditor general, who studied economics at the universities of Athens and 
Chicago, and is known for her frank reporting of mismanagement at state organisations 
and wasteful public spending.  

The Economist blog writes this shows once again that whatever their notional 
independence, central-bank governors are appointed by national governments.  The 
article warns that  

“similar pressures may be exerted elsewhere, not only damaging the image of the ECB 
but also undermining its capacity to act in the interests in the euro zone as a whole.” 

Austria ponders bad bank scheme for Hypo Alpe Adria but 
bankruptcy risk remains 
The FT has a good summary article of the latest twists and turns in the Hypo Alpe Adria 
saga, which is coming to a head one way or the other this way. On the recommendation 
of a special task force, central bank governor Ewald Nowotny is recommending a 
further injection into Hypo of €3.6bn, recommending against the option to allow Hypo 
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to go bankrupt. Under his proposals, a bad bank should now be created to absorb 
€17.8bn of Hypo’s remaining assets – the effect of which is to push up Austrian 
debt/GDP to 6pp to 80%. There are several complications, one being the Bayerische 
Landesbank, which owned Hypo before it was nationalised, and which has to agree to 
any changes that would reduce its assets further. The article quotes Michael 
Spindelegger, the Austrian finance minister, as saying that he has still not ruled out a 
bankruptcy procedure for Hypo, saying that the government would take a decision 
before the end of the month. There are significant problems associated with a 
bankruptcy as well, including the trigger of a €12bn in loan guarantee by the regional 
government of Carinthia. This would cripple the state, which has an annual budget of 
just 2bn. Nowotny said further uncertainty would be a disaster for Austria's international 
reputation. There is a lively debate in Austrian politics with several parties favouring a 
bankruptcy of Hype and Carinthia.  

Austria's Standard has more details on the latest developments - including details on 
where those financial holes have arisen. The paper concludes there is a real risk of a 
disorderly bankruptcy. 

Renzi's slow arrival in reality 
Federico Fubini has an excellent insight article of how the European Commission 
(presumably, because he says Brussels) views the Renzi government's economic plans - 
with deep scepticism. This is not just about the 3% - although this is clearly part of it. 
Fubini writes that many of his interlocutors in Brussels say that Renzi has misdiagnosed 
the situation. The fear is that the €10bn in income tax cuts will be go mostly on 
imported goods so that its total GDP effect might be small and short-lived. The Eurostat 
data show that Italian exporters are steadily losing ground while those of Spain and 
Portugal are gaining. He quotes numbers (we assume they are nominal) that total 
overseas sales were €390bn in 2013, down €1.5bn, while Spanish exports were up 
5.8%, Portuguese exports up 4.6% and global trade as a whole up 2.5%. The problem is 
not the strength of the euro, he writes, because sales to the rest of the eurozone were 
down by €4bn.  

The big domestic political story was a defeat of amendments to secure women quotes in 
Italian politics, and this has triggered revulsions among Matteo Renzi's Democrats as 
the electoral programmes hits its final parliamentary stretch. Massimo Franco said in his 
front-page editorial in Corriere della Sera that the logic of Renzi's deal with Berlusconi 
on electoral reform now trumps everything else. He said Renzi's agreement to ditch 
quotas could backfire badly but at this stage it is hard to judge whether this was an own 
goal and a shrewd move. Franco seems sceptical. It certainly adds to the confusion, and 
is also revealing about Renzi's strategy. All of his big plans are now cut in two: 
parliamentary reform is split between electoral reform and the separate process to 
abolish the Senate. The same goes for the plans to cut the tax wedge. First he announces 
the tax cuts, while the counter-financing is left to the future. The Renzi government has 
arrived in the reality of Italian politics, Franco concludes. 

Spanish judge rules in favour of bank executives 
A Spanish judge has dismissed the case brought by Spain’s bank restructuring fund 
FROB against the former President and CEO of Catalunya Caixa, an old Caja which 
failed and had to be rescued with €12bn. The judge ruled that there was no evidence of 
illegality in the actions of the former executives, and that therefore Catalunya Caixa 
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must either readmit the two or pay them compensation (of at least €1.2m altogether) for 
unfair dismissal. The Spanish government and the FROB will appeal the decision, 
Expansión writes. 

Troika wants HFSF to sell bank shares for lower prices 
The Troika presses the Greek government for a new legal framework governing the 
recapitalization of Greek banks, Kathimerini reports. The new law would allow the 
Hellenic Financial Stability Fund to sell shares it has acquired in Greek lenders at a 
lower price than had been initially planned. The HFSF argues that it will make up any 
shortfall because the remainder of the bank shares it holds will increase in value if 
Greece’s four systemic banks – Piraeus, National, Alpha and Eurobank – are 
recapitalized with private funds, particularly if they come from abroad.  

Opposition parties, however, are certain to oppose such legislation, so the article. Syriza 
has said it is against a move to sell bank shares at lower prices. Yesterday, Syriza also 
said it would publicly question the stress test results published by the Bank of Greece 
last week, which put Greek banks’ total capital needs at €6.4bn.  

At the eurogroup meeting yesterday, the Eurozone finance ministers urged Greece to 
conclude with the troika the review by the end this week.  

Banque de France forecasts just 0.2% growth in Q1 
The Banque de France forecast just 0.2% growth in Q1, marking a slowdown from 
0.3% growth registered in Q4 last year. Also on Monday Insee published industrial 
production data, showing a fall of 0.2% in January. That was far short of the consensus 
forecast for 0.2% growth in a Reuters poll of 20 economists. The biggest drag came 
from energy production, which fell by 4.4%, due to mild temperatures in France in 
January. Excluding energy, manufacturing rose 0.7%, according to INSEE. 

Labour to reject Schulz as too European 
It has always been our contention that the UK - by not taking part in the monetary union 
- will ultimately drift away from the mainstream in the EU - whether that takes the form 
of a formal exit, a detached form of membership, or something else is almost irrelevant. 
Another example of the process of alienation is this story in The Guardian, which says 
that the Labour Party will reject Schulz as candidate for the next European Commission 
president on the grounds that he is too European. Instead, the article says Labour wants 
to push Helle Thorning-Schmidt, the prime minister of Denmark, who also happens to 
be married to the son of former Labour leader Lord Kinnock. The article says that Ed 
Milliband believes that Schulz was an arch-federalist and fiscally irresponsible. 

With Socialists like Milliband, who needs Tories? 

ECB to reveal bad loans criteria 
Laura Noonan of Reuters writes that the ECB will today reveal details of how bad loans 
are defined - having spoken to three sources with knowledge of the AQR/stress test 
exercise. One of those sources told her: "It will terrify them, even though they've got 
a reasonable idea of what's coming," A document detailing the tests' methodology has 
been in circulation amongst national supervisors and consultants for several weeks. The 
sources said the most closely-watched part of the announcement would be the ECB's 
view of when loans become impaired and the treatment of Level-3 assets - such as 
derivatives or real estate holdings. For loan losses, the guidelines suggest a simple 
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90 day rule as threshold for a non-performing loan. One of the sources said not all 
banks use all the triggers on the ECB's list of definitions of indicators to determine 
impairment. Those triggers could show when a corporate borrower is in distress, or that 
the that the value of the collateral underpinning a loan has fallen.  

Hugo Dixon on why banking union is not really needed 
Hugo Dixon argues in a Reuters Breakingviews column that banking union is not really 
needed to do what needs to be done. He says, a banking union may not be harmful 
either. He acknowledges the problem of the doom-loop, the toxic interaction between 
banks and their sovereigns. But a euro-wide bailout is not the only or even the best 
solution. He looks at four specific aspects. Central banks will need instruments to 
stop bubbles. Having a plethora of national and euro-level institutions is not going to 
make this easier. A second tool are the bail-ins of debtors. That could be done 
nationally. No banking union needed for that. Third, is the too-big-to-fail problem - the 
solution for that being living wills. And finally the other part of the doom loop: how 
weak sovereigns affect the banks. Again, nothing that banks union can address. The 
solution here is to force lenders to restrict the amounts of national bonds.  

The eurozone's ruinous embrace of competitive devaluation 
Simon Tilford offers an excellent analysis of the sheer incredible extent of Germany's 
improvement in the real exchange rate. Commission data show that Germany's real e/r 
fell by 20% since 1990s, though it rose by a little in 2012/13. Interestingly, Italy's real 
e/r is now back to 1999 levels. He dismisses the German argument that the fall in the e/r 
was related to unification by looking at longer term data. Germany's real e/r was lower 
in 1998 than in 1980. While there were nominal devaluations in France, Italy and Spain 
during that period, these devaluations were not in real terms. The German real 
devaluation was by far the biggest. This is his most important point: 

"This conflation of real exchange rates with competitiveness has been damaging. A real 
or ‘internal devaluation’ of the kind engineered by Germany in the eurozone has 
harmful macroeconomic effects because it involves suppressing domestic demand and 
with it inflation over a long period of time. " 

A German who supports QE 
Marcel Fratzscher has an op-ed in Die Welt in which he advocates QE on a big scale. 
He says deflation is becoming increasingly probable. For once, the GDP of several large 
countries, including Italy and Spain, lies below that of 2008. The output gap will close 
only very slowly because structural reforms will take time and because the two 
countries have no fiscal room for manoeuvre. The second is the price adjustment that 
has yet to take place. The third is the limited toolset the ECB has to improve financial 
conditions in the crisis countries. At the same time, the long-term interest rates will rise 
as a result of the global recovery and because of Fed tapering. This will make it even 
harder for companies to access loans. Fratzscher quotes Olivier Blanchard's estimate 
of a 20% deflation chance, which he said was very high given the enormous 
damage a deflation would cause. His suggestion is that the ECB should start buying 
assets to the tune of €60bn until financial conditions have normalised.  

Eurozone Financial Data 
10-year spreads    
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Previous 
day Yesterday This 

Morning 
France 0.562 0.575 0.579 
Italy 1.770 1.755 1.750 
Spain 1.712 1.682 1.685 
Portugal 2.940 2.854 2.870 
Greece 5.200 5.320 5.36 
Ireland 1.433 1.462 1.473 
Belgium 0.693 0.713 0.717 
Bund Yield 1.656 1.626 1.631 

    
    
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.388 1.3853  
Yen 143.270 143.02  
Pound 0.833 0.8329  
Swiss Franc 1.218 1.2188  
    
    
ZC Inflation 
Swaps    
  previous  last close  
1 yr 0.92 0.91  
2 yr 1 1  
5 yr 1.32 1.31  
10 yr 1.75 1.73  
    
Eonia    
10-Mar-14 0.17   
07-Mar-14 0.16   
06-Mar-14 0.16   
05-Mar-14 0.16   
    
OIS yield curve    
1W 0.213 15M 0.160 
2W 0.199 18M 0.164 
3W 0.206 21M 0.182 
1M 0.191 2Y 0.197 
2M 0.196 3Y 0.327 
3M 0.190 4Y 0.479 
4M 0.185 5Y 0.668 
5M 0.181 6Y 0.860 
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6M 0.177 7Y 1.047 
7M 0.175 8Y 1.224 
8M 0.172 9Y 1.385 
9M 0.170 10Y 1.530 
10M 0.175 15Y 2.029 
11M 0.174 20Y 2.226 
1Y 0.164 30Y 2.320 

    
Euribor-OIS 
Spread    

 previous  last close  
1 Week -3.429 -4.729  
1 Month 1.014 -0.486  
3 Months 7.957 8.057  
1 Year 36.014 36.014  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-03-
11.html?cHash=4fd1b4e780814b87d65ccac5152f35b3   

 

The eurozone's ruinous embrace of 
'competitive devaluation' 
Written by Simon Tilford, 10 March 2014  

The euro was supposed to put an end to competitive currency devaluations, and with it 
‘unfair competition’. But this has not been the case. Germany was often portrayed 
(wrongly) as the victim of other countries’ competitive devaluations before the 
introduction of the euro. But contrary to received wisdom, Germany’s real exchange 
rate – which takes into account differing inflation trends in Germany and its trading 
partners – did not rise in the run-up to the introduction of the single currency. And it has 
fallen steeply during the 15 years of the euro’s existence. This has handed German firms 
a competitive advantage of the kind the euro was supposed to eradicate. What is more, 
Germany is not under pressure to do anything about it. In fact, other eurozone 
countries are being encouraged to follow suit. 
The European Commission compiles so-called ‘harmonised competitiveness indices’ 
for eurozone economies (see chart one). These are the member-states’ real exchange 
rates in anything but name. They show that Germany’s fell by almost 20 per cent 
between the beginning of 1999 and the end of 2011, before edging up a bit in 2012-13. 
The main reason for the decline in the country’s real exchange rate was very low wage 
increases and hence weak inflation. Spain’s (and to a lesser extent) Italy’s real 
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exchange rates rose rapidly over the early part of the 2000s but have fallen sharply 
since 2008: Italy’s is now barely higher than in 1999, whereas Spain’s is up around 
9 per cent. France’s real exchange rate is actually lower now than in 1999 (or in terms 
of the Commission’s analysis), its ‘competitiveness’ has improved. In short, the 
eurozone’s imbalances have less to do with its Latin members allowing costs to get 
out of hand than they do with Germany engineering a beggar-thy-neighbour cut in 
costs. 

Chart one: Harmonised ‘competitiveness’ indices (real exchange rates, quarter 1 
1999 = 100)  

Source: European Central Bank 

To the extent that the steep fall in Germany’s real exchange rate within the eurozone is 
acknowledged in Brussels and Berlin, it is typically attributed to the need to reverse the 
rise in the country’s real exchange rate in the run-up to the introduction of the euro. 
German firms, so the argument goes, needed to rebuild their competitiveness after the 
shock of reunification, so set about reducing costs, which led to a fall in the real 
exchange rate. The problem with this analysis is that it is not corroborated by the 
data. Chart two below shows the real exchange rates of Germany, France, Spain and 
Italy between 1980 and 1998. Germany’s was actually lower in 1998 than it had been in 
1980. There were devaluations in France in 1983-84, and in Italy and Spain following 
their ejections from the Exchange Rate Mechanism (ERM) in 1992, but in each case 
these devaluations were largely corrective (in response to bouts of currency 
overvaluation) and by 1998 their real exchange rates were back to where they were in 
1980. Over the period as a whole, it was Germany that had the more ‘competitively 
valued’ real exchange rates. 

The result is that Germany now has a hugely undervalued real exchange rate (something 
that neither Italy nor Spain managed before the introduction of the single currency). 
Why is Germany not accused of engaging in a competitive devaluation, when Spain 
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and Italy were? After all, Germany’s real exchange has fallen sharply relative to its 
long-term trend, whereas the 1990s devaluations just took the lira and peseta back down 
to their long-term trends.  

One reason is the widespread belief that eurozone countries do not have real exchange 
rates because they all share the euro. By virtue of sharing the euro, devaluations are 
seen as impossible. A devaluation is only considered a devaluation if it involves a 
movement in a country’s nominal exchange rates, such as when the lira and the peseta 
were ejected from the ERM. But when devaluation comes about as a result of low 
inflation (which in turn is usually the product of weak domestic demand), it is seen 
as a ‘competitiveness’ gain. However, the impact on other countries is the same: 
they face a loss of price competitiveness relative to firms based in the devaluing 
country and sell less to it. 
Chart two: Real effective exchange rates. (quarter 1 1980 = 100) 

Source: UNCTAD, Global Development Indicators 
Far from being considered a problem and condemned as a ‘beggar-thy-neighbour’ 
strategy (as was the case with Italy and Spain), Germany is lauded for its success in 
reducing its real exchange rate, and other countries are called upon to emulate it in order 
to improve their ‘competitiveness’. So, in a curious reversal the country that underwent 
a large competitive devaluation is not only under little pressure to reverse it but is 
widely regarded as a benchmark for others. 

This conflation of real exchange rates with competitiveness has been damaging. A real 
or ‘internal devaluation’ of the kind engineered by Germany in the eurozone has 
harmful macroeconomic effects because it involves suppressing domestic demand and 
with it inflation over a long period of time. By contrast, Spain and Italy quickly returned 
to growth in the 1990s following their devaluations, with the result that German exports 
to these countries did not suffer. If Italy and Spain persevere with attempts to devalue 
their real exchange rates rather than Germany revaluing its real exchange rate, the result 
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will be persistently weak demand across the eurozone, a worsening of the currency 
union’s already broad-based deflationary pressures and further increases in debt ratios. 

While the Commission has criticised Germany’s excessive and persistent current 
account surplus, it has been at pains to stress that it would make no sense for the 
Germans to cede ‘competitiveness’. Yet it is impossible for all members of the eurozone 
to enjoy the unfair advantage of an undervalued exchange rate. The Commission’s 
implicit assumption seems to be that all eurozone economies can engineer real (or 
internal) devaluations, boosting their exports to non-eurozone markets and driving an 
economic recovery across the eurozone. But there has already been a big swing in the 
eurozone’s current account position, from a deficit of around €85 billion (1 per cent) in 
2008 to a surplus of almost 2.5 per cent in 2013, as Germany’s surplus remained very 
large while the deficits of the southern members-states narrowed. It is a moot point 
whether the eurozone's external surplus can continue rising: it already comprises a big 
drag on a fragile global economy, which the eurozone in turn is increasingly dependent 
on. Moreover, an economy with a big trade surplus tends to experience currency 
appreciation because demand for its currency outstrips the supply of it, something 
which is now happening to the euro. A strong euro will hit demand for eurozone 
exports, especially the more price sensitive ones of the currency union’s southern 
economies. 

The eurozone needs Germany’s real exchange rate to rise (that is, for the unfair 
advantage that Germany has carved out within the eurozone to reverse), but this will not 
be easy. Germany’s export-led economy – underpinned by its social partners’ ability to 
deliver wage restraint – combined with rapid population ageing mean that it will 
generate little inflation. The German economy is growing more quickly than the 
eurozone as a whole, but Germany’s rate of inflation is barely above the eurozone 
average, not least because real wages fell in 2013. More expansionary macroeconomic 
policies could help. First, a combination of income tax cuts and increased public 
investment would boost domestic demand (and hence inflation) without posing a threat 
to fiscal stability: the country ran a budget surplus in 2013, with the result that its debt 
ratio fell. Second, Germany could withdraw its opposition to the ECB embarking on 
aggressive monetary stimulus, which would in turn boost economic activity (and 
inflation) in Germany. The problem is that a fiscal stimulus of this kind would 
contravene Germany's constitutional requirement to balance the budget. And there is 
little sign that Germany will accept aggressive moves by the ECB to reflate the 
eurozone economy.  

For its part, the Commission needs to stop defining competitiveness in terms of the real 
exchange rate. Competitiveness defined in this way is a zero-sum game: one 
country’s ‘gain’ is another’s loss. If competitiveness means anything useful it is 
labour productivity or total factor productivity, not the real exchange rate which 
can fall simply because of wage restraint depressing demand and leading to 
deflationary pressures. European member-states cannot rely on the ECB coming to the 
rescue and countering the deflationary impact of the current race for competitiveness. 
They should demand that Germany do the unthinkable: lose competitiveness!  
Simon Tilford is deputy director of the Centre for European Reform. 

 http://www.cer.org.uk/insights/eurozones-ruinous-embrace-competitive-devaluation   
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Money matters? Perspectives on 
Monetary Policy  
A blog by Francesco Papadia, providing a personal perspective on monetary policy developments 
drawing from an experience of 40 years in critical positions in central banking. 
 Monday, 10 March 2014 

Macro-prudential: if not now when?  
At the turn of 2000, when the € was at 0.85, very weak, against the dollar, the then 
Economic Counselor of the International Monetary Fund, Michael Mussa, issued a 
statement that made some waves in the monetary world: "if not now when?" [1]. With 
that statement he made the point that if there was a time when a central bank had to 
resort to the unusual step of intervening in the foreign exchange market, that time had 
arrived for the European Central Bank. 

As is well known, the European Central Bank, with the support of the FED, the Bank of 
Japan and the Bank of England, did indeed intervene, the through of the € exchange rate 
was surpassed and is now long forgotten, with the € some 60% stronger than it was 
then. This was the first time the young central bank carried out interventions in the 
market and it did not only contribute to a more sensible valuation of the € on the market 
but also made some hefty capital gains. Other, even larger, capital gains were made by 
the ECB in its subsequent interventions, this time on the capital market, purchasing 
covered bonds and peripheral sovereign bonds [2]. This is an interesting, and 
insufficiently considered, point, but it is not the one I want to make in this post. My own 
"If not now when?" refers to the opportunity to have recourse to macro-prudential 
measures in the €-area. 

There is probably more controversy about the idea of having recourse now to macro-
prudential measures in the €-area than there was on intervening in the foreign exchange 
market when Mussa issued his "If not now when?", but I will try and show that the case 
for having recourse to macro-prudential measures is a solid one. 

Let me start, however, recognising that macro-prudential policy is in its infancy. The 
problem starts with the listing of the macro-prudential tools: clearly changes in Loan to 
Value (LTV) ratios belong to the list together with dynamic capital charges for banks. 
One should probably add increased haircuts for repo operations or more generally for 
operations which can generate leverage (including derivative operations), but as one 
gets down the list, the risk of rehabilitating disgraced direct control measures under the 
nobler mantle of macro prudential measures increases. The chart below reports the best 
taxonomy of the macro prudential toolkit that I could find, elaborated by the 
Bundesbank. 

If the list of macro-prudential tools is uncertain, there is even more uncertainty about 
their efficiency and therefore their calibration: while tons of studies help central banks 
calibrate their interest rate policies to achieve their target, normally price stability, there 
is a dearth of studies helping to size macro-prudential tools to preserve or achieve 
financial stability. 
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But these difficulties are somewhat analogous to those affecting central bank 
interventions, both on the foreign exchange and the capital markets: their effectiveness 
depends so much on specific circumstances that there is no way to predict accurately 
whether they would indeed work or not. There are a number of circumstances that can 
help determine whether they would be useful or not, but there remains a lot of 
uncertainty. 

Chart 1.Possible Macroprudential toolkit 

 
Source: Derived from Macroprudential oversight in Germany: framework, institutions 
and tools, Deutsche Bundesbank, Monthly Report, April 2013 

 

The uncertainty about the definition, calibration and effects of macro prudential 
measures feeds an unsettled controversy among economists. If the central bank has only 
one tool, interest rates, and two objectives, price and financial stability, dilemma 
situations may arise in which one objective would require an increase (or a decrease) of 
interest rates while the other objective would require the opposite. Those who have 
more trust in the usefulness of macro-prudential  measures stress that they can solve the 
monetary policy dilemma, as they allow respecting the famous Tinbergen rule that there 
should be at least as many tools as there are objectives. Those who are more sceptical 
about the effectiveness of macro-prudential tools stress that interest rates reach all parts 
of the economy while macro-prudential measures risk affecting only the banking sector 
or, at most, the formal component of the financial sector, giving incentives for the 
development of the "shadow banking system". 

All the uncertainties and doubts are justified, it is however my sense that now is the 
time to start experimenting with macroeconomic tools in the €-area. And I do not seem 
to be alone with this idea. President Draghi, somewhat surprisingly, recently said that 
one of the three challenges facing the ECB, in addition to the obvious ones of fighting 
too low inflation and establishing the Single Supervision Mechanism, is:  "..., macro-
prudential policy can be used to address financial stability concerns and facilitate our 
monetary policy conduct. ..., where the financial stability concerns are of a systemic 
nature affecting the whole euro area, those policies will have to be coordinated. 
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...[where], national macro-prudential authorities may take actions to reduce the risk of 
local financial imbalances." [3]  

I am not sure I understand what he had concretely in mind, given that his comments 
seemed to be more general and conceptual than tied to anything specific and current. 
Still I can not help connecting what he said to some important declarations, in particular 
from the President of the Bundesbank, Jens Weidmann. In more than one occasion he 
said that there are financial stability risks from keeping interest rates very low for very 
long. For instance he recently said: "(…).Please consider also that low interest rates are 
intended to give a boost to consumption and investment. That is the very reason why the 
central bank keeps them at a low level. (…) However, we must not turn a blind eye to 
the fact that extremely low interest rates also harbour risks to financial stability and the 
efficiency of economic structures. ...There is a danger of economic agents such as 
households and, in particular, enterprises, but policymakers, too, getting used to the 
ultra loose monetary policy. Eventually, this might mean that a necessary structural 
change fails to take place or that enterprises without a sustainable business model are 
kept alive. ... At the same time, there is a risk that low interest rates will prompt 
investors to embark on a "search for yield". An increasing risk propensity on the part of 
investors might lead to hazardous excesses in individual financial market segments and, 
as it were, sow the seeds of the next financial crisis." [4]. Both the Bundesbank and the 
German Finance Minister, Schauble, have clearly denied that there is a real estate 
bubble in Germany, but the raising house prices in German cities must play some role in 
the concern of the Bundesbank about financial stability. 

If one puts together the statement of Draghi about the macro prudential challenge and 
those of Weidmann about the need to keep interest rates low for macroeconomic 
purposes, while not being oblivious to financial stability risk, the conclusion "if not now 
when, for macro-prudential measures" comes naturally. While one should be fully 
aware that one is experimenting and breaking new ground and that there is a lot of 
uncertainty, if one forfeits this occasion to start using the new macro-prudential tools 
when would one want to use them? So, the bottom line of this post is that we may, 
before too long, see the ECB and national macro prudential agents in Germany and in 
other countries where there are more pressing financial stability concerns actively 
engaging in trying in earnest the macro prudential route. 

--------------------------------------------------------------------------------------------------------- 

*** Madalina Norocea gave assistance in preparing this post. 
[1] "I think the circumstances in which the major countries would want to use intervention to attempt to 
influence exchange rates are relatively rare, but they do arise from time to time and one would sort of 
have to ask if not now, when?" Michael Mussa, Economic Counsellor and Director, Research 
Deptartment, IMF, WEO Press Conference,September 2000. 

[2]Where did smart money go in 2012?  Carlos De Sousa, Francesco Papadia, Bruegel, December 2012 

[3]Speech by Mario Draghi, President of the ECB,  at the Symposium on Financial Stability and the Role 
of Central Banks  organised by the Deutsche Bundesbank, Frankfurt am Main, 27 February 2014 

[4] Jens Weidmann, Crisis economics – the crisis as a challenge for economists, Lecture at the Annual 
Gala Meeting of the Munich Volkswirte Alumni-Club,June 2013 

http://moneymatters-monetarypolicy.blogspot.co.uk/2014/03/macro-prudential-if-not-
now-when.html 
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The European Union’s half-baked banking union could be made to work – even though 
it wasn’t strictly needed to solve the euro zone’s problems and what has been agreed 
isn’t what the designers wanted. 

The original advocates of banking union saw it as a way to prevent the euro collapsing 
during the dark days of early 2012. The idea was that a well-funded, euro-wide deposit 
insurance scheme would stop savers panicking. Meanwhile, if banks got into trouble, a 
strong euro-wide safety net would be able to bail them out. 

During the crisis, savers and investors lost faith in the ability of weak governments to 
rescue their banks. That’s why banking union enthusiasts wanted euro-wide support 
systems. 

In the end, what has emerged from the European policy factory is completely different. 
Germany latched onto a part of banking union that hadn’t previously got much 
attention, centralised supervision of banks, and nixed the idea of common deposit 
insurance. It didn’t want to be on the hook for bailing out other countries’ banks. Berlin 
also diluted the plan for a euro-wide safety net for bust banks – though the European 
Parliament is still trying to beef it up. 

Despite all this, banking union doesn’t have to be a disaster. To see this, it is 
important to understand why the euro zone doesn’t actually need one. 
In 2012 much was made of the “doom loop” that connected weak banks and weak 
governments. This had two elements: bust banks dragged down their governments if the 
latter had to bail them out; and bust states dragged down their banks if the latter had 
bought too many of their bonds. 

This doom loop was, and remains, a serious flaw. But it is a mistake to think the only 
way to cut the loop is by euro-wide bailouts. There are better alternatives. 

Look, first, at the problem of bust banks infecting their governments. This is only a 
problem if taxpayers have to rescue them. But who said governments should be in 
the business of bailing out banks? It is much better to make banks safe enough so 
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that they don’t get in trouble in the first place; and, if they do, to require their 
investors to foot the bill. 
That, indeed, is the broad programme that governments around the globe have been 
pursuing for the past five years. It involves preventing credit bubbles, forcing banks 
to hold more capital, “bailing in” bondholders if they run out of equity and 
restructuring lenders so it is easy to close them down if necessary. 
The EU is doing all this too. But it didn’t require banking union to push it forward. 

That said, the ECB could speed up some of these initiatives. 

First, the central bank needs to work out how it is going to stop bubbles. In its new 
supervisory role, it will have what are known as “macroprudential” powers. This will 
allow it to tell national authorities to do things like jack up banks’ capital ratios if 
it fears credit is growing too strongly. 
The snag is too many cooks may spoil the broth, as there are multiple bodies with 
macroprudential responsibility for all or parts of the euro zone. Even the ECB will 
have two units – the new bank supervisor and its financial stability directorate. It 
needs to provide clarity over who is going to do what. 
Second, many banks don’t have enough debt that could be easily bailed in if they run 
out of equity. The solution is to require all banks to hold a minimum amount of 
bail-in debt, so that taxpayers don’t have to ride to the rescue. 
This can be done without banking union. Indeed, the Group of 20 nations has asked for 
a global proposal later this year. The ECB should use its influence to produce a robust 
proposal. 

Then there’s the matter of avoiding situations where banks are deemed too important to 
fail because their bankruptcy would cause havoc for the whole system – and so again 
have to be rescued. Part of the solution is to require lenders to draw up “resolution 
plans” that spell out exactly how they can be packed off to the knacker’s yard 
without too much contagion. 
Again, banking union is not required. But, as a result of it, the ECB will be 
responsible for vetting euro zone banks’ resolution plans. With luck, the central 
bank will be less susceptible than national supervisors to lobbying by national 
champions – and so force banks to restructure themselves if that is needed to stop the 
too big to fail phenomenon. 

Now look at the other half of the doom loop: how weak sovereigns infect their banks. 
Yet again, banking union per se does nothing to address that problem. It can only be 
dealt with if lenders are told they can’t hold more than a certain amount of their 
own governments’ bonds. 
The ECB would prefer to impose such limits as part of a global regime. The snag is that 
countries with their own currencies and central banks don’t have such a need to follow 
suit. So the ECB may, at some point, have to face going it alone. 
It won’t be easy for the ECB to bite these bullets. But it will need to, if the euro zone’s 
half-baked banking union is to be turned into something that is fit for purpose 

http://blogs.reuters.com/hugo-dixon/2014/03/10/eus-half-baked-bank-union-could-
work/   
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    Daily Morning Newsbriefing 

March 10, 2014 

Do Renzi's tax reform add up? 
This is going to be interesting. The Italian papers report that Matteo Renzi is now opting 
for €10bn in income tax cuts, with an extra €80 per month for income earners below 
€25000. At the same time, as Corriere della Sera reports, he has shelved the proposals to 
cut business taxes by a similar amount. The paper writes this move came in part to 
appease the trade unions, which had been on a war path with Renzi's pro-business 
agenda. The decision was taken in the final run-up to this Wednesday's scheduled 
cabinet meeting where Renzi's economic measures are due to be passed. The main 
reasons for Renzi's change of heart, the paper writes, were the latest GDP figures 
showing a fall of almost 2% in 2013 with signs of deflation.  
While the news on the tax cuts is concrete, the news on the counter-financing of those 
tax cuts is not. Renzi claimed in an interview on Rai3 last night that it will be done 
within EU rules. The Corriere article says the present plan foresees additional revenues 
of €5-6bn from the ongoing spending review (with €3bn already earmarked in the 
current budget). Other measures are even more open-ended such as the hoped for 
windfall in the fight against tax evasion that would result from an exchange-of-
information deal with Switzerland.  

An additional pressure comes from a demand by the European Commission to comply 
with the late payment directive. The government is today due to respond to a request for 
information, and there are wide disagreements on the numbers, with Brussels claiming 
average payment times to be 170 days, as opposed to either 30 or 60, depending on the 
case. The Italian governments denies that the number is that high. it also denies that the 
total outstanding amount of debt to the private sector is €100bn, and says that even a 
Bank of Italy survey showing an outstanding stock of €91bn was too high, relating to all 
bills and not just to bills that are overdue. 

Last week for a deal between council and EP on banking union 
Werner Mussler has a solid article in Frankfurter Allgemeine outlining the timetable for 
this week's discussions between council and parliament on banking union. The deadline 
is this week because it will take another four weeks to have the texts checked legally, 
and have it translated in time for a final vote before the end of the parliamentary term in 
April. Tonight, the ministers will negotiate the inter-governmental part of the 
agreement. Tomorrow, the ministers will negotiate their own position vis-à-vis the 
parliament. Mussler makes the point that the disagreements are not only between 
parliament and council but also among ministers because the December deal left open 
the detail of how member states pay into the fund, and because some countries seem to 
be going back on the deal, and now support the EP's position. Mussler says the big 
disagreement between council and parliament is the time period of how to fill the fund. 
The parliament wants this accelerated from the agreed 10 years while Wolfgang 
Schauble says this would requires higher payments by the banks. The exact formula that 
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determines the amounts banks have to pay is also not agreed. Mussler's conclusion is 
that a compromise is likely as nobody wants to be accused of causing a major 
accident. 

EPP settles for Juncker, in a surprisingly tight vote 
The EPP Congress in Dublin voted Jean-Claude Juncker has EPP head for the upcoming 
European election campaign. The vote was 61% for Juncker, 39% for Barnier. Le 
Monde   reports that the result was tight as some delegation were unhappy about the 
CDU's strong influence, as it pushed for Juncker.  

Nikolaus Blome welcomes the fact, in a Spiegel Online commentary, that there is final a 
real political fight in Europe - Martin Schulz on the left against Jean-Claude Juncker on 
the right. And this will make this year's European elections special. There is no such 
thing as a European state or a European electorate, but there is such a thing as a 
European public, which is relevant when all of us face a joint threat - the euro crisis or 
Putin's aggression. The problem with previous European elections is that the parliament 
never received the attention it deserved. Blome appears to be supporting Schulz 
because he is more likely to put up a fight against the European Council.  
A poll by Insa in Focus magazine puts the German anti-Euro party AfD at 7.5%, while 
an Emnid poll in Bild puts them at 5%. The FDP is at 3% in both polls, and will re-
enter the EP after the decision by the constitutional court to get rid of the 3% 
threshold (on the grounds that the European Parliament is not a real parliament 
unlike the Bundestag, and thus it does matter whether it functions well or not). The 
Insa poll has the CDU/CSU at 38%, the SPD at 26%, the Greens at 9.5%, and the Left 
Party at 8.5%. 

BIS says eurozone is main driver of reduced interbank activity 
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This is from the BIS quarterly review (2014, Marzo)1 which has a special box on the 
retreat in inter-banking activity. Eurozone banks accounted for two thirds of the total 
contraction in the global interbank market, with the trend continuing uninterruptedly 
into Q3. The total reduction of inter-bank claims is from $22.3bn in Q1 2008 to 
$17bn in Q3 2013. The reports divides the eurozone banks into three groups. The first, 
comprising Belgium, France and the Netherlands, saw big drops in cross-border 
funding, mirrored by similar drop in cross-border lending. A second group, Germany, 
saw an initial decline in funding and lending in 2008/09, but not subsequently. A third 
group, the periphery, saw large falls in funding, and a more modest decline in lending.  

In its coverage on the report the FT focused on the BIS's warning that forward guidance 
would dupe investors to take excessive risks, and that it could lead to an unhealthy 
accumulation of financial imbalances.  

International Financing Review provides a useful overview of the latest government 
debt holdings by banks. Eurozone banks own €1.75tr in government debt, 5.7% of their 
assets, the highest relative exposure since 2006 according to ECB data. This number is 
up by €355bn – or about 25% – since the LTRO. No surprise that periphery banks have 
increased their purchases the most, with Italian, Portuguese and Spanish banks 
increasing their holdings by 62%, 52% and 45% respectively. 

Bishop's damning verdict on Barnier bank restructuring 
Graham Bishop has a good analysis of the impending death of Michel Barnier's 
proposals to separate proprietary trading from the banks' normal activities, on 
subsidiarisation, and on governance rules linking the various bits of a banking groups. 
Bishop noted Erkki Liikanen's cool reception to the Barnier proposal, and quoted 
Sharon Bowles as saying that the proposal was a bit of insult as it came way past the 
deadline for consideration by the current parliament, whose views are summed up by 
Socialist leader Hannes Swoboda who called them "too little, too late". And he noted 
that all the banking associations reject them as well. 

ECB makes key SSM appointments 
The ECB has appointed three ECB representatives to the Supervisory Board of the 
SSM, Sirkka Hämäläinen, a former member of the ECB's executive committee, Julie 
Dickson, a Canadian financial regulator, and Ignazio Angeloni, director of 
macroprudential policy and financial stability at the ECB. 

Commission to probe Spain’s limits to health benefits abroad 
One of the key ingredients of an optimal currency area is worker mobility, but EU 
member states make this harder than it might otherwise be under guise of fighting 
benefits tourism and to reduce their welfare spending. An example of the practical 
difficulties imposed by member states on freedom of movement is Spain’s recent 
decision to limit coverage of Spaniards abroad to three months in the case of long-term 
unemployed whose subsidies have been exhausted, under the reasoning that after 90 
days they would be expected to apply for residence and health coverage in the other 
member state. Responding to an appeal by three Spanish MEPs, Employment and 

1Véase Pablo García-Luna and Adrian van Rixtel “International interbank activity in retreat”.  Los 
gráficos aparecen en pp. 14, 15 y 18. 
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Social Affairs Commissioner Laszló Andor will ask Spain to justify that the legislation 
is in agreement with Community law, writes El País.   

Spain to encourage debt-equity swaps for struggling SMEs 
On Friday Spain’s weekly council of ministers approved a decree intended to help some 
6,500 SMEs avoid bankruptcy by incentivizing debt-equity swaps by their banking 
creditors. According to El Periódico the legislation has been spearheaded by Bankia 
and has taken a year and a half to negotiate. Economy minister Luis de Guindos had 
explained a week earlier that the Bank of Spain is expected to change its rules so that 
the debt remaining after a debt-equity swap is classified as performing rather than as 
doubtful. The reform will make it easier for a smaller proportion of the creditors to 
agree a debt-equity swap. 

Spain sending its foreign unemployed home 
Expansión writes that Spain has spent nearly €300m subsidizing the return of over 
27,000 unemployed immigrants to their home countries, by disbursing to them their 
entire unemployment subsidy entitlement as a lump sum. Most of these migrants came 
originally from Ecuador, Peru and Colombia. This information has been disclosed as a 
result of a parliamentary question by Republican Left of Catalonia MP Joan Tardá. 

Hypo Alpe Adria to transfer €17.5bn to bad bank 
The Hypo Alpe Adria shall transfer €17.8bn to a bad bank, recommended the task force 
under CB governor Ewald Nowotny, advising against an insolvency of the bank. This 
solution would cause Austria’s public debt to increase by the same amount and, because 
the assets are transferred at market value, result in a €3bn asset correction directly 
affecting the budget, writes Der Standard (the budget provision is €1bn).  Whether this 
solution will be adopted by the government is still open. Finance minister Spindelegger 
is rather sceptical about these plans, saying that he awaits another expert report before 
he decides. The taskforce proposal also foresees to transform the Hypo Alpe Adria into 
a GmbH without capital adequacy rules or government guaranties. 

Portugal’s president says country under supervision until 2035 
Portugal’s President Anibal Cavaco Silva called it "an illusion" to think that the 
demands of budgetary rigor will disappear after the completion of the adjustment 
programme and warns that Portugal will remain subject to supervision at least until 
2035 when 75% of the loan is repaid, Jornal de Negocios reports. This Portuguese twist 
is different from the Irish narrative ahead of their exit from the bailout programme, 
hailed as the end of foreign control. The president’s comments were published by the 
weekly journal Expresso.  

Political fragmentation in Greece 
Political fragmentation became a reality in Greece with the risk that no party will be 
able to garner a majority in national elections, warns Macropolis. For decades Greek 
politics had been dominated by the two parties, Pasok and New Democracy. But since 
the outbreak of the crisis, support for the two parties faltered, many new parties 
appeared, often founded by disgruntled PASOK or New Democracy members. Last 
week there was yet another one coming into life from journalist and TV presenter 
Stavros Theodorakis, less anchored on the political spectrum than the others. A Metron 
Analysis poll published in Ethnos newspaper over the weekend highlighted just how 

93 

 

http://sociedad.elpais.com/sociedad/2014/03/06/actualidad/1394134220_830388.html
http://www.elperiodico.com/es/noticias/economia/banca-apoya-plan-del-gobierno-para-salvar-empresas-3163696
http://www.expansion.com/2014/03/09/economia/1394375299.html
http://derstandard.at/1392687632631/Hypo-Alpe-Adria-sprengt-Budgetkorsett
http://www.jornaldenegocios.pt/economia/ajuda_externa/detalhe/presidente_da_republica_avisa_que_pelo_menos_ate_2035_portugal_continuara_sujeito_a_supervisao.html
http://www.macropolis.gr/?i=portal.en.politics.1006%23sthash.WYtWoSDQ.TKToXp6A.dpuf


intense this trend has become. The survey indicated that when asked how they would 
vote in national elections, 30.5% of Greeks refused to pick a party, 4.8% said they 
would back one of the minor groups and the remaining 64.7% was split between seven 
parties.  

The troika asked the Greek government to change legislation on party funding and to 
introduce a new code of ethics for ministers and lawmakers, Kathimerini reports. The 
government is hoping to include those into a broader government reform debate and to 
make between Easter and the May 25 European Parliament elections a series of 
proposals in the hope that they help repair voters’ trust in the political system and the 
two ruling parties in particular.  

Also, we found this tweet by Yanis Varoufakis?@yanisvaroufakis on Daniel Gros' 
article who argued that Greek exports fell because reforms were poorly implemented 
tweeted:  

"Daniel Gros is wrong: Greek exports fell because Greek exporters have no access 
whatsoever to credit. Banks kaput!" 

Bernanke’s regrets, Europe’s nonchalance 
Former El País editor Joaquín Estefanía compares Ben Bernanke’s regrets about not 
doing enough from the Fed to mitigate the effects of the financial crisis with the 
complacency of the ECB which contributes to making the Eurozone the global laggard 
in economic recovery. Estefanía refers to Bernanke’s first speech after leaving the Fed, 
given recently in Abu Dhabi, and recalling that Bernanke’s own academic work was on 
the Great Depression of 80 years ago, concludes the he learned from his study and 
applied what he learned to make the Fed more aggressive, whereas the ECB has been 
timid and late in its interventions. He also quotes another speech by Bernanke from his 
recent book about his years at the Fed, explaining the importance of Lender of Last 
Resort action for financial stability. 

James says Fed transcripts show erosion of IMF's power 
Harold James has a column on Project Syndicate about the Fed transcripts from 2008, 
which showed that there was no such thing as global policy co-ordination at the time. 
What the transcripts show is the Fed acting very much in the US's narrow interest, even 
rejecting currency swap applications from some countries, and imposing severe limits 
on the other.  

"Today, as the Fed documents clearly demonstrate, the IMF has become marginalized – 
not least because of its ineffective policy process. Indeed, at the outset of the crisis, the 
IMF, assuming that demand for its resources would remain low permanently, had 
already begun to downsize." 

Wren-Lewis on when dual equilibriums might hold 
Simon Wren-Lewis has a long entry drawing parallels between the situation in Greece 
today and Ireland in the middle of the 19th century. In the introduction he makes an 
interesting technical point. While he is, in general, sceptical of the two-equilibria idea in 
which monetary policy can get stuck at permanently lower equilibrium, he writes 

"it might apply is when a central bank’s inflation target is either unclear or one-sided, 
and that is much more true for the ECB than for the Fed or the Bank of England. What 
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is clear is that the ECB should not wait until there is deflation before doing more than 
sitting on its hands." 

Eurozone Financial Data 
10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.572 0.562 0.568 
Italy 1.802 1.770 1.789 
Spain 1.763 1.712 1.729 
Portugal 3.061 2.940 2.969 
Greece 5.030 5.200 5.24 
Ireland 1.441 1.433 1.449 
Belgium 0.696 0.693 0.699 
Bund Yield 1.647 1.656 1.637 

    
    
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.386 1.3885  
Yen 143.210 143.08  
Pound 0.829 0.8297  
Swiss Franc 1.219 1.2173  
    
    
ZC Inflation 
Swaps    
  previous  last close  
1 yr 0.9 0.92  
2 yr 0.99 1  
5 yr 1.32 1.32  
10 yr 1.75 1.75  
    
Eonia    
07-Mar-14 0.16   
06-Mar-14 0.16   
05-Mar-14 0.16   
04-Mar-14 0.16   
    
OIS yield curve    
1W 0.205 15M 0.184 
2W 0.205 18M 0.190 
3W 0.205 21M 0.205 
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1M 0.205 2Y 0.228 
2M 0.200 3Y 0.333 
3M 0.195 4Y 0.501 
4M 0.204 5Y 0.691 
5M 0.199 6Y 0.883 
6M 0.198 7Y 1.067 
7M 0.196 8Y 1.246 
8M 0.180 9Y 1.402 
9M 0.179 10Y 1.545 
10M 0.192 15Y 2.045 
11M 0.193 20Y 2.238 
1Y 0.193 30Y 2.307 

    
Euribor-OIS 
Spread    

 previous  last close  
1 Week -5.571 -5.571  
1 Month -2.029 -2.029  
3 Months 5.971 5.571  
1 Year 33.143 34.743  
    
Source: Reuters    
 http://www.eurointelligence.com/professional/briefings/2014-03-
10.html?cHash=713e2696b6b7ab60efaa5d833c12c54e    
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The recent financial crisis and the difficulty of using mainstream macroeconomic 
models to accurately monitor and assess systemic risk have stimulated new analyses of 
how we measure economic activity and the development of more sophisticated models 
in which the financial sector plays a greater role. 

Markus Brunnermeier and Arvind Krishnamurthy have assembled contributions from 
leading academic researchers, central bankers, and other financial-market experts to 
explore the possibilities for advancing  macroeconomic modeling in order to achieve 
more accurate economic measurement. Essays in this volume focus on the development 
of models capable of highlighting the vulnerabilities that leave the economy susceptible 
to adverse feedback loops and liquidity spirals. While these types of vulnerabilities have 
often been identified, they have not been consistently measured. In a financial world of 
increasing complexity and uncertainty, this volume is an invaluable resource for 
policymakers working to improve current measurement systems and for academics 
concerned with conceptualizing effective measurement. 
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The financial crisis of 2007‐2008 was an urgent call for rethinking the measurement of 
economic activity and for developing macroeconomic models where finance plays an important 
role. Existing measurement systems did not reveal the fragility of the financial sector, and 
particularly the magnitude of its exposure to real estate risk. Mainstream macroeconomic 
models could not assess the impact of a meltdown of the financial sector (“systemic risk”) 
because the financial sector typically did not play a central role in these models. 
 
Brunnermeier, Gorton and Krishnamurthy (2011) draw an analogy between the situation during 
and after the crisis, and similar developments during the 1930s in the midst of the Great 
Depression. It was at this time that Richard Stone, Simon Kuznets, Arthur Burns, Wesley 
Mitchell and their colleagues developed the first official measures of economic activity for the 
overall economy, the National Income and Product Accounts, and the chronology of business 
cycles. Richard Froyen (2005) put it this way: 
 

One reads with dismay of Presidents Hoover and then Roosevelt designing policies to 
combat the Great Depression of the 1930s on the basis of such sketchy data as stock 
prices indices, freight car loadings, and incomplete indices of industrial production. The 
fact was that comprehensive measures of national income and output did not exist at the 
time. The Depression, and with it the growing role of government in the economy, 
emphasized the need for such measures and led to the development of a comprehensive 
set of national income accounts1.2 
 

In the fall of 2010 and the spring of 2011, the NBER held two conferences that brought together 
leading academic researchers, central bankers, and other financial market experts to discuss 
ideas on advancing measurement and macroeconomic modeling to face these challenges. This 
book contains a selection of the papers that were presented at the conferences. 
 
Existing measurement systems, such as the national income accounts and the Federal Reserve’s 
Flow of Funds focus on measuring flows and stock variables. Recent events have highlighted 
the importance of measuring risks. Simply focusing on flow or stock variables is insufficient, 
especially in a world of derivatives that may divorce initial risk exposures and cash flows. For 
example entering a futures position does not involve large cash flows initially even though both 
parties expose themselves to potentially large risks. Thus a theme that runs through the 
measurement proposals that are analyzed in this book is the importance of measuring risks to 
form a comprehensive “risk topography” of the economy. 
 
A large part of macro risk is endogenously generated by the system. Systemic crises are the 
result of a negative shock, or trigger, affecting a fragile or vulnerable economy. While the 
triggers vary from crisis to crisis, the underlying vulnerabilities have much more commonality 
across crises. The chapters in this book inform us about vulnerabilities as opposed to triggers. 
For example, in the context of the recent crisis, the trigger was ostensibly the bursting of a real 
estate bubble, while amplification occurred through a number of vulnerabilities in the financial 
and household sector. We have focused on the vulnerabilities in part because they are a 
recurring phenomenon across crises and thus most amenable to systematic study. 
 
There are a variety of vulnerabilities that observers point to during financial crises. Network 
models capture so called “domino effects”. Market participants that are linked through  
contractual arrangements suffer if one of their contracting partners defaults. This can trigger a 
whole chain reaction throughout the system. Spillovers can also occur when participants are 
not directly linked. For example, if many financial institutions are exposed to a given asset 
class, and some institutions are distressed and have to reduce their asset holdings, then asset 

2 1This quotation is also cited by Landefeld, Seskin and Fraumeni (2008). 
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prices may fall, triggering losses across all institutions. These types of spillovers are not limited 
to contractually‐linked institutions and are arguably more powerful in that they affect a large set 
of institutions. Indirect spillover effects depend crucially on the response of market participants. 
If most of participants decide to hold on to their assets or even step in and buy more of it, then 
they act as shock absorbers. On the other hand, if after an adverse shock they also sell assets and 
withdraw funds they become shock amplifiers. Their response depends on primarily on their 
liquidity mismatch, leverage, capital and overall risk exposure. Thus, aggregated measures of 
liquidity mismatch, leverage, capital and risk exposures are likely to be important in assessing 
underlying vulnerabilities. The chapters in this book discuss these types of vulnerabilities as 
well as others involving the corporate sector and household sector. 
 
While many of the vulnerabilities discussed in the book have been pointed to in prior theoretical 
work, they have not been systematically measured and the question remains of how 
quantitatively important they are in driving macroeconomic patterns during systemic crises. 
Which types of vulnerabilities are more important? How do they interact? We expect that the 
types of measurements advanced in this book will help observers better identify significant 
vulnerabilities and thus serve as an early warning system for crises. We also expect that the 
data, as it is accumulated over time, will shape the development of macroeconomic models of 
systemic risk by providing the essential data on which to calibrate and discriminate across 
competing models. This latter point concerning the interplay between data collection and macro 
theory is the second theme that runs through this book. The emphasis on macro stresses that 
amplification, vulnerabilities and fragility are general equilibrium phenomena.23 
 
Ultimately, better measurement can also improve the regulatory framework for financial 
institutions. For example, without clear measures of banks’ macro risk exposures and a 
corresponding macroeconomic model that can quantify financial stability it is impossible to 
determine whether the capital requirement for banks should be say 7% or 20%. 
 
The book will be of most value to those in regulatory positions who since the crisis have been 
involved in efforts to improve current measurement systems. The book is also of interest to 
academics that plan to conceptualize effective measurement and plan to make future use of 
the collected data to discriminate across various macroeconomic models with financial frictions. 
The book outlines the issues that need to be addressed by a new measurement system that 
captures the linkage between finance and the macro‐economy. Many of the chapters explain 
how a given measurement can be used to further understand systemic risk and thus illustrate the 
potential of using measurement to inform models. The book also addresses conceptual 
questions: How should a policy maker think about measurement of a financial world of 
increasing complexity and uncertainty? What are the tradeoffs in making measured data public? 
In addition to conceptual measurement issues, the papers offers explicit measurement strategies 
that can be implemented either immediately (some of which have already been implemented 
following the conferences) or within a couple of years. 
 
Following the introduction, the first chapter in this book, by Lars Hansen, discusses some of the 
challenges that arise when measurement outpaces theory. Hansen’s chapter recalls discussions 
from 70 years ago on national income accounting and Arthur Burns and Wesley Mitchell’s 
(1946) well known book on the measurement of business cycles. Tjalling Koopman’s review of 
the Burns and Mitchell book is famous in its own right (“Measurement without Theory”) and 
criticizes the authors for being “unbendingly empiricist,” charging that their approach limits the 

3 2 These points regarding focusing on a risk topography that can be used in a general 
equilibrium macro model are drawn from and expanded on in our collaboration with Gary 
Gorton (see Brunnermeier, Gorton and Krishnamurthy, 2011). 
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usefulness of their measurement. The approaches taken in this book may be criticized on similar 
grounds. However, history has validated Burns and Mitchell’s empirical approach and as 
Hansen notes, “an unabashedly empirical approach can most definitely be of considerable 
value, especially in the initial stages of a research agenda.” The national income accounting 
measurement agenda that earned Nobel Prizes for Simon Kuznets and Richard Stone was 
initially guided by incomplete theories of the economy, but the measures have proven central 
to economists’ understanding of the economy. Likewise, we see this book as offering 
approaches to measurement that will better our understanding of macro‐financial links. 
 
Hansen’s chapter also notes that since the measurement agenda is in its initial stages, it is 
important to diversify across possible approaches and also to ensure that measurements by 
government agencies continue to be responsive to research needs. Theories will change with 
new data and this will suggest the collection of other data. The Job Openings and Labor 
Turnover Survey (JOLTS) produced by the Bureau of Labor Statistics (BLS) provides a clear 
example of the interplay between theory and data collection efforts. Economists including 
Peter Diamond, Dale Mortensen and Chris Pissarides have written theoretical articles on job 
search. These models were evaluated using datasets pieced together from data collected for 
other purposes by the Census Bureau and the BLS’s Labor Turnover Survey. The JOLTS data 
was informed by the new search theory and has greatly advanced our understanding of labor 
markets. The resulting empirical insights then subsequently allowed researchers to better 
discriminate across various models. 
 
The second chapter of the book by Augustin Landier and David Thesmar addresses the tradeoffs 
in making data public. A common view from the private sector is that making information 
public can negatively affect the incentives of agents and reduce welfare. An example that is 
often given is that revealing data on banks’ trading positions may reduce market making activity 
and liquidity. Banks may be exposed to predatory trading activity. In academic debates, an 
argument given for suppressing information is that the release of precise public information can 
coordinate agent actions in a manner that is welfare reducing. For example it can induce a bank 
run. On the other hand, as we have discussed publicizing information is valuable in identifying 
vulnerabilities early on. In addition, it might stimulate further research on macrofinancial 
modeling which can better guide regulatory policy. Landier and Thesmar discuss these and 
other issues in their chapter. They argue that there are three dimensions to consider when 
releasing information: granularity of data, frequency of data reporting, and lags in data 
disclosure. They principally answer three questions: Given that there are costs and benefits of 
disclosure, how should one optimally choose disclosure along these three dimensions? At what 
frequency should data be collected and made available? How long should the regulator wait 
before releasing the data? At what level of detail (granularity) should information be released, 
and if the public information is detailed, should it be made anonymous? 
 
The rest of the book, Chapters 3 through 16, analyzes specific measurement approaches 
covering different sectors of the economy. We have organized these chapters into five blocks. 
The first block includes Hansen’s and Landier‐Thesmar’s chapters covering conceptual 
measurement issues. The second block concerns the measurement of risk exposures within the 
financial sector. The third block discusses measuring leading response indicators, such as 
liquidity and leverage, and other factors that may indicate vulnerability of a particular sector. 
The fourth block is concerned with financial intermediation and credit markets, covering both 
the funding and lending side of intermediaries. The fifth block tackles the household sector, 
whose leverage dynamics have played an important role in the real estate boom/bust. The sixth 
block covers the non‐financial corporate sector and discusses data to diagnose how financial 
frictions may affect corporate investment. The last block discusses international issues. 
 
The book need not be read in this order. We highlight a number of specific chapters that analyze 
concrete measurement proposals that can be implemented immediately. These chapters include 
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Duffie’s “10X10X10” proposal (Chapter 3), McDonald’s margin chapter (Chapter 5), 
Geanakoplos and Pedersen’s leverage chapter (Chapter 8), Bassett et al. on bank lending 
(Chapter 10) and Parker’s household finance “LEADS” proposal (Chapter 13). Other chapters 
propose measurement concepts to be implemented over longer horizons, or step back and argue 
for the importance of measuring a particular sector or motivating a particular measurement 
concept. 
 
Chapter 3 by Darrell Duffie offers a system for monitoring risks of systemically important 
financial firms that is simple, immediately implementable, and yet has enormous potential to 
identify vulnerabilities in the financial system. His “10X10X10” approach focuses on, for a core 
group of financial firms (10), measuring risk exposures for a specified set of (10) scenarios and 
measuring the (10) largest counterparty exposures of each firm in this scenario. This approach 
is immediately implementable because many financial firms collect this sort of information 
regularly for enterprise risk management purposes. Thus, Duffie’s approach builds on current 
practice and takes the second essential step of standardizing the risk management information 
across firms and eliciting information that can be compared and aggregated. Additionally, even 
though the focus is on a small group of financial firms, the fact that financial activity is 
concentrated among a few firms in most countries means that this monitoring system can shed 
light on the most important vulnerabilities in the financial system. Moreover, given the 
concentration of activity and the fact that core firms are often counterparties to non‐core firms, 
the monitoring system may also shed light on activities of smaller financial firms. Furthermore, 
the proposal can easily be extended to larger number of firms, scenarios and counterparties. 
Duffie outlines examples of the type of information that can be gleaned from the 10X10X10 
system. If Treasury yields were to rise dramatically, how much would systemically important 
financial institutions gain or lose in total, from each other, and from others? From a 
macroprudential standpoint, the existence of a common large exposure to some risk factor 
suggests a potential vulnerability. The data can also reveal channels of contagion via a network.  
For example, if all firms have a large counterparty exposure stemming from a given risk factor 
to a single firm, then that firm becomes a central node for contagion. In the recent crises, the 
10X10X10 data may have pointed to the importance of AIG, even if AIG was not one of the 10 
financial firms on which data was collected. 
 
Chapter 4 is by Juliane Beganau, Monika Piazzesi and Martin Schneider and presents a way to 
remap the Federal Reserve’s Flow of Funds to represent asset positions in terms of risk 
exposures along key risk factors. Modern finance views an asset as a random stream of 
payments. The market value of the asset today is the present value of the payment stream at 
the appropriate state‐prices. Clearly only measuring and reporting the market value of an asset 
as is done for say trading assets in accounting statements represents a small portion of the 
information about the asset. As an example, the market value of an interest rate swap derivative 
that is entered into today by a bank at a mid‐market price is equal to zero. But of course the 
swap reflects significant non‐zero exposure to changes in interest rates for the bank. 
 
Worse, reporting the book value of an asset as is done for held‐to‐maturity assets in bank 
accounting represents even less information regarding the asset. The focus on stocks of market 
value or book value assets may have been appropriate 50 years ago, but is not informative in a 
world of derivative securities, off‐balance sheet vehicles, and other financial innovations. The 
chapter offers a way to summarize payment stream information in a better manner than either 
market or book value. Assets are payment streams with exposures to a few underlying risk 
factors. For example, for fixed income instruments including bonds and swaps, the literature on 
the term structure of interest rates shows that one can reduce the payment information of these 
assets into a few (e.g., three) underlying factors (e.g., level, slope, and curvature). This powerful 
observation implies that much of the fixed income universe can be summarized as risk 
exposures to three factors. Moreover, the factor exposures of different assets can be linearly 
aggregated to summarize the overall exposure of a bank, a group of banks, a sector, or even an 
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economy, to the risk factors. In essence, the paper envisions remapping the Flow of Funds in 
terms of these exposures to risk factors. The authors argue that there is substantial information 
in currently reported data to take steps in this direction. Indeed, in a related paper (Beganau, 
Piazzesi, and Schneider, 2012), the authors show how to use Bank Call Report data to infer 
interest rate factor exposures for a number of the largest banks in the United States. 
 
Chapter 5 is by Robert McDonald and describes how information from margins that are 
provided by traders to derivatives (e.g., futures or swaps) clearinghouses can be used to estimate 
risk and liquidity risk exposures. The central idea in the paper is that margin/collateral protects 
counterparties against credit losses and is thus an economic measure of exposure that differs by 
asset and by the topology of risk. Thus, for example, information on the aggregate amount of 
margin say on interest rate futures reflects the size of interest rate exposures transacted in the 
economy. McDonald makes a strong case that margin information that is currently collected can 
be valuably used to measure exposures, and also discusses how regulations under Dodd‐Frank 
may be implemented to most effectively use margin information. Currently, this is not being 
done, and McDonald’s ideas are among the most implementable of the measurement schemes 
outlined in the book. 
 
Chapter 6 by Viral Acharya is complementary to chapter 5. While McDonald focuses on 
derivatives that are cleared in exchanges, Acharya focuses on the derivatives that remain 
entirely over‐the‐counter. Currently most derivatives transactions fall into the latter category, 
and even with regulatory incentives to migrate derivatives clearing onto exchanges, it is likely 
that a significant share of derivatives trades will remain over‐the‐counter. Acharya offers an 
excellent overview of the ways in which financials currently disclose information on their 
derivative positions in public filings, noting the lack of a standard across firms and the 
shortcomings in currently reported information. He then discusses how to standardize reporting 
and what to report. In principle, there is a great deal of salient information ranging from 
derivative exposures by maturity, to exposures by counterparty, to contingent exposures (i.e. on 
a given stress). Like McDonald, he emphasizes the importance of margin call exposure, notably 
what he labels the “margin coverage ratio” (MCR) that compares a firm’s cash position to its 
margin call exposure under stress scenarios. 
 
Chapters 7 and 8 focus on response indicators. Systemic riskhas an endogenous component 
that is driven by the response of economic actors. For example, if the financial sector is highly 
levered, then even a small decline in asset values can trigger fire‐sales of assets, which further 
lower asset values. Likewise, if banks have little liquidity and a preponderance of short‐term 
debt, then they risk bank runs. 
 
Chapter 7 by Markus Brunnermeier, Gary Gorton and Arvind Krishnamurthy discusses ways to 
measure liquidity. While the measurement of a quantity like bank capital is fairly clear, 
measuring the “liquidity” of a bank’s balance sheet is far less well understood. The chapter 
begins by discussing the theoretical literature on liquidity and explaining how to measure 
liquidity from the standpoint of these models. It then turns to practical challenges in liquidity 
measurement through a series of illustrative examples. Brunnermeier, Gorton and 
Krishnamurthy then describe a liquidity mismatch index (LMI), motivated by theory, and 
reflecting the practical challenges in liquidity measurement. An important feature of the LMI is 
that it can be aggregated across firms. Thus the measure naturally describes liquidity mismatch 
at the firm, industry, and economy‐wide levels. The chapter discusses the ways in which the 
LMI can be used to assess systemic risk. As a “response indicator” about market participants’ 
reaction to an adverse shock, it is an important building block in the risk topography framework 
outlined in Brunnermeier, Gorton and Krishnamurthy (2011). 
 
Chapter 8 by John Geanokoplosand Lasse Pedersen discusses the measurement of leverage. 
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The chapter begins by discussing the importance of leverage measurement as a response 
indicator, and as a factor in financial crises. An important observation made by Geanokoplos 
and Pedersen is that leverage on new loans and leverage on old (pre‐existing) loans are two 
conceptually different measures that are each informative. The authors point out that the 
leverage on new loans is a measure of current credit conditions. The average or old leverage 
instead signals the economy’s past vulnerability to negative shocks. The authors point out that 
new leverage can be well captured by measuring margin requirements – haircuts on repo loans, 
or loan‐to‐value requirements on durable goods purchases. Indeed, coming from different 
points of view, Acharya, McDonald as well as Geanokoplos and Pedersen describe the value of 
measuring margins at the asset level, underlining the value of such a measurement. 
 
Chapters 9, 10, and 11 tackle financial intermediation and credit markets. The textbook financial 
intermediary borrows short and lends long. In practice there is a great deal of texture in both the 
short and long of this intermediation. These chapters delve into this texture. 
 
Chapter 9 focuses on the repo market and the security lending markets which are key shortterm 
funding markets for banks and have witnessed run‐like behavior in the crisis (see Gorton and 
Metrick, 2010, and Krishnamurthy, Nagel and Orlov, 2012). Despite the importance of these 
markets, there is little data on the prices and quantities of trade in these markets. Tobias Adrian, 
Brian Begalle, Adam Copeland and Antoine Martin provide a comprehensive overview of the 
structure of the repo markets, their function, the available data sources on repo and what is 
known about it, as well as what is not known. One of their observations is that repo is transacted 
primarily in two ways, via a triparty system and via a bilateral system. The available data from 
the crisis suggests that these systems behaved very differently, with far more stability of the 
haircuts in the triparty market compared to the bilateral market. Without data on these markets, 
it is hard to pinpoint what drove these differences. Yet, without such an understanding it is also 
hard to spot vulnerabilities in the short‐term funding markets. This chapter describes the type of 
data that is needed in order to better understand these important short‐term funding markets. 
 
Chapters 10 and 11 consider the lending side of intermediaries. A key amplification mechanism 
identified by the theoretical literature is the possibility of a credit crunch whereby a disruption 
in the supply of new bank loans, through losses on existing loan loans for example, reduces 
spending and production, exacerbating a downturn, and further increasing losses on existing 
bank loans. These chapters offer suggestions on how to measure a credit crunch that may be 
developing. In Chapter 10, William Bassett, Simon Gilchrist, Gretchen Weinbach, and Egon 
Zakrajsek point out the difficulties in analyzing new bank loans based on existing data. Most 
existing sources mix existing loans and new loans, measuring the total amount of loans at a 
given point in time, or failing to distinguish between loans made under existing commitments 
and new commitments. Their chapter offers an explicit and easily implementable suggestion to 
alter the data collected in Call Reports in a manner that can get at the key new flows of lending. 
Chapter 11 by Atif Mian argues for the benefits of implementing a credit registry, which 
contains micro‐level data detailing lending between every commercial borrower and bank. 
Such credit registry data are increasingly available in many countries, and have been used in 
studies by Mian in the case of Pakistan and Spain. As is well understood, a key difficulty in 
identifying a credit crunch is in disentangling whether a contraction in the volume of bank loans 
is due to loan supply factors or loan demand factors. Mian discusses in the context of his past 
work how a credit registry can help in identifying supply separate from demand. Although a 
credit registry is demanding in terms of data requirements, Mian points the many ways in 
which such data can help identify credit supply shocks and further researchers’ understanding 
of the link between financial intermediation and the macroeconomy. 
 
Chapters 12, 13, and 14 address the household sector. Chapter 12 by Bob Hall lays out the case 
for the importance of measuring the household sector. As Hall argues, households have played 
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a central role in recent events: they increased borrowing and leverage dramatically in the period 
from 2002 to 2006, and since then have suffered from house price collapses and “levered 
losses”. As a consequence households have cut back on expenditures, with detrimental effects 
on output and employment. Given that the majority of households are dependent on financial 
institutions for credit, measuring the household sector is essential to understanding connections 
between financing and macroeconomic activity. 
 
What are the main aspects of the household sector that need to be measured? Chapter 13 by 
Jonathan Parker lays out a comprehensive approach to measuring the household sector, which 
he titles LEADS (Liabilities, Earnings, Assets, Demographics, and financial Sophistication). 
Parker argues that the key pieces of information concern measuring liquid wealth (assets minus 
liabilities) as well as lifetime wealth (wealth plus future income and benefits), in sufficient 
detail to understand the covariance of a given household’s wealth with macroeconomic factors. 
With such information, one can characterize the exposure of groups of households to a 
macroeconomic factor such as real estate prices. This would allow regulators to better 
understand how a fall in real estate may affect household expenditure behavior. To get at the 
wealth variable, we need information on liabilities, earnings, assets, and demographics. Parker 
describes the current data available to construct wealth as well as other data that may be 
required. This discussion will be valuable to anyone involved in measurement of the household 
sector. Parker also makes a strong case to measure the financial sophistication of households. 
There are likely many unsophisticated households who may be subject to systematic errors in 
their financial planning. Such errors may compound the impact of a macroeconomic shock. 
Parker concludes, with the eye of a researcher, by describing how data should be made public 
to maximize its use in research. 
 
Chapter 14 by Amir Sufi drills in on one particular risk stemming from the household sector. 
Sufi seeks data to determine when an increase in household leverage may pose a risk to the 
macroeconomy. He suggests that such a risk arises when the increase is driven by an expansion 
of credit supply. Drawing on his own work with Mian, he outlines data and a methodology that 
can be used to measure credit supply expansions. The data is in some regards similar to the 
credit registry data that Mian outlines in Chapter 11 for firms, but applied to households. In 
particular, Sufi suggests micro‐level panel data on household consumption and wealth. Much of 
this data exists currently but is not accessible to researchers. Thus, Sufi’s chapter is a call for 
organizing existing data and making this data available to researchers. 
 
Chapter 15 by V.V. Chari turns to non‐financial firms. Many theoretical models highlight the 
impact of financial frictions on firms’ investment decisions. That is, if many firms have high 
leverage and limited liquidity, then a downturn may force firms to cut back on investment 
which can have macroeconomic consequences. Chari presents the available aggregate data on 
flows between non‐financial firms and the rest of the economy and shows that such data does 
reveal evidence of financial frictions. Financial frictions are only present in subsets of the firms, 
and to understand these frictions one needs micro‐level data. Chari discusses the available 
datasets and notes that the biggest need is for financial statements of privately held firms. 
 
Compustat data covers large public firms, but these are the firms where financial frictions are 
least present. While data on privately held firms exist within the IRS, they are not public. Chari 
suggests a manner by which the data can be publicized and made available to researchers. 
Chapter 16 by Eugenio Cerutti, Stijn Claessens and Patrick McGuire discusses cross‐border 
issues. Prominent shillertives of the recent financial crisis emphasize the global nature of 
banking. Imbalances in one region of the world can quickly propagate to others and exacerbate 
macroeconomic risks. Cerutti, et al., argue that to understand global banking, we need data at 
the bank level covering operations across countries. As an example, in the recent crisis, 
crosscurrency funding played an important role and let to the establishment of central bank 
foreign exchange swap lines. To get at this type of issue, one needs data at the bank level on 
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foreignexchange swap use and foreign sources of funding. But such data does not exist 
currently. 
  
Bank‐level data that are collected by supervisors are not widely shared, generally not even 
across supervisory jurisdictions, and only broad aggregates are publicly disclosed. While there 
has been some progress on filling these data gaps by the IMF and the BIS, there remain 
significant deficiencies. This chapter draws attention to these important issues and calls for 
further progress to close the international data gaps. 
 
To conclude this introduction, we return to the analogy of national income accounting. The 
development of national income accounts has been critical for much of our knowledge of the 
way economies function. The financial crisis has shown that our understanding of the function 
of finance in the macroeconomy is still very incomplete. In addition to measuring only stock 
and flow variables, the recent financial crisis has shown the importance of risk measurement. 
In this book we aim to assemble many important building blocks – or at least the conceptual 
corner stones ‐‐ for a modern risk measurement system. Of course, one may ask whether we 
have missed important components and failed to identify knowledge gaps. One gap that we are 
aware of us concerns expectations. It is important to get some indication that market participants 
are driven by collective misjudgments and distorted expectations. We tried but failed to 
commission a chapter that proposes new survey methods to elicit market participants’ 
expectations and tail risk perceptions. The chapters in this book are particularly focused on 
vulnerabilities that can lead to amplified response to negative shocks. As a large part of the risk 
is endogenous and self‐generated by the system, the measurement can only be understood in 
connection with general equilibrium models. Additional data will allow researchers and 
regulators to discriminate across models and is essential to improve our understanding of 
macro‐financial links. We hope that the chapters in this book will aid in academic and 
regulatory efforts to address these issues. 
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Once again national interests undermine 
Europe 

By Wolfgang Münchau 

With Ukraine as with the debt crisis, the interests of the 28 member states are not 
aligned  

 
If one had to think up situations the EU would find hard to handle, the two obvious 
candidates would have been a sovereign debt crisis and Russian military aggression.  

It may be rotten luck that both such situations have materialised in quick succession. 
But bad luck has nothing to do with the fundamental design flaws of the EU exposed by 
the eurozone debt drama of recent years or, now, the diplomatic stand-off with Russia 
over Ukraine.  

More ON THIS STORY// Energy security The price of diversity/ Gazprom faces EU 
antitrust charge threat/ In depth Eurozone in crisis/ Person in the news Vladimir Putin 

ON THIS TOPIC// Russian forces tighten control of Crimea/Tatars warn of jihadi  
backlash in Crimea/ Nationalists in office, not power/ Lawrence Summers Ukraine 
needs more than ‘Potemkin money’ 

WOLFGANG MÜNCHAU// Bitcoin reflects flawed system/ Europe’s deflation/ 
Renzi’s difficult task/ German ruling strengthens eurosceptics 

Both cases have revealed the same core failing: the interests of the 28 member states are 
not aligned. Much effort goes into trying to mask this failure by devising agreements 
with grandstanding names. But the underlying reality is clear for all to see. The 
December agreement on a bank resolution system was so weak that it could not resolve 
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a medium-sized casino. Now, when the European Council talks about “sanctions” 
against Moscow all it can rustle up is a freeze on talks about the removal of visa 
restrictions. Ouch. 

The EU is divided over Russia because member states have become dependent on gas 
and money. Russia supplies 40 per cent of German gas imports. Almost 5 per cent of 
German manufacturing exports go to Russia. Russian money, some of it illegal, finds its 
way into the financial centres and property markets of London and Cyprus.  

The Germans call their relationship with Russia a strategic partnership. Gerhard 
Schröder called President Vladimir Putin a “flawless democrat”. Shortly after leaving 
office, the former German chancellor took up a job at a Russian-led Baltic sea pipeline 
project. Angela Merkel is less enamoured of the Russian president than her predecessor. 
But she, too, knows there are substantial national interests at stake. I cannot see her 
accepting hard sanctions beyond those pitiful gestures agreed last week. And I cannot 
see the UK government seizing Russian financial assets in Britain. EU states feign 
outrage about what has happened in Ukraine. But through their failure to agree an 
effective joint position, they have unwittingly become Mr Putin’s most effective 
collaborators. 

Their single biggest omission over the years has been the failure to create a single 
market for energy. Member states have struck their own private little deals with 
Gazprom. For Germany, the availability of Russian gas was especially important 
because it fuelled the Merkel administration’s biggest domestic political project: the 
shift away from nuclear energy (another policy that was not co-ordinated at EU level). 

Europe’s collective-action problem is not new; its epochal scale is. In 2007 the EU and 
its institutions did not see the financial crisis coming. In 2008 they misjudged the 
impact of the bankruptcy of Lehman Brothers. In 2009 they did not see the Greek 
sovereign debt crisis coming, and from 2010 onwards they underestimated the impact of 
that.  

One of the lessons of that episode is not to allow a small financial crisis to become 
large. Serial failures led to a loss of reputation. The Europeans no longer have the 
ability to scare. Mr Putin is the kind of leader who can smell that.  
The EU is not completely dysfunctional. It still works well in specific areas – where it 
has clearly defined competencies, as in trade or competition policy, and the interests of 
member states are naturally aligned. An example of the latter is last year’s nuclear 
agreement with Iran.  

The EU has been reduced to a technical facilitator. It is still useful – but mostly in the 
sense that a butler is useful. Powers are not delegated upwards but downwards. And 
when you happen to appoint a weak under-butler – as they did with José Manuel 
Barroso, the president of the European Commission – disorder ensues. 

There is no easy way back. Moving sovereignty over the energy sector to Brussels 
would be as fraught as last year’s attempt to create a joint resolution framework 
for the banking system. It would require a rewrite of the European treaties. I 
cannot see how electorates in austerity-stricken member states will accept more 
integration – for as long Mr Putin does not move his tanks into EU territory.  
You could make a similar argument for the eurozone. Two groups of French and 
German intellectuals recently drew up a blueprint to forge a political dimension to the 
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monetary union. They include some good ideas. The problem is that eurozone 
leaders have already taken all the important decisions – from the rescue fund to 
the fiscal treaty to a bank resolution agreement. The proposals are still useful. But 
they are for the next crisis. 
The same goes for whatever it takes to stand up to aggressors in our immediate 
neighbourhood. Mr Putin has unwittingly given pro-Europeans their most powerful 
campaign argument for the upcoming European elections: the price we pay for 
populist pandering to our national interest is to let the likes of Mr Putin play us off 
against one another. 
http://www.ft.com/intl/cms/s/0/81b3949a-a566-11e3-a7b4-
00144feab7de.html?siteedition=intl#axzz2vYZuY2KZ   
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Forward guidance threatens to 
‘encourage excessive risk’ 
By Claire Jones in Frankfurt 

Efforts by central banks to spur economic recovery by providing guidance on what will 
happen to interest rates could endanger the global financial system, economists at the 
Bank for International Settlements have warned. 

Investors are being encouraged to load up on risk because they believe forward 
guidance will warn them well in advance about any rise in interest rates, according to 
research published by the Basel-based institution known as the central bankers’ bank. 

 High quality global journalism requires investment. Please share this article with others 
using the link below, do not cut & paste the article. See our Ts&Cs and Copyright 
Policy for more detail. Email ftsales.support@ft.com to buy additional rights. 
http://www.ft.com/cms/s/0/030fbb58-a7ac-11e3-9c7d-
00144feab7de.html#ixzz2vYcsl8wA 

The strategy could also result in rates remaining too low for too long because central 
banks fear the reaction of markets to any rate rise, fuelling even riskier behaviour. 

The guidance, which all four of the leading central banks have undertaken, could raise 
the threat of “an unhealthy accumulation of financial imbalances”, economists Andrew 
Filardo, who heads the BIS monetary policy unit, and Boris Hofmann argue. It could 
also cause panic if investors believe the guidance had changed unexpectedly. 

More ON THIS TOPIC// BIS warns over loose lending conditions/ On Monday Red 
flags wave over Asian corporate debt/ Trading in yen soars on ‘Abenomics’ drive/ The 
Last Word Money mandarins fuel perilous debt addiction 

IN GLOBAL ECONOMY// Oxford study flags risks of dam projects/ China exports 
hobbled by data distortions/ Economic Outlook Early clues due on first-quarter growth/ 
Australian trade surplus leaps 

The findings raise questions over the Bank of England’s use of forward guidance.  
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Mark Carney, the BoE’s governor, made guidance his big idea to revive the British 
economy when he took over last year. In August, the bank pledged to keep the bank rate 
at its current record low of 0.5 per cent at least until unemployment fell to 7 per cent. 
Mr Carney has faced criticism after unemployment fell far more quickly than expected, 
raising the prospect of rate rises more than a year ahead of the mid-2016 date implied by 
the Monetary Policy Committee’s original forecasts. 

The US Federal Reserve began using guidance on interest rates in 2008, and the Bank 
of Japan and the European Central Bank followed suit in 2010 and mid-2013 
respectively. 

The BIS economists said the perception that the Fed had unexpectedly changed its 
guidance in mid-2013 was to blame for the turmoil in emerging markets that followed 
comments from Ben Bernanke, then the central bank’s chairman, that the $85bn 
monthly asset purchases programme could be reduced. 

If markets became focused on certain aspects of guidance, a broader interpretation or 
suggestion of a change of policy could lead to panic, the economists said. They added: 
“The global market developments last May and June in response to the Federal 
Reserve’s tapering communication highlight such a risk.  

“In that episode, financial markets fundamentally reassessed the path of future interest 
rates in the United States, and a global bond market sell-off ensued, along with a break 
in equity markets and a sharp depreciation of some emerging market exchange rates.” 

The economists warned that a more worrying development would be if guidance made 
central banks so concerned about investor reactions to their communications that they 
delayed raising rates.  

“This could translate into an undue delay in the speed of monetary policy 
normalisation,” the economists said, adding that this could heighten the threat of asset 
bubbles.  

“The mere perception of this possibility, over time, could encourage excessive risk-
taking and thereby foster a build-up of financial vulnerabilities.”  

 http://www.ft.com/intl/cms/s/0/030fbb58-a7ac-11e3-9c7d-
00144feab7de.html#axzz2vYZuY2KZ    
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The Future of Finance  

Too little, too late, too light 
Graham Bishop, March 2014  

 
Erkki Liikanen, Governor of the Bank of Finland and chair of the High-Level Expert 
Group on Banking, and Michel Barnier, European Commissioner for the Internal 
Market and Services. Photo: European Union 2014  
  

Finally, the European Commission has come forward with plans to restructure Europe’s 
banking sector after taking “into account the useful report by the high level [Liikanen] 
group”. That sounds a little like faint praise for the report’s banking reform proposals. 
The Commission’s target was restricted to only the biggest and most complex banks and 
the plan was to stop them from engaging in the risky activity of proprietary trading. 

For Michel Barnier, the European commissioner for internal markets, stinging criticisms 
generated by this proposal were a sign it was pitched just right, hitting the perfect “point 
of balance” between US, UK, French and German initiatives to restructure banks. “I’m 
not surprised by the reactions”, he said. “Have you ever seen any of my proposals 
welcomed with enthusiasm by the financial sector? These banks continue to engage in 
risky market activity that turns a profit but does not serve their customers. Is that 
proper? I say no.” 

Barnier may not have gained the centre-right European People’s party nomination for 
Commission president but he appears committed to stand down from the Commission 
and campaign as a candidate for the European Parliament. At the least, this proposal 
should give him some soundbites. 

They include: 
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• Banning proprietary trading in financial instruments and commodities (that is, trading 
on its own account for the sole purpose of profiting the bank). 

• “Subsidiarisation”: giving supervisors the power, sometimes the obligation, to require 
the transfer of other high-risk trading activities (market-making, complex derivatives 
and securitisation operations, etc.) to subsidiaries. This aims to avoid any gaming of the 
rules but banks can avoid this if they satisfy their supervisor that the risks are mitigated 
in other ways. 

• Providing rules on the economic, legal, governance and operational links between the 
separated trading entity and the rest of the banking group. 

For his part, Erkki Liikanen, governor of Finland’s central bank, appeared only to have 
faint praise for the Commission proposal. “I welcome the Commission’s proposal for 
the regulation…Depending on how it is applied, this regulation could bring about 
needed structural changes in the largest and most systemically important European 
banks, as envisaged by our group… In October 2012 our group proposed that 
proprietary trading and certain risky trading activities, including market-making as well 
as exposures to shadow banking entities such as hedge funds, ought to be separated 
from deposit-taking and lending activities.” 

Given the lengthy delay since the Liikanen report, some EU states have taken their own 
legislative actions. The UK was forthright, saying: “The proposals from the 
Commission have much in common with the banking reforms the UK has pioneered and 
have been designed to allow the UK to go ahead with full implementation of its 
reforms”. After meeting his German counterpart, Pierre Moscovici, the French finance 
minister, said: “We have confirmed our agreement in principle on the separation of 
speculative banking activities”. He believes French laws are consistent with the 
Liikanen report. 

Do the Commission proposals even have a chance of being enacted? “It’s a bit insulting 
to present this now”, Sharon Bowles, chairwoman of the European Parliament’s 
economic and monetary affairs committee, told Bloomberg. “Barnier should have 
presented this much sooner before the election, or not at all. The deadline for the 
parliament to receive new, non-emergency proposals before the elections expired in July 
last year.” 

So the chance of them making progress through the legislature seems remote. 

Other political reactions can be summarised by the parliament’s Socialists and 
Democrats group leader Hannes Swoboda’s comment: “Too little, too late”. The 
Greens’ finance spokesperson, Philippe Lamberts, said: “These crucial and much-
anticipated legislative proposals on the structural reform of Europe’s banking sector fall 
short of what is needed to truly address the flaws in the sector”. In particular, he 
criticised the very restrictive definition of proprietary trading. Another Green MEP, 
Sven Giegold, pointed out that “the Liikanen group had put forward a simple, un-
bureaucratic proposal as to how large banks could have been made much safer”. 

The criticisms from the banking sector were predictably caustic. The European Banking 
Federation called it “an untimely proposal for banks’ structural reform… Therefore, 
proposing an additional policy measure at this point in time that has such potentially 
far-reaching consequences on banks’ structure, daily business and organisation is not 
prudent”. 
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The Association for Financial Markets in Europe said it believed the need for additional 
EU bank structure legislation at this stage was unproven, saying: “There is a significant 
risk of conflicting with broader regulatory objectives”. 

The Association of German Banks/Bankenverband said: “The German economy needs 
and wants universal banks... That is not in the interests of the German economy.” 

And the Federation of French Banks stated: “This proposal has been created with no 
consultation of the stakeholders involved and at an unsuitable moment… Treating 
Member States differently by proposing exceptions, which seems to apply to the UK 
alone, would create a new risk of fragmentation, contrary to the principles of the 
construction of the European single market.” 

This oped is based on an article in "Financial World" 

Graham Bishop  
Graham Bishop is an Independent Consultant appraising the financial, budgetary, 
economic and political  

http://esharp.eu/big-debates/the-future-of-finance/184-too-little-too-late-too-light/  
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La reestructuración de empresas en crisis 

La banca apoya el plan del Gobierno 
para salvar empresas 
La norma ha sido inspirada por el sector financiero liderado por Bankia 
El Ejecutivo aprueba hoy un decreto para evitar la quiebra de compañías 
endeudadas 

 
7 marzo 2014 Página 24/ Ver PDF  

PABLO ALLENDESALAZAR 
MADRID  
Viernes, 7 de marzo del 2014  

La norma para facilitar la refinanciación y reestructuración de empresas y evitar su 
cierre que el Consejo de Ministros tiene previsto aprobar hoy cuenta con el apoyo de los 
principales acreedores de las compañías: los bancos. El sector -cuya posición ha sido 
«inspirada y coordinada» por Bankia, según fuentes financieras- lleva año y medio 
dialogando con el Gobierno para tratar de impulsar estas medidas, aunque las 
conversaciones se han intensificado desde antes del verano pasado. 

Fuentes bancarias apuntan que las entidades son las «principales interesadas» en que las 
empresas no caigan en concurso de acreedores o lleguen a cerrar, ya que estas 
situaciones obligan a los bancos habitualmente a apuntarse pérdidas de entrada y, en el 
peor de los casos, a no recuperar prácticamente nada de los créditos concedidos. Por 
eso, añaden, plantearon hace tantos meses al Gobierno la necesidad de incentivar y 
facilitar la reordenación de la deuda de las empresas en apuros pero con negocios 
viables. 

«La iniciativa ha sido de la banca, pero entendemos que el Gobierno se quiera apuntar 
un tanto», apuntan en una entidad. El Ejecutivo ya aprobó algunos cambios para 
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facilitar el canje de deuda por acciones y los acuerdos para cambiar las condiciones de 
la deuda el pasado septiembre, modificando algunos aspectos de la ley concursal. 

UN PASO MÁS / El sector participó en el debate que llevó a estas modificaciones pero 
ya entonces advirtió al Ejecutivo que eran insuficientes porque seguían «poniendo muy 
complicados» los acuerdos de acreedores para refinanciar a empresas. «Les propusimos 
unos cambios que entonces no quisieron recoger y ahora sí», argumentan las fuentes. 

De hecho, bajo el liderazgo de Bankia, se encargó a los bancos de inversión N+1 y 
Baker & McKenzie la elaboración, para su entrega al Gobierno, de una serie de 
propuestas de modificaciones normativas, muchas de las cuales serán aprobadas hoy por 
el Consejo de Ministros. 

El Ejecutivo, así, va a reducir el porcentaje de acreedores (medido por su peso sobre la 
deuda total) necesario para aprobar cambios en los plazos y condiciones de cobros o dar 
luz verde a quitas, conversión de deuda en capital o su canje por bienes (a entre el 51% 
y el 75%, según los casos). También se castigará a las empresas que veten los acuerdos 
de conversión de créditos en acciones si posteriormente caen en concurso, ya que se les 
obligará a responder con su patrimonio. 

Asimismo, las operaciones de refinanciación de la deuda dejarán de suponer una carga 
fiscal adicional para el acreedor y el deudor. Se eliminará, además, la obligación de que 
un experto independiente certifique mediante un informe que una mayoría apoya los 
cambios (valdrá con que lo haga el auditor), entre otras muchas medidas. 

A LA ESPERA / Las entidades, con todo, no las tienen todas consigo respecto a dos de 
los aspectos que más les interesan. El ministro de Economía, Luis de Guindos, ya 
anunció hace una semana que el Banco de España cambiará la normativa para que la 
deuda restante (la no canjeada por acciones) pase a ser considerada normal, en lugar de 
en riesgo o situación de impago, lo que permitirá a las entidades no tener que hacer 
provisiones ante posibles pérdidas o liberar las ya constituidas. 

La idea es que estos créditos pasen a ser normales cuando hayan pasado tres meses 
«desde que se publique la homologación judicial del acuerdo en el BOE sin 
incumplimiento de las obligaciones de pago». Pero en el sector quieren ver la letra 
pequeña, pues temen que el supervisor considere en riesgo de impago estos préstamos 
en determinados supuestos. Además, recuerdan que las provisiones ligadas a la parte de 
la deuda sobre la que se apliquen quitas se perderán y que las acciones por las que se 
canjeen los préstamos también obligan a destinar fondos a preservar la solvencia, 
máxime al tratarse de empresas de futuro incierto. 

Fuentes del sector destacan, asimismo, que si la empresa renovada de la que se reciben 
las acciones tiene una valoración menor que las de la compañía antes de la 
renegociación de la deuda, los bancos están obligados a apuntarse pérdidas. Además, 
destacan, las participaciones en empresas acaparan más capital que los créditos y, en 
caso de concurso, los accionistas son los últimos en cobrar, al contrario que los 
acreedores de la deuda. «Parece que hay voluntad de resolverlo, pero queremos ver 
cómo queda. En cualquier caso, y a falta de definir estos aspectos, la banca estamos 
contentos con los cambios», apuntaron. 

http://www.elperiodico.com/es/noticias/economia/banca-apoya-plan-del-gobierno-para-
salvar-empresas-3163696 
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 03/07/2014 10:58 AM 
The Spitzenkandidats  

EU Parliament Elections Become 
Explosive 
By Christoph Pauly and Christoph Schult  
With European Parliament elections scheduled for May, the European 
Commission is set to get a new president. Some member states have growing 
concerns about the frontrunners -- and now tempers are getting heated.  
Most German words that find their way into the English language -- from "blitzkrieg" to 
"weltschmerz" -- tend to have negative connotations. With European elections looming, 
the latest term to be adopted by Brits is "spitzenkandidat," usually accompanied by 
raised eyebrows and an expression of unmistakable distaste. "We don't like the 
'spitzenkandidat' at all," said an adviser to British Prime Minister David Cameron 
recently. 

He was referring to the president of the EU Parliament, Martin Schulz, who was elected 
by the Party of European Socialists as its top candidate in Rome last week. The center-
right European People's Party, meanwhile, is set to vote on its own "spitzenkandidat" 
for the May elections on Friday. Luxembourg's former prime minister, Jean-Claude 
Juncker, is widely believed to be the favorite, especially since he has the backing of 
German Chancellor Angela Merkel. 

Both candidates are keen to see the European elections as a referendum on which of 
them gets to be the next President of the European Commission -- the executive branch 
of the European Union. According to the Lisbon Treaty, the European Parliament now 
gets to play a key role in deciding who gets the top post in Brussels.  

The Procedure is 'Idiotic'  
But British officials are uneasy with the notion that the selection of the next head of the 
European Commission should be linked to the results of the European Parliament 
elections. Downing Street isn't alone in thinking that "the whole procedure is an idiotic 
idea," as one senior British official said last week.  

The UK is the leader of a group of EU countries with concerns about the politicization 
of the European Commission and even bigger, and growing, reservations about Schulz 
and Juncker, who are seen as too pro-integrationist not only by David Cameron but 
also by the Dutch and Swedish governments.  

As Cameron's people point out, the appointment process for the Commission president 
rules out candidates who are sitting heads of government, which is why neither Polish 
Prime Minister Donald Tusk, nor his Irish counterpart Enda Kenny nor Finland's Jyrki 
Katainen will be running.  

Sweden and Spain are as unhappy as Britain with the prospect of Juncker as EU 
Commission president, while French President Francois Hollande is also thought to 
be less than keen on him. 
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Resistance to Schulz is equally sizeable, with Hungary in particular joining Britain in its 
unease. In Europe's capitals, there is widespread discomfort about the German Social 
Democrat, because, as president of the European Parliament, he challenged the 
European Council and exploited EU treaties to bolster the rights of the parliament. 
Many don't want a Commission president who is that politically calculating.  

A Need for Consensus  
"Right now, the most likely outcome is that neither Schulz nor Juncker become 
Commission president," says one high-ranking EU diplomat. Theoretically, a candidate 
only needs to have the backing of a qualified majority of the 28 heads of state and 
government before he or she can be put forward, but in practical terms, it is politically 
untenable that a president would be appointed against the will of several countries. 

Herman Van Rompuy, President of the European Council, agrees with Chancellor 
Angela Merkel that there needs to be a consensus on the appointment of Europe's top 
job.  

They are both pinning their hopes on the fact that traditionally, the heads of government 
in the European Council don't let themselves be swayed by their own parties. Van 
Romuy and Merkel don't want to allow the European Parliament to be making decisions 
not only about the Commission president but also Van Rompuy's own successor. Were 
the Conservatives and the Social Democrats in the European Parliament to form a 
coalition and demand Schulz be given one of the posts and Juncker the other, this is 
exactly what would happen. 

Along with Britain, Van Rompuy -- who leads negotiations with the European 
Parliament -- fears EU institutions will close ranks if the newly elected European 
parliament digs in its heels. The high-ranking diplomat believes this is a potentially 
explosive situation. 

In Brussels, various compromises are currently being mulled. The Council could reject 
the nominations of Schulz and Juncker for the Commission president post. But since it 
cannot simply ignore candidates legitimized by a vote, the two men could be 
compensated with other coveted posts. Schulz could be appointed High Representative 
for Foreign and Security Policy, and Juncker could become president of the European 
Council. 

Government heads would then, as always, get to decide on who gets to be top dog. 
Although he's not a top candidate, Ireland's conservative Prime Minister Enda Kenney 
would have a chance, as would his Danish counterpart, Social Democrat Helle 
Thorning-Schmidt. 

URL: 
• http://www.spiegel.de/international/europe/britian-leads-opposition-to-

politicization-of-eu-commmission-a-956849.html 

Related SPIEGEL ONLINE links: 
• Opinion: Britain Could Lead on European Defense (02/02/2014) 

http://www.spiegel.de/international/europe/opportunities-for-britain-in-european-
defense-a-950673.html 

• Heading for the Margins: Why Is Britain Running Away from Europe? 
(02/28/2014) 
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http://www.spiegel.de/international/europe/will-straw-essay-on-the-role-of-britain-in-
the-european-union-a-956230.html 

• GCHQ Revealed: Inside Her Majesty's Listening Service (02/27/2014) 
http://www.spiegel.de/international/europe/gmhq-former-employees-discuss-the-uk-
spy-agency-a-955780.html 

• Interview with German Foreign Minister Steinmeier: 'History Judges the 
Success of Foreign Policy' (02/24/2014) 
http://www.spiegel.de/international/germany/frank-walter-steinmeier-interview-
about-new-german-foreign-policy-a-955286.html 

• The New Ukraine: Inside Kiev's House of Cards (03/03/2014) 
http://www.spiegel.de/international/europe/post-yanukovych-ukraine-looks-to-avoid-
past-pitfalls-a-956585.html 

• Violence in Ukraine: Yanukovych Forces EU into Sanctions (02/19/2014) 
http://www.spiegel.de/international/europe/violence-in-ukraine-leads-eu-to-finally-
consider-sanctions-a-954511.html 

 

 ft.com  Management  Business Education   
Online Learning  
March 9, 2014 10:59 pm 

Teaching revolution gathers pace 
By Della Bradshaw 

Regina Herzlinger is a bit of a superstar. She was the first woman to be a tenured 
professor at Harvard Business School, and is now leading its march into Moocs – 
massive open online courses – which promise to revolutionise the world of higher 
education. 

Professor Herzlinger, whose 11-week course on Innovating in Healthcare will start 
this month, is an advocate of this model of free online education. “I believe Moocs 
can democratise education,” she says. “It’s fantastic to reach so many people.” 

More ON THIS STORY// Online MBA ranking 2014/ Online MBA students plot a 
positive course/ Online MBA 2014: key and methodology/ Video interview an online 
MBA with equal status/ Networking in interactive academia 

IN ONLINE LEARNING// Ask the expert - Online learning 2014/ Who are the 
Mooc students?/ Moocs: Learning becomes a joy again/ Welcome to the new world 
of Moocs 

Harvard, MIT Sloan, the University of Virginia’s Darden school and several other 
big-brand US business schools are experimenting with Moocs. The Wharton school at 
the University of Pennsylvania has gone so far as to put 10 per cent of its MBA core 
courses online for free access. Like Prof Herzlinger, Wharton’s vice-dean of 
innovation Karl Ulrich believes the social impact of these programmes is a central 
reason for promoting Moocs. He cites the example of one Wharton Mooc that 
enrolled more than 130,000 students. “There’s just a huge, huge take-up.” 
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But he also argues that Moocs are a brand-building exercise for the school and can 
help professors run better courses back on campus. “It has changed the way I teach,” 
he confesses. “I think I am a better teacher as a result, and that is to the benefit of 
everyone.” 

Moocs are just one example of an explosion of both formal and informal online 
learning enabled over the past two to three years by advances in technology. 
Professors teaching campus-based degree courses are increasingly “flipping” courses, 
giving students video recordings of their traditional lectures in advance and then 
using classroom time for discussion. 

The product design videos Prof Ulrich prepared for his Mooc are now used in his 
campus-based courses and he says it has increased efficiency. “I’d like to see a third 
to a half of the learning part [of an MBA course] delivered online.” 

In Europe, business schools such as IE in Spain and Warwick in the UK have taught 
online MBA programmes alongside their highly ranked full-time programmes. 

Now, top schools in the US, such as Kenan-Flagler at the University of North 
Carolina with its MBA@UNC, are validating the online mode of delivery. 

Not a month goes by without a business school announcing an online degree. Baylor 
University in Texas will be teaching its MBA programme online from May, and the 
business school at Imperial College in London, will launch its online MBA in January 
2015. 

Moocs rely on technology platforms that are developed by outside companies such as 
Coursera, but many business schools are looking at developing in-house platforms. At 
Imperial College, for example, Anand Anandalingam, dean of the business school, 
says its programme will be supported by the school’s own technology group. 

Prof Anandalingam, formerly dean at the Smith school at the University of Maryland, 
says the technology is “state of the art compared with anything I have seen in the US. 
Students get a rich learning environment”. 

He believes the programme will prove popular globally with those who value the 
Imperial brand, but are deterred from studying on-campus because of high living 
costs in London. However, at £30,000, the fees are comparable to Imperial’s London-
based EMBA, making this a premium online degree. 

“It’s not a discount programme,” says the dean, insisting it will have the same level of 
teaching and service as campus-based degrees. With intakes in January and August, 
Prof Anandalingam says the programme will support 200 students a year. 

Idalene Kesner, dean of Indiana University’s Kelley School of Business, which 
launched its distance learning MBA in 1999, believes the market for online degrees 
will continue to grow in spite of the increased competition from Moocs. Her school 
has launched targeted Moocs available free to business school graduates and the plan 
is to extend this service to the 580,000 alumni from Indiana University. 

“We have a ready-made audience,” she says. 

Prof Kesner believes that the certification delivered by degree programmes will be the 
differentiating factor, and envisages a growing market for certified online learning for 
executives on shorter programmes that could build into a degree or other formal 
qualification. 
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Such systems are in place at some UK universities, but there are obstacles. At 
Ashridge, Tony Sheehan, director of learning services, believes the biggest stumbling 
block to the certification of online programmes will be the regulatory framework. 

“We take the latest technology and look at it through a 19th century lens. We have to 
iterate rather than innovate to comply,” he says. 

“It’s a continual challenge and I think it is a global one,” he continues, adding that, as 
a result, “it is in the [non-degree] executive education space that we do more radical 
experiments”. 

There are other obstacles to overcome, in particular ensuring that those who enrol on 
programmes complete them. 

At Harvard, Prof Herzlinger is experimenting with what she calls a “dating service” 
to match teams of between four and seven participants so they can work together on 
business plans for healthcare. 

The 100 teams with the best plans will then form an exclusive group that will be 
eligible for a small private online course – or Spoc to use the latest jargon. 

Engagement is just one of many problems to be resolved in this new online world. 
Who owns the copyright for these programmes? Who bears the costs of production? 
And how are professors paid? 

Prof Ulrich says that developing Moocs is labour-intensive, although at the University 
of Pennsylvania the fee for developing a Mooc is just $15,000. 

“We relied on the fact that most faculty were not motivated by money but were 
motivated by fame,” he says. 

The move appears to have been successful, and as he concedes, “I’ve used that video 
in eight courses, so maybe it was a good investment of my time.” 

The big-brand schools are confident that Moocs will not replace or threaten their 
flagship programmes such as the MBA. 

The consumers of Moocs are very different from traditional business students, says 
Prof Ulrich. “It’s an adult learner who just needs to know something,” he says. 

At Harvard, more than 40 per cent of those registered for the healthcare Mooc hold a 
masters, professional, or doctoral degree. 

But Prof Ulrich also says that the selling-point of top schools is the total experience, 
not just content delivery. 

“Learning about net present value is not going to be a differentiating factor for the 
Wharton school.” 

http://www.ft.com/intl/cms/s/2/88757cba-9979-11e3-b3a2-
00144feab7de.html#axzz2vYZuY2KZ   
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Definition of mooc 
Mooc is an acronym for “massive open online course”. It refers to a web-based class 
designed to support a large number of participants. 

Typically, students enrolled in a Mooc watch video lectures – often sliced into 
digestible 10 or 15-minute segments – and interact with instructors and fellow 
participants in online forums. Some moocs require students to take online tests or 
quizzes with multiple choice answers that can be graded automatically, while others 
require students to complete peer-reviewed assignments. Some moocs use a 
combination of these assessments. 

A key advantage of moocs over traditional classroom-based learning is their 
convenience. Moocs offer a self-determined pace of learning so that students may 
study according to their own schedules (although some do have start and completion 
dates). This also gives students the opportunity to re-watch parts of the lecture that is 
more challenging for them. 

A number of web-based platforms backed by top universities and colleges offer 
moocs in a wide range of subjects; the content of a Mooc is often similar to that of a 
university or graduate-level course. 

Coursera, an online learning system launched by Andrew Ng and Daphne Koller, two 
Stanford computer scientists, delivers Moocs in maths, science and the humanities. 

Udacity, another online education company, started by Sebastian Thrun, a former 
Stanford professor, primarily offers Moocs in computer programming and software 
design. 

Harvard and MIT’s edX, a non-profit, joint online education partnership, delivers 
Moocs in computer science, health research and chemistry. 

These platforms do not offer academic credit to students who complete a Mooc, 
however students may receive electronic certificates of accomplishment. Some 
platforms give students the option of taking a proctored final exam. 

Moocs make high-quality education accessible to the masses, but some are sceptical 
about whether these online platforms can maintain rigorous standards online. There 
are also questions around whether these platforms’ business models are sustainable 
given that for now, moocs are free. 

Example 
Kevin Werbach, a professor of legal studies at the Wharton school at the University 
of Pennsylvania, taught a Mooc on Coursera beginning in August of 2012. His Mooc, 
which lasted six weeks, was about gamification – the application of game elements 
and digital game design techniques to non-game problems, such as business and 
social impact challenges. It was one of the first business courses offered on the 
platform. A total of 81,631 signed up for the class and 9,244 took the final exam. [1] 
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Moocs in the news 
In November 2013, a report looked at a movement in Europe to transform Moocs 
from academic novelty courses to meaningful qualifications. A Berlin-based 
platform, Iversity, argued that should credits be awarded they could be transferred to 
another course through the European Credit Transfer and Accumulation System. 

But also in November 2013, another report argued that the cult of the Moocs had 
taken a blow after Sebastian Thrun, founder of Udacity described Moocs as a "lousy 
product". 

http://lexicon.ft.com/Term?term=mooc  
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    Daily Morning Newsbriefing 
March 07, 2014 

Forget QE 
The ECB did not act. The stated reasons are the relative benign ECB staff economic 
projections, which are extremely optimistic. They tell us not to expect any further 
loosening of policy. As far as the ECB is concerned, the debate about deflation and 
quantitative easing has now concluded.  

Here is our summary table of the main points of the staff projections: 
yoy % ch 2014 2015 2016 
HICP 1.0 1.3 1.5 
Core HICP 1.0 1.4 1.7 
Real GDP 1.2 1.5 1.8 
Unemployment Rate 11.9 11.7 11.4 
Exports 3.6 4.7 5.1 
Current Account Balance (%GDP) 2.4 2.6 2.7 

Source: ECB  
Note that this scenario depends critically on the assumption of an export-led recovery, 
together with an expanding current account surplus. The core rate of HICP reverts to the 
lower end of the target by the end of the forecast period, which allows the ECB to claim 
that inflation expectations are well-anchored.  

 

Here is the fan chart showing the errors 
margins around the main forecasting 
rate.  

Outright deflation is no longer an event 
that is assigned any probability. In fact, 
the chart shows that the risk of inflation 
overshooting the 2% inflation target is 
now greater than the risk of inflation 
getting below 0.5%. The euro rose to 
$1.3861 by this morning.  

Mario Draghi yesterday gave a 
vigorous defence of the ECB's policies 
not to loosen monetary policy further, 
saying the change of circumstances that 
would have warranted a rate cut did not 
happen. He also said the economic 
news that has come out since the last 
meeting was mostly positive.  
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What also did not happen was an announcement to end the weekly sterilisation of 
€175bn - the size of the outstanding SMP assets. Some people had predicted that this 
would happen. Draghi said yesterday that this was on the list but there was no need 
to act now since the money markets were well-behaved.  

On ABS, Draghi made the point that the regulatory system discriminated against 
European ABS. The capital charges were calibrated on the basis of US default 
rates, which are much higher than European default rates. He said it is up to the 
Basle Committee and the European Commission to change these. He also says the 
sovereign cap should be changed. "So, it is a complex thing on which the ECB’s 
staff is working."  
It is also worth highlighting Draghi's assessment of monetary conditions. The main 
point he made is that even though the growth of M3 is small, at 1.2% in January, the 
dynamic that drives this pitiful growth is an increase in the net external asset 
position of eurozone banks - in other words a substantial inflow of foreign cash 
into the eurozone. He said the weak loan dynamics reflected a lagged relationship 
with the business cycle.  
The tough policy stance was also mirrored by the head of the BIS, Jaime Caruana, also 
said that the central banks should continue their policy. Reuters quotes him as making 
the following extraordinary statements - that central banks 

"should not be overly concerned by occasional disinflationary pressures - these are 
often a result of structural change on the supply side". 
The initial reactions to Draghi's statement were muted, to say the least. Francesco 
Papadia has become one of the most incisive commentators on ECB policy since he left 
the central bank. What struck us yesterday was his unusually critical tweets 
(?@FrancescoPapad1) 

Draghi doesn't seem convinced of what he himself says: President can only say what its 
Council lets him say. Is this the Council "wisdom"?  

The #ECB has stopped being forward looking, it risks acting only when it will be too 
late and expectations are no longer anchored.  
Good words from #Draghi on ABS but also here the #ECB is waiting for others to 
move. A recipe for inaction? I wait, you wait, all wait. 
Angel Ubide (@AngelUbide) made the point that inflations swaps show inflation 
expectation at 2% not until 2021 - which means that inflation expectations are not well 
anchored at all. Lars Christensen (@MaMoMVPY) says Draghi's statement was old-
school Bank of Japan. Fighting deflation with words mainly. 

Spain out of excessive imbalance procedure but not out of the woods 
Despite removing Spain from the excessive imbalance procedure, the European 
Commission continues to demand policy action, writes El País (English edition). 
Acknowledging “significant adjustment” in 2013, the Commission’s report still 
highlights “risks”. External debt of both the private and public sector needs to go down, 
and although the current account was positive, exports need to continue to grow. To 
reduce the “alarming” unemployment which remains above 26%, the Commission urges 
additional labour market reforms. Regarding the deficit figure, which must be 
releases before the end of the month and is the subject of intense speculation in Spain, 
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the Commission expects the target to have been breached, but that the deficit target for 
2014 will be met. 

French unemployment rate fell unexpectedly 
It sounds too good to be true: French unemployment figures fell in the last quarter of 
2013, the first time in two years, by 0.1 percentage points or 41000, Les Echos cites the 
latest Insee statistics. Unexpected by many, the fall was immediately hailed by the 
government as proof that Francois Hollande’s promised U-turn came true. Is this the 
end of the tunnel? Statistically close to a non-event, this turnaround was also not picked 
up by the unemployment statistics from the employment services, which recorded an 
increase of jobseekers by 7500 in Q4. At the end of 2013, the difference between the 
two different unemployment definitions was 500,000, the largest ever recorded. What 
makes an assessment even more complicated is the fact that Insee changed its 
questionnaire last year, which does not affect the change in Q4 but the level of 
unemployment, according to this article, and results in an unemployment rate 0.5pp 
below the old definition. What is clear is that the youth unemployment fell 
significantly by 81000, thanks to the government employment creation programme, 
resulting in an unemployment rate of 22.8% in metropolitan France compared with 25% 
at the end of 2012. 

French “responsibility pact” without targets or conditionality on job 
creation 
In its first step towards a “responsibility pact” of payroll-tax cuts in return for job 
creation, employer organisation and trade unions agreed on Wednesday that there will 
be no conditionality and no specific quantitative targets for job creation, Les Echos 
reports. Instead the sectors will have some flexibility to define their objectives in terms 
of employment or training. The next step will now be to define the parameters of the 
payroll-tax cuts and how to counter-finance those €50bn promised by Francois 
Hollande. 

Greece unemployment fell, thanks to labour force drop outs 
Greece's unemployment rate inched further to 27.5% in December 2013 from 27.6% in 
November according to Elstat, the second decline in a row from a record high of 27.7% 
in October.  However Macropolis suggests that this slow ‘turnaround’ is less thanks to 
recovering growth than to falling labour force participation: Labour force participation 
persistently remained below the 5-million mark for the fourth consecutive month as the 
inactive population was heading towards 3.38m, so it seems  that people dropping out of 
the labour force is the reason behind the decline in the unemployment rate. Elstat now 
also measures underemployment and discouraged workers, representing together about 
6% percent of the labour force at the end of 2013. Youth unemployment stands still at 
55.5%.  

Gros says Greece lost export due to poor reform implementation 
Daniel Gros points out in his column for Project syndicate that Greece stands out as the 
only periphery country to export less in 2013 than in 2012.  By contrast Portuguese 
exports increased by about 5-6% per year over the last years. Several years ago, Greek 
exports of goods and services were equal to those of Portugal. Today, Portugal is ahead 
by almost €20bn, which represents a potential loss of more than 10% of output for 
Greece. The comparison suggests that it is not weak demand or lack of financing that 

126 

 

http://www.macropolis.gr/?i=portal.en.economy.1007%23sthash.iBl6uOwd.d15dLv3K.dpuf
http://www.project-syndicate.org/commentary/daniel-gros-asks-why-the-greek-economy-remains-mired-in-recession%23qXTG2Ump7rTeEf9f.99


explains Greece’s lack of exports. Gros now argues that it is a poor implementation of 
structural reforms. Greece should have targeted export growth right at the start of the 
adjustment programme to improve the current account deficit through exports rather 
than through import contraction alone. How reforms are applied on the ground, and how 
the economy responds, is what counts. There is little the outside world can do. 

Saccomanni strikes back 
Fabrizio Saccomanni yesterday struck back, with a press release and a barrage of 
tweets, at Matteo Renzi's suggestion that the budget he inherited had holes in it, and the 
European Commission's decision to open up a macroeconomic imbalance procedure. He 
said the arguments by the Commission were incomprehensible and unjustified. He said 
the reforms that the previous government had taken would only come to be appreciated 
over time. He said he had been working towards getting growth back up to 1%, the 
threshold Italy needs to surpass to bring down debt/GDP and create new employment. 
And then, in a tweet to Renzi, he wrote that they enacted the spending review, but were 
denied the opportunity to reap the rewards.  

Yesterday was also the first time Renzi met with the big leaders. Nothing of substance 
worth reporting, but some of the photos are quite hilarious. 

Saccomanni is one of the most affable finance ministers we have ever met - but also one 
of the most thin-skinned. He should not strike back on day one, but wait a while, and 
then do it properly. 

This must surely be the gloomiest article ever written on the euro 
We have, by and large, ended reference to comments on whether the euro can survive or 
not - not because the issue is not relevant (it is in our view), but because virtually all 
arguments have already been made - though not yet by everybody. What struck is about 
Frances Coppola's comment in the Pieria blog is the sheer extremity of her views - that 
doom is a certainty and that policy cannot avert it. That goes quite beyond our view 
perspective according to which the future of the euro is state-dependent. So she argues 
that even if the ECB does QE, a monetary union between sovereign states is doomed, in 
principle, because macroeconomic convergence cannot conceivably occur in such an 
environment. Here is the core argument:  

"Economic convergence is an impossible dream while there is no political or fiscal 
union. It cannot be achieved through wholesale economic destruction in weaker 
countries in the name of “structural reform” while stronger ones benefit in the form of 
lower borrowing costs, capital inflows and immigration of skilled workers. This creates 
economic divergence, not convergence. The fact is that weaker countries in the 
Eurozone are diverging from stronger ones. Unemployment is at 5% in Germany, 
12.8% in Italy and 25% in Spain. And as for Greece – if this report in The Lancet is to 
be believed, health outcomes there are heading for third world standards.  Even France 
is now on the downwards path, helped by a shockingly inept government.  How can any 
of this be considered progress?" 

Eurozone Financial Data 
10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.569 0.572 0.568 
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Italy 1.767 1.787 1.787 
Spain 1.759 1.763 1.751 
Portugal 3.138 3.061 3.075 
Greece 5.270 5.030 5.41 
Ireland 1.444 1.441 1.444 
Belgium 0.685 0.696 0.693 
Bund Yield 1.605 1.647 1.647 
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.373 1.3861  
Yen 141.040 142.63  
Pound 0.821 0.8284  
Swiss Franc 1.219 1.2185  
ZC Inflation 
Swaps    
  previous  last close  
1 yr 0.93 0.9  
2 yr 1.01 0.99  
5 yr 1.32 1.32  
10 yr 1.76 1.75  
Eonia    
06-Mar-14 0.16   
05-Mar-14 0.16   
04-Mar-14 0.16   
03-Mar-14 0.16   
OIS yield curve    
1W 0.193 15M 0.161 
2W 0.192 18M 0.169 
3W 0.195 21M 0.200 
1M 0.187 2Y 0.203 
2M 0.195 3Y 0.337 
3M 0.193 4Y 0.495 
4M 0.166 5Y 0.687 
5M 0.164 6Y 0.880 
6M 0.162 7Y 1.067 
7M 0.176 8Y 1.243 
8M 0.174 9Y 1.403 
9M 0.161 10Y 1.548 
10M 0.160 15Y 2.043 
11M 0.161 20Y 2.236 
1Y 0.161 30Y 2.329 
Euribor-OIS 
Spread    
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 previous  last close  
1 Week -3.643 -4.743  
1 Month 0.971 1.271  
3 Months 8.900 7.7  
1 Year 33.914 33.514  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-03-
07.html?cHash=8fde283af638ded482a233d8f875706f  
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Draghi calls eurozone ‘island of stability’ 
By Claire Jones in Frankfurt 

©Reuters  

Running repairs: Mario Draghi, ECB president, has said the Frankfurtbased 
central bank is ready to intervene again 
With the Ukraine crisis creating turmoil on the eastern edge of Europe, Mario Draghi 
declared the eurozone an “island of stability” on Thursday as the European Central 
Bank held firm on interest rates, despite inflation grossly undershooting its target.  

The currency bloc may be stable by comparison. But worries about falling prices and 
the weakness of its recovery persist, meaning the decision by the 24-member governing 
council to leave its main refinancing rate unchanged at 0.25 per cent for the fourth 
straight month and resist a widely-touted move to inject around $175bn of central bank 
cash was met with disappointment. 

Traders sent the euro as high as $1.3817 on what they viewed as a hawkish set of post-
meeting comments from the ECB president, with the central bank’s latest round of 
quarterly forecasts interpreted as a further signal that policy makers were in no hurry to 
act despite an acknowledgment from Mr Draghi that some members of the council had 
supported cuts at the vote. 

The central bank now expects growth of 1.2 per cent this year, an upgrade of a tenth of a 
percentage point from its December forecasts, and 1.5 per cent and 1.8 per cent in 2015 
and 2016 respectively.  

Despite the improvements, the estimates show growth remaining well below the levels 
usually seen after lengthy periods of economic contraction and Mr Draghi was keen not 
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to appear too complacent, stressing the bloc needed prosperity and job creation as well 
as stability. And he said for the first time that there would remain a great deal of slack in 
the region’s economy. This, he said, warranted policy makers’ pledge to keep rates at, 
or below, their current levels for an extended period.  

At 1 per cent, inflation would be slightly lower this year than anticipated in December. 
It would also remain well below the 2 per cent target in 2016, at 1.5 per cent, though the 
ECB president emphasised that by the end of that year inflation would hit 1.7 per cent.  

>Ahead of the meeting, expectations for action were high after Mr Draghi 
signalled last month that the central bank would have enough data by the March 
meeting to decide whether to counter low inflation, which at 0.8 per cent remains 
less than half the central bank’s target.  

“Draghi had put so much emphasis on the need to wait until March that it felt like it 
was now or never in terms of decisive action,” said Marchel Alexandrovich, 
economist at Jefferies International. “Reading across the new projections, the ECB 
seems perfectly content to sit on its hands for the foreseeable future.” 

While a rise in core inflation and better economic data than expected had all but ruled 
out the chances of a rate cut, many economists had expected a compromise between the 
committee’s hawks and doves on liquidity. Many forecast that the ECB would inject 
€175bn by halting the so-called sterilisation of its earlier purchases of government 
bonds – a move that Germany’s hawkish Bundesbank had indicated it would support.  

But Mr Draghi said the recent reduction in money market volatility made this 
replenishing of liquidity into the banking system unnecessary, and that the effects of 
such a move were “relatively limited” anyway.  

He said that although the events in Crimea would have a “severe” effect on Russia’s 
economy and an escalation of geopolitical tensions risked “great consequence” for the 
eurozone, the eurozone recovery should survive intact.  

“To the extent that countries feel threatened [by the tensions], this area looks certainly 
attractive,” Mr Draghi said. 

The euro’s renewed status as a safe haven could, however, complicate the task of policy 
makers if it led to a further strengthening of the euro. Mr Draghi was 
uncharacteristically bold in flagging the euro’s strength as a big factor in the bloc’s 
struggle with disinflation.  

The latest forecasts assume that the euro will buy you $1.36. It is now worth two cents 
more than that and could rise further if tensions to the east of the eurozone intensify. 
While keeping to his usual line that the ECB does not target the exchange rate, he said 
currency movements were “very important for growth and price stability.” 

He estimated that the strong euro had knocked around 0.4 percentage points off 
inflation. “That is a significant statement on how the exchange rate might influence our 
price stability objective,” he said.  

http://www.ft.com/intl/cms/s/0/2ce6620e-a51f-11e3-8988-
00144feab7de.html#axzz2vH2D2K90 
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Pieria  
Bringing together experts from industry and academia to discuss some of the biggest 
issues facing our economy today.  

 

THE ECB IS IRRELEVANT AND THE 
EURO IS A FAILURE 

Posted by Frances Coppola on Mar 2nd 2014, 8 Comments  
The latest money supply figures from the Euro area are awful.  

 

M3 lending is particularly bad. The only components of M3 lending growth that are 
positive are residential mortgages and lending to governments, and those not by much: 

Turning to the main counterparts of M3 on the asset side of the consolidated balance 
sheet of Monetary Financial Institutions (MFIs), the annual growth rate of total 
credit to euro area residents was less negative at -1.7% in January 2013, from -2.0% in 
the previous month. The annual growth rate of credit extended to general government 
increased to 0.2% in January, from -0.7% in December, while the annual growth rate of 
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credit extended to the private sector was less negative at -2.2% in January, from -2.4% 
in the previous month. Among the components of credit to the private sector, the annual 
growth rate of loans stood at -2.2% in January, compared with -2.3% the previous 
month (adjusted for loan sales and securitisation, the rate stood at -2.0% unchanged 
from the previous month). The annual growth rate of loans to households stood at -
0.2% in January, compared with -0.1% in December (adjusted for loan sales and 
securitisation, the rate stood at -0.2%, compared with -0.3% in the previous month). 
The annual growth rate of lending for house purchase, the most important component of 
household loans, decreased to 0.5% in January, from 0.7% in the previous month. The 
annual growth rate of loans to non-financial corporations stood at -2.9%, compared to 
-3.0% in the previous month (adjusted for loan sales and securitisation, the rate stood 
at -2.9% in January, unchanged from the previous month). Finally, the annual growth 
rate of loans to non-monetary financial intermediaries (excluding insurance companies 
and pension funds) was less negative at -11.1% in January, from -12.2% the previous 
month.  
Although the ECB tries to sound upbeat, "less negative" simply means "falling more 
slowly". The fact is that lending across the Eurozone is suffering a severe contraction.   

This does not bode well for M3 itself. M3 growth has been slowing for the last year due 
to LTRO repayments and is now at a shockingly low 1.2%, though admittedly this is 
better than December’s 1.0%. This isn’t outright deflation but it’s getting dangerously 
close to it, and the M3 lending figures suggest that deflation is likely, whatever Draghi 
may think. 

The real question for the ECB is whether deflation would be short-lived. Their focus is 
on the medium-term inflation outlook, not on short-term changes. This post from the 
NY Fed suggests that deflation, if it happened at all, would indeed be short-lived: 
inflation expectations are “stable", and indeed inflation surprised on the upside in 
January, remaining stable at 0.8% although far below the target of 2%.  But the NY 
Fed researchers add that these stable inflation expectations might be due to belief 
that the ECB would ease monetary policy further. So perversely, stable inflation 
expectations due to anticipated monetary easing might induce the ECB not to ease 
- a fine example of Goodhart’s Law in action. 

It seems the ECB’s own models don’t indicate that deflation is a serious risk. So 
although the European Commission apparently disagrees, I doubt if the ECB will do 
QE. In fact I doubt if it will do anything much, except perhaps abandon its futile 
attempts to sterilise its bond purchases under the (now ended) Securities Markets 
Programme (SMP), and possibly introduce some measures to support bank lending. 
When everything you do is subject to criticism from Bundesbank hawks, sitting on 
your hands looks like a good option.  

But actually I don’t think what the ECB does matters much anyway. In fact I think it is 
largely irrelevant. It is time I came off the fence and said what I REALLY think about 
the Euro project.  

Twenty-three years ago, as a young MBA student, I fell out with my macroeconomics 
lecturer about the virtues of a single currency. This was during the period of the ill-fated 
Exchange Rate Mechanism, of which he was a strong supporter and I was an equally 
strong opponent. Events the following year proved me right. But he was also firmly in 
favour of a single currency. He would have introduced it at that time: “I would lock 
exchange rates now”, he said. I thought he was wrong then, and I said so – hence the 
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disagreement. And even now, fourteen years after the creation of the single currency, I 
still think he was wrong. 

The history of Europe is long and blood-spattered. It is nothing like the United States, 
which is a young country with a common language, clear boundaries and a single 
political structure. Yes, the USA fought a civil war to achieve its current degree of 
political unity, and there are no doubt still stresses and strains. But Europe – if you must 
regard it as one entity, which is problematic in itself – has fought HUNDREDS of civil 
wars. We do not have a single language, we still cannot agree where our boundaries 
should fall and national interests always trump “European” politics. You can’t overturn 
tribal and cultural identities that go back thousands of years at the stroke of a few 
politicians’ pens. 

My objections to the single currency, therefore, are historical and cultural, rather 
than economic. I have read Mundell.  I understand the benefits of a single currency, 
where there is economic convergence. I know that the founders of the Euro project 
expected that the discipline of a single currency would force European countries to 
implement reforms that would over time create the necessary economic convergence. I 
know that this is STILL what politicians and Eurocrats are trying to achieve with 
measures such as the fiscal compact. But call me Cassandra if you like: I do not 
think any of this will work.  
The Euro is founded primarily on wishful thinking. It is fair to say that this has turned 
out to be a stronger foundation than might have been expected. But the political 
convergence that is required for a currency union is missing. There is no sense of being 
“in this together”. On the contrary, there is political and social divergence; a sense of 
superiority from those countries that – for now – are doing well, and growing anger 
among the populations of those countries that are introducing painful and damaging 
austerity measures to create the illusion of economic convergence.  

Economic convergence is an impossible dream while there is no political or fiscal 
union. It cannot be achieved through wholesale economic destruction in weaker 
countries in the name of “structural reform” while stronger ones benefit in the form of 
lower borrowing costs, capital inflows and immigration of skilled workers. This creates 
economic DIVERGENCE, not convergence. The fact is that weaker countries in 
the Eurozone are diverging from stronger ones. Unemployment is at 5% in 
Germany, 12.8% in Italy and 25% in Spain. And as for Greece – if this report4 in The 
Lancet is to be believed, health outcomes there are heading for third world standards.  
Even France is now on the downwards path, helped by a shockingly inept government.  
How can any of this be considered progress? 

No country in the Eurozone is prepared to give up its national sovereignty in order to 
create a genuine fiscal, political and monetary union. Politicians pay lip service to the 
idea of “closer union”, but when they are at the negotiating table, national politics 
always win out. They couldn’t even agree on a proper banking union! How on earth 
can a currency union possibly work when the banking system is fragmented along 

4 The Lancet, Volume 378, Issue 9801, Pages 1457 - 1458, 22 October 2011, doi:10.1016/S0140-6736(11)61556-
0, Published Online: 10 October 2011 
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national lines? And how can it possibly work when there is no framework for 
sharing risk?  

Whether or not the ECB does QE – or any other form of monetary easing, for that 
matter – will in the end make little difference. QE cannot be done in any way that would 
genuinely benefit the periphery without incurring political and legal challenge from 
Germany: there is already a legal challenge to the ECB’s OMT programme that has 
prevented Spanish and Italian yields from spiralling out of control. If QE were done in a 
more even-handed way (for example, buying a weighted basket of Eurozone 
government bonds) it would worsen the existing credit bifurcation by making German 
bunds even scarcer. There are other things that the ECB could do, such as another round 
of LTROs to prop up the Eurozone’s dysfunctional banks YET again, or FLS-style 
funding support for SME lending, or even buying up packages of SME bonds. It could 
even experiment with negative rates on reserves. But it’s all so much window dressing.  

The combination of a common currency with national politics is poisonous. 
 Without closer political and fiscal union, including a proper banking union, 
pooling of debt and sharing of risk, the benefits of currency union are a chimera. 
The reality will be debt deflation and depression without end.  

Well, not quite without end, actually – it is all too easy to see how this could end. 
The Euro is the biggest threat to peace in Western Europe that I have seen in my 
lifetime. 
So let’s end it now. Rather than waiting for country exits and disorderly collapse 
(probably when the Franco-German alliance fractures, as it will if France heads 
into depression), we should put in place plans now for orderly wind-up of the Euro and 
restoration of national currencies. We should offer debt forgiveness and international 
aid along the lines of a Marshall plan to those countries that have been so badly hurt by 
the misbegotten Euro project. And we should decapitate the hydra banks that have 
sucked the life out of the Eurozone periphery countries.   

The Euro is a failed experiment. We should not waste any more effort trying to make it 
work. It is time to consign it to the dust of history.  

  

Related reading: 
The ECB must face the deflation risk – Gavyn Davies, FT (paywall) 

Will we look back on the Euro as a mistake? – Conversable Economist 

Image courtesy of The Telegraph. 
http://www.pieria.co.uk/articles/the_ecb_is_irrelevant_and_the_euro_is_a_failure  
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ECB's Draghi says euro zone clearly not 
in deflation 
FRANKFURT Thu Feb 27, 2014 7:34pm GMT  

 
European Central Bank (ECB) President Mario Draghi waves as he arrives at an 
eurozone finance ministers meeting  in Brussels February 17, 2014.  

CREDIT: REUTERS/FRANCOIS LENOIR 
 (Reuters) - The euro zone is not experiencing deflation, but the European Central Bank 
is alert to potential downside risks to price stability and will act if needed, ECB 
President Mario Draghi said on Thursday. 

Giving no hint of any urgency to take action at the ECB's policy meeting next Thursday, 
Draghi said households in the euro area are not deferring purchases, which would be a 
sign of deflation taking hold. 

"With the average euro area inflation rate standing at 0.8 percent, we are clearly not in 
deflation," Draghi said in the text of a speech entitled 'The Path to Recovery and the 
ECB's Role'. 

"Moreover, inflation expectations for the euro area over the medium to long term 
continue to be firmly anchored in line with our aim of maintaining inflation rates below, 
but close to, 2 percent," he added. 
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A third of economists polled by Reuters have pencilled in a cut in the ECB's main 
refinancing rate from the current 0.25 percent next week. Most expect a reduction of 5 
to 15 basis points, mirroring the Bank of Japan's interest rate moves. 

Draghi, who has previously warned of the risk of inflation getting stuck in a "danger 
zone" below 1 percent, said cheaper energy contributed to the low inflation rate and 
added that the ECB saw no evidence consumers were postponing expenditure plans. 

"But any setbacks in the absorption of economic slack may give rise to further negative 
developments," he added, according to the text of a speech to be given at a Bundesbank 
dinner in Frankfurt. 

"Against this background, we will remain alert as to whether any indications on further 
downside risks to price stability emerge and we stand ready to act," he said. 

The ECB saw the euro zone's economic recovery taking hold gradually, he said, "albeit 
at a slow and uneven pace." 

After the ECB's February 6 meeting, Draghi said the bank had decided not to act while 
it acquired more information on the growth and inflation outlook and assessed the 
impact on the euro zone of turmoil in emerging markets. 

The ECB has set out two situations that could trigger fresh policy action: a deterioration 
in the medium-term inflation outlook and an "unwarranted" tightening of short-term 
money markets. 

The central bank has already said it would keep its key interest rates at their present or 
lower levels. Draghi reiterated this so-called forward guidance, saying "we expect the 
key ECB interest rates to remain at current or lower levels for an extended period of 
time." 

He also defended the ECB's flagship crisis-fighting tool, the Outright Monetary 
Transactions (OMT) programme, after Germany's Constitutional Court asserted earlier 
this month that it exceeded the bank's mandate. 

The German court earlier in February referred a complaint against the OMT to the 
European Court of Justice, saying there was good reason to think the OMT plan violated 
a ban on the ECB funding governments. 

The decision has prompted investors to ask questions about the validity of the OMT. 

"Like all our monetary policy measures, it has served to ensure compliance with our 
price stability mandate as provided for in the Treaty," Draghi said of the OMT. 

(Writing by Paul Carrel; Editing by Larry King) 

http://uk.reuters.com/article/2014/02/27/uk-ecb-draghi-idUKBREA1Q22N20140227  
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ON WALL STREET 

March 7, 2014 9:07 am  

Banks are a proxy for credit bubble fears 
By Tracy Alloway in New York 

Regulators better able to target banks in quest to eliminate risk  

Can nothing stop the runaway capital markets train? It seems not, after the US delivered 
record corporate bond sales this week, despite significant geopolitical turmoil to the east 
and growing concerns that markets are becoming overstretched.  

Sales of corporate debt and leveraged loans have boomed in recent years. Issuance 
figures are through the roof and some hallmarks of pre-financial crisis lending practices 
have returned. The amount of borrowing used to fund the leveraged buyouts undertaken 
by big private equity firms is creeping back to levels last seen in 2007, for instance. 

More ON THIS TOPIC// New lenders join subprime car loan boom/ Illiquid fund 
returns come with risks/ Ratings of rental-backed bonds under fire/ Venn moves into the 
Dutch mortgage market 

ON WALL STREET// Investors defy warnings on US valuations/ Investor support for 
US bonds on the wane/ Bold turn for subprime car loan deals/ Data shocks are barrier to 
dollar rally 

The issue has not escaped regulatory attention. Authorities including the Federal 
Reserve and the Office of the Comptroller of the Currency have sent letters to major 
banks asking them essentially to cut back on making riskier loans. 

Regulatory guidelines issued last year mean that bankers need to think seriously before 
underwriting a loan that is more than six times “levered” or that fails a number of other 
tests aimed at gauging the deal’s perceived riskiness. 

Understandably, the regulatory edict has not been wildly popular with the bankers who 
make a living by facilitating these deals. They argue that the authorities are targeting 
leveraged loans facilitated by banks not because they are worried about the banks 
themselves taking on too much risk – since the loans are sold to investors they rarely 
remain on bank balance sheets – but because they are concerned about overheating in 
the wider credit markets.  

Sympathising with bankers is likely to set off a symphony of the world’s tiniest violins, 
but they have hit upon a point worth exploring.  

Although the continuing acceleration of the stock market has made all the headlines in 
recent months, it is the credit market that has been experiencing the biggest boom since 
the US Federal Reserve began its unconventional monetary policies in 2009. While 
$132bn has flowed into global equity funds in the past five years, a staggering $1.2tn 
has poured into global bond funds, according to net figures from Goldman Sachs. 

“Regulators believe they’ve created a credit bubble,” says one leveraged loan banker, 
bemoaning the regulatory crackdown on his business. “But if the banks can’t do a loan, 

137 

 

http://www.ft.com/
http://www.ft.com/
http://www.ft.com/markets
http://www.ft.com/markets/capital-markets
http://www.ft.com/cms/s/0/b20b498c-a541-11e3-a7b4-00144feab7de.html?siteedition=uk
http://www.ft.com/cms/s/0/8f57cea0-6f0a-11e3-bc9e-00144feabdc0.html?siteedition=uk%23slide7
http://www.ft.com/cms/s/0/e396809e-a4aa-11e3-9313-00144feab7de.html
http://www.ft.com/cms/s/0/c5da39f8-a38b-11e3-88b0-00144feab7de.html
http://www.ft.com/cms/s/0/c5da39f8-a38b-11e3-88b0-00144feab7de.html
http://www.ft.com/cms/s/0/671117c4-9fc2-11e3-b6c7-00144feab7de.html
http://www.ft.com/cms/s/0/7f3e244e-9c99-11e3-b535-00144feab7de.html
http://www.ft.com/cms/s/0/7f3e244e-9c99-11e3-b535-00144feab7de.html
http://www.ft.com/cms/s/0/c65149e4-9ef9-11e3-8663-00144feab7de.html
http://www.ft.com/cms/s/0/f416eeb2-9ace-11e3-b0d0-00144feab7de.html
http://www.ft.com/cms/s/0/f416eeb2-9ace-11e3-b0d0-00144feab7de.html
http://www.ft.com/cms/s/0/8e9e33b4-94e9-11e3-a8ac-00144feab7de.html
http://www.ft.com/cms/s/0/833caa86-8f4f-11e3-9cb0-00144feab7de.html
http://www.ft.com/cms/s/0/833caa86-8f4f-11e3-9cb0-00144feab7de.html
http://www.occ.gov/news-issuances/bulletins/2013/bulletin-2013-9.html
http://www.ft.com/cms/s/0/f151df3a-3a6f-11e3-9243-00144feab7de.html
http://www.ft.com/cms/s/0/f151df3a-3a6f-11e3-9243-00144feab7de.html
http://www.ft.com/�


the private equity guys could simply go out to a bunch of hedge funds and basically 
underwrite the deal themselves.” 

And while it comes as no surprise to hear bankers take this view, their position has been 
given some serious support by a quartet of highly respected academics.  

In a paper published last week*, Michael Feroli, Anil Kashyap, Kermit Schoenholtz and 
Hyun Song Shin argue that regulators should be taking a wider view when considering 
the issue of a potential credit bubble. 

Taming the credit market “cannot easily be accomplished via the usual list of 
macroprudential tools such as bank capital ratios, bank liquidity requirements, haircut 
regulation on repurchase agreements or loan to value ratios”. 

Without precise tools directly to address overheating in the wider system, regulators are 
in effective forced to rely on a more surreptitious route by going through the banks over 
which they exert far greater control. 

The problem is that focusing on bank regulation may well end up being a blunt 
instrument that is not be best suited to the job at hand. 

Banks’ holdings of corporate debt have shrivelled to a size that would make the “Big 
Swinging Dicks” – the 1980s bond traders described in Michael Lewis’ Liar’s Poker – 
hang their heads in embarrassment. 

In terms of credit, the best-endowed Wall Street players are now at places like Pimco 
and Apollo. These are large institutional investors who have built up huge credit 
portfolios worth hundreds of billions of dollars but who remain largely outside the grasp 
of traditional financial regulation. 

In the discussion surrounding the leveraged lending guidelines, there is a tentative 
recognition that the next financial crisis may not begin in the banking system but with 
the buyside investors whom bankers claim to serve.  

The good news is that a crisis concentrated among buyside investors is, in theory, 
unlikely to generate the kind of amplified fallout that rippled through the wider financial 
system when Lehman Brothers collapsed in 2008.  

This is arguably what regulators were aiming for when they focused their post-crisis 
energies on cracking down on leveraged institutions in the financial system – namely, 
the banks. 

The bad news, of course, is that the longer the capital markets train runs on, the greater 
the potential fallout should it come to an abrupt halt. 

*Market Tantrums and Monetary Policy – a report for the 2014 US Monetary Policy 
Forum  

http://www.ft.com/intl/cms/s/0/87e0fc46-a542-11e3-8988-
00144feab7de.html#axzz2vH2D2K90 
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Investment: A better bubble 
By James Mackintosh and Lex reporters 

The current froth in technology stocks is driven by revenue. That does not make it 
rational  
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In the world of technology stocks, it is February 2000 – at least as measured by the 
Nasdaq Composite, the index preferred by tech investors. A week ago it hit a level 
topped only during the final month of dotcom insanity before that bubble burst in March 
2000. 

For sceptics, this is a sign of froth in high-growth shares. Companies such as Facebook, 
Twitter, Arm Holdings, Tesla and the biotechnology sector are trading at levels that 
many find hard to comprehend. Facebook paid $19bn for WhatsApp, a price of $345m 
per employee. The number of highly valued companies – worth more than 20 times 
expected earnings and more than 10 times both sales and book value – is the highest 
since the dotcom crash. 
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More ON THIS STORY// Analysis Technology – Rise of the replicants/ Tesla’s 
acceleration recalls dotcom rush/ Yahoo steps up data collection drive/ New enthusiasm 
for biotech/ Carmakers head back to the drawing board 

IN LEX// Korea’s banks – looking beyond StanChart/ China bond default – Don’t 
panic/ Bouygues / SFR - let battle commence/ Disney / Dish – stream of consciousness 

No surprise, then, that companies are choosing to cash in. This year had the strongest 
start for US listings since 2000, according to Jay Ritter, finance professor at the 
University of Florida. Biotech companies in particular have rushed to take advantage of 
public demand for speculative stocks, while online retailers are among those floating in 
Europe. Frequently founders and private equity backers merely wish to sell, with many 
companies raising little new cash. 

There is wide agreement on the explanation: years of weak economies have left 
investors without the usual sources of growth from the economic cycle, so rising 
optimism was directed to new technology instead. 

“There’s some appetite from investors now to hope and dream rather than focus on the 
downside risks, and that naturally points them towards technology,” says Mark Haefele, 
head of investment at UBS Wealth Management. 

The hopes are focused in four areas: social media, biotech, online retail/payment and a 
handful of disruptive hardware technologies, in particular Tesla’s electric cars, Arm’s 
cheap processors and 3D printing. 

All tell solid stories. This, shareholders say, is not a repeat of the dotcom bubble years. 
Back then, listed companies that simply added .com to their name averaged a 74 per 
cent gain in 10 days, a post-bubble study showed. Business plans written on table 
napkins attracted venture investors. 

 
By contrast, today’s companies have real revenues and are growing at the expense of 
slow-moving incumbents weighed down by old business models. The companies 
dominating Nasdaq as it approaches its 2000 highs are now mature businesses. Even 
among the new “story stocks”, many – including Facebook, Arm and the bigger 
biotechs – are very profitable. Clearly the future of retail is online. Social networks are 
used by hundreds of millions of people. Biotech is no longer purely promise. The future 
of the electric cars looks brighter than at any time since the early 20th century. 
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There was a solid story to tell about every bubble in history, from Dutch tulips in 1634 
to the British railway mania of the 1840s, Florida land in the 1920s or the safety 
provided by portfolio insurance in 1987. 

Dotcoms, too, had a tale: the internet has indeed proven to be a disruptive technology. 
The question is, will today’s stocks reap big enough benefits from the disruption? Or are 
investors once again overexcited? 

The case against is fairly simple. Easy money has encouraged speculation. Emerging 
markets were the initial beneficiaries; investors and companies even began to rebrand 
them as “growth markets”. A mini-bubble inflated rare earth stocks fivefold in 2010 
(they are now worth half their starting point). Apple and Samsung soared as investors 
latched on to the smartphone and tablet boom, before dropping back. The new tech 
stocks are merely the latest fashion. 

Your opinion 
 
Thank you for voting!  
No. There is a bubble developing and I am steering clear.  36.95%     
   
Yes. There is a bubble developing so I'm buying them.  16.87%     
   
Yes. There is no bubble developing and prices are justified.  9.64%     
   
No. I have no idea how to value these stocks at all.  37%     
  “The market is starving for growth ideas,” says Alain Bokobza, head of global asset 
allocation at Société Générale. “We are back to where we were in 1996, 1997, where the 
market’s moved to a new story.” 

That does not mean every company will lose out or even that they are all overvalued. 
Pierre Lagrange, co-founder of London hedge fund GLG, says there is “massive upside” 
for many of the disruptive stocks, including Facebook, which GLG has owned since it 
listed. However, he warns that the number of investors chasing themes such as big data 
mean any company disappointing revenue expectations will suffer badly. 

“You have a lot of people interested in big data and you have got relatively few stocks 
so there’s a rarity factor,” he says. “There’s lazy money in some of those [shares] 
because it is thematic.” 

Many fund managers are ditching traditional valuation tools, instead guesstimating how 
much of a total market – advertising, pharmaceuticals, cars – a company might grab in a 
decade, rather than focusing on growth rates or earnings. 

As one hedge fund manager put it, if there’s a 10 per cent chance that Tesla could take 
10 per cent of the market value of the motor industry, it justifies its current price (Mr 
Lagrange has doubts about this methodology). 

A frequent refrain is that “if [insert favoured company] can grow the way Google did, it 
is worth far more” than the current share price. 

Valuations assume that the new tech stocks will create an awful lot of disruption in 
traditional companies, that incumbents will fail to fight back effectively, and that yet 
more start-ups will not disrupt the new business models (as Facebook did to previous 
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social networks). Some of these stocks might be the Google of retail or carmaking; 
others will be as valuable as a losing lottery ticket. 

“Are there going to be people who wake up one day and find that they let their greed 
trump their fear? Absolutely,” says Mr Haefele. 

------------------------------------------- 

Online: a low-return game  
Here’s the case for owning Amazon’s shares at $360, writes Robert Armstrong . 
The company’s sales are growing at about 20 per cent a year. If this continues for 10 
years it will have revenues of about $460bn (Walmart’s current level – and who denies 
that Amazon is the next Walmart?). 

Now assume that its operating margin goes to 10 per cent, from 1 or 2 per cent now. 
High for a mass- market retailer, sure, but Amazon has higher-margin businesses, too – 
cloud computing and all that. 

At a 20 per cent tax rate (think Luxembourg, Ireland or Bermuda), 2022 profits are $71 
a share. If the valuation is then 20 times earnings, it’s a $1,600 stock. Buy! 

Fast and loose? Sure. But a much more rigorous projection is hard to imagine. The 
crucial variable – what competition in internet retail will do to any one company’s 
growth and margins – is unknowable.  

So stress test the projection: plug in 15 per cent average growth, 7 per cent margin, a 30 
per cent tax rate and a multiple of 15. On this view Amazon still doubles its sales twice 
in the next 10 years and its margin triples – but the stock remains under $500 in ‘22. 
That’s a bond-like annual return of 3 per cent. Buy something else! 

Bulls on Amazon and internet retail generally can point to one segment long penetrated 
by internet sales: travel. Margins, growth and valuations remain high for the leaders, 
Expedia and Priceline.  

Remember, though, that these companies are exchanges that aggregate supply and 
demand, and exchanges enjoy powerful network effects. Everyone wants to be on an 
exchange (or, for that matter, a chat app) that has a lot of people on it already.  

So don’t confuse the travel sites with companies that are essentially old-fashioned retail 
operations – sourcing, selling and distributing physical goods – that happen to have 
digital storefronts. This group, which includes Ocado, AO World and big parts of 
Amazon, will compete on price, distribution and selection – a capital-intensive, low-
return game. 

------------------------------------------- 

Tesla: A bet on batteries  
A company with a $30bn market cap does not get to sell niche products, writes Sujeet 
Indap . Tesla Motors, after a 600 per cent run-up over the past two years, has been given 
credit for being a mass-market car company far in advance of moving mass-market 
volumes. 

The company has sold a grand total of 25,000 Model S sedans at $70,000 a pop. By 
2020 the electric car revolutionary plans to sell 500,000 units a year – aggressive, but 
bordering on plausibility. 

143 

 

http://markets.ft.com/tearsheets/performance.asp?s=us:AMZN
http://www.ft.com/cms/s/0/9695e324-a069-11e3-a72c-00144feab7de.html
http://www.ft.com/intl/cms/s/0/aac33744-13be-11e3-b0b4-00144feabdc0.html?siteedition=uk


Audi, BMW and Mercedes together sell almost 6m cars annually. Can Tesla profitably 
deliver that many vehicles? If so, then its share price still looks pricey but not absurd. 

Ramping up production of cutting-edge cars is much trickier than getting a few hundred 
million people to download an app. 

By 2020, Tesla’s “generation III” model will be available and selling at, say, $45,000 
each. If 80 per cent of the company’s volume targets are made up of these, with the rest 
being the plush Model S, Tesla will rake in $25bn in revenue. 

At an 11 per cent operating margin (higher than what Ford and General Motors aim for) 
earnings per share could be $13. Applying a 30 times forward multiple, and then 
discounting back five years at a 15 per cent discount rate yields a stock price of about 
$200. This is about where Tesla shares were just before its recent earnings 
announcement. (Its shares are now $250). 

There is a hypothetical combination of price, margin and volume that justifies the share 
price. But investors are betting on Tesla’s ability to overcome a non-financial hurdle: it 
must make breakthroughs in battery design and manufacture which bring the unit costs 
down dramatically while increasing the distance the cars can go on a charge and 
decreasing the time it takes to charge up. What’s more, it is not enough for this 
technology to exist: Tesla must own it, or it will suddenly be on a level playing field 
with much larger competitors. Because Tesla has wisely tapped financing markets as its 
stock has soared, it won’t be short of capital. It will need it. 

------------------------------------------- 

Social media: the new, new thing  
Go ahead, gramps. Try saying social media is not the future of advertising and watch 
the reaction from the whippersnappers, writes Nicole Bullock . That #enthusiasm 
supports high growth expectations. Sales at Facebook rose 55 per cent to nearly $8bn in 
2013 from a year ago. And it is wildly profitable: over a third of its revenues converted 
to free cash flow last year. At Twitter, revenue more than doubled, hitting $665m. 

Both increased their share of worldwide digital advertising, too. At $119.5bn for 2013, 
the market expanded by 15 per cent, according to eMarketer. But what percentage of ad 
spend do they have to capture to justify the high hopes? 

Take Facebook. Looking out to 2017, Wall Street expects Facebook will produce sales 
of about $23bn and earn $2.86 per share. For both sales and profits that comes to 
compound annual growth of about 30 per cent. At the current share price of $71, the 
multiple a few years out is then 25 times – not bad. Assume $20bn of sales comes from 
advertising. eMarketer forecasts worldwide digital ad spend of $179bn for 2017. 
Facebook would have to win an 11 per cent share; it has 6 per cent now. This doesn’t 
seem a stretch for a company with 1.2bn monthly users. 

For Twitter, 2017 sales forecasts of $4bn would equal nearly 60 per cent CAGR from 
2013 and just 2 per cent of the digital ad market, against 0.5 per cent now. The multiple 
on expected 2017 earnings is about 50 – toppy, but Twitter is younger than Facebook. 

The market is big enough that reasonable market share targets translate to big growth. 
The tricky bit is what these projections imply about the structure of the market: that a 
new disruptive competitor is unlikely to emerge quickly, as Twitter and Facebook did 
themselves. 
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One might argue that Facebook and Twitter cannot suffer the fate of MySpace. Their 
huge user bases mean that those who defect for the new new thing risk losing 
connections. And the companies have the money to buy the next new thing anyway. But 
if their business models turn out to be based on user inertia and pricey acquisitions, the 
market will rethink those valuations. 

------------------------------------------- 

Biotech: real medicine, snake oil prices  
Please don’t wake, no don’t shake me. Biotechnology investors are channelling John 
Lennon as they hope the “dream” stocks at the cross-section of medicine and innovation 
continue to float upstream, writes Arash Massoudi . In three years, the sector has turned 
$100 into $284, humbling the $151 the S&P 500 returned. But the alarm is buzzing. 

The sector has top-heavy DNA. A handful of large companies – Amgen, Biogen Idec, 
Celgene and Gilead – have seen their research come good, and amassed an arsenal of 
cash from a diverse drugs portfolio. Start-up labs, by contrast, are often experimenting 
with cures to ultra-rare “orphan” diseases. They depend on funding from private 
investors and venture capitalists that buy scientists time to tinker. 

The hope is that good trial results will attract the big boys: Gilead’s $11bn purchase of 
Pharmasset in 2011 laid the ground for the start-ups’ incredible boom. 

These companies are now creating more froth than medicine. Labs yet to begin trials are 
sizzling out of their test tubes to list their shares. In one case, investors waived 
important protections on insider share sales. It didn’t matter; the pre-clinical issuer’s 
shares more than tripled. Valuations for the smaller biotechs cannot be justified by 
anyone other than a gambling addict hoping they can spot the next Pharmasset. 

Sure, management teams have learnt from mistakes that left shattered glass across the 
industry after the dotcom bubble burst. Regardless, most will still fail. These are stocks 
for thick-skinned professionals. Generalists should steer clear, but instead are investing 
willy-nilly; the sector’s main exchange traded fund has seen inflows of $1.4bn over the 
past three years. 

The case for the big four is different, and rests on earnings growth. So far, analysts have 
been forced to revise estimates higher and higher. Assuming operating profit growth of 
more than 20 per cent, the four trade at 18 times 2015 earnings and 15 times 2016. That 
compares pretty fairly with the broader healthcare sector. But the big four’s halo effect 
on the start-ups makes no sense. 

That is why some are hitting snooze. 

http://www.ft.com/intl/cms/s/3/31223cc2-a438-11e3-b915-00144feab7de.html#slide3 
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    Daily Morning Newsbriefing  

March 06, 2014 

Renzi "shocked, shocked" to discover 
holes in the Italian budget 
The Commission yesterday opened a formal macroeconomoc imbalances procedure 
against Italy focusing on Italy's high public debt and low productivity growth. All 
Italian newspapers led with that story this morning, reporting as fact statements such 
as: "because the reforms have not been sufficient, growth is chronically weak" - a 
causal link that is far less clear than the author of Corriere's lead story will ever know. 
The response from the Renzi government was one of "I told you so", as they repeated 
all the things they are planning in the next few months without giving any further 
details.  

The Italian story that caught our eye was on page three of Corriere where it said that 
Pier Carlo Padoan was now heading for a smaller than previously reported cut in the tax 
wedge between labour costs and net income of only €7.5bn this year, on top of the 
€2.5bn already agreed by the previous government. Then came the sentence that had 
us listen up. Renzi casts doubt on the numbers. Corriere quotes him saying this (our 
translation):  

"We knew that the numbers were not what Letta said they were, but we are gentlemen 
and we are not going to make a big fuss about it."  

Since this was a quote, we assume he leaked this on purpose so we are in a situation 
where he blames his predecessor for the shockingly bad numbers - which is usally a 
sign of some negative surprises ahead (for which the predecessors get the blame). A 
Reuters article may have given the answer to this question. It says that the adjustment of 
the structural balance in 2014, as currently forecast, appears insufficient given the need 
to reduce the large debt at an adequate pace.  

The European Commission also brought a case against Slovenia though it said the 
imbalances had been unwinding over the past year thanks to macroeconomic adjustment 
and decisive policy action. In the case of Spain, the Commission considers that a 
significant adjustment has taken place over the last year. On France, the 
Commission reported that despite efforts to improve competitiveness, France will miss 
the headline deficit and the structural adjustment targets over the entire forecast period. 
It said French ability to compete on the global markets was also weak. Pierre 
Moscovici's reponse was weak. This was not the time to pick a fight.  

The other big macro imbalance procedure, of course, related to Germany. Frankfurter 
Allgemeine led its business section with the story that the new German economics 
ministry, now firmly under SPD leadership, accepted the criticism. But as it turns out 
this seemed to have been rhetorical device to defend instruments such as the 
minimum wage and the early retirement clause rather than a policy change. Rehn 
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qualified Germany's surpluses as "large and persistent". They were the result of a 
strong competitiveness but also of weak domestic demand - a comment that would 
normally blow a fuse in official Berlin though not this time. The paper quotes from a 
paper written in the economics ministry, which explicitly expressed support of the 
European Commission in all its procedures, including the imbalance procedure. It also 
stated that excessive and persistent imbalances would damange the eurozone's stability. 
The FAZ article notes that the tone of conversion had changed significantly from the 
last government - though Sigmar Gabriel's official comment was to deny that the 
surpluses were in the category of excessive and persistent. The paper writes there is no 
question that Gabriel puts more emphasis on domestic demand - the tools being the 
minimum wage, the agreed extra investments in the transport infrastructure.  

One of the ministries official economic advisers, Lars Feld, said the minimum wage and 
early retirement were the wrong instruments to lower the current account surplus. The 
paper's arch-conservative and euro-phobe economics chief, Holger Steltzner, writes in a 
comment that the "problem" of a current account surplus would soon be resolved with 
Gabriel in the ministry. With all these new measures, such as the minimum wage, 
Germany's competitiveness will be significantly reduced. He said Germany's large 
savings were not the result of parsimony, but a market-driven response to meet the 
financial burdens of an ageing society. [AE: ¿Japan?] 

On Italy: what is becoming increasingly evident is that the Renzi agenda will differ only 
marginally from that of its predecessor. Of course, the previous government used every 
accounting trick in the book - the most desperate and cynical being the revaluation of 
the banks' shares in the central bank, now under a separate investigation by the 
European Commission. When governments blame their predecessor for fiddling the 
numbers that is usually a sign of some bad news ahead - similar to when new chief 
executives take over and discover gaping holes, which lead to large initial losses. We 
are much less certain than Corriere della Sera that a lack of reforms really constitutes 
the deep cause of Italy's weak economic growth. The problem arose with the entry 
into the eurozone, and the more obvious explanation is that the economy is not 
suited to a permanently fixed exchange rate. We think it is practically impossible to 
reboot a large economy to the extent that is needed, to reduce debt-to-GDP 
simultaneously, and to maintain political support - all this over the period of about 
one generation. Our prognosis is that the debt will remain over 120% for a long time to 
come, and the structural growth rates will increase at most marginally. On Germany, 
there is no change in official views on current account surpluses. The reported change 
of heart in the economics ministry may reflect the opinion of an individual, but by 
accepting the need to achieve fiscal surpluses from now onwards and by accepting the 
CDU's refusal to raise taxes, the scope for a positive domestic demand shock is 
negligible. 

 Troika negotiations in Athens stuck 
To write that the troika and the Greek government have hit an impasse has become the 
quintessential dog-bites-man type story these days. Even the now vastly reduced 
€8/8.5bn troika estimate for Greek bank recapitalisations (against the IMF's and the 
ECB's reported estimates of some €20bn), seems too large for the Greek government, 
which wants less so it can plunder the bank recapitalisation fund for general fiscal 
policy purposes. The impasse comes as the IMF seems unwilling to budge, while the 
Greek government puts the amount at €5.8/6.2bn. 
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Is Portugal ready for prime time? 
Speaking in London, the director of the Portuguese debt management agency IGCP said 
they intend to make non-syndicated bond issues with 5y to 10y maturities “to promote 
the liquidity of the secondary market”, but did not disclose a calendar because they want 
to wait for yields to drop further, writes Jornal de Negócios. Portugal has recently made 
a €3bn syndicated issue of 10y bonds, and also used its fiscal leeway to repurchase over 
€1.3bm in bonds maturing in 2014 and 2015. Secondary market yields are being 
reduced, with the 2y at 1.73%, the lowest level since 2010, the 5y at 3.52% and the 10y 
at 4.7%. 

Did WhatsApp kill the Spanish bar? 
While 2013 was a good year for tourism in Spain, it was a bad year for the hospitality 
sector outside of touristic areas, writes Cinco Días reporting on a radio interview of a 
trade association official. According to José María Rubio, 60,000 establishments closed, 
including 10,000 bars, and prices have dropped between 15% and 20% over the past 7 
years. The crisis affects mostly “mom and pop” businesses which, not using hired help, 
are unable to reduce their labour costs. Last August was the first month that the sector 
improved after over 5 years of monthly retreats. Rubio said that outside of Tourism 
areas on the coasts, consumption in 2013 was down 6% and that the sector won’t 
recover until domestic demand does.  

Rubio argues that the sector is getting through the recession years only because of lack 
of investment, leading to “obsolescence” both aesthetically and in terms of 
equipment both of which will be a hindrance in the future, and he advocates some form 
of subsidy for renewal of equipment  

European Socialists still in lead, but only just 
The second PollWatch 2014 shows the Socialists still in front, but only just. The polls 
has the Socialists at 209 seats, the EPP at 202 seats. The main shift from the previous 
poll is that the main Leftist group, which includes the German Left Party and has 
Greece’s Alexis Tsipras as its Candidate for Commission President, is now set to 
become the third largest group with 67 seats. 

Cross-country interest rate gap seems to have moved to a lower band 
The ECB's coefficient of variation, a measure of interest rate dispersion across the 
eurozone, has remained at a relatively low level for two consecutive months - now 
standing at 0.3 in January, after 0.28 in December, but well below the 0.35-0.39 range 
during January and November. The ECB's cost-of-borrowing indicator for non-financial 
companies increase in January, according to its latest interest rate statistics, where as the 
one for households is broadly unchanged. 

http://www.ecb.europa.eu/stats/money/interest/coeff/html/index.en.html  

On the failures of the EU's diplomacy 
In his Spiegel column, Wolfgang Munchau says the total disaster of the European 
diplomacy vis-à-vis Vladimir Putin should not come as a surprise. He cites three causes 
why Putin is able to illicit diverging national responses from EU capitals. The first is 
that the EU has never been able to create a single energy market, with each 
country preferring its own gas deals with the Russians. An EU level energy market 
would not only be more efficient, the EU would also be in a much better position to 
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preserve their independent from monopolitistic suppliers. The second reason is the 
eurozone's failure to resolve the debt crisis, which has weakened many countries 
irrevocably. The third is the lack of a banking union, which put countries in a 
vulnerable position with banks that large exposures to Russian and the Ukraine. He also 
has a go at Gerhard Schroder's pro-Putin course. 

A riposte to de Grauwe 
Klaus Kastner offers a forceful riposte to Paul de Grauwe in his ObservingGreece blog, 
arguing that the taxpayer will, after all, end up paying the costs of asset purchases on 
the grounds that national central banks cannot issue money - unlike the ECB - and 
would need to be recapitalised by the taxpayer if their equity becomes negative.  

"To suggest that interest received by the ECB flows through to national Central Banks 
is baffling. The ECB has its own P+L statement. Its pay-out to owners comes out of net 
profit; not out of gross revenue! If there is no profit (for instance because it had to write 
down bonds), there are no pay-out’s. Check back with Switzerland’s Central Bank 
which could not make a pay-out for 2013 because it had taken losses on its gold 
holdings. As long as the ECB has a negative net worth, it cannot pay out dividends. 
Prof. de Grauwe seems to overlook that, contrary to the ECB, the national Central 
Banks, owners of the ECB, cannot operate with a negative equity (because they cannot 
print Euros). Should national Central Banks be required to recapitalize the ECB, that 
may well require recaps on their own and that, dear Professor, is indeed tax payers 
money. 
Theoretically it is true that the ECB could, in fact, buy all eurozone sovereign bonds out 
there, I take it €8-10tr, and simulatenously forgive all issuers the debt. All that would 
mean is that the ECB would run a €8-10tr negative net worth but that would not hamper 
its operations. In fact, it could do that until doomsday. That’s the theory. Anyone 
suggesting that the practice would unfold the same way should take a walk outside the 
ivory tower". 

Worry about present disinflation, not future deflation 
As Paul Krugman notes, the IMF has become a blogger. In the latest blog, Reza 
Moghadam, Ranjit Teja and Pelin Berkmen take a close look at deflation risks. They 
start off by saying that the risk of ourright deflation - as a negative and persistent fall in 
HICP - is low. The problem is debt deflation - and that's happening already, as the 
country subject to deflationary adjustment are the ones with the biggest debt ratios. 
They also make the following interesting observation: 

"…when inflation turns low everywhere in the euro area, each unit of deflation/low 
inflation endured by indebted countries delivers less price adjustment relative to the 
surplus countries. Or put another way, each point of relative price adjustment must be 
bought at the cost of greater debt deflation." 

Their conclusion is that low inflation is thwarting efforts in the most fragile countries to 
reduce debt, regain competitiveness and tackle unemployment. Their recommendation 
is that the ECB should thus take more action to strengthen its balance sheet. 

This is an excellent analysis. The important point is that the present rates are suffiicent 
to cause damage if allow to persist. Outright deflation is indeed not very probable - 
though possible in the presence of another large adverse shock - but that's not the issue 
here - which is that the ECB should not allow the inflation rate to fall below 2%. 
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Eurozone Financial Data 
10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.574 0.569 0.559 
Italy 1.822 1.787 1.769 
Spain 1.846 1.759 1.740 
Portugal 3.254 3.138 3.179 
Greece 5.333 5.270 6.21 
Ireland 1.467 1.444 1.446 
Belgium 0.687 0.685 0.695 
Bund Yield 1.599 1.605 1.623 
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.373 1.3731  
Yen 140.480 141.03  
Pound 0.822 0.8214  
Swiss Franc 1.219 1.2196  
ZC Inflation 
Swaps    
  previous  last close  
1 yr 0.93 0  
2 yr 1.01 0.88  
5 yr 1.32 0  
10 yr 1.76 1.61  
Eonia    
05-Mar-14 0.16   
04-Mar-14 0.16   
03-Mar-14 0.16   
28-Feb-14 0.26   
    
OIS yield curve    
1W 0.158 15M 0.116 
2W 0.169 18M 0.124 
3W 0.155 21M 0.158 
1M 0.145 2Y 0.166 
2M 0.126 3Y 0.288 
3M 0.122 4Y 0.447 
4M 0.123 5Y 0.636 
5M 0.116 6Y 0.831 
6M 0.113 7Y 1.021 
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7M 0.109 8Y 1.203 
8M 0.106 9Y 1.364 
9M 0.128 10Y 1.513 
10M 0.107 15Y 2.017 
11M 0.121 20Y 2.214 
1Y 0.121 30Y 2.284 

    
Euribor-OIS 
Spread    

 previous  last close  
1 Week -0.329 -0.929  
1 Month 3.571 3.871  
3 Months 11.143 12.043  
1 Year 38.214 39.114  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-03-
06.html?cHash=b0b9cdb26f80ff317e283c9414d7d2a8  
 

  
2013, el peor año para la hostelería en España 

La crisis deja secos a 10.000 bares 
... y a las peluquerías se les empieza a caer el pelo  

EFE  Madrid  

05-03-2014 19:55  

 
El sector de la restauración terminó 2013 como el peor año de su historia y de la crisis, 
con el cierre de unos 10.000 locales, afectado también por una fuerte bajada de precios -
de media del 15 al 20% en los últimos siete años-, según el presidente de la Federación 
Española de Hostelería y Restauración (FEHR), José María Rubio. 
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En una entrevista con Efeagro, Rubio asegura que “la agonía de la crisis un año más ha 
provocado que mucha gente no lo pueda resistir y que en el balance total de la crisis 
unos 60.000 establecimientos hayan cerrado sus puertas”. 

Explica que una pyme del sector puede pasar de 20 a 8 empleados, pero que en un local 
que es atendido por un matrimonio los gastos se “comen” el escaso margen del negocio, 
a lo que se une que se ha producido una “competencia terrible en precios” que ha 
provocado que de media hayan bajado entre el 15% y el 20%, y llega un momento que, 
cuando no pueden aguantar más, cierran. 

Según Rubio, la hostelería cerró el ejercicio 2013 con una caída de ventas del 1,5% pese 
al pequeño repunte del sector en agosto, cuando se alcanzaron cifras récord de turistas, y 
el sector arrastraba hasta entonces 63 meses de caídas consecutivas. 

“No estamos despegando, al menos de momento. Si analizamos los datos de 2013, es en 
la costa -donde más influye el turismo- donde se ha crecido; son los casos de Baleares, 
Canarias y, sobre todo, País Vasco, pero los datos de la restauración en el interior de 
España arrojan un descenso superior al 6%”, precisa. 

En su opinión, para que este sector crezca es necesario que despegue “el consumo 
interno, el de los españoles, que son quienes realmente gastan en restauración”. 

Sobre todo, porque los turistas que vienen a España con el paquete de 'todo incluido' 
“no gastan nada, pero tampoco los que llegan como pensión completa o media pensión”. 

Hay otros aspectos -añade- que ensombrecen las perspectivas, como el mayor coste que 
tendrán para las empresas y los trabajadores los gastos de alimentación a través de 
cheques restaurantes. 

La Federación estima que el impacto en la facturación del sector por los vales de 
comida será de 500 millones de euros: “ahora cada vez más gente se trae la comida de 
su casa o el bocadillo”. 

Incide en que la situación del sector es complicada, el IVA ha subido y los márgenes de 
los que no lo han repercutido se estrechan. “En general -asegura-, el objetivo actual del 
sector es perder menos o no perder”. 

Rubio cree que el sector está resistiendo porque no se ha invertido en este tiempo de 
crisis, con establecimientos que están obsoletos, tanto desde el punto de vista estético 
como de maquinaria, el más importante y que puede permitir ahorros sustanciales a las 
empresas. 

Por ello, asegura, el sector ha solicitado un Plan Renove para maquinaria de todo tipo 
(cámaras de frío, cocinas, cafeteras...) en los establecimientos de restauración, 
importante sobre todo cuando la crisis ha supuesto un cambio en los hábitos del 
consumo. 

“La fidelidad se ha perdido, ahora los clientes quieren probar distintos bares y 
restaurantes, y las nuevas formas de comunicarnos han hecho que el bar haya dejado de 
ser el centro de reunión de partida para decidir dónde vamos después”. 

 http://cincodias.com/cincodias/2014/03/05/empresas/1394044208_666070.html    
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Getting Comfortable with Volatility 
The ride has gotten bumpier in recent decades, but China has little to worry about 
because growth of 6 to 8 percent is still impressive 
By Mark Mobius 
Over the past few weeks, we've seen significant volatility in the markets, which has 
spooked some investors, but is also something we have become accustomed to. Markets 
generally (not only emerging markets) have become much more volatile during the last 
20 years as a result of massive flows of money from not only institutional investors and 
long-only mutual funds, but also hedge funds and high-frequency trading. We see such 
selloffs as potential opportunities to pick up bargains in select stocks if, in fact, the 
prices move low enough to draw our interest. We have found, however, that these kinds 
of fluctuations have, in the past, been generally short lived. 

For short-term investors, the type of selloff like the one we have seen in the markets 
recently can be very worrying. That's why, to some degree, we will see money quickly 
jumping out of what are deemed to be "risk assets," which include emerging market 
equities. But I think most long-term investors realize that they need to think before they 
leap, since recoveries can come very fast and it can be difficult to get back in when the 
recovery comes. The bottom line for emerging markets, as I see it, is that the long-term 
investment case hasn't dramatically changed. And I don't see it changing as long as 
these three themes remain in place: emerging markets' economic growth rates in general 
continue to be at least three times faster than those of developed markets; emerging 
markets have much greater foreign reserves than developed markets; and the debt-to-
GDP ratios of emerging market countries generally remain much lower than those of 
developed markets. Of course, there are notable outliers given the many and varied 
emerging countries, but we believe those basic facts auger well for the emerging 
markets' long-term prospects. 

During the past few months, emerging markets have been subject to such pessimism. 
These periods of volatility are certainly not new to us and don't change our long-term 
conviction of the potential that emerging markets hold. We feel recent declines have 
been overdone and based largely on irrational investor panic, and have viewed the 
recent pullback as an opportune time to search for bargains for our portfolios. We find 
valuations in many emerging and frontier stocks particularly attractive right now. 

Thoughts on China, and Argentina  
Two markets cited as triggering some of the panic that has spread to emerging markets 
broadly are China and Argentina, so I'd like to address those cases specifically here. 

Worries again are surfacing about the pace of growth in China after some disappointing 
recent economic data. As I see it, critics of the Chinese government seem desperate to 
find something wrong in China and have latched on to the idea that the country's growth 
is slowing. The reality is that China is still growing at a very rapid pace. If it can 
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achieve a growth rate in the range of 6 percent to 8 percent this year, it would be 
incredible for any economy of that size; the United States, Japan and other leading 
developed countries are far away from that growth rate. As the Chinese economy grows 
and transforms, we can't expect the double-digit growth rates of the past. There will be 
deceleration – but that's OK. In terms of dollar value, the increase in China's gross 
domestic product is very high. And, the country is embarking on a number of important 
reforms as it moves toward a more domestic-driven economic model. 

Regarding Argentina, at this stage of the game the government has acknowledged that 
there is a problem with the competitiveness of the peso at the official foreign exchange 
rate. After having lost some US$ 20 billion in reserves, the government decided to take 
its medicine, devaluing the currency and easing restrictions on the purchase of U.S. 
dollars for the first time since currency controls were put in place in November 2011. 
The official FX rate jumped to 8 pesos per U.S. dollar from the 6.8 level during the 
week of January 20, but still far from the thinly traded parallel U.S. dollar black market 
rate – known as the "blue dollar" rate, which was trading at 13 pesos to US$ 1. The 
problem is there are too many pesos chasing (wishing to purchase) U.S. dollars at the 
current Argentinian interest rates (20 percent). Since President Cristina Fernandez de 
Kirchner came back to office after her surgery and the change in the Cabinet she 
endorsed, the Argentinian government has lost US$ 2 billion of its reserves. 

As I see it, there are several questions that need to be answered. One relates to 
implementation risk of the devaluation. We think Argentina's currency depreciation is 
necessary, but it is questionable how the government is accomplishing it. In our view, 
one of the objectives of the policymakers must be to abolish the capital restrictions so 
that U.S. investment dollars are encouraged to enter the country. There is a considerable 
pressure on reserves, and I think the government cannot allow that unless it is able to 
convince investors to remain in pesos. With the parallel rate at around 13 pesos to US$ 
1 and the interest rates at 20 percent, in our view, the official rate should be closer to 10 
pesos. If interest rates are allowed to reach 40 percent, we believe the official rate 
should be around 9 pesos, which is not that far away from where it is now. 

If the government does not allow interest rates to rise, in my view, the devaluation will 
not stop the outflow of reserves; it will only buy time. The timid ease in the restrictions 
to purchase U.S. dollars for retail investors appears to be an attempt to reduce the 
demand in the parallel market that provides the basis for the gap between the official 
and the parallel rate. The government seems obsessed by the official/parallel market 
gap, but it doesn't seem to be doing anything to tackle the issue that we think put 
Argentina in its current situation: fiscal mismanagement and the resulting inflation. This 
brings us to the second point: fiscal adjustment. The government has been issuing 35 
percent of the monetary base to finance the government. Some forecasters estimate that 
the 2014 fiscal deficit could reach 5 percent of GDP. I think the government must freeze 
public spending and apply a brave utility rate adjustment. In combination with the 
devaluation, the flow of pesos to the system must be restricted or investors will continue 
to believe that the recent devaluation was not the last one. 

The author is the executive chairman of Templeton Emerging Markets Group 

 http://english.caixin.com/2014-03-05/100647106.html
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 March 5, 2014, 8:19 am69 Comments  

Lowflation and the Two Zeroes 
Via the always invaluable Mark Thoma, the IMF blog — yes, the IMF has in effect 
become an econblogger — has a terrific piece on the problem with low inflation in 
Europe. It’s the perfect antidote to the do-nothing voices insisting that there’s no 
problem, because we don’t see actual deflation yet. 

Part of the IMF analysis concerns debt dynamics. They don’t put it quite this way, but 
I’d say that to have debt deflation — in which falling prices due to a weak economy 
increase the real burden of debt, which depresses the economy further, and so on — you 
don’t need to have literal deflation. The process begins as soon as you have lower 
inflation than expected when interest rates were set. It’s also noteworthy that inflation 
rates in the highly indebted countries are all well below the eurozone average (pdf), 
with actual deflation in Greece and near-deflation in the rest. So the debt deflation spiral 
is in fact well underway. 

Beyond that, the trouble with low inflation is that it exacerbates the problem posed by 
the two zeroes — the impossibility of cutting interest rates below zero and the great 
difficulty of cutting nominal wages. 

Is ECB policy constrained by the zero lower bound? You could argue that it isn’t, since 
it could cut a bit further than it has but hasn’t. I’d argue, however, that if nominal 
interest rates were much higher — say, 4 percent — but the overall euro macro situation 
were what it is, with inflation clearly below target and unemployment very high, the 
ECB wouldn’t (and certainly shouldn’t) hesitate at all about cutting rates substantially. 
It’s only the fact that zero is already so close that makes cutting rates seem like a big 
deal, an admission that things are looking dangerous (which they are). 

Meanwhile, the zero on wages is hugely important now. The fundamental issue here is 
that Spain (and other debtors) needs to reduce its wages relative to Germany, reversing 
the runup in relative wages during the bubble years. The argument some of us have been 
making for a long time is that it’s vastly easier if this adjustment takes place via rising 
German wages rather than falling Spanish wages — partly because of the debt 
dynamics, but also and crucially because it’s very hard to cut nominal wages. 

What would you look for if downward nominal wage rigidity were a seriously binding 
constraint? A spike in the distribution of actual wage changes at zero. And sure enough: 

To be technical about it: Yowza. This is prima facie evidence that excessively low 
European inflation is already a huge problem. 

The point is that there is no red line at zero inflation; excessively low inflation is still a 
very severe problem, especially given the European situation, even if the number is 
positive. 

So when people warn about Europe’s potential Japanification, they’re way behind the 
curve. Europe is already experiencing all the woes one associates with deflation, even 
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though it’s only low inflation so far; and the human and social costs are, of course, far 
worse than Japan ever experienced. 

 
International Monetary Fund  

This need not lead to a breakup of the euro: Pessimists on that front, me very much 
included, misjudged the strength of European elites’ commitment to the project. But the 
euro might yet survive — and be a continuing disaster. 

http://krugman.blogs.nytimes.com/2014/03/05/lowflation-and-the-two-zeroes/  
 

March 4, 2014, 3:15 pm82 Comments  

The Real Poverty Trap 
Earlier I noted that the new Ryan poverty report makes some big claims about the 
poverty trap, and cites a lot of research — but the research doesn’t actually support the 
claims. It occurs to me, however, that the whole Ryan approach is false in a deeper 
sense as well. 

How so? Well, Ryan et al — conservatives in general — claim to care deeply about 
opportunity, about giving those not born into affluence the ability to rise. And they 
claim that their hostility to welfare-state programs reflects their assessment that these 
programs actually reduce opportunity, creating a poverty trap. As Ryan once put it, 

we don’t want to turn the safety net into a hammock that lulls able-bodied people to 
lives of dependency and complacency, that drains them of their will and their incentive 
to make the most of their lives. 

OK, do you notice the assumption here? It is that reduced incentives to work mean 
reduced social mobility. Is there any reason to believe this as a general proposition? 

Now, as it happens the best available research suggests that the programs Ryan most 
wants to slash — Medicaid and food stamps — don’t even have large negative effects 
on work effort. There is, however, some international evidence that generous welfare 

156 

 

http://krugman.blogs.nytimes.com/2014/03/05/lowflation-and-the-two-zeroes/
http://krugman.blogs.nytimes.com/2014/03/04/flimflam-the-next-generation/?module=BlogPost-Title&version=Blog%20Main&contentCollection=Opinion&action=Click&pgtype=Blogs&region=Body
http://krugman.blogs.nytimes.com/2014/03/04/flimflam-the-next-generation/?module=BlogPost-Title&version=Blog%20Main&contentCollection=Opinion&action=Click&pgtype=Blogs&region=Body
http://www.huffingtonpost.com/2012/03/20/paul-ryan-welfare-reform_n_1368277.html
http://www.nber.org/papers/w17042
http://pubs.aeaweb.org/doi/pdfplus/10.1257/089533006776526094


states have an incentive effect: America has by far the weakest safety net in the 
advanced world, and sure enough, the American poor work much more than their 
counterparts abroad: 

 
Great! So poor Americans aren’t condemned to lives of complacency that drain their 
wills — or at least not nearly as much as the poor in other countries. So we must have 
much more upward social mobility than they do, as our poor make the most of their 
lives, right? 

Um, no.: 

 
In fact, the evidence suggests that welfare-state programs enhance social mobility, 
thanks to little things like children of the poor having adequate nutrition and medical 
care. And conversely,of course, when such programs are absent or inadequate, the poor 
find themselves in a trap they often can’t escape, not because they lack the incentive, 
but because they lack the resources. 
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I mean, think about it: Do you really believe that making conditions harsh enough that 
poor women must work while pregnant or while they still have young children actually 
makes it more likely that those children will succeed in life? 

So the whole poverty trap line is a falsehood wrapped in a fallacy; the alleged facts 
about incentive effects are mostly wrong, and in any case the entire premise that work 
effort = social mobility is wrong.  

http://krugman.blogs.nytimes.com/2014/03/04/the-real-poverty-trap/  

March 3, 2014, 2:27 pm228 Comments  

Envy Versus Anger 
Suddenly, or so it seems, inequality has surged into public consciousness — and neither 
the one percent nor its reliable defenders seems to know how to cope. 

Some of the reactions are crazy — it’s Kristallnacht, they’re coming to kill us — with 
the craziness quite widespread; notice how many billionaires, plus of course the Wall 
Street Journal, rallied around Tom Perkins. But even the saner-sounding voices 
evidently have a hard time wrapping their minds around the notion that anyone might 
find 21st-century finance capitalism a bit, well, unfair. 

A case in point: this article by Arthur Brooks, the president of the American Enterprise 
Institute. Brooks is deeply worried about changing popular attitudes toward wealth: 

According to Pew, the percentage of Americans who feel that “most people who want to 
get ahead” can do so through hard work has dropped by 14 points since about 2000. As 
recently as 2007, Gallup found that 70 percent were satisfied with their opportunities to 
get ahead by working hard; only 29 percent were dissatisfied. Today, that gap has 
shrunk to 54 percent satisfied, and 45 percent dissatisfied. In just a few years, we have 
gone from seeing our economy as a real meritocracy to viewing it as something closer 
to a coin flip. 

And how does he see this sea-change in attitudes? Why, it must be about growing envy 
of the rich, which is a terrible thing. 

But the polling data don’t say anything about envy: when people say that they have lost 
their belief that hard work will be rewarded, they aren’t saying that they are envious of 
the rich; they’re saying that they have lost their belief that hard work will be rewarded. 
To the extent that people have negative feelings about the one percent, the emotion 
involved isn’t envy — it’s anger, which isn’t at all the same thing. Envy is when you 
have negative feelings about rich because of what they have; anger is when you have 
negative feelings about the rich because of what they do. 

Think about it: Did the Occupy protests focus on how the one percent lives? Does 
muckraking journalism obsess over lifestyles? Yes, everyone knows about Mitt 
Romney’s car elevator, but it was the dorkiness rather than the luxury that made it a 
story. Actually, considering just how much the lives of the superelite have diverged 
from those of ordinary Americans, it’s kind of amazing how few articles there have 
been salaciously describing parties in the Hamptons and all that. 

No, what’s really driving most of the ire is the sense that many of the rich didn’t 
actually earn that position, that they grew rich at the rest of America’s expense. 
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And what has happened since 2007 that might justify such a belief? Um, how about all 
those .01 percenters who were boasting about what a great job they were doing, but 
turned out to be leading us into a catastrophic financial crisis? What about the much-
admired leaders who assured us that Wall Street was doing great stuff, and turned out to 
be totally clueless? 

Or what about the remarkable fact that since the crisis, profits have soared, while 
workers’ incomes have stagnated? 

 
People aren’t envious, they’re angry — and with good reason. 

http://krugman.blogs.nytimes.com/2014/03/03/envy-versus-anger/  

March 2, 2014, 10:19 am52 Comments  

Growth and Interest Rates: I Appear To Be 
Wrong 
In my last post I followed Floyd Norris in criticizing the CBO, which has marked down 
its estimates of future economic growth without marking down its estimates of future 
interest rates. I still think that’s a fair criticism. But I also offered a hypothesis: that 
interest rates fall more than one-for-one with slower growth, so that the crucial 
difference r-g — interest rate minus growth rate — actually falls, making debt easier, 
not harder, to handle. 

So I’ve taken a quick and dirty look at US history, and it doesn’t seem to bear my 
hypothesis out. Here’s actual r-g — strictly speaking, interest rates minus the rate of 
growth of GDP over the previous year — since 1952: 

Postwar US history broadly breaks into two eras: a fast-growth generation after World 
War II, and generally slower growth thereafter. If my hypothesis had been right, r-g 
should have been lower in the second era than the first. Well, it looks as if the opposite 
was generally true, even if you ignore the spikes around big recessions. 
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Interest rate 
minus GDP growth 

Now that I think about it, the case of Japan — although complicated by the zero lower 
bound — also counts in this direction: interest rates have been low, but GDP growth 
even lower. 

I still think that a fall in g leads to a fall in r (as it did in Japan), so that the budgetary 
implications are weaker than CBO seems to think. But lower growth does appear to 
make debt harder, not easier, to carry. 

http://krugman.blogs.nytimes.com/2014/03/02/growth-and-interest-rates-i-appear-to-be-
wrong/ 

March 1, 2014, 11:47 am34 Comments  

CBO Mix-And-Match 
Floyd Norris makes a really good point in criticizing the Congressional Budget Office; 
he argues that the office’s latest budget projections aren’t consistent. CBO has marked 
down its expectations for future growth, but it hasn’t marked down its expectations for 
future interest rates. And that leads to excessive fiscal pessimism. 

Indeed. CBO seems to think, for some reason, that this represents the new normal: 
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but that this does not: 

 
You can make the case that US long-term growth prospects have worsened 
substantially. But it’s hard to make that case without thinking that we will be at least 
flirting with secular stagnation, which will mean persistently very low interest rates. 

One way to think about why this matters this is in terms of the relationship between “r”, 
the real interest rate, and “g”, the economy’s long-run growth rate. The extent to which 
public debt is a problem depends a lot of this relationship. If r is close to or even below 
g, debt is hardly a burden at all; if revenues pay for non-interest outlays, debt as a share 
of GDP will steadily erode. Only if r>>g should we worry about debt spirals and all 
that. 

So what CBO has in effect done is mark down its estimate of g but not of r. And that’s 
surely not right. As Floyd says, we should expect lower g to lower r too. In fact, I think 
there’s good reason to believe that a fall in g will reduce r more than one for one, so that 
slow projected growth actually reduces the urgency of doing anything about debt. More 
about that when I have time to get to it. 

Important stuff. 

http://krugman.blogs.nytimes.com/2014/03/01/cbo-mix-and-match/ 

American Austerity, Charted Yet Again 
OK, I don’t know why I haven’t done this before. 

When you’re trying to track federal fiscal policy, a pretty good first cut is to focus on 
discretionary spending. For one thing, it is in fact the thing that has been moving a lot in 
recent years. Also, focusing on discretionary helps take out of the picture both spending 
rises driven by automatic stabilizers — like the slump-induced rise in unemployment 
benefits and food stamps — and spending driven by things like demography, as baby 
boomers hit retirement age. 

So here’s federal discretionary spending since the 2007 business cycle peak, compared 
with spending after the 2000 peak: 
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Office of 
Management and Budget  

If spending had tracked what happened under Bush II, discretionary spending would be 
about a third — or more than 2 percent of GDP — higher. Since there is good reason to 
believe that the multiplier is 1.5 or more, this would mean real GDP 3-plus percent 
higher, closing much if not most of the output gap, and probably an unemployment rate 
below 5.5 percent. In short, we would have had a vastly healthier economy but for the 
de facto victory of disastrous austerity policies. 
http://krugman.blogs.nytimes.com/2014/03/01/american-austerity-charted-yet-again/ 
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'Global Interest Rates and Growth (r-g)' 

Antonio Fatas looks at the relationship between growth and intereest rates: 

Global interest rates and growth (r-g): The difference between interest rate 

and growth rates appears as an important parameter in many macroeconomic 

models. It is also a key variable to assess the sustainability of public finances: 

higher interest rates make the cost of carrying over debt higher while high 

growth rates help keep the debt to GDP ratio under control. 

 

In a recent post Floyd Norris criticizes the assumptions used by the US 

Congressional Budget Office for its fiscal projections because they are 

assuming lower growth rates ahead but a return to "normal" interest rates. 

The point that Norris makes is that we tend to think that interest rates and 

growth rates are correlated, so if growth is going to be much lower going 

forward we should also forecast lower interest rates (and this will make the 

fiscal outlook look more positive). 

 

Paul Krugman initially supports Floyd Norris' arguments but later, after 

checking the data, he realizes that growth and interest rates are not that 

correlated. ... 

But ... Norris and Krugman are looking at interest rates and growth in the 

context of one economy (the US)..., given the global nature of capital 

markets the relationship between interest rates and growth (if any) should 

only be present at the global level. What happens if we look at the 

 differential between interest rates and growth for the world? ... 

As in the US data, the relationship between interest rates and growth rates 

has varied over the past decades. ... 

In summary, given that interest rates are determined by global conditions, 

anything could happen when comparing them to growth rates for a given 

country (of course if the country is large enough to influence global variables 

then national and global conditions are correlated). The right way to look at 

these two variables is at the world level. But the empirical evidence confirms 
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that, even if we look at a global level, one cannot rule out future scenarios of 

movements in interest rates and growth rates in opposite directions (they still 

need to be justified in terms of the global dynamics of investment and saving, 

but they are possible). 
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Potenciará la figura del medidador concursal para evitar más quiebras 

El Gobierno impulsará los acuerdos 
extrajudiciales en los concursos 
Economía permitirá quitas de deuda con el acuerdo del 75% de los acreedores  
Raquel Díaz Guijarro / Alberto Ortín Ramón  

Madrid  

06-03-2014 08:01  

 
El ministro de Economía, Luis de Guindos.// EFE  

Más tiempo para recomponer la situación financiera de la compañía, más garantías de 
que la negociación con los acreedores llegue a buen puerto y, en consecuencia, muchas 
menos probabilidades de acabar declarando el concurso de acreedores y, en última 
instancia, la desaparición de la sociedad. Esta es la filosofía con la que el Gobierno ha 
diseñado el nuevo paquete de medidas que trata de salvar de la quiebra a empresas que 
aunque se encuentren fuertemente endeudadas, continúan siendo solventes. 

El Consejo de Ministros prevé aprobar mañana un real decreto ley de medidas urgentes 
de refinanciación y reestructuración de deuda empresarial para mitigar en la medida de 
lo posible esta situación. En opinión de los expertos consultados, las iniciativas que 
contiene representan una reforma de calado de la Ley Concursal y persiguen impulsar 
los acuerdos extrajudiciales y reducir el número de concursos. 

Según el texto del real decreto, al que ha tenido acceso CincoDías, una de las 
modificaciones de mayor trascendencia es la referida al inicio de los procesos de 
refinanciación. 

Así, se modifica el artículo 5 bis de la legislación concursal (que regula la presentación 
de preconcurso) y se permite que solo con la presentación de la comunicación de que 
van a iniciarse las negociaciones para alcanzar un acuerdo de refinanciación se 
suspendan, durante el plazo previsto para llevarlas a cabo, las ejecuciones judiciales de 
los bienes que resulten necesarios para la continuidad de la actividad profesional o 
empresarial del deudor. 

La reforma de la Ley Concursal prevé esperas en el pago de la deuda de más de cinco 
años 
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Tal y como analizan los expertos, se pretende así fomentar una negociación eficaz, que 
no esté sujeta a presiones y que no precipite la situación de insolvencia del deudor por 
una ejecución de garantías sobre determinados bienes. Ahora es frecuente que cuando 
una compañía inicia la refinanciación de su deuda con sus acreedores, alguno de 
ellos trate al mismo tiempo de asegurarse el cobro de lo adeudado instando la 
ejecución judicial de alguno de los activos aportados como garantía. 
En el marco de este intento por parte del regulador de impulsar los acuerdos 
extrajudiciales, el real decreto da relevancia a la figura del mediador concursal, muy 
poco utilizada hasta ahora. En el caso de que una empresa se vea inmersa en una 
situación preconcursal esta podría solicitar un acuerdo extrajudicial de pago 
designándose entonces un mediador que deberá comunicar al juzgado competente la 
apertura de negociaciones. 

De acuerdo a la documentación a la que ha accedido este diario, el real decreto 
permitirá incluso que el deudor requiera que se mantenga en secreto la 
negociación sin necesidad de que se dé publicidad a la resolución. 
También se introduce un nuevo supuesto en el cual los acuerdos alcanzados se declaran 
no rescindibles, sin necesidad de lograr determinadas mayorías de pasivo, 
constituyéndose en consecuencia lo que el real decreto denomina un “puerto seguro”. 
Bajo ese nombre se encuentra la posibilidad de la negociación directa del deudor con 
uno o más acreedores siempre que signifiquen simultáneamente una mejora de la 
posición patrimonial del deudor, es decir, que no conlleven una merma de los 
derechos del resto de acreedores no intervinientes. Se crea de este modo una especie 
de blindaje o seguro frente al poder que en algunos procesos han llegado a ostentar los 
acreedores minoritarios, capaces de boicotear cualquier posibilidad de acuerdo entre el 
deudor y otros acreedores con mayor representación sobre el pasivo. 

Por lo tanto, una vez aclarado que la apertura de un proceso de negociación para 
refinanciar la deuda de una empresa tiene prevalencia sobre la declaración de concurso 
de acreedores y la ejecución judicial de los bienes necesarios para el desarrollo de la 
actividad de dicha empresa, faltaba por determinar qué mayorías serán necesarias para 
poder suscribir el acuerdo. La refinanciación podrá salir adelante si hay acuerdo 
entre los acreedores que representen al menos el 55% del pasivo financiero. Ahora, 
a esta flexibilización se le suma una más. Deudores y acreedores podrán pactar 
esperas con plazos de más de cinco años, quitas en el importe de los créditos 
adeudados y la conversión de esos préstamos en acciones, participaciones o 
créditos participativos si así lo deciden los representantes de al menos el 75% del 
pasivo financiero. Si el plazo es inferior a los cinco años, con el 55% será suficiente. 
El presidente del Registro de Economistas Forenses (Refor), Leopoldo Pons, aseguró 
ayer que en estos momentos existe el riesgo de que un total de 65.000 empresas (15.000 
grandes y medianas compañías y 50.000 micropymes) desaparezcan debido a sus 
problemas financieros. En esta línea, el presidente del Consejo General de Economistas, 
Valentí Pich, destacó que unos 200.000 millones de euros corresponden a esos procesos 
de refinanciación que tienen entre la espada y la pared a numerosas compañías, 
aproximadamente el 30% del saldo vivo total del crédito a empresas. 

http://cincodias.com/cincodias/2014/03/05/economia/1394049142_194365.html   
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Equiparación de las titulaciones de los ingenieros superiores 

Fomento anuncia una solución para los 
pre-Bolonia “en un brevísimo plazo” 

La Defensora del Pueblo insta a homologar a los titulados pre-Bolonia //Se buscan 
ingenieros, absténganse españoles  
Gabriele Ferluga  

Madrid  05-03-2014 17:59  

 
El secretario de Infraestructura, Transporte y Vivienda, Rafael Catalá. 

PABLO MONGE  

De “seis meses”, como se dijo hace un mes, a “unas pocas semanas”, han asegurado 
hoy. Poco a poco y de declaración en declaración, el Gobierno intenta poner fecha a la 
solución que siguen esperando desde hace año y medio los titulados pre-Bolonia, a los 
que la Administración española solo reconoce el nivel de grado, según el nuevo marco 
de titulaciones, a pesar de tener créditos suficientes para la obtención del máster. El 
secretario de Estado de Infraestructura, Transporte y Vivienda, Rafael Catalá, ha 
anunciado esta mañana “una solución definitiva y estable” a la falta de equiparación de 
las titulaciones de los ingenieros superiores españoles anteriores al llamado plan 
Bolonia con el nivel actual de máster, tal y como exige la Unión Europea desde la 
implantación del nuevo sistema de titulaciones. 

Esta falta de equiparación ha causado ya muchos daños no solo a los profesionales que 
buscan trabajo en el extranjero, donde se exige el máster –se encuentra muy afectado 
sobre todo el colectivo de ingenieros– sino también a las empresas constructoras, que se 
ven penalizadas en los procesos de licitación pública fuera de nuestras fronteras: la 
presencia de ingenieros con máster, un título que los españoles no pueden ostentar, 
puntúa más en las licitaciones públicas fuera de nuestras fronteras. De ahí, que muchas 
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empresas españolas prefieren contratar a profesionales locales, que sí pueden acreditar 
este nivel. 

El anuncio del secretario de Estado se ha producido durante la Asamblea General de 
Tecniberia, la Asociación española de empresas de ingeniería. “No hemos sido capaces 
aún de resolver este problema adecuadamente”, ha reconocido Catalá ante la patronal de 
ingeniería, “aunque estamos persiguiendo una solución concreta a través del Ministerio 
de Educación para que agilice los trámites y establezca ya las reglas de homologación 
necesarias”. Sin embargo, no ha explicado con qué medida se va a tomar la solución, 
pero ha asegurado que esta llegará “en un plazo brevísimo, unas pocas semanas”. 

También te puede interesar// La Defensora del Pueblo insta a homologar a los 
titulados pre-Bolonia// Se buscan ingenieros, absténganse españoles// “La falta de 
equiparación con la UE hace daño a la ingeniería”// Un máster urgente: ingenieros de 
caminos 

"Es de agradecer que aún quede en este Gobierno quien todavía evidencie preocupación 
por dar solución a la problemática de la equiparación de los ingenieros españoles", 
ironiza Luis Manuel Tomás Balibrea, presidente de la Federación de asociaciones de 
ingenieros industriales de España (FAIIE). Balibrea subraya que justo hoy "la 
insensibilidad de los responsables del Ministerio de Educación ha quedado oficializada 
con la publicación en el BOE del Real Decreto de modificación del Marco Español de 
Cualificaciones para la Educación Superior, que ha aportado un solución a la 
problemática futura de los Graduados de 300 ECTS, aunque desperdiciando la 
oportunidad de haber incorporado en él también la solución para todos los licenciados, 
arquitectos e ingenieros titulados con anterioridad a Bolonia". 

Diego Álvarez, que ha recogido ya más de 35.000 firmas bajo una petición al Ministerio 
de Educación publicada en la web change.org, se alegra de saber que ahora existe cierta 
concienciación en el Ejecutivo con respecto a este tema. Sin embargo, matiza: "Estoy 
cansado de oír anuncios de anuncios. Lo único cierto es que lo de los titulados pre-
Bolonia lo dejan para el final. Los problemas deben resolverse por prioridad y orden y, 
en este caso, no ha habido ni una cosa ni otra", añade. 

El pasado 27 de febrero la Defensora del Pueblo, Soledad Becerril, entregó el informe 
anual 2013 a las Cortes Generales, en las manos del presidente del Congreso, Jesús 
Posada, y del Senado, Pio García Escudero. En él, este organismo “puso de manifiesto a 
la Dirección General de Política Universitaria la conveniencia de agilizar todo el 
proceso, con el fin de evitar cuanto antes las dificultades de los titulados que están 
tratando de desarrollar su ejercicio profesional fuera de España”. En el mismo 
documento, declaró haber propuesto que se aprueben “normas de alcance más 
restringido” para resolver la situación de “determinadas titulaciones, como ocurre en el 
caso de los ingenieros”. 

En una carta dirigida a la Federación de Asociaciones de Ingenieros Industriales de 
España (FAIIE), la adjunta segunda, Concepció Ferrer i Casals, afirmó que las gestiones 
de la Defensora del Pueblo ante el Ministerio de Educación “no han obtenido más que 
una respuesta genérica, sin fijar plazo alguno en el que quepa esperar una solución al 
problema”. Fuentes del departamento que dirige José Ignacio Wert, consultadas por este 
periódico, aseguraron que se pondría coto al problema “más temprano que tarde”, 
mientras para el secretario de Universidades, Federico Morán “lo suyo son seis meses”. 
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Pese a ello, en una carta a la que ha tenido acceso Cinco Días, fechada el 5 de febrero y 
dirigida a la Unión Profesional de Colegios de Ingenieros (UPCI), el Ministerio de 
Educación rechazó la petición de dicha entidad de equiparar la titulación de ingeniero 
de caminos al nivel de máster, alegando que Educación está tramitando "el oportuno 
instrumento jurídico" que dé solución a los problemas de equivalencia de todas las 
titulaciones y que este "reviste gran complejidad". 

http://cincodias.com/cincodias/2014/03/05/economia/1394035246_282813.html 
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Bank Oversight 

Europe Stressed by Approaching Stress Tests 
By Martin Hesse, Christoph Pauly and Anne Seith  
Thousands of ECB auditors have begun examining the balance sheets of euro-zone 
banks. Stress tests are coming soon. With the European Central Bank in charge of 
oversight, many hope the EU's financial industry will return to health. But there 
are risks. 
Years of crisis in Europe's banking industry have taught Martin Blessing a thing or two 
about dealing with adversity. The Commerzbank head jad recently joked with 
confidantes about how often he and his bank had been left for dead. And yet, both are 
still around. 

Still, Blessing is certainly aware that the ultimate test still lies before him this year -- in 
the form of balance sheet evaluations performed by the European Central Bank. In an 
unprecedented effort, the ECB will unleash thousands of auditors and regulators to 
examine the books of 128 banks in the euro zone. The project is set to be completed 
before early November when the ECB will assume oversight of the common currency 
zone's largest financial institutions. 

First, a detailed look at the quality of the banks' balance sheets will be undertaken. Then 
their resilience to potentially adverse market conditions will be tested. At the conclusion 
of the exercise, the ECB may require some financial institutions to make improvements 
and could even recommend that some banks be liquidated. "In my entire career, I have 
never seen anything like" the tests, says one long-serving bank head. 

Even if some banks are bound to suffer, the experiment could sound the all-clear the 
European financial world has long been waiting for -- a new beginning after seven 
tortuous years of crisis during which hundreds of billions of euros of state help flooded 
into the sector. Indeed, the ECB is still providing assistance in the form of emergency 
credit because banks don't trust each other. Were the ailing banks to in fact be 
eliminated and the rest granted a certificate of financial health, confidence could be 
restored and dependency on the ECB eliminated. 

Yet the project is also a risky one. Should the ECB prove too strict, it could destabilize a 
European banking sector that has only just begun to show the first signs of recovery. 
But if it isn't strict enough, or allows itself to be influenced by national interests, the 
ECB's credibility could be called into question. As such, the stress test will provide the 
first indication as to whether the ECB will in fact be able to adequately monitor 
Europe's banks. "We know that we have a single opportunity to establish our credibility 
and reputation," Danièle Nouy, head of the ECB's supervisory arm, recently told the 
Financial Times. 

'Hobby Gardening Club'  
Although the 63-year-old Frenchwoman is so petite she seems to almost disappear 
behind the podium when she makes presentations, her stern expression gives off an 
implacable aura. She is aware how easily ECB can embarrass itself in its new role as 
super-regulator. 
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Just three years ago, Europe's first monitoring agency, the European Banking Authority 
(EBA), launched a broad stress test, only to see it fail miserably. The 50-person team in 
London, which one regulator jokingly refers to as a "hobby gardening club," proved to 
be completely overwhelmed by the task. The agency's credibility quickly vanished 
when some banks that had passed the test almost immediately ran into difficulties. 

Nouy is thus establishing her severity from the get-go. "We have to accept that some 
banks have no future," she told the Financial Times. "We have to let some banks 
disappear in an orderly fashion." 

The entire sector is now wondering which banks, and how many of them, might be 
found wanting. Estimates vary drastically as to how badly off European financial 
institutions really are. A pair of professors from Berlin and New York recently 
calculated that the total capital buffer of 109 euro-zone banks is far too small, saying 
that at least an additional €770 billion (approximately $1 trillion) is needed. A similar 
study carried out by the OECD found that the euro-zone's 60 largest banks are only 
lacking €84 billion. 

"Supposedly, the ECB intends to fail 30 banks to establish credibility," says Dirk 
Becker, an analyst with Kepler Cheuvreux in Frankfurt. "If that is true, it could get 
dicey for German institutions as well, such as Commerzbank, HSH Nordbank or 
Nord/LB." The US investment bank Keefe, Bruyette & Woods (KBW) believes that 27 
banks will fail, but that German institutions will be particularly hard hit. KBW forecasts 
that eight banks in Germany won't pass the test, almost as many as in Italy and Spain 
combined. 

Auditors taking part in the test are keeping mum. The ECB's specifications have not yet 
been finalized, says Michael Gättgens, a partner at Deloitte. "Thus, it is hardly possible 
to reliably assess the possible effects on German banks." Christian Noyer, head of 
Banque de France, is likewise serene. "I do not expect a big number of banks to fail in 
the test or a large capital shortfall," he says. "But there may be a handful of institutions 
where problems yet have to be fixed." 

Trouble for Deutsche Bank?  
That, though, is easier said than done. In Spain, the number of real-estate loans in 
default is growing as the crisis continues. In Italy, corporate loans are suffering the same 
fate amid economic doldrums. Even worse, the balance sheets of many Italian banks are 
loaded with Italian sovereign bonds, a situation which makes them vulnerable should 
the debt crisis flare up again. 

German banks, on the other hand, are struggling with billions of loans to the shipping 
industry. With commercial shipping in its sixth year of crisis, large numbers of defaults 
are looming. One former high-ranking bank manager who focused on shipping says that 
banks should already have written off up to a third of the money they have tied up in the 
industry. But Nord/LB, to take one example, has only cleared 10 percent of its holdings 
from its balance sheet. Commerzbank has refused to say how much of its €14 billion 
shipping portfolio it has written off. 

Even Deutsche Bank, Germany's biggest financial institution, could have trouble 
passing the stress test, say KBW analysts. The Frankfurt-based bank has a particularly 
large number of complex securities whose prices are determined by modeling. The ECB 
intends to take a closer look at the practice. 
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Yet the regulators may run into trouble. Not only does Deutsche Bank have some €40 
billion worth of such securities on their books, but they use several thousand different 
models to calculate their value. It is "illusory to think you can look at all of them," one 
supervisor admits. It will likely only be possible to analyze a few such models at 
random. 

Time, after all, is short. The ECB has committed to completing the balance sheet checks 
in the next three months. The second phase -- that of determining how much capital 
each bank will need to withstand specific crisis scenarios -- is to begin in May.  

Further complicating the effort is the fact that, while the first phase may already have 
begun, Nouy is still establishing her team. Of the 1,000 employees that she will 
eventually have, only a few hundred have started work, and many of those are only on 
loan from national oversight agencies. Four new directors general were named as 
recently as January. "They first have to figure out how their printers work," one banker 
complained. 

The ECB has thus delegated much of the evaluation to auditors hired by national 
institutions. They have only recently begun their work -- a situation akin to a team of 
paramedics beginning open-heart procedure before the doctors arrived. And the banks 
affected have had little time to prepare. "We still don't have a schedule for the test, no 
documentation," said one bank employee shortly before the auditors arrived. 

Nevertheless, the ECB's aims are ambitious. Auditors have identified 15 risky credit 
portfolios at each bank for evaluation. Thousands of loans and securities at each 
institution are to be examined, a number of checks that is four to five times greater than 
for average year-end statements. Everything is to be questioned: whether the risks have 
been adequately calculated, what collateral has been established, their most recent 
appraised value. "The effort is enormous," says one banker. 

'The Greatest Worry'  
First, though, the auditors have to come to terms with the vast amount of data they are 
confronted with and somehow establish a method for comparing the banks, which have 
thus far operated within 18 different legal frameworks and under the oversight of 18 
different regulatory agencies. Even the definition of "non-performing loans" is different 
in many countries: In Germany, the last payment must be 90 days overdue to be 
identified as such. Some countries accept a longer period of delinquency, others, a 
shorter one. "The greatest worry among all bankers is that suddenly, standards will be 
established that didn't exist before," one senior German banker said. 

Some governments in the euro zone are thus trying to assist banks in their own country 
while it is still possible. Spain, for example, recently allowed its financial institutions to 
book future tax benefits in a way that increased the sector's total capital buffer by €30 
billion. Italy too has sought to perk up its banks: Unicredit and co. were to be given the 
opportunity to increase the calculated value of their Italian Central Bank holdings prior 
to the stress test. 

Germany's central bank, the Bundesbank, put a stop to the maneuver, but Germany too 
is seeking to protect its financial institutions. Chancellor Angela Merkel's government is 
pressuring Brussels to exempt capital aid given to state-owned banks from potential 
European Commission sanctions for violating competition rules. That would help 
Germany's Landesbanken (banks owned by German states) should the ECB determine 
that they need fresh capital. 
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But the European Commission -- which already forced the winding down of WestLB, a 
Landesbank in North Rhine-Westphalia -- intends to stand firm this time around as well. 
Additional state aid, Brussels says, could trigger mandatory restructuring at both 
privately and publicly owned institutions. As such, the ECB stress tests could become a 
lever for the Commission to further shrink the Landesbank sector. 

From the ECB's perspective, governments and banks are too interdependent anyway. 
That became apparent two years ago when the billions of euros of sovereign bonds 
found on the balance sheets of banks in Europe threatened to destroy the European 
common currency. 

The Search for Calm  
That is one reason Danièle Nouy's agency isn't fond of so-called prudential filters, 
which ensure that losses occurring as a result of radical shifts on the sovereign bond 
markets don't immediately affect a bank's capital holdings. Because every national 
authority has thus far been able to determine by itself the degree to which sovereign 
bond market shifts must appear on the balance sheet, the prudential filter could have an 
outsized influence on the stress test results. Many at the ECB would rather exclude the 
prudential filter entirely. 

They are, at least, supposed to be made public. "Then, at least the market could 
determine the strength of their effect on capital reserves," says Frankfurt-based 
economics professor Jan Pieter Krahnen. 

Nobody, of course, seriously believes that explosive results, should there be any, can be 
kept under wraps for several months. Indeed, if the ECB isn't careful, their examination 
of euro-zone banks could actually unleash renewed turbulence instead of calming the 
markets.  

Dirk Auerbach, a regulatory expert with KPMG, believes that releasing too much 
information could also be dangerous. He says he isn't convinced it is sensible to make 
the test results transparent. "There is a danger that speculators could target putatively 
weak banks, thus making their problems even worse," Auerbach says. 

Critics of the banking system, such as the analyst Dieter Hein of fairesearch, have other 
reasons to doubt whether the stress test will make the system as a whole more stable. 
Financial crises, he says, tend to begin in sectors where they are least expected. "Even 
the best stress tests won't help," Hein says. "Today you test the shipping portfolio and in 
three years, the automobile industry plunges into a crisis that nobody foresaw." 

As such, it can hardly be expected that complete calm will return to the European 
banking sector following the ECB evaluations. Some regulatory agencies are already 
planning for the post-test period. French central bank head Noyer has a proposal that 
will likely be received with some anxiety by Germany's Sparkassen, the country's small 
savings banks. "I think it would be a good idea for national supervisors to conduct the 
same exercise with smaller banks that are not covered by the ECB in the near future," he 
says. 

Translated from the German by Charles Hawley 

URL: http://www.spiegel.de/international/business/banks-in-europe-concerned-about-
upcoming-ecb-run-stress-tests-a-956668.html 
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solve-crisis-a-942004.html 

• 'This Perverse Angst': Draghi Defends Euro Rescue Policies (01/02/2014) 
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draghi-a-941489.html 

• ECB Headquarters: Skyrocketing Costs for Skyscraper Project (10/28/2013) 
http://www.spiegel.de/international/business/cost-overruns-and-delays-plague-ecb-
skyscraper-project-in-frankfurt-a-930352.html 

• Weapons of Last Resort: ECB Considers Extreme Crisis Measures (12/05/2013) 
http://www.spiegel.de/international/business/ecb-examines-weapons-of-last-resort-to-
combat-debt-crisis-a-937382.html 

 03/05/2014 03:51 PM 

Ukraine Crisis 

EU Concerned about Cost of Sanctions 
on Russia 
By Gregor Peter Schmitz  

Russia's aggression in Ukraine has set off plenty of bluster and aggressive 
rhetoric in Europe. But many EU member states are skittish about the 
potential dangers of imposing punitive economic measures on Moscow. 
Great Britain would very much like to penalize Russia for its encroachment on the 
Crimean Peninsula. But it should cost the UK as little as possible. That, it would appear, 
is London's strategy for dealing with Moscow's aggression against Ukraine -- an 
approach made public through an embarrassing blunder on Monday. A freelance 
photographer snapped a picture of a classified document held by a government official 
as he entered Downing Street for consultations. The document outlined the potential 
punitive actions British Prime Minister David Cameron might take against Russia. 

Britain should "be prepared to join other EU countries in imposing 'visa 
restrictions/travel bans' on Russian officials," the paper advised. It added that Britain 
should "not support, for now, trade sanctions … or close London's financial center to 
Russians."  

The message is clear: The British economy, which profits immensely from wealthy 
Russians, should be protected from potential fallout from the ongoing stand-off over 
Ukraine. Sanctions of some sort, it has become increasingly clear, will almost certainly 
be imposed, particularly with EU leaders gathering in Brussels on Thursday to develop 
a joint bloc response.  
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But the document photographed outside Downing Street reflects the deep wariness in 
the EU of the potential costs associated with punitive action against Moscow. Brussels 
wants to send a message, while preventing excessive backlash. 

Tough Rhetoric  
The risks for such a backlash are high. The EU economy is heavily reliant on Russia -- 
the country represents the EU's third-largest trading partner. The reverse, of course, is 
true as well: Europe is number one on the Russian list. Economic ties between the EU 
and Russia continue to be tight despite the turbulence triggered by the global economic 
crisis and the 2008 Russia-Georgia conflict. European exports to Russia primarily 
include machinery, chemicals and agrarian products whereas imports from the Russians 
are predominantly made up of raw materials. 

The EU was also a major backer of Russia's admission to the World Trade Organization 
in 2012 and maintains significant influence over Moscow; EU member states are by far 
the most important source of foreign investment in Russia. 

Nevertheless, with tough rhetoric having come out of several European capitals in 
recent days, and equally pointed retorts emanating from Moscow, it seems likely that 
some form of tit-for-tat looms. French Foreign Minister Laurent Fabius on Tuesday said 
that EU sanctions could come as soon as Thursday. In response, Russian parliament has 
warned that Moscow would respond in kind, according to a Wednesday report on the 
Voice of Russia website.  

Countermeasures from Russia could prove painful to the EU, particularly when it comes 
to the energy sector. Germany, for example, imports more than a third of its natural gas 
and oil from Russia; other European countries are vastly more dependent on Moscow 
for their energy needs. Theoretically, Europe could compensate by turning to Norway 
for its natural gas needs, but energy prices would spike as a result. 

Thus far, no concrete steps have been taken to impose penalties aside from the 
suspension of trade talks between the US and Russia. The EU, however, has been 
openly considering sanctions on individuals and specific companies, so-called targeted 
measures. 

The US is keeping a close eye on Europe's sanctions debate, knowing full well that 
America alone is unable to exert sufficient pressure on Moscow. The US isn't even 
among Russia's top 10 trading partners. "The Americans can only exert effective 
economic pressure on Russia together with Europe," says transatlantic expert Jack Janes 
of the American Institute for Contemporary German Studies in Washington. 

Diligence over Speed  
It is now up to the Europeans to decide how far they want to go. And given the wildly 
varying degrees of enthusiasm for sanctions, it seems safe to assume that they won't go 
far. Several Eastern European countries have emerged as hardliners, but the further the 
distance from Ukraine, the less the enthusiasm for confronting Russia. The Austrians, 
too, expressed skepticism of punitive measures on Wednesday, with Finance Minister 
Michael Spindelegger saying that in the Ukraine crisis, the focus should not be put on 
sanctions. 

Germany is somewhere in the middle, with Foreign Minister Frank-Walter Steinmeier 
stressing the creation of a forum for direct Ukraine-Russia talks over sanctions. Gernot 
Erler, the German government's coordinator for relations with Russia, has also been 
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cautious. "I would warn against imposing sanctions at the current point in time," he told 
SPIEGEL ONLINE on Tuesday. "Such a move could ruin chances for achieving a 
political solution, as small as the window for such a solution might appear." 

No matter what happens, though, collateral damage is to be expected, with the New 
Russia-EU Framework Agreement likely to suffer. Negotiations on the deal have been 
sluggish recently, primarily due to Russia's focus on creating a customs union with 
Belarus, Kazakhstan and Ukraine. 

On the website of Germany's Foreign Ministry, a blurb about the Framework 
Agreement reads: "Negotiations have been ongoing since 2008 on this ambitious 
document, which is to establish a reliable and long-term foundation for relations in the 
areas of politics, economics, trade, science and culture. The discussions have come a 
long way. But because of the importance of the agreement to both sides, diligence takes 
precedence over speed." 

Given the current stand-off, that is likely truer now than ever before. 

URL: http://www.spiegel.de/international/europe/eu-concerned-about-potential-high-cost-of-
sanctions-on-russia-a-957101.html 

Related SPIEGEL ONLINE links: 

• Crimean Crisis: All Eyes on Merkel (03/04/2014) 
http://www.spiegel.de/international/world/angela-merkel-plays-central-role-in-russia-
diplomacy-over-crimea-a-956834.html 

• EU vs. Moscow: Russia Tries to Woo Back Moldova (03/04/2014) 
http://www.spiegel.de/international/europe/russia-tries-to-keep-moldova-from-getting-close-
to-eu-a-956597.html 

• The New Ukraine: Inside Kiev's House of Cards (03/03/2014) 
http://www.spiegel.de/international/europe/post-yanukovych-ukraine-looks-to-avoid-past-
pitfalls-a-956585.html 

• Ukraine Conflict: Putin Strengthens His True Enemies (03/03/2014) 
http://www.spiegel.de/international/world/russian-invasion-of-crimea-will-create-nationalist-
problem-in-ukraine-a-956614.html 

• Economic Woes: The Uncertain Future of Ukraine's Finances (02/28/2014) 
http://www.spiegel.de/international/europe/ukraine-facing-financial-instability-but-imf-may-
help-soon-a-956353.html 

 

 03/05/2014 05:02 PM 

Right-Wing Extremism 

Germany's New Islamophobia Boom 
By SPIEGEL Staff 
Across Germany, right-wing organizations are using anti-Islam rhetoric to further 
their ideas -- and finding a receptive audience. Now legal experts are debating 
whether it's time for a new kind of hate-crime legislation.  
Stachus is one of Munich's nicest squares. It is rich in tradition and filled with 
pedestrians -- and perfect for Michael Stürzenberger's purposes. Hand balled into a fist, 
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he paces back and forth and screams, "The Koran is the most dangerous book in the 
world." Because a couple dozen people have come to demonstrate against 
Stürzenberger, police officers in bullet-proof vests are watching over the area.  

A decade ago, Stürzenberger, 49, was the spokesperson for the Munich office of the 
Christian Social Union (CSU), the Bavarian sister party of Chancellor Angela Merkel's 
Christian Democratic Union. But since 2012 he has been active in a splinter party called 
Die Freiheit ("The Freedom"), of which he was elected federal chairman three months 
ago. He preaches hate against Islam and compares the Koran to Hitler's "Mein Kampf." 
For two years now, he's been collecting signatures opposing the planned construction of 
an Islamic center in Munich. He has already held over one hundred anti-Islam rallies.  

The Freiheit leader isn't alone. Several supporters, have joined him on Stachus, some 
carrying signs such as "No mosque on Stachus," or "Stop the enemies of democracy." 
Stürzenberger screams that Sharia instructs men to hit women. His voice cracks. "We 
don't want that in Bavaria!" A retiree asks where he can sign "against Islam." 

For most Munich residents, Stürzenberger's verbal assaults are an embarrassment. CSU 
city councilwoman Marian Hoffman compares his incitements to the "droning speeches 
of the Nazis." The city government of Mayor Christian Ude, a member of the center-left 
Social Democrats, is worried about possible conflict during the upcoming local 
elections. Munich, he says, has become the focus of "experimentation" by radical anti-
Islamists with the right-wing populists from Die Freiheit testing whether or not their 
attacks on the Muslim minority have majority appeal. If Stürzenberger gathers enough 
signatures for a citizens' initiative against the mosque, it would send a signal across 
Bavaria and beyond that Muslims are not welcome.  

Growing Anti-Islam Movement  
There have been plenty of movements such as Stürzenberger's in Germany in recent 
years. They generally begin in response to the construction of a mosque: Reluctance 
turns into resistance, then hate and violence. Over the last two years, there have been 
arson attacks against Muslim prayer houses in Berlin, Hanau and Hannover. Politically 
Incorrect, the most prominent German-speaking anti-Islam website, has up to 120,000 
visitors per day.  

In addition to Die Freiheit, radical anti-Islamists have founded the political party Pro 
Deutschland ("Pro Germany") and the citizens' movement Pax Europa. They are 
currently attempting to gain influence over the euro-skeptic Alternative for Germany 
Party (AfD) -- the former federal chairman of Die Freiheit has called for his followers to 
support the AfD in this May's European elections.  

According to a study by the Friedrich Ebert Foundation, 56 percent of Germans 
consider Islam to be an "archaic religion, incapable of fitting into modern life" and 
many believe religious freedom for Muslims should be "substantially restricted." 

There are several potential explanations for the rising skepticism of Islam in Germany. 
For one, many third-generation Muslim immigrants are living more strictly than their 
parents did, making them more conspicuous. Also, in some neighborhoods in large 
German cities, Muslim girls are afraid of going outside without wearing a headscarf. 
There have also been several reports in the German media recently of ethnic-German 
men converting to Islam, radicalizing and going to Pakistan for terror training. Just this 
past week, the Minister of the Interior warned that a total of 300 German Jihadists have 
left Germany to fight in Syria.  
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Hans-Georg Maassen, president of the Federal Office for the Protection of the 
Constitution (BfV), Germany's domestic intelligence agency, sees a "correlation" 
between the activities of the radical Salafists and far-right agitation. 

There are about four million Muslims in Germany, almost half of which have a German 
passport. The BfV estimates that about 42,000 (or 1 percent) of them are 
fundamentalists and 1,000 are potentially violent.  

Anti-Islamists generally don't differentiate between Sunnis, Shiites and Alevi, or 
between militant Islamists and peaceful believers. In their imagination, Islam isn't a 
religion but a political ideology that must be fought. Muslims are accused of trying to 
take over the world, undermining the sovereignty of democratic states, infiltrating their 
legal systems. The Politically Incorrect internet platform reads: "The spread of Islam 
means that our descendants -- and probably us too -- will live in an Islam-dominated 
social order oriented towards the Sharia and the Koran and no longer towards the 
constitution and human rights." 

The website of the "Nürnberg 2.0" project shows wanted posters of supposed Muslim 
supporters -- judges, journalists, politicians -- who are to be brought to justice for the 
"Islamification of Germany" in the vein of "the Nuremberg War Crimes Trials of 1945." 

In the summer of 2013, a video by a self-described "Anti Islam Faction" made the 
rounds via Politically Incorrect. It showed a Koran being burned on a tree stump 
followed by the appearance of three men in aluminum foil masks who then burn another 
Koran and address Muslims in a distorted voice: "You are the most fascist and hate-
filled religion in existence." Then the video shows images of decapitations, blood-
smeared fanatics, mutilated women's bodies and faces that have been eaten away. It 
ends with the words: "Don't give Islam a chance!" The Munich State Prosecutor has 
begun proceedings against the video's creators.  

Numerous Attacks  
Politically Incorrect (PI for short) was founded by Stefan Herre, a teacher from 
Cologne. Herre's influence stretches beyond the Internet: He's acquainted with right-
wing populists like the Geert Wilders in Holland and Islamophobes such as the 
American pastor Terry Jones. Local PI groups have formed in many German cities, as 
well as in Austria and Switzerland; the Munich PI branch is being monitored by 
Bavarian state intelligence officials.  

When Matthias Rohe, a Bavarian Islam scholar who argues for a more nuanced 
understanding of the religion, gives a talk, he is often booed and insulted by anti-
Islamists. One PI comment reads: "In the future, people attending Mr. Rohe's speeches 
should make sure to bring the appropriate equipment: a mop and a bucket, a camera, a 
nice big cross … and a nice sharp knife." 

In mid-November, the Leipzig fire department was called to the property of the Muslim 
Ahmadiyya congregation, where a garbage can was on fire. Next to it, emergency 
responders found five bloody pig heads impaled on wooden stakes. The floor had been 
covered with a blood-red liquid. The police suspects radical right-wingers were 
responsible.  

The Ahmadiyya congregation is planning a mosque with two decorative minarets and 
prayer rooms for about one-hundred worshippers in the Gohlis quarter of Leipzig. Two 
weeks before the attack, the right-wing extremist National Democratic Party (NPD) had 
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held a demonstration. By the end of last week, over 10,000 citizens had signed a 
petition called "Gohlis Says No!". A CDU politician was instrumental in launching the 
signature drive; organizers insist that a mosque would "destroy" the quarter's character. 

Increased Visibility Spurring Hate  
There's no doubt that Islam has become more visible in Germany in recent years. 
Muslims now have risen to higher positions in politics and the economy. Mosques are 
no longer just being built in industrial areas on the edges of cities, but, as in Leipzig, 
downtown. But according to Yasemin Shooman from the Academy of the Jewish 
Museum in Berlin, this continuing Muslim integration is, paradoxically, one of the 
reasons anti-Muslim prejudice has become stronger.  

The NPD has recognized how to transform skepticism and hatred of Islam into political 
capital. In their party newspaper, Deutsche Stimme ("German Voice"), an article 
describes how anti-Muslim campaigns can be used to "open doors for much broader 
anti-immigration sentiments": "The Muslims -- with their foreign origins, customs and 
religiosity -- create unease, fear and resistance among most Germans. The NPD is 
therefore well-advised from an electoral tactical perspective to focus the immigrant 
question on the Muslim question and to offer up Muslims as a space on which to project 
everything the average German doesn't like about immigrants." 

Maren Brandenburger, the head of the Lower-Saxony intelligence service, confirms that 
neo-Nazis are increasingly stirring up hatred against Muslims, a phenomenon she sees 
as a "strategic reorientation of organized right-wing extremism." Anti-Islamic sentiment 
now comes in the guise of the average German man or woman.  

'Let That Melt in Your Mouth'  
In the civic center of Bonn-Bad Godesberg, about 50 older men and women are 
listening to a talk by Marie-Luise Hoffmann-Polzoni, the chairperson of the 
Womenforfreedom association. Her subject: "Sharia vs. Human Rights." On a table 
there are German books with titles like "The Jihad System" and "Endangered Freedom." 
On the wall there's a photo of a man whose back is covered in cuts, supposedly having 
been flogged because he converted from Islam to Christianity.  

Hoffmann-Polzoni wears a black frilled dress and speaks with a tempered voice. The 
vision of Islam she paints is a grim one: stonings, crucifixions and decapitations are 
expected by Muslims as penalties for purported crimes like adultery. "Just imagine 
that," she whispers.  

Anti-Muslim speech has found its way into the center of society, stoked by politicians 
like Hans-Jürgen Irmer, the deputy floor leader for the CDU in Hesse. He warned state 
parliament that "Islam is set on global domination," and that "we don't need more 
Muslims, we need fewer." Muslim groups, he said, could not be trusted -- because 
deceiving non-Muslims is a central part of Islam.  

Merely the expression of an opinion? From a legal standpoint, Islam can be criticized 
just as harshly as Christianity in Germany, says Maassen. In the case of Politically 
Incorrect, authorities are unsure whether to consider it a digital platform or an 
organization with leaders. Monitoring a blog for its opinions is considered legally 
questionable. Intelligence officials speak of a "gray area." 
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Solution: American-Style Hate-Crimes Laws?  
But perhaps gray areas can be eliminated. Last Tuesday, the anti-racism commission of 
the Council of Europe rebuked the German government for not following through on an 
initiative to include a provision in the penal code that "makes racist motivations an 
aggravating factor" in crimes. Countries like the United Kingdom and the United States 
are further along on this path: They have laws against so-called hate crimes largely to 
protect immigrants.  

Ender Çetin, 37, is a victim of hate and racism. The head of Berlin's Sehitlik Mosque 
Association has been attacked several times in the past three years. In addition, there 
have been four arson attacks against the mosque, balloons filled with paint were flung 
against the walls, tombstones were covered in swastikas and, one time, there was a pig's 
head in front of the door. In April, Cetin received a letter: If he doesn't immediately 
leave Germany, he will be shot.  

Çetin asked for police protection, but the authorities played down the issue. Many 
members of his congregation are afraid, he says, particularly after murder spree 
undertaken by the neo-Nazi trio NSU. Now he has installed security cameras, paid for 
with private donations, at the entrance of the mosque.  

BY HUBERT GUDE, MAXIMILIAN POPP, JÖRG SCHINDLER and FIDELIUS 
SCHMID  
Translated from the German by Thomas Rogers 
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Five years at 0.5 % 
By Jonathan Eley 

Interest rates had to fall, but should they now rise?  

Five years ago today, the Bank of England cut its base rate to 0.5 per cent and embarked 
on the first phase of quantitative easing. This week also marks five years since the stock 
market (as measured by the FTSE 100 at least) touched a low of 3,512. 

It seems appropriate to reflect on these anniversaries even if I’m not quite sure what to 
think of them. I’ve never bought into the idea that negative real interest rates were all 
part of a great conspiracy to defraud the virtuous and reward the feckless. As we all 
dance for joy at news that another Chelsea mansion has sold for gazillions of pounds, 
it’s worth remembering that in late 2008 world trade ground to a halt and the financial 
system came close to total collapse. What else were governments and central banks 
supposed to do? 

More  ON THIS TOPIC// Annuity rates continue to rise/ London’s FTSE climbs as 
miners rally/ Gavyn Davies Challenges and choices for Carney/ FT Alphaville Oh oh, 
those QE gilts are bleeding 

SERIOUS MONEY// Ich bin auch ein Investor/ DWP needs to get the basics right/ 
Rays of hope from mining’s depths/ End of the line for ‘Creme Eggs at the till’ 

I do accept that there have been winners and losers from low interest rates. The winners 
have been governments (able to finance big deficits cheaply) and companies (able to 
shore up balance sheets using low-cost debt). Among the big losers have been older 
people.  

Each year, about 400,000 people in the UK exchange their savings for an annuity, an 
insurance contract that pays an income for as long as you live. The income is linked to 
the yields on government bonds, which sunk to all-time lows following the cuts in 
interest rates. Annuity rates have dropped 20 per cent since 2009, so about 2m 
Britons have annuitised their savings – an irreversible decision – at historically 
miserable rates because they happened to reach retirement age during a financial 
crisis.  
Low interest on savings accounts has also hit older people hard. In March 2008, the 
average cash Isa rate was 5.15 per cent, according to Moneyfacts. Now it’s 1.65 per 
cent. Factor in consumer price inflation and the real rates are 2.65 per cent then and -
0.28 per cent now. 

Mortgage borrowers have benefited greatly. Bank of England figures show that in early 
2009, the average five-year fixed-rate mortgage cost over 5 per cent. Today, the average 
is 3.34 per cent, helped by schemes such as Help to Buy and Funding for Lending. 
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But as many older people own their own homes outright and cannot remortgage (other 
than through expensive equity release schemes) they have been less able to capitalise on 
cheaper home loans. True, their homes may be worth more than might otherwise have 
been the case, but you can’t spend housing equity in Sainsbury’s.  

Portfolio Tool  

Use the FT’s portfolio tool to find out how much your savings and investments are now 
worth 

Does all this mean that interest rates should have been raised much sooner? Not in my 
view. With the public finances in such poor shape, the government needed to shore up 
the tax base by keeping companies in business and working-age people in jobs. The 
improvement in economic data has been relatively recent; this time last year, we were 
still talking about triple-dip recessions. Cheaper home loans materially reduced many 
households’ outgoings at a time when real wage growth was virtually non-existent. And 
it’s worth noting too that while working-age benefits were cut, benefits for older people 
were left untouched or even enhanced. 

Critics contend that ultra-low interest rates had undesirable side-effects, such as 
inflating asset prices. This is certainly true, but ordinary people benefited from this too. 
According to the Investment Management Association, retail investors poured £3.5bn 
into Isa funds in 2009 and over £4bn in 2010, as the stock market recovered. 

Then there’s the global perspective. The Bank of England wasn’t the only central bank 
to cut interest rates. They’ve been at zero in Japan for years, and US and eurozone base 
rates are currently lower than UK ones. Yields on quality sovereign bonds likewise fell 
across the world. House prices and stock markets have recovered strongly in many other 
places. Would we have preferred a 1930s style “lost decade” for equities, or an 
Irish-style house price collapse, complete with ghost villages and mass negative 
equity? 
Two things do worry me about ultra-low interest rates and unconventional monetary 
policy. One is that the cover they provided for structural and fiscal reform has not been 
used well. There has been a lot of tinkering, bringing millions more people into higher-
rate taxation, but precious little proper reform of the UK’s bloated tax code. 

The other is that what was supposed to be temporary is in danger of becoming semi-
permanent. Politicians in the US, UK and Japan have deliberately appointed central 
bankers committed to the “lower for longer” mantra. It all reminds me of income tax – 
introduced as a temporary revenue-raiser in 1799, and still very much with us today. 

http://www.ft.com/intl/cms/s/0/c28f4be2-a44b-11e3-9cb0-
00144feab7de.html#axzz2uzwFJWa4 
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    Daily Morning Newsbriefing 

March 05, 2014 

Producer prices have stagnated for two 
years now - with no signs of change 
Ukraine dominates the coverage again, with yesterday's developments clearly outside 
our main focus. Our main story of the day is the Eurostat report showing a fall in the 
annual rate of consumer price deflation by 1.4% in January, down from -0.8% in 
December. On a monthly basis, the respective rates were -0.3 for January and +0.2 for 
December. Most of the fall in January is accounted for by falls in energy prices. The 
core data - without energy - show an annual change in the producer index by -0.4% yoy, 
and +0.1% mom.  

Here is a chart showing the time series of the producer price indices (with the small 
pink line reflecting the key core rate for the eurozone (Eurotstat always publishes EU28 
data to keep the illusion of the EU as a macroeconomic unit). The pre-2008 trend shows 
a normal progression, then came the 2009 crisis, followed a weak recovery with no-
catch-up to the 2009 trend-line, ending in a stagnation around the 105 index level - 
where it has been stuck for two years.  
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The Wall Street Journal said in its coverage that the producer price indices are likely to 
remain depressed in the coming months, and quotes Christine Lagarde as saying that 
more accommodation and target measures were needed to address the problem. 

The stories in the media always highlight some attention grabbing detail from the 
figures - in this case the biggest monthly fall since 2009, but this is irrelevant. These 
data are consistent with a picture of continued disinflation as producer prices have been 
stagnating for two years. Core consumer prices inflation fell in the autumn, and have 
been stagnating since. All the data are consistent with an overall picture of 
prolonged below-target inflation though not deflation. It may be true that the 
eurozone is only one shock away from outright recorded deflation as measured by the 
HICP index, but that shock has yet to happen. Our most likely scenario is that inflation 
rates will continue to hover around the 1% level or slightly below, and that they might 
at settle at in a new lower equilibrium, since the ECB has accommodated this fall. 

More evidence of Spain’s job market hitting bottom 
Newly released data by Spain’s social security show the first yoy increase in registered 
workers since 2010, reports Expansión. The number of registered workers grew by 
under 62,000 to 16.2m. El Diario writes that registered unemployment remains above 
4.81m  after dropping by all of 2,000 people in February, though corrected for seasonal 
and calendar effects the figure is down by over 55,000 people. This is the first time 
registered unemployment has dropped in February since 2007. The often touted figure 
of 6m unemployed comes from a different statistic: the national statistical institute’s 
active population survey.  

The number of new contracts in February was up 15% yoy to 1.09m, with only 9% 
being indefinite term contracts. Regarding the composition of employment, new part-
time contacts grew more than full-time and temporary contracts more than stable ones. 
Traineeship contracts have grown markedly, presumably due to strong incentives 
introduced by the government during the last year.  

Unemployment subsidies are also down in January (the data is delayed). The number of 
recipients dropped 8% yoy to 2.8m, so only 61% of the registered unemployed receive a 
subsidy. The amount disbursed was down 14% on a year earlier. 

Central banks are desperate to stoke revival of securitised lending 
The FT has a news analysis focusing closer on Mario Draghi's announcement at his last 
press conference that he was keen to see a revitalisation of plain vanilla ABS "capable 
of packaging together loans, bank loans, capable of being rated, priced and traded, 
would be a very important instrument for revitalising credit flows and for our own 
monetary policy.” Securitised credit is now seen as the best way out of the credit 
crunch. The article offers some depressing statistics, showing a 40% fall in ABS 
issuance in 2013, and a further one third yoy fall in the year to date. Only about half of 
that was place on the open market with the rest retained by banks as ECB collateral. The 
ECB believes one of the problems is the regulatory framework, which treats all ABS 
alike, whether complex securitisations and or plain vanilla ABS.   

Brian Blackstone has a useful Q&A primer in the Moneybeat column in the Wall Street 
Journal on the purpose of sterilisation, why the ECB is likely to end it and the various 
issues associated with that decision. We won't repeat the background, most of which we 
have touched upon in our briefings in great detail. One important point he is making - 
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which we did not have on our radar screen - is the implication for OMT. The ECB had 
promised to sterilise that too. Changing the rules on the SMP in hindsight could provide 
some powerful argument for the OMT's legal critics. 

Troika sees €8bn recapitalisation need for Greek banks 
In the EU, every number is negotiable, including sums on spreadsheets. We reported a 
while ago on stories according to which the IMF and the ECB have identified a 
recapitalisation need for Greek banks of almost €20bn. That number has now shrunk for 
political reasons. As Reuters reports, the troika is now demanding only €8bn in 
recapitalisation - which is still a little more than the €6bn, or thereabouts, estimated by 
the Bank of Greece, but no longer of an order of magnitude three times as high. 

You can throw these official "independent" analyses of bank balance sheets in the bin. 
Their purpose is to give credence to what is ultimately a political number. This is what 
we saw in Spain, and we expect exactly the same to happen with the AQR and the stress 
test, perhaps in a slightly more tasteful disguise. 

Cyprus Approves Privatization Bill 
The Wall Street Journal reports that the Cypriote parliament has approved the 
privatization bill after rejecting an earlier version last week. That happened after the 
Democratic Party (Diko) withdrew its support from the government in protest over 
peace talks aimed at unifying Greek and Turkish communities on the divided island. As 
a consequence four Diko ministers left the government. Half of Diko’s deputies 
abstained from last week’s vote, denying the government the majority it needed to pass 
the bill. The bill was brought back under emergency procedures, with a new title and 
minor amendments. The article said the essence of the bill was negotiated with the 
troika line-by-line - so there was no leeway for material change. Diko supported the 
revised bill with the total vote of 30 against 26. The bill paves the way for the 
privatisation of the telecommunications, electricity and port authorities to raise some 
€1.4bn, and is a pre-condition for the disbursment of the next tranche of the bailout 
package.  

Irish loan arrears fall 
The Wall Street Journal reports that the number of Irish property loans in arrears for 
more than 90 days has fallen for the first time since the start of the crisis, according to 
central bank data - but there will be no let-up in the household debt crisis for many 
years. The latest quarterly report from the Bank of Ireland showed 12.6% of residential 
mortgages in arrears for more than 90 days at the end of December. That figure is down 
from the 12.9% at the end of Q3, but still up on the 11.9% as of end-2012. The central 
bank cautioned to interpreted these data as a trend change because they masked 
continuing increases in very long term arrears. The article quotes an insolvency 
practitioner as saying that are still 100,000 households in arrears. "People are mentally 
scarred. There is going to be a legacy for households and their children working through 
huge amounts of mortgage and personal debt." 

Renzi goes to Africa before he goes to Europe 
Enrico Letta's first foreign visit took him to Brussels and Berlin. Matteo Renzi has gone 
to Tunisia - an opportunity for a photo opp with Arab spring activists. Corriere della 
Sera remarks that this was a deliberately anti-European choice. 
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While in Tunisia, he clinched the final deal with Silvio Berlusconi on electoral reform. 
As La Repubblica writes, Berlusconi and his advisers concluded that they do not want 
Renzi to fail (now) as they see a Renzi administration benefitting them in the long run. 
Deputy PM Angelino Alfano, the leader of the New Centre Right, which split off from 
Berlusconi's Forza Italia last year, procrastinated on the bill because he does not want 
Renzi to call a snap election, which could annihilate the smaller parties. The 
compromise foresees that the reforms only pertain to the House - while the reduced 
powers of the Senate are to be negotiated separately - and as part of a longer process 
involving constitutional change. So if Renzi goes for a snap election under the new 
electoral law, he risks an inclusive majority in the Senate - where there is currently no 
voting premium. Renzi said he hoped the new law will be agreed on Friday.  

De Grauwe on why the ECJ should reject the German case 
Paul de Grauwe has an excellent comment on the LSE’s blog in which he argues the 
case for the ECJ to reject the ruling by the German constitutional court on OMT. He 
says the German argument was that OMT mixes monetary and fiscal policies, and that it 
was thus not covered by the ECB's mandate. The first thing he notes is that the 
separation is hard to make because money is central bank debt, redeemable by the issue 
of new money. He then goes to show that OMT, at no time, will involve taxpayer 
money of member countries. For as long as the bonds are serviced, a net gain accrues to 
the tax payers of the other countries. If a country defaults, those gains would stop, but 
there is no charge to the taxpayer. A recapitalisation of the ECB may seem inevitable, 
but since the ECB can redeem all its liabilities by the issue of new money, it can happily 
live with a lower equity ratio. And even a recapitalisation would not involve taxpayers' 
money. It would just be a bookkeeping operation whereby member states transfer bonds 
to the ECB in an amount to cover the losses. Member states would pay interest to the 
ECB, but this money would flow back to the member states at the end of the year. De 
Grauwe says the risks of OMT stem from inflation and moral hazard. But none of them 
have anything to do with the taxpayer. The inflation risks stems from the increase in the 
monetary base, but this risk is small at present. The moral hazard is more significant in 
theory, but taken care by conditionality. Here is his deadly conclusion: 

"One can conclude that an important argument used by the judges of Karlsruhe to 
declare the OMT illegal testifies to an appalling lack of understanding of the basics of 
central banking. The OMT program does not create a risk that Eurozone citizens will 
have to pay taxes arising from losses of the ECB. It is quite terrifying that such an 
important judgment that could destroy the ECB’s necessary responsibility of lender of 
last resort is based on ignorance. One can only hope that the judges of Luxembourg will 
not show the same degree of ignorance." 

Eurozone Financial Data 
10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.584 0.574 0.562 
Italy 1.899 1.855 1.832 
Spain 1.947 1.846 1.842 
Portugal 3.347 3.254 3.307 
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Greece 5.482 5.333 6.21 
Ireland 1.527 1.467 1.456 
Belgium 0.708 0.687 0.691 
Bund Yield 1.563 1.599 1.622 

    
    
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.375 1.3727  
Yen 140.020 140.3  
Pound 0.823 0.8235  
Swiss Franc 1.215 1.2187  
    
    
ZC Inflation 
Swaps    
  previous  last close  
1 yr 0.93 0.8  
2 yr 1.02 0.89  
5 yr 1.16 0  
10 yr 1.62 1.61  
    
Eonia    
04-Mar-14 0.16   
03-Mar-14 0.16   
28-Feb-14 0.26   
27-Feb-14 0.16   
    
OIS yield curve    
1W 0.156 15M 0.111 
2W 0.171 18M 0.119 
3W 0.155 21M 0.134 
1M 0.140 2Y 0.150 
2M 0.130 3Y 0.267 
3M 0.132 4Y 0.439 
4M 0.121 5Y 0.630 
5M 0.113 6Y 0.825 
6M 0.116 7Y 1.011 
7M 0.114 8Y 1.192 
8M 0.112 9Y 1.351 
9M 0.110 10Y 1.497 
10M 0.111 15Y 2.002 
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11M 0.112 20Y 2.197 
1Y 0.112 30Y 2.265 

    
Euribor-OIS 
Spread    

 previous  last close  
1 Week -0.286 -0.386  
1 Month 3.614 4.414  
3 Months 11.314 12.514  
1 Year 38.657 39.657  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-03-
05.html?cHash=bba34a90690bb396a35b0b3f1e5e6bc6  

 
March 4, 2014, 10:18 AM ET 

What Does the ECB’s ‘Sterilization’ 
Program Do? 
ByBrian Blackstone 

 
Mario Draghi, president of the European Central Bank. Bloomberg 

FRANKFURT–When the European Central Bank next meets, this Thursday, all eyes 
will be on president Mario Draghi’s catalog of policy tools. 
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Expectations run the gamut from no change in rates and liquidity measures to cuts in 
both the main lending rate and deposit rate (the latter is currently zero). 

But one option that has gained ground in recent weeks is for the ECB to suspend 
its nearly four-year-old policy of draining funds from euro-zone banks on a weekly 
basis, a process known as sterilization. 
It’s done this since May 2010 when it created a government bond purchase facility 
called the Securities Market Program (SMP). For every euro the ECB spent on 
government bonds of Greece, Ireland, Portugal, Spain and Italy, it tried to withdraw an 
equal amount from banks through interest-bearing deposits. 

Confused? 

Here’s a primer on the policy, and the pros and cons of doing away with it. 

What is sterilization? 
When central banks intervene in financial markets via purchases of assets, they have 
two choices. They can leave the freshly printed money in the banking system, raising 
the money supply and stimulating the economy. The Federal Reserve, Bank of England 
and Bank of Japan have gone this route, known as quantitative easing. 

The other option, which the ECB has taken, is to offset asset purchases to keep the 
supply of money stable. “When (central banks) buy assets they add money to the 
banking system; when they sterilize they drain it back out,” explained RBS economist 
Richard Barwell. 

How does it work?  
The easiest way for a central bank to sterilize purchases is to sell other assets on its 
balance sheet. Another would be to issue long-term bonds that banks would buy, 
shipping money back to the central bank. The ECB has instead focused on short-term 
measures. Each week, it offers banks interest-bearing deposits equal to the amount 
of government bonds the ECB still has on its balance sheet. This drains money from 
the financial markets, but only temporarily so it must be repeated weekly. 

Why has the ECB sterilized its bond holdings? 
By keeping the money supply stable, the ECB can claim that it hasn’t engaged in 
quantitative easing. Its aim in buying government bonds of Greece, Portugal and 
Ireland (and later Spain and Italy) was to restore a smooth functioning to European 
financial markets, not to prop up the economy. QE is particularly controversial in 
Germany, where it rekindles deep-rooted fears of inflation. Here’s how the architect of 
the sterilization program, former ECB President Jean-Claude Trichet, put it in May 
2010: “The Securities Markets Programme should not be confused with 
quantitative easing. In simple words: We are not printing money. This confirms 
and underpins our commitment to price stability.” 

What would ending sterilizations accomplish? 
The ECB has been draining about €175 billion through its weekly sterilizations. If they 
stop, that money stays in the banking system. The hope is that banks with excess funds 
would lend the money to other banks, which would reduce short-term interest rates, 
known as Eonia. If banks are able to borrow more cheaply, they may make more 
loans to households and businesses. 
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Economists at Barclays think this could be a powerful tool. 

“We believe that any measure that involves the sterilization auction is likely to be much 
more powerful (than an interest-rate cut) as it would imply a bigger drop in the Eonia 
fixing as well as a flattening of the money market curve,” they said in a research note. 

It would also send a strong signal that the ECB is open to full-blown QE in response to 
super-low rates of inflation. By ending the sterilizations, “it will be almost 
impossible to deny that, ex-poste, the SMP became QE,” Mr. Barwell said. By 
simply raising expectations for QE, the ECB would add even more juice to the economy 
and dent the value of the euro, which has been stubbornly high in recent months. 

What are the drawbacks? 
So suspending the sterilizations would boost funds in the banking system, send a signal 
that the ECB is willing to do more.  Germany’s central bank, the Bundesbank, backs it.  

Slam dunk, right? 
Not so fast. One drawback is that banks may simply borrow less from the ECB’s regular 
facilities rather than lend more to each other. That would negate some of the effect on 
short-term interest rates. 

The other danger is the damage it may do to the ECB’s credibility. After all, the ECB 
said it would sterilize its bond holdings. If it goes back on its word, financial markets 
may question the ECB’s commitment in other areas, such as its pledge to keep interest 
rates ultra-low for an extended period. 

Another thing to keep in mind: the ECB has also promised to sterilize any bond 
purchases under its current and as yet unused bond program, Outright Monetary 
Transactions. Germany’s constitutional court has already said the OMT likely 
overstepped the ECB’s mandate. Changing the rules on the now-defunct Securities 
Market Program may give even more fodder to the ECB’s critics. 

 http://blogs.wsj.com/moneybeat/2014/03/04/what-does-the-ecbs-sterilization-program-
do/    
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Why the European Court of Justice should 
reject the German Constitutional Court’s 
ruling on Outright Monetary Transactions 

Despite having a positive effect on the economic situation within the 
Eurozone, the European Central Bank’s Outright Monetary Transactions (OMT) 
program has proved controversial, with the German Constitutional Court in Karlsruhe 
recently deeming it illegal under EU law. Paul De Grauwe argues that the ruling 
reflects a serious misunderstanding of central banking on the part of the German Court, 
and that the European Court of Justice should reject its conclusions. Failure to do so 
would undermine the effectiveness of the OMT program and risk reigniting the 
Eurozone crisis. 
Two weeks ago the German judges of the Constitutional Court in Karlsruhe came to a 
preliminary conclusion: the European Central Bank’s government bond buying program 
(OMT) is illegal according to EU law. The judges referred the case to the European 
Court of Justice asking the Luxembourg judges to add conditions to the OMT program 
to make it possible for them to reconsider their judgment. These conditions, if 
implemented, would in fact rob the OMT program of its effectiveness and make it 
totally useless. This would create the risk of repeated crises in the government bond 
markets of the Eurozone. 

German Federal Constitutional Court building, Credit: 
Mehr Demokratie (CC-BY-SA-3.0) 

The main argument used by the German judges, which was very much influenced by the 
Bundesbank advice on OMT, can be summarized as follows. When the ECB buys 
government bonds it mixes monetary and fiscal policies. The fiscal component of OMT 
arises from the fact that the government bonds bought by the ECB can lose value if the 

191 

 

http://www2.lse.ac.uk/home.aspx
http://www2.lse.ac.uk/home.aspx
http://blogs.lse.ac.uk/europpblog/2014/03/04/why-the-european-court-of-justice-should-reject-the-german-constitutional-courts-ruling-on-outright-monetary-transactions/%23Author
http://blogs.lse.ac.uk/europpblog/2014/03/04/why-the-european-court-of-justice-should-reject-the-german-constitutional-courts-ruling-on-outright-monetary-transactions/%23Author
http://www2.lse.ac.uk/home.aspx�
http://blogs.lse.ac.uk/europpblog/2014/03/04/why-the-european-court-of-justice-should-reject-the-german-constitutional-courts-ruling-on-outright-monetary-transactions/#Author�


governments whose bonds are bought default. If that happens the ECB will incur a loss 
that can wipe out its equity. As a result, governments of the member countries will have 
to use taxpayers’ money to recapitalize the ECB. Thus, by buying government bonds 
the ECB puts future taxpayers at risk. The latter may be forced to pay taxes, without due 
democratic process. Indeed decisions to tax can only be taken by national parliaments, 
and not by a politically irresponsible bureaucracy like the ECB. 

This sounds like a very weighty argument. If true, there is not much one can put in the 
way of the judges and one has to conclude that the OMT program undermines the basic 
democratic principle of “no taxation without representation”. The problem with this 
argument is that it is wrong. 

A first thing to note is that a central bank cannot default as long as it has the 
monopoly power to issue money. Money is the “debt” of the central bank but the 
central bank can redeem this “debt” by issuing fresh money, i.e. by converting an old 
banknote into a new one. These banknotes do not constitute a claim on the assets of the 
central bank. As a result, the central bank does not need equity (in contrast to private 
companies). It can live perfectly with negative equity. As long as the central bank 
keeps its promise of price stability any amount of equity, positive or negative, is 
fine. 
Let’s return to the OMT program and let us develop an example. I will show that at no 
time during and after the implementation of the program taxpayers’ money of member 
countries is at stake. 

Suppose the ECB buys €1 billion of Italian government bonds with a coupon of 4 per 
cent. These are government bonds bought in the secondary market. Thus, the Italian 
government must have decided earlier to issue these bonds, and this must have passed 
due democratic process in Italy. As soon as the ECB holds these bonds on its balance 
sheet an interest rate transfer process is set in motion. The Italian treasury now has to 
pay every year €40 million to the ECB. (Note that before the ECB purchase the same 
Italian treasury was paying the same €40 million to private holders of these bonds. 
The ECB purchase of bonds does not affect the Italian taxpayer). 

The next step is that the ECB transfers the €40 million of interest revenues to the 
national central banks of the member states which pass these on to their national 
treasuries. This distribution is done according to the capital shares of the national 
central banks in the ECB. Thus Germany, which has the largest share, receives the 
largest part of these interest revenues. Italy receives a fraction and is thus the net payer. 
The point is that the Italian taxpayer is not asked to pay more taxes because of the ECB 
bond purchase. The other member countries are at the receiving end. Thus, taxpayers in 
these countries, in particular the German taxpayer, are not asked to pay more taxes, 
either. On the contrary they could lower taxes as a result of the transfers from Italy. This 
goes on until the Italian bonds held by the ECB mature. 

What happens if the Italian government defaults on its debt? Two things. First, the flow 
of interest revenues from Italy to the other member states stops. Again there is no 
increased taxation. Italian taxpayers just stop sending money to German, French, Dutch, 
etc. taxpayers. 

Second, following the Italian default the ECB has to write down the Italian bonds. This 
loss leads to a decline of the ECB’s equity by €1 billion. A recapitalization of the ECB 
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appears to be necessary. However, as argued earlier, the ECB can easily live with a 
lower equity because a central bank does not need equity to function properly. 

But suppose that for reasons of reputation the member states decide to recapitalize the 
ECB. Will that not inevitably involve taxpayers in Germany, France, etc? The answer is 
no. This will just be a bookkeeping operation without involving taxpayers. When 
national governments decide to recapitalize the ECB to make up for the loss of €1 
billion, they transfer bonds to the ECB worth 1 billion, allowing the ECB to increase its 
equity by €1billion. These transfers occur using the same capital shares. Thus the ECB 
holds government bonds worth €1 billion. As a result, each government pays interest to 
the ECB in the same proportion to its capital share. But at the end of the year the ECB 
transfers these interest revenues back to the same governments using the same capital 
shares.* 

It will be clear that a recapitalization of the ECB would be a pure bookkeeping 
operation. It would not require Eurozone citizens to pay more taxes. Each government 
gets back from the ECB exactly what it has put into the ECB. The German and other 
taxpayers can sleep peacefully. In this whole operation, including the default by 
the Italian government, taxpayers would not be asked to pay one additional 
eurocent. The fact that a recapitalization of the ECB can only be a bookkeeping 
operation should not come as a surprise. A government that can default cannot 
possibly be a fiscal backup of a central bank that cannot default. 
There are of course risks involved in the use of the OMT program. These risks have to 
do with potential inflation and with moral hazard. But none of these risks have anything 
to do with taxpayers that are being forced to pay a tax without a democratic vote in 
national parliaments. The inflation risk arises from the fact that a government bond 
purchase leads to a creation of money base. Elsewhere I have argued that this risk is 
small as the ECB will be called upon to activate the OMT program during 
moments of financial crisis when economic agents scramble for liquidity. During 
such moments the greater risk is deflation, not inflation. 
The risk of moral hazard is a real one. It arises because the OMT could give incentives 
to governments to be more relaxed about debts and deficits. In order to deal with this 
risk a separation principle should be applied. The responsibility of the central bank is to 
provide liquidity in times of crisis. The European Commission is responsible for 
containing the moral hazard risk. It has a legal mandate to do so through the Stability 
and Growth Pact that has been strengthened since the outburst of the sovereign debt 
crisis. 

One can conclude that an important argument used by the judges of Karlsruhe to declare 
the OMT illegal testifies to an appalling lack of understanding of the basics of central 
banking. The OMT program does not create a risk that Eurozone citizens will have to 
pay taxes arising from losses of the ECB. It is quite terrifying that such an important 
judgment that could destroy the ECB’s necessary responsibility of lender of last 
resort is based on ignorance. One can only hope that the judges of Luxembourg 
will not show the same degree of ignorance. 
*If the interest rates on the bonds are different there could be transfers between 
countries resulting from a recapitalisation. In general countries with high interest rates 
would transfer interest to the low interest rate countries (like Germany). The ECB could 
offset this by a rule of “juste retour”. 
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 2 Responses to Why the European Court of Justice should reject the German Constitutional 
Court’s ruling on Outright Monetary Transactions 

1. Bondstrategst says:  March 4, 2014 at 12:43 pm  
Prof De Grawe, your comment implies that not only German Constitutional judges but also senior staff at 
the Bundesbank and their economic advisors (including some respectable senior German economists), 
many market commentators and practitioners as well as scholars at important EU Think Tanks are all 
ignorant about the basics of simple monetary economics that you outlined in your article above. 
However, it seems to me that you have either not read the pronouncement of teh German Court or you 
have not understood the ruling. The key profile of illegality in the Court’s ruling is not just the risk of 
fiscal transfer (which undoubtly exist if any of the countries whose debt is purchased by the ECB under 
the programme defaults as the ECB capital, conferred pro-quota by existing member states, would be 
reduced accordingly whether new capital should or should not be raised) but is the usurpation of the 
responsibility of economic policy for which the ECB is not in charge as this power needs to be 
excercised according to the principles of representation and of distribution of powers. Also, there’s 
the issue of monetary financing. This has been a critical aspect of the debate on the OMT since it was 
announced as it was for the SMP. The fact is that by targeting individual issuers and restricting the 
maturty range to up to 3 years, the ECB is effectively ensuring that trouble countries are able to 
refinance in the primary market as long as investors will continue to have the option of hitting the 
ECB bid in the secondary market in case of need. This leads to a number of consequences: 
intereference with economic and budgetary discipline of which other EU institutions are in charge 
(including the administration of assistance measures), distorsions in the capital allocation process (risk 
premia would be altered and would not adequately reflect the actual credit risks entailed by the issuers 
and its differentiation across issuers) and material risks of an indirect monetary financing by the ECB 
(which could even risk of becoming a direct monetaization and therefore illegal should the amount of 
tradable debt in the bucket where the OMT drops massively leaving the issuer as the only supplier of 
bonds in this segment of the curve with the ECB on the buying side). 
Also, it surprises me that your arguments are so naive, obvious and yet misleading. The point is not 
whether an activation of the OMT imposes additional costs to the target member states’ taxpayers 
(incidentally, it does if you look at what has been the cost of the “aid plans” for the Greek taxpayers and 
whcih financial consequences a default on its offical loans would imply), but which would be the cost of 
such a programme to all other member states in case of default and whether the decision of bearing it is 
taken by democratic institutions or by unelected bureauctrats at the Eurotower. 
Finally I’m surprised of your statement that the ECB could operate even with negative equity. This could 
be true in theory but clearly doe not seem to be practicable given that the ECB has progressively raised its 
capital in the past in order to meet the increase in its risk exposure that as the ECB balance sheet 
expanded and to sustain the adequacy of its capital base to support its operations. 
1. Andris Skrastins says:  March 4, 2014 at 3:18 pm  
Would not wiping out capital of the CB leave the currency exposed to the forex market attacks? 

 http://blogs.lse.ac.uk/europpblog/2014/03/04/why-the-european-court-of-justice-should-reject-
the-german-constitutional-courts-ruling-on-outright-monetary-transactions/    
Wednesday, March 5, 2014 
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ObservingGreece  
A view of Greece from the Outside - Commentaries and Opinions 

Prof. de Grauwe's Views on How a 
Central Bank Works!  
This widely re-tweeted article by Prof. Paul de Grauwe contains, in my opinion, a 
couple of very elementary mistakes: 
 
Why the European Court of Justice should reject the German Constitutional Court's 
ruling on Outright Monetary Transactions 
 
I have commented on Prof. de Grauwe's blog as follows: 

"I am amazed how a reputable LSE professor could publish a paper including such 
elementary mistakes. Upfront, if Prof. de Grauwe’s point was to show that a Central 
Bank like the ECB can function even with a negative equity, he has made that point 
sufficiently clear. I suspect, though, that most everyone involved with finances knows 
that. 
To suggest that interest received by the ECB flows through to national Central Banks is 
baffling. The ECB has its own P+L statement. Its pay-out to owners comes out of net 
profit; not out of gross revenue! If there is no profit (for instance because it had to write 
down bonds), there are no pay-out’s. Check back with Switzerland’s Central Bank 
which could not make a pay-out for 2013 because it had taken losses on its gold 
holdings. As long as the ECB has a negative net worth, it cannot pay out dividends. 
Prof. de Grauwe seems to overlook that, contrary to the ECB, the national Central 
Banks, owners of the ECB, CANNOT operate with a negative equity (because they 
cannot print Euros). Should national Central Banks be required to recapitalize the 
ECB, that may well require recaps on their own and that, dear Professor, is indeed tax 
payers money. 
Theoretically it is true that the ECB could, in fact, buy ALL Eurozone sovereign bonds 
out there, I take it 8-10 trillion Euros, and simulatenously forgive all issuers the debt. 
All that would mean is that the ECB would run a 8-10 trillon Euro negative net worth 
but that would not hamper its operations. In fact, it could do that until doomsday. 
That’s the theory. Anyone suggesting that the practice would unfold the same way 
should take a walk outside the ivory tower. 
If Prof. Grauwe feels that the GCC lacks understanding how central banking works, he 
should take note that courts are not required to understand central banking. Courts are 
required to understand things like statutes of the ECB, EU law and, in this case, 
German law. If its statutes do not allow the ECB to fully act like a Central Bank should, 
then the founders of those statutes did not sufficiently understand central banking. Then 
those statutes should be changed." 

http://klauskastner.blogspot.com.es/2014/03/prof-de-grauwes-views-on-how-
central.html  
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1. renee menendezMarch 5, 2014 at 9:41 PM 

As far as I know, the National Central Banks are doing the business of creating EURO in 
the same way as before the €-introduction. They are obliged to respect the conditions of the 
ECB-council and are free to act according to their actual local needs. Within these rules 
every NCB operates on its own responsibility and own account. Only the Emergency 
Liquidity Assistance could be stopped with a 3/4 majority of the ECB-council. 

Replies  

1.  

kleingutMarch 6, 2014 at 10:16 AM 

What I have explained above is how the Governor of Austria's Central Bank 
(OeNB), a long-time friend, explained it to me. So I feel very sure that it is 
correct. Clearly, if, for whatever reason, the OeNB could not meet its 
financial obligations, it would be illiquid (in Schilling times it could have 
simply printed the Schillings). In practice, this would probably never happen 
because the ECB would support the OeNB. The point is, though: the OeNB 
could not help itself like in Schilling times; instead, it would depend on the 
help of someone else (ECB or government). 

What you are referring to is, I think, something different. Normally, when 
banks need ECB liquidity, they deal directly with the ECB; offer the ECB 
acceptable collateral (like highly-rated government bonds) and get funding in 
exchange. This system collapses when banks run out of hghly-rated bonds. 
 
The ECB then delagated the appraisal of 'acceptable collateral' to the national 
Central Banks. I. e. it is up to the BoG to determine whether or not collateral 
is acceptable. This lead to a system which, I believe, works as follows: the 
Greek bank issues a promissory note; the BoG garantees it and, bingo, you 
have a security which the BoG deems to be acceptable collateral (and gets 
funding from the ECB). Yes, that would be a way of independent printing 
money. However, this only works as long as the ECB goes along with it. In 
sum, the only institution which can print Euros is the ECB. 
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    ft.com  comment   Columnists 
March 4, 2014 6:38 pm 

There is no easy path to democracy 
By Martin Wolf 

The basic needs are true citizens, honest guardians, proper markets and just laws  

©James Ferguson 

Could Ukraine become a stable liberal democracy? The answer to this question has to 
be: yes. Will Ukraine become a stable liberal democracy? The answer to that is: we do 
not know. We do know that other countries have reached the destination. But we also 
know that universal suffrage democracy is a delicate plant, particularly in its early 
years. What has happened to young democracies in, say, Egypt, Thailand, Russia and 
Ukraine underlines that truth. Democracy is delicate because it is a complex and, in 
crucial respects, unnatural game. 

My starting point is that government accountable to the governed is the only form 
suitable for grown-ups. All other forms of government treat people as children. In the 
past, when most people were illiterate, such paternalism might have been justified. That 
can no longer be true. As the population becomes more informed, governments that 
treat their peoples in this way will be less acceptable. I expect (or hope) that, in the long 
run, this will be true even of China. 

More ON THIS STORY// Editorial Europe’s dilemma over Ukraine/ In depth Ukraine 
political crisis/ US presses for full Russian withdrawal/ Video Reaction to Russia’s 
‘silent invasion’/ Western banks count cost of Ukraine crisis 

MARTIN WOLF// Britain risks a bigger hangover/ Enslave the robots/ The march of 
the robot/ No to UK currency union with Scotland 
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The evidence is consistent with this optimism. According to the Polity IV database, 
almost 100 countries are now (more or less imperfect) democracies. This is double the 
number in 1990. In 1800, there were none. The number of true autocracies has also 
tumbled sharply, from around 90 in 1990 to about 20 now. Unfortunately, there has 
been a rise from about 20 to over 50 in the number of anocracies – regimes whose 
governance is highly unstable, ineffective and corrupt. Such regimes may be either 
crumbling autocracies or failing democracies. They are also vulnerable to outbreaks of 
armed conflict or forcible seizures of power. 

 
What then are the underpinnings of a stable and successful democracy? The brief 
answer is that a democracy requires a double set of restraints: among the people and 
between the people and the state. These restraints rest on four features, all of them 
necessary. 

First of all, democracies need citizens. Citizens are not only people who engage in 
public life, though they are also that. Above all, citizens accept that their loyalty to the 
processes they share must override loyalty to their own political side. Citizens 
understand the idea of a “loyal opposition”. They accept the legitimacy of government 
run by and even for their opponents, confident that they may have their own turn in 
time. Citizens, it follows, do not use the political process to destroy the ability of their 
opponents to operate in peace. They accept the legitimacy of dissent and even 
vociferous protest. They rule out only the use of force. Of course, some opponents are 
unacceptable – above all those who reject the legitimacy of democratic process. A 
country short of such citizens is permanently poised on the edge of break-up or even 
civil war. 

Second, democracies need guardians, a term used by the late Jane Jacobs in her superb 
book, Systems of Survival. Guardians hold positions of political, bureaucratic, legal or 
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military power. What makes them guardians, as opposed to bandits, is that they use 
their positions not for personal material advantage, but in accordance with 
objective rules or in favour of a notion of the commonweal. Viktor Yanukovich, 
Ukraine’s ousted president, is as good an example of an antithesis to this as one can 
imagine. Yet his motives for seeking power were also the traditional ones. Throughout 
history, power and wealth were conjoined. The idea that the two should be separate was 
and, in many places, still is revolutionary. Mr Yanukovich believed instead in his right 
to loot and shoot. That is no basis for democratic legitimacy. 

Third, democracies need markets. By markets we definitely do not mean the abuse of 
the power of state to turn public into private wealth, as happened throughout so much of 
the former Soviet Union. Business people who build their fortunes on such theft are no 
more legitimate than the politicians who helped them. 

Properly functioning markets supported by a well-functioning state provide crucial 
underpinnings of stable democracy. First, they support prosperity. A society able to 
ensure a decent and reasonably secure standard of living is also likely to be a stable one. 
This then would be a society of trust in one’s fellow citizens and one’s economic future. 
Second, markets loosen the connection between prosperity and power. They make it 
possible for people to regard the outcomes of elections as important, but not as matters 
of life or death either for themselves or for their families. This lowers the temperature of 
politics from the burning to the bearable. 

Finally, if all these complex, albeit essential, systems are to be effective, 
democracies need accepted laws, including not least constitutional ones (even if 
sometimes unwritten). The law, enacted and implemented in accordance with 
accepted procedures, shapes the rules of the political, social and economic game. A 
country that lacks the rule of law is permanently on the verge of chaos or tyranny 
– the unhappy fate of Russia over the centuries. 
Democracy then is about much more than voting. It is certainly not “one adult, one vote, 
once”. Nor, for that matter, is it “one adult, one rigged vote, many times”. It is a 
complex web of rights, obligations, powers and constraints. Democracy is either the 
political expression of free individuals acting together, or it is nothing. Those who have 
won an election do not have the right to do as they please. That is not a true democracy, 
but elected dictatorship. 

Can outsiders help a people on the road towards democracy? Yes, they can. The helpful 
economic and political role of the EU in central and eastern Europe has shown that. Are 
backward steps imaginable? Yes, Hungary is showing just that. Can bad neighbours 
blight hopes? Yes, that is possible, too. 

We have indeed seen many failures along the path to democracy. Egypt is a salient one: 
it may have lacked too many of the necessary conditions for success. Today, we can see 
that Ukraine has created its third chance since 1991. But the country will need a great 
deal of help. The west has provided such help to others. But the country will itself also 
need to move towards quite new rules of the social game: it must engender true citizens, 
honest guardians, proper markets and just laws. Is such a revolutionary shift possible? I 
do not know. But of one thing I am quite certain. It is well worth the attempt. 

http://www.ft.com/intl/cms/s/0/81e4d7cc-a2f9-11e3-9685-
00144feab7de.html#axzz2uzwFJWa4  
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Kenneth Rogoff 

Kenneth Rogoff, Professor of Economics and Public Policy at Harvard University and 
recipient of the 2011 Deutsche Bank Prize in Financial Economics, was the chief 
economist of the International Monetary Fund from 2001 to 2003. His most recent 
book, co-authored with Carmen M. Reinhart, is This Time is Different: Eight Centuries 
of Financial Folly.  

MAR 4, 2014  

Malthus, Marx, and Modern Growth 
CAMBRIDGE – The promise that each generation will be better off than the last is a 
fundamental tenet of modern society. By and large, most advanced economies have 
fulfilled this promise, with living standards rising over recent generations, despite 
setbacks from wars and financial crises. 

In the developing world, too, the vast majority of people have started to experience 
sustained improvement in living standards and are rapidly developing similar growth 
expectations. But will future generations, particularly in advanced economies, realize 
such expectations? Though the likely answer is yes, the downside risks seem higher 
than they did a few decades ago. 

So far, every prediction in the modern era that mankind’s lot will worsen, from Thomas 
Malthus to Karl Marx, has turned out to be spectacularly wrong. Technological progress 
has trumped obstacles to economic growth. Periodic political rebalancing, sometimes 
peaceful, sometimes not, has ensured that the vast majority of people have benefited, 
albeit some far more than others. 

As a result, Malthus’s concerns about mass starvation have failed to materialize in any 
peaceful capitalist economy. And, despite a disconcerting fall in labor’s share of income 
in recent decades, the long-run picture still defies Marx’s prediction that capitalism 
would prove immiserating for workers. Living standards around the world continue to 
rise. 

But past growth performance is no guarantee that a broadly similar trajectory can be 
maintained throughout this century. Leaving aside potential geopolitical disruptions, 
there are some formidable challenges to overcome, mostly stemming from political 
underperformance and dysfunction. 

The first set of issues includes slow-burn problems involving externalities, the leading 
example being environmental degradation. When property rights are ill-defined, as in 
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the case of air and water, government must step in to provide appropriate regulation. I 
do not envy future generations for having to address the possible ramifications of global 
warming and fresh-water depletion. 

 
A second set of problems concerns the need to ensure that the economic system is 
perceived as fundamentally fair, which is the key to its political sustainability. This 
perception can no longer be taken for granted, as the interaction of technology and 
globalization has exacerbated income and wealth inequality within countries, even as 
cross-country gaps have narrowed. 

Until now, our societies have proved remarkably adept at adjusting to disruptive 
technologies; but the pace of change in recent decades has caused tremendous strains, 
reflected in huge income disparities within countries, with near-record gaps between the 
wealthiest and the rest. Inequality can corrupt and paralyze a country’s political system 
– and economic growth along with it. 

The third problem is that of aging populations, an issue that would pose tough 
challenges even for the best-designed political system. How will resources be allocated 
to care for the elderly, especially in slow-growing economies where existing public 
pension schemes and old-age health plans are patently unsustainable? Soaring public 
debts surely exacerbate the problem, because future generations are being asked both to 
service our debt and to pay for our retirements. 

The final challenge concerns a wide array of issues that require regulation of rapidly 
evolving technologies by governments that do not necessarily have the competence or 
resources to do so effectively. We have already seen where poor regulation of rapidly 
evolving financial markets can lead. There are parallel shortcomings in many other 
markets. 

A leading example is food supply – an area where technology has continually produced 
ever-more highly processed and genetically refined food that scientists are only 
beginning to assess. What is known so far is that childhood obesity has become an 
epidemic in many countries, with an alarming rise in rates of type 2 diabetes and 
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coronary disease implying a significant negative impact on life expectancy in future 
generations. 

Many leading health researchers, including Kelly Brownell, David Ludwig, and Walter 
Willett, have documented these problems. Government interventions to date, mainly in 
the form of enhanced education, have proved largely ineffective. Self-destructive 
addiction to processed foods, which economists would describe as an “internality,” can 
lower quality of life for those afflicted, and can eventually lead to externalities for 
society, such as higher health-care costs. Again, despite a rising chorus of concern from 
researchers, political markets have seemed frozen. 

All of these problems have solutions, at least in the short to medium run. A global 
carbon tax would mitigate climate risks while alleviating government debt burdens. 
Addressing inequality requires greater redistribution through national tax systems, 
together with enhanced programs for adult education, presumably making heavy use of 
new technologies. The negative effects of falling population growth can be mitigated by 
easing restrictions on international migration, and by encouraging more women and 
retirees to enter or stay in the workforce. But how long it will take for governments to 
act is a wide-open question. 

Capitalist economies have been spectacularly efficient at enabling growing consumption 
of private goods, at least over the long run. When it comes to public goods – such as 
education, the environment, health care, and equal opportunity – the record is not quite 
as impressive, and the political obstacles to improvement have seemed to grow as 
capitalist economies have matured. 

Will each future generation continue to enjoy a better quality of life than its immediate 
predecessor? In developing countries that have not yet reached the technological 
frontier, the answer is almost certainly yes. In advanced economies, though the answer 
should still be yes, the challenges are becoming formidable. 

http://www.project-syndicate.org/commentary/kenneth-rogoff-identifies-several-
obstacles-to-keeping-living-standards-on-an-upward-trajectory  
 
Read more at http://www.project-syndicate.org/commentary/kenneth-rogoff-identifies-
several-obstacles-to-keeping-living-standards-on-an-upward-
trajectory#eqkfZ4tx7w7JtF5z.99 
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S&P warns of downgrades for European 
lenders 
By Sam Fleming 

European banks could be in line for downgrades to their credit ratings now that 
governments will force creditors to bear losses rather than taxpayers, a leading agency 
has warned.  

Standard & Poor’s said the introduction of new ‘recovery and resolution’ rules – under 
which banks will be rescued by bondholder ‘bail ins’, rather than state bailouts – would 
negatively affect its ratings on major European lenders.  

More ON THIS TOPIC// Puerto Rican woes hit US bond insurers/ US regulators 
urged to break up close ratings relationships/ Regulators eye how to curb ‘ratings 
shopping’/ Rating agencies settle subprime lawsuits 

IN BANKS// First profit fall for StanChart in decade/ Goldman seeds $600m fund for 
women entrepreneurs/ Moelis IPO filing shows a bet on M&A revival/ Lehman unit 
administrators expect surplus 

Banks could ultimately have their ratings cut by one or two notches depending on their 
ability to adapt to the legal reforms going through various jurisdictions, the agency 
explained.  

S&P said it was conducting a review of bank ratings that is due to be completed by the 
end of April, after which some banks may put on a negative outlook.  

The move brings S&P’s policy in Europe into line with its practice in the US. Last 
summer, it revised its rating outlooks on the holding companies of eight US banks 
deemed to be systemically important.  

S&P said it was responding in part to the looming introduction of the EU’s Bank 
Recovery and Resolution Directive, which is likely to be approved by the European 
Parliament later this year.  

Governments around the world have been trying to put creditors in line for future losses 
as they seek to avoid a repeat of the crisis of 2007-09, when taxpayers in western 
nations had to support their banks with hundreds of billions of dollars of aid.  

The new rules are intended to facilitate the shutting down of troubled groups while 
keeping critical services going – in an attempt to end the “too big to fail” problem that 
has dogged the financial system.  

“The urgency of these reforms varies by country, but we see those that suffered most 
during the recent financial crisis – the US and western Europe – at the forefront,” said 
S&P.  

S&P noted that the UK and Switzerland had taken a “proactive stance” to prevent 
taxpayers bailing out failing banks in the future, and that the new EU directive was 
another “important milestone”.  
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Implementation of the legislation is expected for 2015 with mandatory bail-in features 
to follow later in the decade.  

The S&P report did not single out any banks for possible downgrades. However, it said 
that, of the top 100 banks globally, more than 35 benefited from a two-notch rating 
uplift because of government support – with another 30 enjoying a one-notch boost. A 
handful of other lenders benefited from rating uplifts of between three and six notches.  

Fitch, another rating agency, has signalled that it will issue a report on European banks 
by the end of the current quarter, covering the same issue.  

 http://www.ft.com/intl/cms/s/0/0aa4e30a-a3d0-11e3-88b0-
00144feab7de.html?ftcamp=crm/email/201435/nbe/BrusselsBrief/product&siteedition=i
ntl#axzz2uzwFJWa4    

 ft. com  World  Europe  

March 4, 2014 1:27 pm 

EU-Russia sanctions: 6 areas of 
manoeuvre 
By Andrew Byrne and James Fontanella-Khan 

©Getty 

The EU has given Russia an ultimatum to recall its troops in Crimea back to barracks by 
Thursday, when the bloc’s 28 leaders meet in an emergency session in Brussels, or face 
“targeted measures”.  

But Russian President Vladimir Putin has warned that sanctions could ricochet back, 
damaging Europe’s own interests as well. So what options do the EU have to respond to 
Moscow? And which specific sanctions are most likely?  

More ON THIS STORY// US considers sanctions on Russian banks/ In depth Ukraine 
political crisis/ Putin’s lack of engagement hurts Obama/ Philip Stephens Invasion 
marks Putin failure/ Edward Luce Obama’s chicken Kiev moment 

ON THIS TOPIC// Fast FT Russia spends $11bn supporting rouble/ War fears 
decimate Russian stocks/ Worries over corporate exposure to Russia/ Gideon Rachman 
A new cold war is old hat 

IN EUROPE// US and Russia to hold Ukraine talks/ Cyprus passes bill to privatise 
utilities/ Kerry unveils $1bn in US aid for Kiev/ Kiev seeks to consolidate its control 

Here are six areas of manoeuvre if Moscow does not meet the EU’s demand: 

1. Travel ban: Immediate visa bans against Russian citizens. The US imposed travel 
restrictions on 20 former Ukrainian officials last month and Barack Obama, US 
president, signed the Magnitsky Act in 2012 banning 18 Russian officials from entering 
the US as punishment for their role in a fraud case.  
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How likely? Likely. This should be relatively easy to implement and would hurt several 
wealthy Russian individuals with financial interest in Europe, particularly in London 
and Cyprus. However, identifying targets could take time.  

2. Diplomatic: Boycott the Group of Eight summit scheduled in the Russian Black Sea 
resort of Sochi in June, as well as the Fifa 2018 World Cup, which Russia is meant to 
host. More traditional measures include the recalling and expulsion of diplomats.  

How likely? The Group of Seven have already pulled out of preparations for the 
upcoming G8 summit so there is a high likelihood that the EU would take this a step 
further. Embarrassing Mr Putin on his home turf would hurt the Russian president, but 
Italy and Germany are wary of a full boycott. Calling off the World Cup is a long-shot, 
though some nations may choose to boycott. Finally, closing down diplomatic avenues 
is highly unlikely as EU leaders will continue to seek dialogue at all times. 

3. Suspending bilateral talks: This could include suspending talks on EU-Russia visa 
liberalisation, which has been a major objective of Mr Putin’s engagement with 
Brussels for several years, and interrupting negotiations for a new strategic agreement, 
which aims to bolster co-operation on investment, research and education.  

How likely? Likely. This should be fairly straightforward to implement and the move 
will certainly irritate Moscow but is unlikely to be decisive in ending the crisis. 

4. Financial: Freeze assets of rich Russian individuals in Europe and block state-
controlled banks’ access to EU financial markets, including banning listings of Russian 
companies on European exchanges. The British government has already come under fire 
after an official was pictured walking into Number 10 on Monday with a document 
warning the UK should not “close London’s financial centre to Russians”. 

How likely: Unlikely. This would be fairly easy to implement but politically sensitive 
as it could hurt European economic interests – Russians hold billions of euros and 
pounds in European banks.  

5. Trade: Impose trade embargoes that would range from arms to energy-related 
services, such as insurance and transport of Russian oil, and a ban on the export of 
hydrocarbon exploration technology. An extreme response would be blocking the flow 
of oil and gas from Russia to Europe.  

How likely? An arms embargo is likely to happen but will have little effect as Russia 
manufactures much of its own weaponry. However, symbolically it would be a 
powerful move.  

Energy-related sanctions are unlikely given that the EU is dependent on gas supplies 
from Russia for 30 per cent of its energy needs. However, such a measure has been 
successfully implemented against Iran. 

6. Wild card: Impose tough penalties against Russian energy company Gazprom for 
anti-competitive pricing of its gas in Europe.  

How likely? Unlikely. The European Commission, which is in charge of the 
investigation into Gazprom’s pricing model, is not keen to politicise the matter.  

http://www.ft.com/intl/cms/s/0/ebfe1410-a38b-11e3-aa85-
00144feab7de.html?ftcamp=crm/email/201435/nbe/BrusselsBrief/product#axzz2uzwFJ
Wa4 
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Crimean Crisis 

All Eyes on Merkel 
By Philipp Wittrock and Gregor Peter Schmitz 
As the conflict with Russia over Crimea intensifies, Germany is playing a central 
role in communications with Russian President Vladimir Putin. But the 
international community has doubts that Chancellor Angela Merkel can pull it off.  
Germany had only recently announced the end of its era of restraint. German President Joachim 
Gauck, Defense Minister Ursula von der Leyen of the Christian Democrats and Foreign 
Minister Frank-Walter Steinmeier of the Social Democrats have all argued that it's time for 
Germany to play a greater role in the world.  

Steinmeier couldn't have expected that he would need to follow-through on his push for an 
"aggressive foreign policy" so quickly. But the dramatic escalation in Crimea needs quick 
answers and it has become a focus of Chancellor Angela Merkel's government in Berlin. 

"Europe is, without a doubt, in its most serious crisis since the fall of the Berlin Wall," 
Steinmeier said on Monday. "Twenty-five years after the end of the conflict between the blocs, 
there's a new, real danger that Europe will split once again." 

Partly as a result of Steinmeier's key role in Kiev in February -- in which he, together with his 
French and Polish counterparts, helped forge a last-minute agreement to ward off a bloodbath in 
Kiev -- but also because of Germany's traditional role as a go-between with Russia, many are 
now looking to Merkel as a potentially vital intermediary with Russian President Vladimir 
Putin.  

It is a tremendous challenge. And it isn't just the Europeans who will be watching Berlin 
closely. The US too is hoping Germany will live up to its new desire to wield influence. 
According to Fiona Hill of the Brookings Institution, Washington's currently troubled 
relationship with Russia means that it cannot do much -- and that Germany must therefore play 
a more important role.  

Merkel Dives Into Diplomacy  

Ties between Berlin and Moscow have traditionally been constructive. even if Putin and Merkel 
have a difficult personal relationship. Still, the two continue to talk, with the chancellor phoning 
Putin several times in recent days to express her view that the "unacceptable Russian 
intervention in Crimea" is a violation of international law. In parallel, she has also tried to open 
a channel of communication between Moscow and Kiev. Putin said he was willing to talk about 
the formation of a "contact group" and a fact-finding mission is supposed to determine the 
situation on the ground.  

Like Merkel, her foreign minister has also spend almost all of his time engaged in crisis 
diplomacy, including a dinner meeting with Russian Foreign Minister Sergei Lavrov in Geneva 
on Monday night. Steinmeier has been widely praised for his work, particularly for his role in 
hammering out a peace plan in Kiev, while people were dying on Independence Square.  

But therevolutionary dynamic flushed Ukrainian President Viktor Yanukovych away almost as 
soon as Steinmeier had boarded his plane for Berlin. The West was almost surely aware that 
such an eventuality might occur. But Moscow -- not entirely unjustly -- has accused Steinmeier 
et. al. of not pressuring the opposition in Kiev to stick to its side of the agreement. As a result, 
Steinmeier now has even more responsibility: If violence breaks out in Crimea, his efforts in 
Kiev will have been rendered worthless.  
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International Doubts  

In the US, there are now doubts that Germany can fulfill its planned role. CNN's security expert 
tweeted on Sunday that the German silence about cancelling a preparatory meeting for the June 
G-8 summit in Sochi is "deafening." The US, Britain, France and Canada cancelled first. 
Germany only joined later to give the impression of unity. A former US top diplomat in 
Washington said on Sunday: "The EU is dysfunctional, but Berlin is the real problem." It 
doesn't help, she argued, that Merkel is a hesitant leader.  

In Berlin, such accusations are largely considered to be hackneyed and tired. Of course 
European crisis diplomacy is difficult, they argue, when a giant country like Russia is creating 
facts on the ground in Crimea. But while Ukraine is located across the world from the United 
States, it only takes three hours to fly from Frankfurt to Simferopol.  

And then there's Europe's dependency on Russian natural gas. Germany receives 35 percent of 
its natural gas imports from Russia, and a similar proportion of its oil. The Europeans would be 
well-advised, the Merkel camp argues, not to fan the flames with Cold War rhetoric. 

The United States, of course, has moved forward, taking steps on Monday to impose sanctions 
on high-level Russian officials and suspending military ties to the country.  

European Reluctance  

European leaders have been more cautious: Dutch diplomats have stated that they will not 
impose sanctions, and British Prime Minister David Cameron has said he wouldn't lend his 
support to punitive trade measures or prevent the flow of Russian money into the UK. And the 
chancellor, first and foremost, is playing for time, hoping that emotions will cool. She believes 
that Putin will react heatedly to punitive measures, which is why she is opposed to sanctions or 
to excluding Russia from the G-8. 

The New York Times reported on Monday what Merkel really thinks of the Russian president: 
The paper wrote that she told Barack Obama via telephone that she is not sure if Putin is "in 
touch with reality." Berlin did not officially confirm the quote, expressing it in more diplomatic 
terms -- that Putin and the West have a "very different perception" of the events in Crimea.  

The Americans, of course, would rather she had expressed herself a bit more forcefully. And the 
world is watching to see if she ultimately will. 

URL: 
• http://www.spiegel.de/international/world/angela-merkel-plays-central-role-in-russia-

diplomacy-over-crimea-a-956834.html 
Related SPIEGEL ONLINE links: 

• The New Ukraine: Inside Kiev's House of Cards (03/03/2014) 
http://www.spiegel.de/international/europe/post-yanukovych-ukraine-looks-to-avoid-past-
pitfalls-a-956585.html 

• Ukraine Conflict: Putin Strengthens His True Enemies (03/03/2014) 
http://www.spiegel.de/international/world/russian-invasion-of-crimea-will-create-nationalist-
problem-in-ukraine-a-956614.html 

• Economic Woes: The Uncertain Future of Ukraine's Finances (02/28/2014) 
http://www.spiegel.de/international/europe/ukraine-facing-financial-instability-but-imf-may-
help-soon-a-956353.html 

• Putin's Difficult Decision: Ukraine Remains a Danger for Russia (02/25/2014) 
http://www.spiegel.de/international/world/situation-in-ukraine-puts-putin-in-a-difficult-spot-
a-955604.html 
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    Daily Morning Newsbriefing  

March 04, 2014 

The economic impact of the crisis 
The crisis has now finally hit our reservation as Russia's looming annexation of parts of 
the Ukraine is turning into a global economic shock. This morning, Interfax reports that 
Putin has ordered the troops to return to base - but as yet with no explanation of why. It 
was bad day for global markets. The Russian and Ukrainian stock market yesterday fell 
by 10%, the German Dax by 3.5%. For Germany, a war would have notable economic 
implications - with 3.5% of German exports going to Russia and 0.5% to the Ukraine 
(plus exports into regions that may also be affected by the crisis). Suddeutsche probably 
has the best analysis of the economic impact of the crisis specifically on Germany - the 
western country that would be economically most affected. Among the statistics the 
article quotes is that the EU gets about one quarter of all its gas supplies from Russia. 
Of this, half runs through the Ukraine.  

In his Reuters forex column, Neal Kimberley looks at the consequences of the collapse 
in the Russian stock market on the eurozone. He writes the eurozone is most vulnerable 
as it depends on gas supplies from Russia. The most pertinent effect has been on the 
share prices of euro zone banks with large exposures to the two countries, including 
Austrian banks. That in turn may well create a short-term need to repatriate euros from 
overseas to bolster the local euro-denominated balance sheet.  

The country to watch is Germany. The story that surprised us the most was 
Handelsblatt's top online story last night - about Gerhard Schroder as Vladimir Putin's 
most important ambassador. Schroder was speaking in Paris, riding to the rescue of his 
Russian friend. Schroder blames the EU for having forced the Ukraine to make a 
straight choice between accepting the EU association agreement or accepting a customs 
union with Russia. Given the internal divisions of the country, Schroder is quoted as 
saying, the outcome is not surprising. He warns against reprisals against Russia, 
especially Russia's exclusion from the G8 and G20.  

In his Spiegel Online column Jakob Augstein says Frank-Walter Steinmeier's diplomacy 
in the Ukraine was a total disaster. What did the government expect by forcing the co-
operation agreement onto the Ukraine, and to encourage the opposition to launch an 
insurrection against their despotic leader, or when they immediately recognised the new 
putschist Ukrainian government as he called it. Why feign surprise that Putin is acting 
in defence of Russia's narrow interests. He speculates that the West may have wanted a 
division of the country in the first place - in which the diplomacy would have been 
much smarter than meets the eye. He says an annexation of the Krim is probably the 
most benign scenario. 

Draghi is talking down the deflationary threat 
In his quarterly hearing in front of the EP's monetary affairs committee, Mario Draghi 
said the geopolitical impact of the situation in Ukraine would be much greater than that 
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of the emerging markets turmoil earlier this year, even though the direct links between 
the Ukraine and the eurozone are small (accounting for less than 1% of total eurozone 
exports). Draghi played down - more strongly than before -the threat of deflation. 
He said that most of the deflationary pressure comes as a result of adjustment in 
the periphery. So this is just going to be a temporary factor.  
Claudi Pérez of El País writes about the internal tensions in the ECB’s Governing 
Council over the growing deflationary pressures in the Eurozone. Unnamed sources 
speak of two camps: one which favours token measures and another which would 
use “heavy artillery”. At this Thursday’s meeting the ECB will issue its first 3-year 
inflation forecast, and a decision may hinge on the 2016 forecast. According to 
Pérez, last month the Governing Council discussed the “risk of deflation” at an 
informal side seminar to the main policy meeting, which allowed Draghi to avoid 
talking about it in the press conference.  
Pérez also gathered the opinion of a number of international experts. Francesco 
Pappadia says the ECB is likely to limit itself to “cautionary measures” as there’s no 
consensus for Fed-style asset purchases; Kenneth Rogoff says Draghi is possibly more 
focused on the banking stress tests than on anything else; Ángel Ubide criticises the 
increased national politicisation of the Governing Council; and Charles Goodhart says 
that Draghi’s difficulties in achieving an agreement on “significant” monetary measures 
will force him to “improvise” a less ambitious package that won’t improve the prospects 
of the Eurozone.  

Spain’s FROB sells 7.5% of Bankia 
Spain’s bank restructuring fund FROB has sold 7.5% of Bankia’s shares to institutional 
investors. Superficially the sale is at a profit, as the FROB recapitalised Bankia through 
a rights issue at €1.35 per share and the current share price is around €1.5. Nevertheless, 
El País writes that taking into account the sum total of government aid to Bankia and its 
parent BFA the shares would have to be sold at an average price of €2.8 in order to 
recoup all the aid. 

The part-sale of Bankia is transparently a ploy for the upcoming European elections 
when the PP can be counted on to campaign on their successful steering of the economy 
including being able to sell Bankia’s shares at a profit barely a year after the rights 
issue. Also, the press is reporting that George Soros has bought shares in Bankia, which 
is sure to be used politically as well. We recall that three months ago political use of 
Bill Gates’ Spanish stock purchases backfired as he reacted by pulling out of any further 
investments. 

The small print in Rajoy’s social security flat rate for net job creation 
Last Wednesday we reported on one of the star measures announced by Mariano Rajoy 
during Spain’s “state of the nation“ debate, namely a “flat rate” of €100/mo for 
employer social security contributions for new hires. As the days go by, however, it 
becomes clear that the proposed measure is not all that is was billed to be. El País writes 
that the decree finally published in Spain’s official journal would allow firms to take 
advantage of the lower social security contributions without net job creation. In 
particular, the Social security administration will take into account the number of 
employees in a firm during the previous 30 days. Also, the condition that employment 
must be maintained for 3 years in order to keep the social security discount is relaxed, 
as dismissals for economic or organizational reasons won’t be taken into account. 
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It has become a pattern with Rajoy’s cabinet that policies are announced to great effect 
only to be significantly watered down in the small print when the legislation is finally 
approved. 

Greek government and troika remain far apart 
Kathimerini reports that talks between Greece and the troika during the weekend had 
made slow progress, with the two sides still far apart but still pretending that they are 
aiming for a deal before Monday's eurogroup summit. The most serious obstacle is 
structural reforms, with the troika pressing for the enforcement of the entire OECD 
toolkit. Greek commitments to implement 80% have not satisfied the troika. The good 
news is that there is no fiscal gap for this year, so no further austerity measures are 
necessary. There are still arguments about how to distribute the primary surplus, most of 
which the governments wants channelled to vulnerable social groups, and to support 
salaries of the police and armed forces. The troika wants the surplus to be set aside to 
cover any court-mandate reversals of austerity measures.  

Renzi government makes some headway on reforms 
What is clearly observable in Italian politics is the renewed level of energy with which 
the new government is pursuing reforms. Renzi’s electoral reforms, codenamed 
Italicum, is in its final stretch, according to Corriere della Sera - though it has not 
proceeded nearly as fast as Renzi originally set out. There seems to be a deal between 
Renzi and his more sceptical coalition partners that the reforms are decided now, but 
won't come into force until after 18 months, to give time to make the necessary 
constitutional changes for the abolition of the Senate. In getting this deal, Renzi had 
to manoeuvre between two effective partnerships - the first is the original deal with 
Berlusconi, the second is the new coalition, where the New Central Right of Angelino 
Alfano wants to ensure that this reform does not annihilate the smaller parties.  

Some contours also emerged on the jobs act, a series of emergency measures to help the 
labour market. The data out yesterday suggest that these much trumpeted measures are 
very small - macroeconomically irrelevant - because most of their funding will be 
diverted from other expenditure items, such as regional aid. The sum total for the 
schemes is about €1.5bn over two years, with an emphasis on getting the under-25 
trained or re-trained.  Of the funds, a third comes from national resources, a third from 
the EU, and the last third from a diversion of spending out of the European social fund.  

Istat, meanwhile, published the GDP data for last year, showing nominal GDP declining 
by 0.4% to €1560bn. The chain-linked volume measure of real GDP was down 1.9% 
after 2.4% in 2012. The fall in GDP was due to a sharp contraction in Gross fixed 
capital formation (-4.7%) and in Final consumption expenditure (-2.2%). Imports 
decreased by 2.8%. General government borrowing was exactly 3% of GDP, and debt 
was 132.6%. 

What is it with the sentiment indicators? 
One of the remarkable statistical mirages of our time is the persistent chasm between a 
very weak recovery and extremely optimistic business sentiment surveys. Markit's 
manufacturing purchasing managers’ index seems to have reversed direction, as 
expectations adjust to the reality of the eurozone's recovery with the index down from 
54 in January to 53.2 in February, the first fall in five months. Markit said the reading 
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was a disappointment and highlights the fragility of the recovery. France is doing better 
- though still contracting. Germany is doing well, and so is Spain. 

 
 

 
There is a remarkable gap between the economic reality in the eurozone, which remains 
bleak, and those exuberant confidence indicators. In its monthly economic report, FAZ 
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says the forecasters are mesmerized by this gap. A slow recovery is going on, but the 
good mood is not reflected in any of the hard data. The article quotes Jorg Kramer of 
Commerzbank who says the discrepancy between confidence indicators and official 
statistics has been going on for some months now. If the indicators are right, the 
economy could expect to grow by some 3%. The article quotes an Ifo economist as 
saying the discrepancy has some rational basis as companies are clearing their 
inventories and profit margins are large - which explains the good mood. What is 
shifting in Germany is the unusual trend of domestic demand as the main driver of 
economic growth. 

 
Low growth – the new economic reality 
Stephen King takes a look at a world in which the US no longer plays the role of 
consumer of last resort - due to sequestration, low income growth and inequality. This 
shift has huge global implications. The bottom line is that we have a global savings 
glut, except that those savings no longer have a place to go. In the absence of the US 
picking of the consumer-of-last-resort function or somebody else doing it, much 
lower growth and much lower returns are the result. That may explain that inflation 
is stuck at a low equilibrium, despite the best efforts of the central banks.   

The implication of Stephen King's scenario for the eurozone would be extreme. The 
whole eurozone crisis strategy - if you want to call it that - critically rests on the idea the 
problem is solved in time, but that only works in the presence of growth. If low growth 
is the new normal, the burden of sustainability for the periphery is correspondingly 
raised. 

 The debate on Glienicke and Eiffel 
Paul Taylor's Reuters column offers an optimistic outlook on the Glienicke and Eiffel 
groups’ vision of an enhanced political co-ordination within the eurozone. He said their 
visionary proposals contrast sharply with the bland proposals by all the established 
political parties. He compares the current debate with Schauble/Lamers in the 1990s, 
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which got nowhere because France did not support it. What both groups managed to do 
is to address, and break, national taboos -transfers for the Germans, and national 
sovereignty for the French. Taylor believes that these proposal stand a better chance to 
be heard than previous ones. Politicians realise that the crisis is far from over, and some 
politicians, like Frank-Walter Steinmeier, want to gain more influence in the debate.  

Charles Grant is more sceptical. He is sympathetic to some of the arguments used by the 
Eiffel group, but does not believe they are realistic, especially in terms of the 
implications for the non-eurozone countries. Here is his conclusion: 

"In private, one of the authors has explained to me that the manifesto’s key point is that 
the current set-up does not work and is economically and politically unsustainable; he 
believes that both elites and citizens can be convinced of that point, and that they will 
therefore see the need for a tighter euro union. He may be right that the eurozone 
cannot flourish without significant reform. But politicians will find it very hard to 
persuade voters that a lot of powers now held by member-states should be transferred 
to new or existing Brussels institutions." 

We are sceptical for the medium term, more optimistic for the long term, but by then a 
lot of damage will have been done. Our scepticism for the medium term is due to the 
fact that by the end of last year all the critical structural decisions in the eurozone anti-
crisis strategy have been taken: a fiscal compact to enforce discipline instead of a fiscal 
union; a banking union in name only that will not separate banking and sovereign risk; 
no joint debt instruments; no fiscal transfers; no public sector involvement. It is hard to 
see how the Glienicke/Eiffel proposals could reverse those concrete decisions. More 
likely they will affect the policy debate in ten or twenty years - after the next crisis. 
We agree with Charles Grant that there are no majorities for this yet, and in our 
view it would take another even more massive crisis to change the existing false 
narratives, and produce such majorities. By that time, the eurozone will probably 
have shrunk and split. Policy ideas take time to ferment. So we take these proposals as 
a useful start of a debate that should really have started in the 1990s. 

 Eurozone Financial Data 
10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.574 0.584 0.583 
Italy 1.851 1.929 1.915 
Spain 1.883 1.947 1.945 
Portugal 3.260 3.347 3.384 
Greece 5.419 5.482 6.25 
Ireland 1.486 1.527 1.525 
Belgium 0.712 0.708 0.719 
Bund Yield 1.626 1.563 1.577 

    
    
Euro Bilateral 
Exchange Rate    
  Previous This  
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morning 
Dollar 1.377 1.3761  
Yen 139.520 140.19  
Pound 0.823 0.8245  
Swiss Franc 1.213 1.2153  
    
    
ZC Inflation 
Swaps    
  previous  last close  
1 yr 0.92 0  
2 yr 1.02 0.91  
5 yr 1.32 1.17  
10 yr 1.77 0  
    
Eonia    
20-Feb-14 0.17   
19-Feb-14 0.16   
18-Feb-14 0.15   
17-Feb-14 0.15   
    
OIS yield curve    
1W 0.161 15M 0.121 
2W 0.162 18M 0.130 
3W 0.161 21M 0.162 
1M 0.152 2Y 0.179 
2M 0.145 3Y 0.286 
3M 0.140 4Y 0.467 
4M 0.131 5Y 0.643 
5M 0.131 6Y 0.833 
6M 0.127 7Y 1.017 
7M 0.124 8Y 1.191 
8M 0.122 9Y 1.349 
9M 0.113 10Y 1.491 
10M 0.134 15Y 1.985 
11M 0.113 20Y 2.179 
1Y 0.121 30Y 2.272 

    
Euribor-OIS 
Spread    

 previous  last close  
1 Week -0.586 -1.086  
1 Month 4.214 3.514  
3 Months 12.700 11.3  
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1 Year 38.457 38.557  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-03-
04.html?cHash=3b43043eb68ec4cae7c168805743a836  
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Ukraine crisis: Russia is in no position to 
fight a new cold war 

By Gideon Rachman 

Putin and his allies have talked tough while enjoying the comforts of globalisation  

©James 
Ferguson 

When the Soviet Union invaded Czechoslovakia in 1968, the Moscow stock market did 
not crash. That is because there was no Moscow stock market. By contrast, the news 
that Russian troops have taken effective control of Crimea was greeted, on Monday, by 
a 10 per cent collapse in shares on the Russian market. 

This contrast between 1968 and now underlines why talk of a new cold war is 
misleading. The economic and political context of Crimea in 2014 is entirely different 
from Czechoslovakia in 1968. Russia no longer has an empire extending all the way to 
Berlin. The pain of that territorial loss is part of the reason why President Vladimir 
Putin is fighting so hard to keep Ukraine in Moscow’s much-diminished sphere of 
influence. 
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MoreON THIS STORY// In depth Ukraine political crisis/ West scrambles to counter 
Russia/ Philip Stephens Invasion marks Putin failure/ John McDermott Notes on 
Ukraine/ Editorial A second cold war threatens Europe 

ON THIS TOPIC// EU-Russia sanctions 6 areas of manoeuvre/ War fears decimate 
Russian stocks/ Worries over corporate exposure to Russia/ Comment Investors count 
cost for Russian rouble 

GIDEON RACHMAN// Battle over Ukraine can be avoided/ A model for how to 
handle a split/ The Diary – Gideon Rachman/ The threat of a new euro crisis 

Just as important, the world is no longer divided into two mutually exclusive, and 
hostile, political and economic systems – a capitalist west and a communist east. After 
the collapse of the Soviet system, Russia joined the global, capitalist order. The 
financial, business and social systems of Russia and the west are now deeply 
intertwined. A new east-west struggle is certainly under way today but it is being fought 
on entirely different terrain from the cold war – and under different rules. 

The Kremlin may assume that the west’s business dealings with Russia work in its 
favour. President Putin, the former KGB agent, probably still believes the old Soviet 
maxim that western foreign policy is dictated by capitalists – who will not allow their 
financial interests in Russia to be endangered. The west’s supine reaction to the Russian 
military intervention in Georgia in 2008 may have strengthened this impression. Ben 
Judah, author of a recent book on Russia, argues that the eagerness of western business 
people and former politicians to do business with Russia has made Mr Putin “very 
confident that European elites are more concerned about making money than standing 
up to him”. 

Yet Mr Putin, who is fond of judo, should know that a sudden shift of weight can turn a 
strength into a weakness. The interdependence of the Russian and western economies 
means that rogue actions by the Kremlin can inflict an immediate economic cost on 
Russia. The first part of that price became apparent with the crash on the Moscow stock 
market after the move on Crimea – with the shares of Gazprom and Sberbank – two big 
companies closely tied to the Kremlin – falling by about 10 per cent each. 

The imposition of formal economic sanctions or visa bans on members of the Russian 
elite would heighten the pain. Rich Russians now take for granted the right to pop over 
to London or Paris for the weekend. Billions of dollars of Russian money are stashed 
away in western banks or invested in European property. 

The Russian central bank itself has estimated that two-thirds of the $56bn that flowed 
out of Russia in 2012 might have been the proceeds of crime. Funds that are the fruits of 
corruption are vulnerable to legal action. The City of London and the Swiss authorities, 
in particular, have not been noted for their eagerness to question the origins of Russian 
money. But those questions could now be asked a little more urgently. 

President Putin himself has long been rumoured to have billions salted away in the west. 
Presumably, not all of that money is the product of savings from his Kremlin salary. If 
western intelligence agencies have done their job, they will presumably know where 
this money is. 

Visa bans on a widened circle of Russian leaders, implicated in the military intervention 
in Ukraine, are certainly feasible – which would stop them enjoying the properties and 
funds they have accumulated in Europe. America’s “Magnitsky list” – imposing visa 
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bans on Russian officials implicated in the killing of the lawyer Sergei Magnitsky – has 
already established the precedent. 

Of course, the economic damage inflicted would flow both ways. The most obvious 
western vulnerability is Europe’s reliance on Russian energy. The image of western 
householders shivering because the Russian gas tap has been turned off will worry 
European leaders. Yet even here, Europe’s vulnerability – and Russia’s willingness to 
use the energy weapon – can be overstated. 

In depth  

Ukraine political crisis  

 
Kiev is facing its most serious crisis since independence in 1991 in a dispute over trade 
links with the EU and Russia 

Russia needs to sell energy abroad. It gets some 70 per cent of its export revenues from 
oil and gas. The importance of such revenues to the Russian state ensured that energy 
sales to Europe were continued even during the height of the cold war. 

Meanwhile, European demand for Russian gas has fallen during the past decade as 
renewable energy comes on to the market. American shale gas could also provide an 
alternative source. 

With luck, the Russian government will, even now, think better of the course on which 
it has embarked. There is clearly scope for a diplomatic solution involving the pullback 
of Russian troops matched by guarantees for the cultural and political rights of Russian 
speakers. 

For the moment, however, it seems more likely that Russia is determined to hang on to 
Crimea – and perhaps also to grab bits of eastern Ukraine. 

President Barack Obama and the leaders of the EU have been swift to rule out a military 
response, and they are right to do so. But the west still has plenty of economic tools 
with which to make life difficult for Russia. 

For the past decade, Mr Putin and his entourage have often used the rhetoric of the cold 
war while enjoying the fruits of globalisation. Now they may need to be faced with a 
choice. They can have a new cold war. Or they can have access to the riches of the west. 
They cannot have both. 

 http://www.ft.com/intl/cms/s/0/cf1ec118-a099-11e3-8557-
00144feab7de.html#axzz2uzwFJWa4   
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Draghi seeks to revive reviled loan 
bundles to boost credit 
By Claire Jones in Frankfurt and Chris Thompson in London 

©EPA  

Mario Draghi, president of the European Central Bank 

Back in 2008 Jean-Claude Trichet will have had some sleepless nights over 
securitisation: the slicing and dicing of loans that ensured problems in a small pocket of 
the US mortgage market went on to engulf global finance.  

But six years after the height of the crisis set in train by the proliferation of loan 
bundles, Mr Trichet’s successor as European Central Bank president wants to revive the 
now-dormant industry. 

More ON THIS TOPIC// Deflation could take Europe by surprise/ Deflation fears 
depress eurozone yields/ Outlook markets focus on PMI reports/ Eurozone inflation 
firm at 0.8% 

IN EU ECONOMY/ German study warns on energy policy costs/ France 
unemployment hits record/ Sell-off protests cause Cypriot blackouts/ Czech PM vows to 
ratify EU fiscal compact 

Mario Draghi signalled in Davos earlier this year that the ECB could fight deflation and 
kick-start new lending in the eurozone, which has collapsed to less than half the central 
bank’s target level, by buying packages of loans made to households and companies. He 
has since elaborated on these plans, which if undertaken would mark a radical departure 
from the traditional quantitative easing process of buying government bonds. 

At first glance, it appears remarkable that Mr Draghi would want to resuscitate a 
financial product considered so dirty that it was branded as toxic sludge. 

Securitised US subprime mortgages, many of which were rated triple-A despite woeful 
underwriting standards, were bought not just in the US, but also by conservative 
German savers, and other investors around the world. When US homeowners could no 
longer foot the bill and began to walk away from their mortgages, the complexity of the 
loan bundles meant investors were unsure who was liable for what. Panic ensued.  

But while Mr Draghi is keen for the more arcane sorts of securitisations to be consigned 
to history, he believes there is a role for bundles of loans to be repackaged in simpler 
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form to create what is known in investor parlance as plain vanilla asset-backed 
securities.  

The ECB president said last month: “We think that a revitalisation of a certain type of 
[asset-backed security], a so-called plain vanilla [asset-backed security], capable of 
packaging together loans, bank loans, capable of being rated, priced and traded, would 
be a very important instrument for revitalising credit flows and for our own monetary 
policy.” 

For the eurozone, the advantages of Mr Draghi getting his hands dirty by resuscitating 
securitisation are clear: the practice has the potential to kick-start lending, which has 
declined dramatically across the currency bloc. 

Banks use asset-backed securities, which can be created from bundles of loans for 
anything from mortgages to credit cards and cars, as a funding tool. Selling the 
securities would free up more money for loans to businesses and households, as well as 
allowing banks to better manage risk on their balance sheet. 

As lending across the currency bloc continues to wane, so has the issuance of asset-
backed securities.  

European issuance is down by a third this year, according to data firm Dealogic. Last 
year, €180.9bn of asset-backed securities were issued in Europe, down by nearly 40 per 
cent from 2012, according to the Association for Financial Markets in Europe. 

About €76bn was placed on the open market, the lowest amount since 2009. The rest 
was retained by banks to use as collateral to secure low-cost funding from the ECB, 
with critics contending that this ready access to cheap central bank cash also dissuades a 
revival of the market. 

The ECB president believes a bigger stumbling block is that regulators do little to 
distinguish more complex securitisations from simpler, plain vanilla forms. 

A clear obstacle is that banks must hold more capital against asset-backed securities 
compared with other products. Yves Mersch, who sits on the ECB’s executive board 
alongside Mr Draghi, in November complained that the capital charges were akin to 
“calibrating the price of flood insurance on the experience of New Orleans for a city 
like Madrid”. 

The Basel Committee, the international regulatory body that meets at the Bank for 
International Settlements, headquartered in the Swiss town, is in the process of revising 
its securitisation framework. But, while other central banks – such as the Bank of 
England – are keen to remove impediments to securitisation, the work of the committee 
is not expected to be finalised until around the end of this year. 

For now, the best hope of awakening securitisation from its slumber is likely to lie in 
the hands of the ECB.  

http://www.ft.com/intl/cms/s/0/544e68ea-a2cd-11e3-ba21-
00144feab7de.html#axzz2uzwFJWa4  
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   ft.com Comment  Opinion 

March 3, 2014 6:50 pm 

Ukraine crisis: My sense of déjà vu as the 
west appeases Putin 
By Mikheil Saakashvili 

Are Europe and the US going to abandon countries every time they defy Moscow? 
writes Mikheil Saakashvili  

©Reuters 

The Olympic Games seem to bring out President Vladimir Putin’s fondness for 
revanchism. In 2008 I was on my way to the airport, heading to the opening ceremony 
in Beijing, when I was informed of overwhelming evidence that a large number of 
Russian troops had entered Georgian territory. The Black Sea Fleet had left its base in 
Sevastopol and was approaching Georgia’s coastline.  

Russia had long been fighting a proxy campaign inside Georgia, arming and training its 
local conspirators and directing their violent provocations. By the same token, Russia’s 
move last weekend to snatch Crimea from Ukraine was only the latest step in an 
offensive that has long been gathering pace.  

More ON THIS STORY// In depth Ukraine political crisis/ Philip Stephens Invasion 
marks Putin failure/ Lex Gazprom - in the pipeline/ Russia wages propaganda war over 
Ukraine/ West scrambles to counter Russia 

ON THIS TOPIC// Fast FT Eastern Europe-linked stocks lead rally/ Cameron denies 
putting City ahead of crisis/ Gas prices leap on Russia’s Crimea move/ Video Buy on 
cannon, sell on trumpets 

IN OPINION/ Eugene Rumer Putin, if you break it you own it/ Jonathan Ostry The 
scourge of inequality/ NHS presents opportunities/ The US and EU have options to 
outmanoeuvre Russia 

It is not just the tactics that are similar. The same excuses are being trotted out, too. Mr 
Putin seeks to justify his invasion of Ukraine as necessary for the protection of Russian 
citizens. It was a similar story in 2008. First, Russian passports were handed out to 
many Georgians. Then came the agitators, stirring up trouble. Finally, Russian soldiers 
arrived to “protect” these newly minted citizens. 

If Mr Putin’s behaviour evokes a feeling of déjà vu, so does the world’s reaction. Mr 
Putin would not have moved against Georgia had he not first succeeded in dividing 
Europe and thwarting the west’s overtures to countries inside his self-designated sphere. 
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In 2008 Mr Putin prevented Nato from enrolling Georgia and Ukraine into its 
membership action plan. Several months ago he managed to disrupt Ukraine’s signing 
of an association agreement with the EU.  

One can hardly accuse Mr Putin of being coy about his plans. Before he invaded 
Georgia he and his close associates repeatedly warned of an imminent war with our 
country. Ever since the Bucharest summit of 2008 he has been insisting that Ukraine is 
not a country but a territory, implying that it should be divided. The leader of one of 
Ukraine’s neighbours confided in me that, to his astonishment, Mr Putin proposed in 
2012 that Ukraine should be divided between its western neighbours and Russia. It had 
not, he told me, sounded like a joke.  

Mr Putin’s openness is not merely a sign of his respect for the virtue of honesty. He was 
advertising his intentions so as to test the western response in advance. I am convinced 
that the invasion of Georgia would never have happened if our western partners had 
heeded our appeals for help. Nor would Mr Putin have pushed into Ukrainian territory if 
the west had reacted properly in the aftermath of Russia’s occupation of one-fifth of my 
country’s territory.  

Instead, many western policy makers have conveniently forgotten the ceasefire 
agreement signed by the EU, which provided for the withdrawal of Russian troops from 
Georgian territory. They have tended to listen not to common sense but to a number of 
“experts” and useful idiots who lay an unfair share of the blame on Georgia. When, in 
2008, I warned that Ukraine might be the next victim, even sympathetic politicians in 
America and Europe considered me a bit delusional.  

How will they react this time? Again, the similarities are depressing. A growing group 
of westerners is frantically trying to justify Russia’s actions. In 2008 they bought the 
Russian story of Georgia moving first, and the outright lie about massive civilian 
casualties in South Ossetia. Now they are coming up with “justified” concerns of the 
Russian-speaking minority in Ukraine.  

In depth  Ukraine political crisis  

Viktor Yanukovich has been ousted, Russia is flexing its 
military muscle, fearing a threat to its interests in Ukraine 

The CNN correspondent in Moscow went as far as to suggest that the toppling of statues 
of Lenin in Ukrainian cities could be frightening to the country’s Russian speakers. 
Some western journalists and policy makers now cite historical reasons why Russia is 
entitled to invade its neighbouring countries’ territories. They have begun to talk of 
“Ukraine proper”, insinuating that it is quite natural for Crimea to be apart from the rest 
of the country.  

Mr Putin is unlikely to be perturbed by the threat of western sanctions. Such talk has 
come to nothing in the past, and a number of western officials flatly reject the 
possibility.  

Europe and the US must confront two simple questions. Are they going to continue to 
encourage nations to aspire to be free and democratic? And if so, are they going to 
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abandon these countries every time Mr Putin decides to punish them for their 
aspirations?  

Russia always overestimates its power and western democracies usually underestimate 
theirs. Their leverage is far greater than Russia’s. But it takes vision and courage for the 
west to stand up for its values, its principles – and indeed its interests.  

Mr Putin’s plan for Ukraine is brutally clear. Chopping off parts of its territory, and 
generating chaos in the rest of the country, will undermine Europe’s enthusiasm for 
welcoming Ukraine into its fold. That will make the country easy prey for a vindictive 
Russia.  

It will not stop here. If Mr Putin succeeds he will go after the Baltic countries next. If 
they want to prevent this, the EU and Nato need to act now. They should consider the 
full range of options, from economic sanctions to military deterrence.  

These measures will not come cheap. But doing nothing would ultimately prove far 
more costly. For that way lies squandered opportunity and deep regret. 

The writer, Georgia’s president from 2004-13, is senior statesman at the Fletcher 
School of Law and Diplomacy  
http://www.ft.com/intl/cms/s/0/bf752d6c-a2d6-11e3-ba21-
00144feab7de.html#axzz2uzwFJWa4  
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French federalists propose a Euro 
Community 
Written by Charles Grant, 03 March 2014  

A dozen French EU experts have written a manifesto proposing the creation of a new 
‘Community’ for the eurozone. The self-styled ‘Eiffel group’ makes an intelligent case 
for a federal, political union that would exist alongside the existing European Union. 
The chances of such a Community emerging are, in my view, rather small. But the 
manifesto deserves to be read, because the authors are serious people with first-hand 
knowledge of how the EU works. They include Yves Bertoncini, director of the Notre 
Europe - Jacques Delors Institute; Laurence Boone, an economist at Bank of America 
Merrill Lynch; Sylvie Goulard, a liberal MEP; Denis Simonneau, a member of the 
board of GDF Suez; and Shahin Vallée, economic adviser to President Herman Van 
Rompuy. If they get their way, the EU itself would become a second-class club with 
little appeal to members such as Denmark, Sweden or the UK. 

The Eiffel group’s analysis of the euro crisis is similar to that of the Centre for 
European Reform. The authors argue, for instance, that fiscal policy has been too 
restrictive. And they are unhappy with the way Germany exerts leadership in the 
eurozone. “The current situation, where German federal bodies (Bundestag or the 
Karlsruhe court) hold the fate of the euro in their hands is not good for Germany, placed 
in a position of hegemony, nor for Germany’s partners, reduced to complying.” 

But the institutional thinking of the Eiffel group makes the CER uncomfortable. Its 
chief proposal is for the euro countries and others committed to a “common destiny” to 
negotiate a treaty for a Euro Community. This Community would be about much more 
than the euro, covering education, training and innovation. It would invest in digital, 
transport and energy networks, as well as research. The group proposes new instruments 
to absorb economic shocks and support the most vulnerable people. It wants EU-level 
unemployment benefits and “partial harmonisation” of labour markets.   

The authors call for “putting an end to the ill-defined concept of subsidiarity [the idea 
that decision-making should rest at the lowest practicable level], a pretext for the 
renationalisation of policies”. And they would aim for a common external 
representation (though the authors say very little about what kind of foreign policy the 
Community should have). 

A eurozone parliament would elect an executive to run the Community. That 
parliament’s members would double-up as MEPs. A levy on companies or a carbon tax 
would pay for the Community’s budget. It would borrow collectively to finance future 
projects, though not to cover past debts. 

The Eiffel group is hostile to a greater role for national parliaments in the EU or 
the new Community. Nor does it want joint meetings of national parliamentarians and 
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MEPs, as envisaged in the 2012 ‘fiscal compact’ treaty.  “The principle must be 
imposed that a European decision requires European control, and a national decision 
national control.” 

The existing European Court of Justice would police the Community’s rules and 
enforce sanctions on those who breach them. However, nothing is said about how the 
European Commission – or, indeed, the entire EU – would relate to the new 
Community. The authors appear to think that the relationship between the euro-ins and -
outs is not a problem, because they expect most of the member-states outside the euro to 
join it within a few years. 

The manifesto’s discussion of the single market is cursory. It suggests that the single 
market take in countries that cannot easily join the EU, such as Albania, Moldova, 
Turkey and Ukraine. It assumes that Britain would be much happier if left in an outer 
tier consisting of not much more than the market, alongside such countries. Though they 
never state it openly, the authors imply that a big advantage of the new Community 
would be to ensure that the British cannot block further European integration. 

This French manifesto was inspired by a similar German enterprise: last year the 
‘Glienicker group’ of German experts drew up its own federal manifesto. The Eiffel 
group believes that France and Germany together have a special responsibility to 
manage European integration (Italy, Spain and Poland are scarcely mentioned in the 
French manifesto). Nevertheless many Germans will have problems with the Eiffel 
proposals. 

Germans tend to like subsidiarity, and may baulk at the Eiffel group’s derogatory 
language on this principle. Similarly, they are big fans of the single market (even if they 
are reluctant to extend it further into services), so may wonder why these French authors 
seem so uninterested in it. The suggestion that the poorer Balkan countries, Turkey and 
Ukraine should join the single market implies that it is a slap-dash creation, rather than 
a construction that needs to be policed vigorously with strong rules and institutions. 

The Eiffel group calls for the Community to build energy, transport and digital 
networks, but surely many of the most important infrastructure projects would 
achieve more if extended across the entire EU rather than merely the eurozone? 
For example, carbon capture and storage cannot take off seriously in the EU without a 
pan-European network of pipes to take CO2 from the places it is emitted to suitable 
underground burial sites (such as those which lie under the North Sea). 

Some Germans will agree with the Eiffel Group that the eurozone needs to develop into 
a strong Community, but they will be concerned that the authors more-or-less ignore the 
relationship between the 28 and the 18. How could one ensure a smooth fit between the 
EU and the Community? What happens to the Commission? And what if the 
Community executive takes actions that harm the single market?  

The manifesto implies that such difficulties will be resolved by nearly all the EU 
countries joining the euro. But that may be wishful thinking. Lithuania apart, none of 
the euro-outs has taken even the first steps towards joining the euro, such as entering the 
Exchange Rate Mechanism. In Poland both the constitution and public opinion seem 
likely to prevent the adoption of the euro until well into the next decade. Some non-euro 
countries – unlike the UK – may be willing to accept the disciplines of the euro, because 
they plan to join in the long run. But they will still want to ensure that the single market 
remains intact and that economically illiberal forces in the eurozone do not smother it. 
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French authors have a particular credibility problem in proposing the kinds of idea 
contained in this manifesto. This is because a number of senior people in France – 
though not the manifesto’s authors – lament the enlargement of the EU into Central and 
Eastern Europe, regret the waning of French influence in the wider EU, and hope to 
build a new, smaller club around the euro, in which France can exert significant 
influence. Not long ago, I heard a senior French official say that the EU was no longer 
useful for France, because there were too many Central Europeans in it, and because the 
French could no longer steer the Union. 

Those outside France may imagine, however unfairly, that the Eiffel group is serving a 
protectionist agenda: they know that economic liberalism is, in relative terms, weaker in 
the eurozone than the wider EU (where the presence of Denmark, Poland, Sweden and 
the UK, among others, reinforces market economics). The manifesto’s reference to 
harmonising labour market rules and unemployment benefits in the eurozone will 
reinforce such fears. 
As for questions of democracy and accountability, it is not only the British who argue 
that the European Parliament has a legitimacy problem and that national parliaments 
should play a bigger role in the EU. Since the CER published proposals in favour of 
enhancing the role of national parliaments, last October, we have had more-or-less 
sympathetic reactions from several governments, including Denmark, Germany, the 
Netherlands, Poland and Spain. 

The Eiffel group has come up with an interesting and thoughtful contribution to the 
debate on Europe’s future. On paper, many of the authors’ ideas for a more federal 
eurozone make sense. They seem to imagine that the UK and others outside the euro 
will try to block the integration that the authors regard as necessary. But the real 
obstacle to these proposals lies not in London but elsewhere. The euro countries cannot 
hand over powers to a new Community unless their leaders can convince electorates – 
during election or referendum campaigns – that a federal government is desirable. So 
far, there is no sign that leaders in France or elsewhere are capable of that task. 

In private, one of the authors has explained to me that the manifesto’s key point is that 
the current set-up does not work and is economically and politically unsustainable; he 
believes that both elites and citizens can be convinced of that point, and that they will 
therefore see the need for a tighter euro union. He may be right that the eurozone cannot 
flourish without significant reform. But politicians will find it very hard to persuade 
voters that a lot of powers now held by member-states should be transferred to new or 
existing Brussels institutions. 

Charles Grant is director of the Centre for European Reform. 

 http://www.cer.org.uk/insights/french-federalists-propose-euro-community   
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March 3, 2014 6:37 pm 

Technology: Rise of the replicants 
By Richard Waters 

Rapid advances in artificial intelligence now threaten the jobs of educated white-collar 
workers  

 
If Daniel Nadler is right, a generation of college graduates with well-paid positions as 
junior researchers and analysts in the banking industry should be worried about their 
jobs. Very worried. 

Mr Nadler’s start-up, staffed with ex-Google engineers and backed partly by money 
from Google’s venture capital arm, is trying to put them out of work.  

More ON THIS STORY// Martin Wolf The march of the robot/ Google buys UK start-
up/ Google in £400m DeepMind move/ Apple iOS for Ferrari, Volvo and Mercedes 
cars/ The Monday Interview Hasso Plattner, SAP 

ON THIS TOPIC// Google reinforces online ad fraud squad/ Google backs two cyber 
security start-ups/ Google enters fast fibre optic race/ Google hits space bar for Bay 
Area start-ups 

IN ANALYSIS/ Venezuela – In search of a solution/ US military Boots off the ground/ 
Ukraine On the edge/ China pollution Trouble in the air 

Its algorithms assess how different securities are likely to react after the release of a 
market-moving piece of information, such as a monthly employment report. That is the 
kind of work usually done by well-educated junior analysts, who pull data from 
terminals, fill in spreadsheets and crunch numbers. “There are several hundred thousand 
people employed in that capacity. We do it with machines,” says Mr Nadler. “We’re not 
competing with other [tech] providers. We’re competing with people.” 
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Warren – the name given to the system, in homage to investor Warren Buffett – is part 
of a new army of “smart” machines that are threatening to invade office life. These 
computers do not just collect and process information; they draw inferences, answer 
questions and recommend actions, too. 

The threat to jobs stretches beyond the white-collar world. Advances in artificial 
intelligence (AI) also make possible more versatile robots capable of taking over many 
types of manual work. “It’s going to decimate jobs at the low end,” predicts Jerry 
Kaplan, a Silicon Valley entrepreneur who teaches a class about AI at Stanford 
University. Like others working in the field, he says he is surprised by the speed at 
which the new technologies are moving out of the research labs. 

“People don’t understand it, they don’t get what it’s going to mean,” adds Mr Kaplan, 
who says he was “radicalised” by a sudden awareness of the job-destroying capabilities 
of the new technology. “I feel like one of the early guys warning about global 
warming.” 

It’s going to decimate jobs at the low end. I feel like one of the early guys warning 
about global warming 

The impact of IT and automation on the world of work – and dire warnings about the 
job destruction they might cause – are as old as the technology itself. But the 
convergence of a number of tech trends has made the threat more immediate. 

As a result, 47 per cent of jobs in the US are now at risk from computerisation, 
according to a prediction last year from Carl Benedikt Frey and Michael Osborne from 
Oxford university. McKinsey, the management consultancy, has estimated that by 2025, 
productivity gains in fields of “knowledge work”, ranging from clerical to professional 
services, could account for 40 per cent of all the current jobs in those areas. 

One long-familiar tech trend is the relentless fall in the cost of computing power. 
According to Erik Brynjolfsson and Andrew McAfee, academics at the Massachusetts 
Institute of Technology, these incremental advances in computing have combined to 
make great leaps. Their book, The Second Machine Age , has stirred up angst this year 
about what the coming smart machines will do to job levels. 

A second factor is the availability of vast bodies of digital data. Feeding off that 
information, advanced pattern-recognition systems – using a technique known as 
machine learning – are able to draw deductions that earlier machines could not attempt. 

This has given rise to a field known as “cognitive computing”. IBM has been the 
acknowledged leader since its Watson machine won a television quiz in the US three 
years ago, in the process overcoming the notoriously difficult challenge for a computer 
of mastering “natural” language. 

New ways of interacting with computers, making it easier for non-technical humans to 
work with machines on complex tasks, are a third part of the AI revolution. As with 
many other aspects of technology, smartphones have been the forerunner.  
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Services such as the Siri question-and-answer feature on Apple’s iPhone and the Google 
Now service that tries to anticipate a user’s information needs, may be the forerunners 
of similar user-friendly systems that will come to dominate the office. 

This has fed two visions of the future of work. In one, the machines take on many of the 
boring parts of a job, setting humans free to supply the more advanced – and satisfying 
– brain work. The other vision is less harmonious: the machines leave many human 
workers on the scrap heap altogether. 

The incursions being made by this new generation of technology can be hard to trace, 
although that does not diminish its potential impact. 

A San Diego-based company called SmartAction, for instance, uses machine learning 
and natural language recognition in its automated response software for call centres. 
The better it can “understand” what callers want, the more likely the technology can 
deal with their queries successfully and prevent a human call-centre worker getting 
involved, says Tom Lewis, chief executive. 

“It makes it so you need fewer agents,” he says. And while many baby boomers may 
still yearn for a human voice, he adds, a younger generation brought up on digital 
technology feels perfectly at ease dealing with automated systems. 

In other fields, the displacement of humans can be easier to spot. With technology from 
a Chicago company called Narrative Science, Len Welter, an entrepreneur in London, 
used machines to write reports based on financial data. His start-up, which was sold last 
year to British financial information firm Markit, produced a “newswire” of automated 
reports to round out deeper research being done by human analysts. 
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Despite churning out 40 reports a day, he claims the robo-writer, called Quill, was good 
at disguising its non-human origins: “They changed the grammar and language – you 
couldn’t tell it was from a computer.” He admits the human writers at his company 
“freaked out” when they heard he was planning to use the system. 

 
. . .  
The workers that machines threaten to displace cover a wide range of office work. 
Smart digital assistants, for instance, could stand in for many types of support staff – or, 
by making the ones who remain more productive, greatly reduce their numbers. 

The jobs of many analysts and researchers could also be in the line of fire. Advances in 
machine learning and natural language systems make it easier to interrogate large 
amounts of data and to derive smarter answers in more intelligible forms. 

Even highly paid professionals with specialist expertise are not immune. In fields such 
as law and medicine, machines are likely to produce “generally better answers” than 
humans, who struggle to keep up with the latest knowledge in their fields, says James 
Manyika, a director at McKinsey Global Institute. 

IBM recently began selling its most advanced cognitive computing technology as an 
“ingredient” to be used in other business software applications – a kind of “Watson 
Inside” approach. Moves like this could see deeper intelligence seep into a wide range 
of everyday office technologies. 

Perhaps not surprisingly, most of the technologists working in the field – as well as the 
companies buying the new systems – predict that the upshot of moves such as this will 
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be to enhance human workers rather than replace them altogether. The new systems are 
promoted as opportunities to jettison the most dull and onerous aspects of work. 

 

 

Companies involved in digital advertising, for instance, 
engage in big number crunching to improve their 
campaigns, making constant data-driven judgments about 
which sites to use, at which times of day and in front of 
which types of audience.  

“It’s a real drag to have that job – it’s a constant, 
crushing load,” says George John, chief executive of 
Rocket Fuel, a digital advertising company whose 
technology instead automates the process. 

Robotics companies trying to replace various types of 
manual labour make similar claims for their products, 
notes Mr Kaplan. A weeding machine smart enough to 
pick its way through a field without harming the crop, for 
instance, is advertised by its manufacturer, Blue River, as 
an advance on the “back-breaking job” it is replacing. 

However, for the humans who risk being put out of work, Mr Kaplan adds, it may be 
little consolation to be told that their jobs were undesirable in the first place. 

. . .  
A second defence of the smart machines is that the slow speed of human labour causes 
bottlenecks in an increasingly digital production chain. Even an army of analysts with 
calculators and spreadsheets would be unable to process all the data being churned out 
by some of today’s systems. 

Kris Hammond, chief scientist of Narrative Science, says that many companies “have 
spent a tremendous amount on collecting data, and they might have analysts who only 
produce one or two reports a day”. 

Companies with large numbers of branch managers or franchisees, insurance companies 
with big sales forces and wealth management concerns with thousands of customers are 
among the businesses his company is targeting for its automated report-writing 
software. 

This points to a technology dividend that often follows widespread automation. Once 
humans are taken out of the equation and the cost per unit of work collapses, volumes 
explode. Telephone switches, for instance, enabled a volume of calls that the 
switchboard operators they replaced would never have been able to handle. 

Whether this is good or bad for individual workers will depend on where they stand on 
the all-important hierarchy of “knowledge” work. 

“Technology substitutes for lower- level people and frees up higher-level people to 
engage in ever more cognitive, ever more cerebral activities,” says Mr Nadler. 
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For workers worried about their jobs, the critical question will be where that line is 
drawn – and whether there will be enough of the brainier, higher-level jobs to go 
around. A second issue also looms large: whether new types of work are invented at a 
fast enough pace to replace the jobs that are lost. 

The history of other technology transitions gives cause for optimism, says Tom Malone, 
a management professor at MIT and author of The Future of Work. “In every single case 
where people have worried about that, in the long run just as many jobs were created as 
destroyed.” 

In the century or so leading up to 1910, for instance, the automation of agriculture 
reduced the proportion of US workers engaged in the sector from 90 per cent to 2 per 
cent, says Mr Kaplan. While individual workers may have suffered, new productive 
uses were found for the workforce as a whole. 

Yet that does not guarantee the transition will be smooth, says Mr Malone.  

The pace of digital change in many industries has been quickening. Twenty years ago, 
Fidelity Investments, one of the largest US mutual funds groups, conducted almost all 
of its business over the phone, says Sean Belka, head of its advance technologies 
division. In particularly busy periods, even headquarters staff were co-opted to answer 
the phones. 

These days, 12,000 of Fidelity’s staff – or three workers out of every 10 – are employed 
in IT roles and the company spends nearly $1bn a year on new software projects such as 
smartphone apps. Fidelity is now among the companies testing technologies including 
Warren and Quill as it tries to anticipate how work will change next. 

“Business will just shift to more technologically enabled companies,” predicts Mr John 
at Rocket Fuel. His company’s staff more than doubled last year to about 600 – a 
reflection of the wider upheaval that is transforming advertising. 

Like airline pilots, more and more people will come to find themselves, at work, as 
“humans embedded in complex systems”, Mr John says. 

If they still have a job to go to, that is. 

------------------------------------------- 

Robots: Blue-collar workers beware: Baxter is after your job  
The robots are ready to move on past their jobs on the production line. 

A $25,000 machine with a tablet computer for a face, Baxter – the product of US 
company Rethink Robotics – is one of the first all-purpose robots designed to move 
around and handle a range of tasks. 

Recent breakthroughs in computer vision, long one of the toughest challenges in 
artificial intelligence, lie behind the emergence of machines such as this, says Rodney 
Brooks, the former AI professor who dreamt up Baxter. He also credits a collapse in the 
price of sensors (another byproduct of the smartphone revolution) and machine learning 
that supplies the “brains” of the machine. 

For now, Baxter is most likely to be found moving bulky packages in a warehouse or 
loading a truck. Warehouse workers are “nothing but hands and eyes: go to this bin, 
pick it up, put it somewhere else”, says Jerry Kaplan, a Silicon Valley entrepreneur, 
who predicts most will quickly be replaced by robots. 
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Amazon and Google last year bought two of the leading warehouse robotics companies. 
The involvement of these companies could trigger a technology race that brings rapid 
advances, says Mr Brooks. It could, for instance, lead to robot “hands” with fine motor 
skills – another challenging area. 

The arrival of robots such as Baxter threatens to upend a long-held belief about work: 
that many types of low-skilled manual work are simply too hard to automate and will 
remain the preserve of humans. 

Full automation may not be practical, says Mr Kaplan, but when most aspects of a job 
can be given to a robot, the work is likely to be restructured to let the machines do what 
they do best. 

It may be decades before Google’s pioneering driverless car leads to a fully automated 
taxi service. But autonomous vehicles have already proved themselves safe in highway 
driving. That could lead to drone trucks carrying goods on transcontinental highways, 
handing off to human drivers to quickly negotiate the last few miles, Mr Kaplan 
predicts. 

Many jobs could be rearranged this way, cutting a swath through the blue-collar 
workforce. “Digging ditches, laying pipes, directing traffic – it’s just going to start 
knocking them off.” 

http://www.ft.com/intl/cms/s/2/dc895d54-a2bf-11e3-9685-
00144feab7de.html#axzz2uzwFJWa4  
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Exiting from QE// Fumio Hayashi, Junko Koeda 

NBER Working Paper No. 19938// Issued in February 2014// NBER 
Program(s):   ME  

We develop a regime-switching SVAR (structural vector autoregression) in which the 
monetary policy regime, chosen by the central bank responding to economic conditions, 
is endogenous and observable. There are two regimes, one of which is QE (quantitative 
easing). The model can incorporate the exit condition for terminating QE. We then 
apply the model to Japan, a country that has accumulated, by our count, 130 months of 
QE as of December 2012. Our impulse response and counter-factual analyses yield two 
findings about QE. First, an increase in reserves raises inflation and output. Second, 
terminating QE can be expansionary.  
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The Political Coase Theorem: Experimental Evidence, Sebastian 
Galiani, Gustavo Torrens, Maria Lucia Yanguas 

NBER Working Paper No. 19943 
Issued in February 2014 

NBER Program(s):   DEV  

The Political Coase Theorem (PCT) states that, in the absence of transaction costs, 
agents should agree to implement efficient policies regardless of the distribution of 
bargaining power among them. This paper uses a laboratory experiment to explore how 
commitment problems undermine the validity of the PCT. Overall, the results support 
theoretical predictions. In particular, commitment issues matter, and the existence of 
more commitment possibilities leads to better social outcomes. Moreover, we find that 
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the link is valid when commitment possibilities are asymmetrically distributed between 
players and even when a redistribution of political power is required to take advantage 
of those possibilities. However, we also find that at low levels of commitment there is 
more cooperation than strictly predicted by our parameterized model while the opposite 
is true at high levels of commitment, and only large improvements in commitment 
opportunities have a significant effect on the social surplus, while small changes do not.  

 ft.com/global economy EU Economy 

March 2, 2014 10:53 pm 

Europe risks being taken by surprise by 
deflation 
By Sarah Gordon, Europe Business Editor 

Last week brought more evidence of supine prices in the eurozone. Consumer price 
inflation in the region was only 0.8 per cent in February. Inflation expectations – as 
measured by the five-year interest rate swap market – are lower than at any point since 
2008, according to Morgan Stanley. 

If Europe is in for a future of lower inflation, even deflation, what does this mean for 
investors in the region’s companies? 

More ON THIS TOPIC// Draghi seeks to revive reviled securities/ Deflation fears 
depress eurozone yields/ Outlook markets focus on PMI reports/ Eurozone inflation 
firm at 0.8% 

IN EU ECONOMY// German study warns on energy policy costs/ France 
unemployment hits record/ Sell-off protests cause Cypriot blackouts/ Czech PM vows to 
ratify EU fiscal compact 

“Markets tend to value equities on lower multiples both in periods of higher inflation 
and in periods of deflation or very low inflation,” says Ronan Carr, European equity 
strategist at Morgan Stanley. “Full-blown deflation – as in the US in the 1930s, or Japan 
in the 1990s and 2000s – is associated with significant weakness in equities.” 

During these historical periods, Mr Carr points out, deflation was a by-product of low 
growth or even recession in the real economy. Investors may therefore take some cheer 
from the current anomaly in Europe – that growth indicators and measures of business 
sentiment are improving at the same time as inflation expectations are falling. And, so 
far at least, companies are not concerned about the prospect of outright deflation. 

“I have few worries about deflation in Europe,” said Joe Kaeser, chief executive of 
Siemens, the German engineering conglomerate, in January. 

But companies – and investors – risk being taken by surprise. 

“None of us [in Europe] have ever experienced deflation,” says Graham Secker, head of 
pan-European equity strategy at Morgan Stanley. “Nobody believed deflation would 
happen in Japan until it did.” 

If deflation does take hold, lower prices are likely to lead individuals to postpone 
consumption and corporates to defer investment. 
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Investors keen to hedge against this risk will find it difficult. Companies with 
significant overseas earnings power – like Germany’s Hochtief, which earned nearly 90 
per cent of its revenues last year outside Europe – have some protection against falling 
spending within the region. 

Although exporters fared well during deflation in Japan, in terms of share price 
performance, this was against a background of relatively strong global growth. The 
danger now is that, if growth in the emerging markets slows, Europe’s companies could 
face a double whammy. 

Deflation would also have an impact on companies’ cash management, since, if prices 
started falling, the real value of their debt would rise. 

“The possibility of deflation makes you less comfortable about how fast your stock of 
debt is going to disappear,” says Gilles Moec, Europe economist at Deutsche Bank. 
“You’re also concerned about your capacity to service that debt, so you want to 
deleverage faster.” 

One consequence of lower inflation or deflation is that companies which have built up 
large cash balances during the financial crisis – in sectors such as consumer durables 
and pharmaceuticals – may be encouraged to hang on to them for longer. 

“If you think that inflation will fall, the cost of holding cash falls, so you’re not forced 
to invest it,” says Mr Moec. 

Analysts point out that some companies are likely to be better at dealing with deflation 
than others. Morgan Stanley suggests that telecommunications and consumer 
technology companies, which already operate in an environment of weak or negative 
pricing, may find it easier to cope. 

Banks, however, and financial services firms in general, are likely to find life 
particularly difficult. 

“Financials suffer on several fronts,” says Morgan Stanley’s Mr Carr. “Bad debts rise, 
and they are exposed to falling asset values and lower credit growth.” 

Dirk Schumacher of Goldman Sachs says that, even if deflation does not take hold, 
falling inflation expectations still pose a significant risk. 

“Once inflation expectations start to shift down, negative price dynamics and the 
resulting adverse effects on growth become much more difficult to contain,” he warns. 

http://www.ft.com/intl/cms/s/0/0485714e-a08b-11e3-a72c-
00144feab7de.html#axzz2uzwFJWa4 
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    Daily Morning Newsbriefing  

March 03, 2014 

Ukraine raises questions about EZ 
recovery 
The eurozone economy is clearly not centre-stage this weekend, which raised doubt 
over the coherence of the G8 and G20 as the west discusses sanctions. We we noted 
Dani Rodrik tweet, ?@rodrikdani: "Had the EZ crisis not weakened the EU so much, 
would Russia have made this move? I wonder." Our answer is: probably yes.  

Bertrand Benoit answers the question in an article in the Wall Street Journal, the best 
analysis we have yet seen on Germany's stance on the Ukraine. In a nutshell:  

"So does Berlin’s refusal to be moved by the plight of Ukraine amount to an absence of 
strategic vision? It does. The truth is that Berlin sees no strategic interest in Ukraine, 
merely a humanitarian one. Seen from the German capital, Ukraine, an economic 
basket case plagued by corruption and ethnic tensions, is not a prize, at least not one 
worth fighting Russia for. Neither Ms. Merkel’s Christian Democratic Union nor her 
center-left coalition partners see it as ever fulfilling the conditions for EU membership." 

Coming back to the eurozone economy, there is now a serious discussion among 
German economists whether the situation in Ukraine could tip us into deflation if it 
were to result in a default of the state, as Handelsblatt reports. The paper spoke to 
several economists who feared that a bankruptcy of the Ukraine would have an 
extremely negative impact on the European recovery - not so much due to the direct 
trade effect, but because of the political schism between Russia and the West.  
With euro/dollar rate now at just under $1.38 this, the pressure remains on the 
eurozone's economy remains formidable. There has been some moderately good news 
from Eurostat on Friday, which showed some relatively benign inflation data - that is in 
respect of the measure we are looking at. The estimate for core inflation is an increase 
in the annual rate from 0.8% in January to 1% in February. The headline HICP rate 
stayed unchanged at 0.8%. Here is our summary of the main Eurostat data. 

annual rate in % Feb 2013 Sep Oct Nov Dec Jan 2014 Feb 
HICP 1.8 1.1 0.7 0.9 0.8 0.8p 0.8e 
Core 1.3 1.0 0.8 0.9 0.7 0.8p 1.0e 
e=estimate, p=provision, soure: Eurostat  
The gap between core and headline deadline seems to come from the fact that there is a 
reported recovery in the prices of goods and services (though we did not see that at all 
in the German data - which puzzles us a little).  

Of all the comments on these numbers the only one that made sense to us was that 
of Francesco Papadia, who tweeted this  
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@FrancescoPapad1 One decimal point in the inflation rate in one month doesn´t change 
the #ECB´s basis for its decisions. 2016 projections are more important. 

An escalation of the conflict could indeed have macroeconomic consequences that 
extend beyond the region, but we doubt that the link is that straight-forward. But when a 
central bank runs a monetary policy that accommodates very low inflation rates for a 
long time, then it does not take a very large negative shock to produce deflation. 

Gaspar takes over from Cottarelli at the IMF 
Jornal de Negocios reports that Vitor Gaspar has been appointed head of the budgetary 
affairs department of the IMF, taking over from Carlo Cottarelli, who heads the Italian 
spending review. Negocios said that Gaspar had the explicit support of both the German 
and the Portuguese governments for the job. 

Greek retail sales fall nearly 7% in December 
Macropolis gives us the latest on the never ending contraction of the Greek economy. 
The turnover component of the retail trade index fell by an annual rate of 6.7% in 
December, and the volume component was down by 6.1%. The only component that 
registered an increase in the index was food, beverages and tobacco - of 8.7%. The 
article says 2014 is going to be another awful year for the retail sector, with the first 
indicators for the year not very encouraging. The paper quotes the head of the National  
Confederation of Hellenic Commerce as saying that retail sales had declined further. 

Varoufakis is getting really negative on Greece 

YanIs Varoufakis has a long discussion about Greece in the Naked Capitalism blog, in 
which he takes concludes that Greece is, and will remain, a failed economy and a failed 
state. He said the country has 10m inhabitants and 2.8m households, of which 2.3m 
have a debt to the Tax Office they cannot service. 1m cannot pay their electricity bill in 
full. Of the 3m strong labour force, 1.3m are unemployed. Of those, only 10% receive 
unemployment benefit. Of those in work in the private sector, 500,000 have not been 
paid for more than three months. Unpaid bills by the state are running to 24 months. He 
concludes, bitterly that when "one hears buoyant accounts of Greece’s recovery, one 
has a moral duty to respond with an ironic smile." 

Germany and Finland rail against Commission's fiscal strategy 
Frankfurter Allgemeine led its Saturday business section with the news of a joint paper 
written by the German and Finish finance ministries critical of the way the European 
Commission was watering down the stability pact by focusing on the structural 
deficit. The two countries make the following criticism. The first is that the new method 
would lead to a systemic underestimate of the member states' own responsibility 
and a systemic overestimation of external factors. The other criticism is a lack of 
transparency. The method employed by the Commission, based on sophisticated 
econometric models, lacked transparency, according to the paper. This lack of 
transparency would allow the Commission to conduct a largely discretionary policy.  

As an aside, Wolfgang Schauble held a big speech in which he apparent gave the 
following deep analysis of the eurozone - as tweeted by Peter Spiegel of the FT 

?@SpiegelPeter "Eurozone crisis was not, by the way, caused in Europe," says 
#Schäuble, blaming Lehman Brothers. 
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Sinn puts the write-off needs of periphery banks at €650bn 
This estimate by Hans-Werner Sinn seems right to us. Suddeutsche has a small report 
on a statement by Hans-Werner Sinn, who put the total write-off needs of the banks in 
the six crisis countries at €650bn. There is plan how this problem is being resolved, and 
who is going to pay for it. Neither the politicians, nor the European Central Bank had an 
interest in uncovering the balance sheet problems of the banks. The will continue to 
muddle through, he is quoted as saying. He also said it was scandalous that the banks 
are reeking in profits. 

Ruminations on the financial system 
In an excellent Project Syndicate column, Simon Johnson is drawing our attention to a 
four-page paper written by Thomas Hoenig, vice chairman of the FDIC, which 
according to Johnson is one of the few who offer devastating criticism of the system 
from within. Hoenig has found that the world’s largest financial firms have equity worth 
only about 4% of their total assets. This means that a 4% decline in their assets’ value 
would completely wipe out their shareholders. The implicit government subsidies the 
banks have received have incentivised them to stay big and to take on more risk. But 
each of them is so big now that a bankruptcy would bring down the entire financial 
system - and all this despite the Dodds/Frank Act. Johnson says one of the urgent things 
that need to be done is to break the banks down in more manageable (and bankruptable 
units).  

In his FT column, Wolfgang Munchau wonders about the impact of continued global 
financial instability on the monetary system. While the internet currencies Bitcoin can 
hardly be taken seriously from an economic perspective, it is opening a door for future 
cross border electronic currencies that might challenge the monopoly of central banks, 
and the oligopoly of the commercial banks . The bitcoin fanboys placed too much 
emphasis on the currency crypto-coolness. But what really matters is the economic 
functionality. Bitcoin is not it. But its successor may be. 

Allen, Eichengreen and Evans propose debt-for-equity swaps for 
Greece 
Peter Allen, Barry Eichengreen and Gary Evans have an article in Vox, in which they 
propose a scheme to turn Greek debt into equity. They start by saying the current 
strategy based on deflationary adjustment, and maturity extensions is not going to work. 
This is their proposal. We quote this section in full.  

"The ECB, ESM and EU should commit a portion of their holdings of Greek 
government loans and bonds to a swap facility. Private investors interested in 
purchasing government assets could then buy loans or bonds with a face value of 
€1,000 for, say, €500. The Greek government, for its part, could agree to accept those 
bonds as currency for, say, €750 when selling government property at auction. The 
government is happy in this scenario because it effectively extinguishes its debt at a 
25% discount (the difference between the €1,000 face value and the €750 value 
investors receive). Investors are happy because they pay only €500 for €750 worth of 
newly privatised assets. The ECB should be happy as well since it purchased its Greek 
bond portfolio at a discount, limiting the losses it takes on this transaction, and since it 
can now take an early exit. The ESM, meanwhile, will be able to liquidate some of its 
loans to Greece without incurring additional losses because it has already lowered 
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interest margins and fees and extended maturities on most of them. These loans already 
have a low fair market value of, at most, 50 cents on the euro." 

This would not only allow Greece to cancel large parts of its remaining debt, but these 
swaps would create powerful incentives for new investment.  

Forward guidance vs forward commitment 
Simon Wren-Lewis offers a good discussion on the important distinction between 
forward guidance and forward commitment. The latter is what Michael Woodford had 
proposed in his famous Jackson Hole paper, where the central commits to hold rates 
below a level in the future, which be commensurate with price stability then. Or as Paul 
Krugman once put: a promise to be credibly irresponsible in the future. Wren-Lewis 
writes central banks are not undertaking this policy. First, forward commitment requires 
a clarity that is totally absent. Second, a defining characteristic of a forward 
commitment policy is to raise output above its natural rate. No central bank has done 
that yet. He asks why no central banks has tried any of this, and what they have not tried 
price level or NGDP targeting? The answer is, depressingly, that central banks are too 
fond of their discretion. 

We could not agree more. In the case of the ECB the deliberate confusion to safeguard 
discretion has taken on extremes with targets defined as "close to but below" 2%, or the 
silent shift from the medium-term to the medium-to-long term time horizon in which 
monetary policy can act. We are not sure whether forward commitment would also be 
legally in line with the ECB's one-sides price stability target- which is why the loser 
form of forward guidance is preferred. 

Eurozone Financial Data 

10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.567 0.574 0.580 
Italy 1.908 1.856 1.901 
Spain 1.938 1.883 1.932 
Portugal 3.281 3.260 3.297 
Greece 5.512 5.419 -1.58 
Ireland 1.530 1.486 1.527 
Belgium 0.722 0.712 0.718 
Bund Yield 1.564 1.626 1.581 

    
    
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.381 1.3785  
Yen 140.920 139.67  
Pound 0.824 0.8231  
Swiss Franc 1.216 1.2122  
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ZC Inflation 
Swaps    
  previous  last close  
1 yr 0.81 1.01  
2 yr 0.88 1.05  
5 yr 1.13 1.32  
10 yr 1.59 1.76  
    
Eonia    
20-Feb-14 0.17   
19-Feb-14 0.16   
18-Feb-14 0.15   
17-Feb-14 0.15   
    
OIS yield curve    
1W 0.167 15M 0.128 
2W 0.178 18M 0.136 
3W 0.158 21M 0.145 
1M 0.178 2Y 0.175 
2M 0.158 3Y 0.293 
3M 0.168 4Y 0.446 
4M 0.138 5Y 0.635 
5M 0.161 6Y 0.828 
6M 0.143 7Y 1.011 
7M 0.141 8Y 1.186 
8M 0.149 9Y 1.345 
9M 0.148 10Y 1.488 
10M 0.148 15Y 1.988 
11M 0.137 20Y 2.182 
1Y 0.127 30Y 2.251 

    
Euribor-OIS 
Spread    

 previous  last close  
1 Week -0.943 -1.343  
1 Month 2.214 4.014  
3 Months 12.143 11.043  
1 Year 36.886 38.686  
    
Source: Reuters    
 
http://www.eurointelligence.com/professional/briefings/2014-03-
03.html?cHash=8b44701d946eeb0886fffe2e51afa9f0  
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Putin cooks up Obama’s chicken Kiev 
moment 

By Edward Luce 

Diplomacy is the US president’s preferred weapon. Now he must prove he can wield it  

©Matt Kenyon 

In the dying days of the Soviet Union, President George H W Bush gave a speech in 
Kiev urging Ukrainian nationalists not to provoke Moscow. US conservatives dubbed it 
his “chicken Kiev” speech. Having long since been branded America’s appeaser-in-
chief, President Barack Obama now confronts his own chicken Kiev moment. Can Mr 
Obama stand up to Vladimir Putin, the Russian fox circling the chicken coop? It is 
unclear whether he has the will and the skill – let alone the means – to do so. Yet the 
future of his presidency depends on it. There can be little doubt that Mr Putin wants to 
restore the boundaries of the Russian empire. Mr Obama must somehow find a way to 
frustrate him. 

It will require a very different Mr Obama from the semi-detached one the world has 
grown used to. Even before Mr Obama became president, critics accused him of 
appeasing a revanchist Russia. John McCain, his Republican opponent, seized on 
Russia’s semi-invasion of Georgia in 2008 as an example of where he would draw the 
line against Moscow’s expansionist creep. Mr Obama’s unwillingness to match his 
opponent’s hawkishness chimed far better with the US public mood. Americans were 
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tired of the wars in Iraq and Afghanistan, and Mr Obama promised to end them. He has 
done so.  

More ON THIS STORY// Editorial A US army that is leaner but stronger/ Hagel faces 
battle with Congress over cuts/ Pentagon sees ‘war on terror’ lasting 20 years/ US 
prepares to quit Afghanistan/ US military Boots off the ground 

ON THIS TOPIC// Ukraine crisis Live blog/ Putin says ‘no need’ for military force/ 
Video Reaction to Russia’s ‘silent invasion’/ Yatseniuk agrees to aid package reforms 

EDWARD LUCE/ Funeral for a policy success/ Obama’s big energy lever/ Rahm 
Emanuel – Mayor America/ HRC State Secrets and the Rebirth of Hillary Clinton 

If anything, Americans are even warier of entanglements today. Yet Russia’s 
occupation of the Crimea dramatically changes the landscape. Everything that Mr 
Obama wants – nation building at home, a nuclear deal with Iran, a quiescent Middle 
East and the pivot to Asia – hinges on how he responds to Mr Putin. At the start of his 
presidency, Mr Obama offered to “reset” US-Russia relations. That is now in tatters. 
Along with many others, Mr Obama has consistently underestimated Mr Putin’s 
readiness to challenge the status quo. As recently as last Thursday, the White House 
dismissed predictions of a Russian incursion into Crimea. In a 90-minute phone call on 
Saturday, Mr Putin hinted to Mr Obama he was prepared to extend Russia’s Crimean 
occupation into eastern Ukraine. It would be naive to assume he will not. 

What can Mr Obama do to prevent it? His starting point must be to ignore the chicken 
hawks in Washington. Threatening a military response – as Mr Obama’s most trenchant 
critics are now urging – would be manifestly absurd. There is no US military solution to 
the crisis. Drawing a “red line” between Crimea and the rest of Ukraine, or between its 
eastern and western halves, would merely invite Moscow to call Washington’s bluff. 
Besides, Mr Obama’s record on red lines is a poor one. The last one he drew was in 
Syria, where he promised to intervene if Bashar al-Assad’s regime used chemical 
weapons on his people. Mr Assad repeatedly called Mr Obama’s bluff last summer. 
Ironically, it was Mr Putin who saved the US president from the consequences of his 
own rhetoric – and a humiliating rebuff on Capitol Hill – by persuading Syria’s dictator 
to agree to dismantle his chemical stockpile. That now looks to be a dead letter. In 
retrospect it would have been better if Mr Obama had ordered air strikes on Syria 
without consulting anyone. In any case, red lines will only embolden Mr Putin. 

Everything Obama wants – nation building at home, a nuclear deal with Iran, a 
quiescent Middle East – hinges on how he responds to Putin 

Which leaves diplomacy. Mr Obama’s philosophy is based on the Churchillian line that 
“jaw jaw” is better than “war war”. The approach is good. But his execution has been 
middling at best. Too often, Mr Obama’s stance has been to say the right thing but with 
little follow- through. Just ask the people of Egypt, who remain confused about whether 
Mr Obama supports democracy or not. His administration has three policies on Egypt – 
the Pentagon, which wants to maintain US-Egypt ties come what may; the Department 
of State under John Kerry, which backed last year’s coup against the Muslim 
Brotherhood; and the White House, which condemned the coup but has left day-to-day 
decisions to the first two. On Egypt, Mr Obama has been absent even inside 
Washington. He has left much the same impression on Syria, which is now rolling back 
last year’s Putin-brokered deal, and in Afghanistan, where Hamid Karzai is trashing Mr 
Obama’s hopes of a treaty that would leave US forces in place. 
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Diplomacy is Mr Obama’s preferred weapon. Now he must prove that he knows how to 
wield it. The Washington debate in the past 48 hours has posed a false choice between 
setting a red line and doing nothing. But there is plenty Mr Obama can do in between. 
Rallying America’s allies to the side of Ukraine’s shaky government is obviously one. 
That must include large pledges of cash. Reassuring America’s eastern European allies 
that their sovereignty will be protected is another. This could include restoring the 
missile defence systems Mr Obama scrapped in the days of the “reset”. He could also 
accelerate plans to export US natural gas and oil to Europe to counter Moscow’s energy 
stranglehold. 

Above all, Mr Obama needs to convince Mr Putin that he will not be outfoxed. That 
means summoning a determination he has too often lacked. It will mean taking risks 
without being reckless. In 1991, Bush senior flew to Kiev to warn Ukrainians against 
“suicidal nationalism”. Mr Obama must warn Mr Putin against embarking on a course 
of suicidal imperialism. In spite of everything, he remains the right person to deliver 
that message. Kiev would be the perfect venue to deliver it. 

http://www.ft.com/intl/cms/s/0/ca3e8250-a067-11e3-8557-
00144feab7de.html#axzz2uzwFJWa4 
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Proyecto Europeo  

Los conflictos en el Estado de Bienestar: 
¿una combinación fatal para el centro-
izquierda?  
Los conflictos distributivos entre grupos de interés están orientando las respuestas 
políticas a la crisis en distintas direcciones. Para los partidos de centro-izquierda se hace 
cada vez más difícil mantener unos electorados que hoy están fragmentados. 

Michael McTernan  

02/03/2014 - 20:06h  

 
Artículo publicado previamente en Policy Network: Europe's welfare and labour 
market conflicts: A fatal squeeze on the centre-left? 
Se están intensificando las batallas políticas en los mercados de trabajo y en los 
sistemas de bienestar europeos, enfrentándose diferentes grupos de interés. Éstos, están  
posibilitando la formación de coaliciones electorales y están sustentando juntos un 
gobierno cada vez más difícil para los partidos de centro-izquierda. 
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Muchos de los partidos que formaron parte del gran abanico de formaciones 
socialdemócratas catch-all que dominaron la Europa de posguerra ahora han visto 
mermada su capacidad para ir solos. El SPD, quien otrora fuera el gigante del sistema 
de partidos alemán, obtuvo sólo un 26% de los votos en las pasadas elecciones 
federales. En términos de atracción general entre todo el centro-izquierda, el SPD perdió 
un 8,6% a favor de Die Linke (a su izquierda) y un 8,4%, que fue a parar a los verdes, 
de carácter socioliberal. En los Países Bajos, el PvdA, el estandarte histórico de la 
socialdemocracia holandesa, entró en 2012 como socio minoritario en un gobierno 
encabezado por el centro-derecha. Ahora está obteniendo un 10,9% de intención de voto 
en las encuestas, el sexto partido del país. Las últimas encuestas mostraron que el PvdA 
perdió un 11,4% a favor del partido socialista, ideológicamente situado a su izquierda, y 
un 14% que fue para el D66, el partido socioliberal. 

La fotografía es igual de melancólica en Francia, donde las encuestas dan al partido de 
gobierno un 19% en las próximas elecciones al Parlamento Europeo, perdiendo un 10% 
que lo ganaría el Front de Gauche, y un 6% que lo obtienen los verdes. Los nórdicos no 
están ni mucho menos exentos de esta gran erosión de votos: en Suecia, con datos 
históricos en la mano, los socialdemócratas (SAP) están perdiendo constantemente 
apoyo desde el 45,3% en 1994 al 30,7% en las elecciones de 2010. Hoy, el SAP lidera 
las encuestas obteniendo un 33%, cediendo un 7% al partido izquierdista y un 9,5% a 
los verdes. Por otro lado, los socialdemócratas daneses están alcanzando un modesto 
20,1% de intención de voto, mientras que el Partido Laborista noruego ha perdido 
recientemente el gobierno. En Grecia encontramos el ejemplo más extremo; con un 
sistema de partidos muy agitado, el PASOK (tradicionalmente el partido hegemónico en 
el centro-izquierda) ahora se sitúa en un 5,9% de apoyo, que contrasta con el 46% que 
consiguió en las elecciones de 2009. 

Los ejemplos mencionados aún no tienen en cuenta un fenómeno mucho más 
preocupante: el creciente daño que los partidos populistas de extrema derecha están 
haciendo a las coaliciones socialdemócratas. Dirigiéndose a las clases trabajadoras con 
mensajes que apelan al conservadurismo social y al bienestar teñidos de chovinismo, y 
denunciando los abusos de las élites y el nefasto impacto de la globalización y la 
europeización, los populismos crecen. Éstos no afectan en el éxito del ‘travestismo 
político’, marca política registrada por Angela Merkel ( partidos de centro-derecha 
progresistas que siguiendo la corriente de la opinión pública adoptan posiciones más 
centristas o más socialdemócratas). 

En principio el Reino Unido debería estar protegido de estas tendencias gracias a su 
sistema electoral, pero el desprecio por la clase política se hace más profundo y el UKIP 
se ve capaz de hacer incursiones hacia los bancos de votos de los partidos tradicionales. 
En este sentido, el Labour no puede adoptar una postura complaciente ya que el líder del 
UKIP, Nigel Farage, hará lo posible para atacar las bases tradicionales -y descontentas- 
del Labour. 

Ante estas dinámicas corrosivas deviene importante considerar algunos de los conflictos 
distributivos que están dificultando a los partidos de centro-izquierda poder mantener 
unidos a los grupos de interés y al electorado, ahora fragmentados. Un conjunto de 
brechas en el seno del Estado de Bienestar y en el mercado de trabajo está influyendo 
negativamente en las respuestas políticas a la crisis y está originando un clima 
inflamable de winners y losers. 

El conflicto entre los insiders y los outsiders 
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Los lentos mercados de trabajo en Europa y los dañados Estados de Bienestar han 
acentuado el conflicto insider-outsider, hecho que divide los grupos de votantes clave 
para el centro-izquierda en muchos países. Los intereses de los insiders, caracterizados 
por un empleo estable y protegido, chocan con los intereses de los outsiders, que 
tienden a tener inseguridad laboral y salarios más reducidos. 

En el actual contexto de recesión y de políticas del sálvese quien pueda en relación a la 
redistribución y a las transferencias sociales, para los partidos del centro-izquierda es 
difícil aparecer como partidos atractivos para ambos grupos. Como David Rueda y 
Johannes Lindvall han subrayado, “si ellos (los partidos de centro-izquierda) enfatizan 
en políticas que benefician a los insiders, están forzando a los outsiders a dar apoyo a 
partidos más radicales o a no querer saber nada sobre política institucional; si proponen 
políticas que beneficien a los outsiders, corren el riesgo de perder apoyos entre los 
insiders.” 

En otras palabras, si un partido socialdemócrata quiere atraer unos votantes de clase 
trabajadora exprimidos, que ahora son más cautelosos que nunca respecto a la 
redistribución estatal generosa hacia los servicios sociales debido a que sus estándares 
de vida están empeorando, entonces debe ponerse duro en relación a los conflictos con 
el otro grupo de votantes que, en un contexto de apuros económicos, depende más que 
nunca de que exista una safety net y de las transferencias sociales. En cambio, si 
defienden un gasto social generoso, se pone en riesgo relegar al ostracismo esos insiders 
que sienten que están trabajando duro pero no recibiendo nada a cambio, mientras por 
otro lado provocas ataques de los oponentes en relación al despilfarro de las políticas de 
alto gasto y altos impuestos. 

El conflicto sobre la desigualdad de género 
La desigualdad de género es una línea divisoria más en el conflicto insider-outsider. En 
muchas partes de Europa, la mayoría de las mujeres podrían clasificarse como outsiders 
en el mercado de trabajo porque el riesgo que tienen de perder el empleo es 
sensiblemente superior al que tienen los hombres. En el Reino Unido, las mujeres 
predominantemente tienen los trabajos peor pagados y peor cualificados. Se estima que 
las mujeres constituyen alrededor de dos tercios ( 62%) de los trabajos peor pagados y 
tres cuartas partes ( 74%) de los trabajos a tiempo parcial. Esta situación se agrava por 
los recortes en la oferta de empleo público, donde las mujeres representan la mayoría de 
la mano de obra. Entretanto, en el sector privado, donde las mujeres tienden a tener 
menos oportunidades entre la plantilla, la oferta de trabajos mal pagados se está 
incrementando en concordancia con una recuperación económica impulsada a través de 
una redistribución regresiva. Se ha estimado por parte del TUC (Trades Union 
Congress) que cerca del 80% de los empleos que se han creado en el sector privado por 
la coalición de gobierno en el Reino Unido han sido de baja remuneración. 

Las consecuencias electorales de la desigualdad de género en el mercado de trabajo han 
sido explicadas detalladamente por Patrick Emmenegger y Philip Manow, quienes han 
señalado que el descenso de creyentes en la Europa occidental ha provocado que las 
mujeres sean socioeconómicamente votantes indecisas fundamentales en muchos países. 
Anteriormente ellas habrían votado predominantemente por el centro-derecha o por los 
partidos cristiano-demócratas, pero en las décadas recientes se han movido firmemente 
hacia los partidos socialdemócratas. Los partidos de centro-derecha, que se enfrentan a 
sus propias constricciones de coalición, reconocerán progresivamente esta dinámica y 
tratarán de rectificar orientando sus políticas a favor de la mujer. Emmeneger y Manow 
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predicen que un gasto social razonable en guarderías, una escolarización que dure todo 
el día (la sexta hora por ejemplo) y otros programas de bienestar que se enfoquen en 
‘de-familiarizar’ los servicios, estarán, cada vez más, encima de la mesa en cuanto los 
partidos compitan en este terreno. 

El trade-off es que mucha de la inversión social requerida en el cuidado de los niños y 
en herramientas para mejorar la igualdad de género en el mercado de trabajo, 
significaría subir los impuestos (lo cual representa otro conflicto) o, de manera 
alternativa, recortes en otras areas, como las pensiones o aumentar la edad de jubilación. 
Sin embargo, los partidos no tienen la voluntad de correr riesgos preocupando su leal 
voto “gris”. 

El conflicto joven vs. viejo 
Existen unas bases sólidas para que haya una nueva política de victimismo entre los 
jóvenes. Los jóvenes están perdiendo su juego distributivo a favor de las generaciones 
anteriores, y su actual posición de “net losers” está empeorando en el marco de una 
Europa con unos Estados de Bienestar cada vez más agonizantes. Como Bruno Palier 
(de SciencesPo) ha mostrado en un trabajo donde recopila datos de la OCDE en 
seguridad social, el gasto público en el sistema de salud y en pensiones (que 
principalmente benefician a los ancianos) es desproporcionadamente superior al gasto 
en educación y formación, que está orientado a las generaciones más jóvenes y 
especialmente a los jóvenes con menos aptitudes y menos protegidos. Además, en un 
contexto de oportunidades limitadas para los jóvenes, este hecho tiene un impacto muy 
perjudicial en términos de movilidad social; y consecuentemente los padres y abuelos 
más ricos pueden usar sus propios recursos y redes para dar a sus hijos y nietos ventajas 
sobre el resto. 

Al mismo tiempo, los votantes más viejos tienden a ser grupos electorales más 
preciados debido a la alta probabilidad de que sigan votando siguiendo pautas 
tradicionales. Merece constancia el aumento del partido 50PLUS en los Países Bajos, 
que batallan por los intereses de los pensionistas. Gráficos elaborados recientemente 
muestran que la proporción de pobreza infantil en los Países Bajos es 5.5 veces mayor 
que la de ancianos pobres. La misma situación se da en Grecia, donde el paro juvenil es 
del 58,8% y el Estado gasta seis veces más en los ancianos que en los ciudadanos 
jóvenes. En cambio, esta ratio sólo es del 3.4 en Suecia, que tiene una estructura 
demográfica similar. 

El efecto del ciclo vital en relación al bienestar tiene que ser reconocido; no obstante, 
¿cuánto tiempo falta para que grupos de jóvenes se movilicen en contra de la situación 
tan precaria en la que se encuentran? Vemos el mismo escenario en Italia, también 
señalado como uno de los países más injustos intergeneracionalmente, donde un 47,2% 
de los jóvenes (18-24) votaron por Beppe Grillo en las anteriores elecciones. El riesgo 
es que una generación de votantes sea dejada a la deriva por parte de la política 
institucional y pierdan la fe en el Estado de Bienestar. 

Otra vez los trade-offs aparecen en cómo financiar inversiones sociales a largo plazo 
que aseguren el futuro a los jóvenes, en una era globalmente competitiva. A quien más 
le pesan las cargas serán influenciados por el resultado de los conflictos entre el sector 
público y el sector privado. 

El conflicto sector público vs. sector privado 
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Adaptarse y ajustarse a la crisis de la deuda conduce a un conflicto entre el sector 
privado y el sector público; hecho que establece los parámetros necesarios para que 
aparezcan los conflictos en el mercado de trabajo mencionados anteriormente. Como 
principalmente el ajuste se hace recortando en el sector público y no se aumentan los 
impuestos, hay un campo de batalla divisorio entre muchos trabajadores del sector 
público que se encuentran en situaciones muy difíciles, debido al éxito electoral de los 
partidos de centro-derecha en toda Europa. 

El vacío en las finanzas públicas que se fraguó en las décadas que nos preceden, 
permanece. Para ilustrarlo, las investigaciones destacan el declive en las ratios 
impuestos/PIB en Europa entre el 2000 y el 2008, a pesar del contexto de crecimiento 
económico. Como Jane Jenson ha defendido, uno de los mantras que se ha escampado 
durante las tres últimas décadas ha sido “no nuevos impuestos”. En muchos casos la 
izquierda ha sido reacia a enfrentarse a los trade-offs electorales de subir impuestos, 
como Jenson afirma, y donde sí respondió fue en cargar de impuestos a los ricos, pero 
es que simplemente no hay suficientes ricos para llenar el vacío.  

Así que ante la ausencia de nuevas conversaciones a nivel nacional sobre una posible 
base más amplia de tributación, una carga considerable caerá en forma de recortes al 
Estado, lo que significa que los trabajadores del sector público y beneficiarios de 
servicios sociales se movilizarán en contra de los partidos por no defender el interés 
público; mientras, si resulta ser de la otra manera posible y un partido rechaza los 
recortes y promete más gasto social y más impuestos para los ricos, entonces diferentes 
grupos de interés harán notar su descontento a los partidos ya que lo verían como 
favoritismo hacia el socialismo del “impuesto y gasto” y hacia un sector público con 
intereses particulares. En cualquier caso se crearía un ambiente corrosivo de winners y 
losers. 

Otro aspecto de este conflicto es que los contribuyentes que no trabajan en el sector 
público, atizados por los medios de comunicación de derechas, pueden tener la 
impresión de que ellos son los losers en el juego distributivo. El sistema de pensiones 
público puede ser un pararrayos en este sentido ofreciendo unas prestaciones por 
jubilación en el sector público comparativamente más generosas que muchos planes de 
jubilación privados. En cada incidencia, los grupos de interés se van a movilizar unos 
contra los otros, ya sea reformistas contra tradicionalistas o sindicatos contra alianzas de 
contribuyentes. 

Luchando en una década de conflictos distributivos 
Los partidos políticos, especialmente los de centro-izquierda, han trabajado para 
adaptarse a estos conflictos en el mercado de trabajo y en el Estado de Bienestar, de la 
misma manera que las economías occidentales se intentan recuperar de las 
consecuencias de la crisis financiera y de las tendencias demográficas a largo plazo que 
indican un envejecimiento y, por tanto, presiones sobre el sistema sanitario y de 
pensiones. 

En una sociedad mucho más heterogénea, con diversos grupos de interés, los 
socialdemócratas se han esforzado en encontrar puntos de consenso para poder 
mantener una serie de coaliciones. En este clima de winners y losers, el apoyo político 
es cada vez más condicional y circunstancial. En esta coyuntura es difícil ver el día en el 
que los principales partidos de centro-izquierda europeos puedan otra vez alcanzar el 
40% de votos. 
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El talento de los políticos del mañana se medirá en función de su habilidad para 
expresar narrativas capaces de cerrar algunas de estas divisiones; por ejemplo, 
enmarcando un nuevo contrato social entre los abuelos y los nietos. Serán necesarias 
coaliciones bien engrasadas con otros partidos y movimientos. Y tendrá que venir una 
nueva serie de medidas de política económica de la mano de una nueva visión moral de 
la economía; y rehacer las instituciones en función de estos trade-offs en un escenario 
donde las herramientas de redistribución tradicionales están restringidas. Las 
prioridades y sacrificios deben ser aprehendidos con poco margen para las vacas 
sagradas. 

Los partidos políticos que hacen grandes promesas en un esfuerzo para complacer a 
todos los grupos sociales, seguramente se darán cuenta de que pagan un alto precio una 
vez en el poder al no dar lo prometido. A la larga, esta dinámica hará que la gente se 
aleje de la política institucionalizada. Como en un tablero de ajedrez, el ejercicio de 
elaborar políticas, construir coaliciones y gobernar será complejo, dificultoso y 
arriesgado. Ir a por todas para ganar no será el movimiento más acertado. 

http://www.eldiario.es/agendapublica/proyecto-europeo/conflictos-Bienestar-
Europa-combinacion-centro-izquierda_0_234476739.html   
Otros enlaces en inglés:  

http://www.policy-network.net/pno_detail.aspx?ID=4501&title=Europes-welfare-and-
labour-market-conflicts-A-fatal-squeeze-on-the-centre-left 

http://www.policy-network.net/pno_detail.aspx?ID=4489&title=The-two-electorates-of-
the-Front-National  

http://www.newstatesman.com/international-politics/2013/09/new-progressive-
conservatism  

http://www.policy-network.net/publications_detail.aspx?ID=4292  

http://www.policy-network.net/pno_detail.aspx?ID=4441&title=The-insider-outsider-
dilemma  

http://www.policy-network.net/pno_detail.aspx?ID=4458&title=The-rise-of-the-female-
friendly-party  

http://www.policy-network.net/pno_detail.aspx?ID=4398&title=Childcare-childcare-
childcare  

http://www.sgi-network.org/pdf/Intergenerational_Justice_OECD.pdf  

http://ec.europa.eu/taxation_customs/taxation/gen_info/economic_analysis/tax_structur
es/index_en.htm  

http://www.policy-network.net/publications/4448/Progressive-Politics-after-the-Crash  
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World Affairs 

 
Koichi Hamada 

Koichi Hamada, Special Economic Adviser to Japanese Prime Minister Shinzo Abe, is 
Professor of Economics at Yale University and Professor Emeritus of Economics at the 
University of Tokyo.  

MAR 1, 2014  

Who’s Afraid of Tapering? 
TOKYO – The US Federal Reserve’s gradual exit from so-called quantitative easing 
(QE) – open-ended purchases of long-term assets – has financial markets and 
policymakers worried, with warnings of capital flight from developing economies and 
collapsing asset prices dominating policy discussions worldwide. But, given that most 
major economies operate under a flexible exchange-rate regime, these concerns are 
largely unwarranted. 

The logic behind the fear of the Fed’s “tapering” of QE is straightforward. 
Unconventional monetary policy in the United States – and in other advanced countries, 
particularly the United Kingdom and Japan – drove down domestic interest rates, while 
flooding international financial markets with liquidity. In search of higher yields, 
investors took that liquidity – largely in the form of short-term speculative capital (“hot” 
money) – to emerging markets, putting upward pressure on their exchange rates and 
fueling the risk of asset bubbles. Thus, the Fed’s withdrawal from QE would be 
accompanied by a capital-flow reversal, increasing borrowing costs and hampering 
GDP growth. 

Of course, not all emerging markets, according to this logic, are equally exposed. 
Among the most vulnerable countries are Turkey, South Africa, Brazil, India, and 
Indonesia – the so-called “Fragile Five” – all of which are characterized by twin fiscal 
and current-account deficits, high inflation, in addition to faltering GDP growth. 

This logic would be correct if the world were operating under a fixed exchange-rate 
regime, with governments tying official exchange rates to another country’s currency or 
the price of gold. Under these conditions, monetary contraction (or slowing expansion) 
would have a recessionary (or a less stimulative) impact on other economies. 

With flexible exchange rates, however, monetary-policy contraction in a major 
economy would stimulate other economies in the short run, while monetary expansion 
would damage their performance. (To be sure, in the medium or long run, monetary 
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expansion can facilitate increased domestic production and trade, thereby generating 
positive spillover effects.) 

After the collapse of Lehman Brothers in 2008, the rapid expansion of the money 
supply in the US and the UK triggered a sharp appreciation of the Japanese yen, as well 
as of some emerging-market currencies. In short, QE is what merits concern – not its 
termination. 

Of course, the Fed’s policy reversal could hurt countries that maintain fixed – or, like 
China, “managed floating” – exchange rates. Likewise, weaker eurozone economies like 
Greece and Spain, which would prefer stronger monetary stimulus than their more 
competitive counterparts in Europe are willing to accept, may suffer. But, given that 
these economies have chosen to adhere to a fixed exchange rate, the Fed cannot really 
be blamed for the fallout. 

In fact, the Fed – and other advanced-country central banks – should not be blamed for 
the negative effects of monetary expansion, either. Japan’s bold monetary easing, for 
example, was a critical element of Prime Minister Shinzo Abe’s strategy for lifting the 
Japanese economy out of more than a decade of recession – and it has led to a 
remarkable recovery. 

The problem is that the policy has also caused the yen to depreciate, leading nearby 
countries to accuse Japan of adopting “beggar-thy-neighbor” policies. Similarly, 
emerging-market officials warned that monetary expansion in the US and the UK would 
trigger a wave of competitive currency devaluations, with Brazilian Finance Minister 
Guido Mantega going so far as to accuse the Fed and the Bank of England of waging a 
full-blown “currency war.” 

But, while it is true that such expansionary policies can have a recessionary impact on 
other economies, modern international-finance theory shows that the concept of a 
“currency war” is a myth. The reality is that, under a flexible exchange-rate regime, 
competitive devaluations do not produce undesirable imbalances. On the contrary, they 
can bolster recovery in participating economies. 

In fact, currency devaluations were critical to ending the Great Depression. As Barry 
Eichengreen and Jeffrey Sachs demonstrated in 1984, while abandoning the gold 
standard had an immediate negative impact, it quickly spurred recovery, with the first 
countries to devalue their currencies escaping depression earlier than others. 

The fact is that, with a flexible exchange rate, a country can offset the recessionary 
impact of a neighboring country’s monetary easing using its own independent monetary 
policy, guided by carefully chosen inflation targets. If all countries adopt this approach, 
the entire global economy benefits. 

By working to revive the domestic economy, the Fed, like other advanced-country 
central banks, is simply fulfilling its mandate. Instead of complaining about its actions, 
emerging-country policymakers should be devising strategies for offsetting the spillover 
effects on their own economies. After all, they have the tools to do so. 

http://www.project-syndicate.org/commentary/koichi-hamada-makes-the-case-that-
concerns-about-the-fed-s-exit-from-quantitative-easing-are-unfounded 
Read more at http://www.project-syndicate.org/commentary/koichi-hamada-makes-the-
case-that-concerns-about-the-fed-s-exit-from-quantitative-easing-are-
unfounded#uRKgvG85kp0eApIt.99 
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El 'Breaking Bad' de Blesa  
El escándalo que aún sacude a miles de ahorradores españoles tiene su origen en los 
laboratorios financieros de Miguel Blesa 

Texto de la revista 'Retrato del poder' de eldiario.es sobre los correos electrónicos de 
Miguel Blesa | Puntos de venta 

Juan Luis Sánchez  
02/03/2014 - 20:41h  

El Breaking Bad de Caja Madrid (Susana Millán / Cuadernos de eldiario.es)  

FAQ 

 
Qué son los correos de Blesa y qué hay en ellos  

Cocinar un producto tóxico compuesto, complejo, derivado de otros, sintetizado tras un 
proceso milimetrado en un laboratorio financiero multimillonario, diseñado para que no 
se pierda ni un gramo de rentabilidad. Alambiques contables, vaporizadores fiscales, 
centrifugadoras de riesgo, disolventes de empatía y catalizadores para que el efecto sea 
inmediato. Boom. 
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Colocar aquella pócima mágica en cada esquina de tu territorio, con gente de confianza 
que da la vida por el negocio, que se encarga de hacer correr la voz: hay una mierda 
nueva que es buenísima, que es segura, que te garantiza energía de por vida. No hagas 
caso de lo que digan por ahí, escúchame a mí, que me conoces de siempre, que fuimos 
juntos al colegio. ¿Cuándo te he pasado yo algo que fuera malo? Toma, prueba, métete 
un poco. Firma. 

Hacer miles de millones de euros en apenas unos días. Cómo resistirse al Breaking 
Bad, cómo no perder la cabeza un poco, cómo no tocar fondo para llegar a lo más alto, 
cómo no pervertir el fin social de una caja de ahorros pública. Las preferentes son las 
toxinas de diseño que han acabado en el organismo del ahorro de miles de 
consumidores que, además, ni sabían lo que compraban en aquella esquina, la de su 
sucursal bancaria. 

 
Afectados por las preferentes (Juan Luis Sánchez) 

Caja Madrid tenía en 2009 un tumor irreversible provocado por un cáncer en el sistema 
financiero internacional y una negligencia en la gestión que nadie quiso diagnosticar ni 
tratar a tiempo; Miguel Blesa necesitaba hacer mucho dinero para el tratamiento, y muy 
rápido. Decidió intentar mantener el negocio a costa de la salud económica de la gente 
más humilde y abusando de la confianza de su entorno. Por eso, en los despachos de 
Caja Madrid, las primeras horas del lanzamiento de preferentes en 2009 se vivieron 
como una fiesta financiera, como un pelotazo empresarial. Varios correos de Blesa 
describen el ambiente de euforia sin vértigo en aquellos días de emisiones millonarias 
en que el producto se vendía en todas las equinas. Fueron 3.000 millones de euros en 
apenas unos meses. 

Eran las cinco de la tarde del 21 de mayo de 2009. Blesa permanecía convaleciente por 
una hernia muy dolorosa, pero pendiente de su bandeja de entrada. A esa hora llegó un 
correo firmado por Matías Amat Roca, su lugarteniente. "La CNMV acaba de aprobar la 
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emisión de preferentes de Caja Madrid. Empezamos la comercialización mañana. Irá 
bien", le decía. Miguel Blesa contestó: "Dios te oiga. Me dan miedo los excesos de celo 
de la red". Blesa daba por descontada la resistencia de los empleados de cada oficina a 
vender masivamente lo que estaba pensado para ser una entrada de dinero que salvara 
las cuentas de la caja pero que, a la vez, era un mecanismo perverso para el pequeño 
ahorrador. 

Él mismo había sido escéptico. Unos días antes del lanzamiento, en una conversación 
personal con su agente de inversiones, el presidente de la mayor caja pública española 
había pospuesto su compra personal de las preferentes de su propia entidad: "tengo 
dudas con los plazos", alegaba en confianza. Uno puede vender, pero consumir es otra 
cosa. Todo desapareció cuando empezó a llegar el dinero. 

" 1.300 millones de euros!!!!!". La bandeja de entrada de Blesa se llenaba de 
exclamaciones. "Récord histórico de colocación en producto en UN solo día", le 
contaba su equipo en un informe apresurado e informal. El arranque de la venta de 
preferentes había sido, se decía, "fulminante". Awesome, bitch! 
El escepticismo personal de Blesa se tornó en euforia: "Qué notición. Enhorabuena", 
dijo ante las primeras cifras. "Qué bárbaro", dijo como respuesta al segundo informe al 
final del día. De las 2.057 esquinas de Caja Madrid se habían cerrado ventas en 1.971; 
los resultados en una sola jornada habían superado en un 48% la mejor previsión 
comercial calculada para todo un mes. 

Las preferentes eran ya un éxito comercial. Estaban haciendo dinero. Demasiado. En los 
correos del entonces presidente no hay ningún indicio de alarma sobre el daño que 
podían estar causando unos productos financieros que en origen están pensados para 
clientes profesionales de los mercados de valores y que se estaban comercializando 
masivamente a familias sin muchos recursos o personas sin disposición intelectual para 
comprender lo que estaban comprando. La prudencia personal de Blesa se mantuvo: 
optó por meter algo de su dinero en el producto, 150.000 euros, mucho menos de lo que 
le proponían sus asesores y una cantidad mínima para su fortuna. 

Mientras tanto, el veneno de las preferentes llenó la sangre de miles de ahorradores. 
Decían que era color verde y que era pura calidad, en todas partes hablaban de un tal 
Blesa, que ahora controlaba el mercado. 

El presidente tiraba de contactos para colocar su producto mágico. Miguel Blesa se 
convirtió en una potente arma de relaciones comerciales para convencer a los clientes 
más sui géneris de que invirtieran en preferentes. Por ejemplo, la Fundación ProRAE, la 
fundación privada que financia la Real Academia Española de la Lengua y en cuyo 
patronato están todos los grandes nombres del primer mundo empresarial español: el 
Rey Juan Carlos, Emilio Botín... y Blesa, que entonces era vocal. 

La relación entre la Fundación ProRAE y la caja no era nueva: la entidad gestionaba las 
inversiones de la organización de apoyo a la Academia por valor de unos 16 millones de 
euros en 2007, según consta en los informes que el equipo de Blesa enviaba 
regularmente al presidente, que estaba al tanto de los movimientos en bolsa que hacía la 
banca privada de Caja Madrid en nombre de la Fundación ProRAE. 
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Protesta de preferentistas ante la Audiencia Nacional / Juan Luis Sánchez 
La cuestión es que Caja Madrid quería vender preferentes a ProRAE. La contable de la 
fundación había trasladado la propuesta a sus superiores, que no se pronunciaban. "Van 
a empezar a llamarme pesada por la de veces que lo he preguntado", le explicaba al 
encargado de la gestión en Caja Madrid. 

Ante el bloqueo de la situación, los financieros sacaron el comodín del jefe: "Presidente, 
disculpa que te moleste pero requeriría [...] tu auxilio comercial", le dicen a Blesa por 
correo el 29 de mayo de 2009. Su equipo le señalaba un nombre clave para ejercer la 
presión y "colocar" el producto: Ricardo Martí Fluxá, secretario de la fundación, 
diplomático y exsecretario de Estado de Seguridad con Aznar, habitual de los consejos 
de administración de grupos empresariales. Blesa contestó a aquel correo de su equipo 
apenas seis horas después: "He hablado con Ricardo Martí Fluxá y se va a ocupar del 
asunto el lunes". 

El compañero de laboratorio de Miguel Blesa, su director de Negocio, le dice por correo 
a su jefe en aquella primera semana de euforia: "Lo que he aprendido es que, si a los 
sindicatos no les gusta, probablemente es buen producto". El presidente de Caja Madrid 
se apunta a la fiesta respondiendo con una ironía: "Y eso que habíamos engañado a 
los clientes". 

¿Y quién debería haber supervisado ese mercado para que no se produjera la 
intoxicación? ¿Quién era la autoridad sanitaria que debería haber prevenido el 
envenenamiento? ¿Quién era la agencia antidroga? Pues era la Comisión Nacional del 
Mercado de Valores (CNMV), un policía demasiado cercano para querer darse cuenta 
de lo que estaba pasando: en el laboratorio celebraban el trato especial del regulador a 
los productos de Caja Madrid sobre, por ejemplo, los de La Caixa, cuya emisión de 
preferentes ocurre por la misma época. "¿Por qué la CNMV nos ha favorecido un 
poco?", se pregunta retóricamente el director financiero en un mensaje a Miguel Blesa. 
Él mismo se responde: "Algo de valor le han dado (opinión muy personal) a que la 
relación a todos los niveles entre Caja Madrid y CNMV es mejor y mucho más fluida. 
Pero esto no se puede decir ni casi opinar (me consta que la relación entre CNMV y 
Caixa es tensa)". 

Pero las pruebas dejaban su rastro. Ya en 2012, la propia CNMV, en un informe 
confidencial publicado por eldiario.es, reconocía que la venta de preferentes en Caja 
Madrid supuso un "incumplimiento generalizado", sistemático, masivo y deliberado de 
la ley. 

El equipo de Blesa ofrecía preferentes a sus clientes más modestos a precios 
"significativamente superiores" al "valor razonable", es decir, al valor que habrían 
tenido si la operación se hubiera realizado entre clientes directamente en un mercado 
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abierto para este tipo de productos, que de hecho existe. Un correo que recibe Blesa en 
2006 por parte de su director de banca, adelantado por InfoLibre, confirma que el 
equipo directivo de Caja Madrid era perfectamente consciente de que esto se produciría 
y que, de hecho, el objetivo era "buscar contrapartida con nuestros propios clientes". 

Los correos e informes desvelados por eldiario.es están siendo utilizados por los 
preferentistas que se enfrentan en juicio a los abogados de la caja. Porque, según 
reconoce la propia CNMV, se constata también "la opacidad" de un mercado interno de 
compraventa, de menudeo de preferentes, que escapaba al control legal: era la propia 
Caja Madrid la que casaba, siempre al alza, ofertas y demandas de un  producto con el 
que se estaba generando liquidez para sí misma. Lo hacía con sus sistemas informáticos 
internos para que la banca siempre ganara, para que el cliente vendedor siempre quedara 
satisfecho con su especulación y para que el que comprara no supiera en lo que se había 
metido. Operaron irregularmente y no lo comunicaron para no comprometer su futuro, 
para no perjudicar –dicen los informes– su fusión con otras cajas y la posterior salida a 
Bolsa, en julio de 2011. 

Así era el poder de Miguel Blesa y sus Pinkmans. Vendieron productos tóxicos sin que 
su entorno los denunciase. Celebraron como éxito la perversión en las esquinas de su 
territorio. Miraban con recelo el producto de la competencia, manejaban con astucia sus 
contactos. Podían llamar a abogados acostumbrados a estas cosas. Tuvieron, eso sí, 
menos cuidado con sus comunicaciones que otros expertos en los descensos a los 
infiernos. 

 
Jesse Pinkman y Walter White, personajes de la serie de televisión norteamericana 
Breaking Bad.// http://www.eldiario.es/economia/Intoxicados-Breaking-Bad-Caja-
Madrid_0_233776939.html 
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Mohamed A. El-Erian 

Mohamed A. El-Erian is CEO and co-Chief Investment Officer of the global investment 
company PIMCO, with approximately $2 trillion in assets under management. He 
previously worked at the International Monetary Fund and the Harvard Management 
Company, the entity that manages Harvard University's endowment. He was named one 
of Foreign Policy's Top 100 Global Thinkers in 2009, 2010, 2011, and 2012. His book 
When Markets Collide was the Financial Times/Goldman Sachs Book of the Year and 
was named a best book of 2008 by The Economist.  

MAR 1, 2014  

Wallets Wide Shut 
NEWPORT BEACH, CALIFORNIA – Some economists, like Larry Summers, call it 
“secular stagnation.” Others refer to it as “Japanization.” But all agree that after too 
many years of inadequate growth in advanced economies, substantial longer-term risks 
have emerged, not only for the wellbeing of these countries’ citizens but also for the 
health and stability of the global economy. 

Those looking for ways to reduce the risks of inadequate growth agree that, of all 
possible solutions, increased business investment can make the biggest difference. And 
many medium-size and large companies, having recovered impressively from the huge 
shock of the 2008 global financial crisis and subsequent recession, now have the 
wherewithal to invest in new plants, equipment, and hiring. 

Indeed, with profitability at or near record levels, cash holdings by the corporate sector 
in the United States have piled up quarter after quarter, reaching all-time highs – and 
earning very little at today’s near-zero interest rates. Moreover, because companies 
have significantly improved their operating efficiency and lengthened the 
maturities on their debt, they need a lot less precautionary savings than they did in 
the past. 
However one looks at it, the corporate sector in advanced economies in general, and in 
the US in particular, is as strong as it has been in many years. Non-financial firms have 
achieved a mix of resilience and agility that contrasts sharply with prevailing conditions 
for some households and governments around the world that have yet to confront 
adequately a legacy of over-leverage. 

But, rather than deploy their abundant cash in new investments to expand capacity and 
tap new markets – which they have been very hesitant to do since the global financial 
crisis erupted – many companies have so far preferred (or have been pressured by 
activist investors) to give it back to shareholders. 
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Last year alone, US companies authorized more than $600 billion of share buybacks – 
an impressive amount by any measure, and a record high. Moreover, many companies 
boosted their quarterly dividend payouts to shareholders. Such activity continued in the 
first two months of 2014. 

But, while shareholders have clearly benefited from companies’ unwillingness to invest 
their ample cash, the bulk of the injected money has been circulating only in the 
financial sector. Little of it has directly benefited economies that are struggling to 
boost their growth rates, expand employment, avoid creating a lost generation of 
workers, and address excessive income inequality. 

If advanced economies are to prosper, it is necessary (though not sufficient) that the 
corporate sector’s willingness to invest match its considerable wallet. Six factors appear 
to pose particularly important constraints. 

First, companies are concerned about future demand for their products. The recent 
economic recovery, as muted as it has been (both in absolute terms and relative to most 
expectations), has been driven by the experimental policies that central banks have 
pursued to sustain consumption. Now, with the US Federal Reserve beginning to 
withdraw monetary stimulus, and with growth in emerging countries slowing, most 
companies are simply unable to point to massive expansion opportunities. 

Second, with China such an influential driver of global demand (both directly and 
indirectly through important network effects), the outlook for the world’s second-largest 
economy has a disproportionate impact on projections of global corporate revenues. 
And, as China’s excessive domestic credit growth and shadow-banking system 
attract increased attention, many companies are becoming anxious. 
Third, while companies recognize that innovation is a key comparative advantage in 
today’s global economy, they are also humbled by its increasingly winner-take-all 
nature. Successful innovation today is a lot less about financing and much more about 
finding the “killer app.” As a result, many companies, less convinced that “normal” 
innovation yields big payoffs, end up investing less overall than they did before. 
Fourth, the longer-term cost-benefit analysis for would-be investors is clouded by 
legitimate questions about certain operating environments. In the US, many companies 
expect major budgetary reform; but they are not yet able to assess the impact on their 
future operating profits. In Europe, politicians are aware of the need for major structural 
reforms, including those required to solidify regional integration; but companies lack 
adequate clarity about the components of such reforms. 
Fifth, the scope for risk mitigation is not as large as financial advances would initially 
suggest. Yes, companies have more hedging tools at their disposal. But the ability to 
manage downside risk comprehensively is still limited by incomplete longer-term 
markets and public-private partnerships that cannot be sufficiently leveraged. 

Finally, most corporate leaders recognize that they owe a large debt of gratitude to 
central bankers for the relative tranquility of recent years. Through bold policy 
experiments, central bankers succeeded in avoiding a global multi-year depression and 
buying time for companies to heal. 

But, working essentially alone, central banks have not been able to revamp 
properly the advanced economies’ growth engines; nor do they have the tools to do 
so. Though many corporate leaders may still be unable to grasp the precise threats, they 
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seem uneasy about the longer-term collateral damage implied by running modern 
market economies at artificially repressed interest rates and with bloated central-bank 
balance sheets. 

The good news is that each of these constraints on investment can – and should – be 
addressed; and recent US business investment data suggest some progress. The bad 
news is that it will take a lot more time, effort, and global coordination. In the 
meantime, the corporate sector will only gradually take on more of the heavy lifting. 
That will be enough to keep the advanced economies growing this year; unfortunately, 
it will not be enough to attain the faster growth that their citizens’ wellbeing – and that 
of the global economy – urgently requires. 

http://www.project-syndicate.org/commentary/mohamed-a--el-erian-offers-six-reasons-
why-business-investment-has-stalled--despite-firms--bulging-cash-reserves 
 
Read more at http://www.project-syndicate.org/commentary/mohamed-a--el-erian-
offers-six-reasons-why-business-investment-has-stalled--despite-firms--bulging-cash-
reserves#oC8H0mVx7OFkkxJ7.99 

  
World Affairs 

 
George Soros 

George Soros is Chairman of Soros Fund Management and Chairman of the Open 
Society Foundations. A pioneer of the hedge-fund industry, he is the author of many 
books, including The Alchemy of Finance, The New Paradigm for Financial Markets: 
The Credit Crisis of 2008 and What it Means and The Tragedy of the European Union.  

FEB 26, 2014  

Sustaining Ukraine’s Breakthrough 
NEW YORK – Following a crescendo of terrifying violence, the Ukrainian uprising has 
had a surprisingly positive outcome. Contrary to all rational expectations, a group of 
citizens armed with not much more than sticks and shields made of cardboard boxes and 
metal garbage-can lids overwhelmed a police force firing live ammunition. There were 
many casualties, but the citizens prevailed. This was one of those historic moments that 
leave a lasting imprint on a society’s collective memory. 

How could such a thing happen? Quantum mechanics offers a fitting metaphor. 
Physicists know that subatomic phenomena can manifest themselves as both particles 
and waves; similarly, human beings may behave both as individual particles and as 

260 

 

http://www.bea.gov/newsreleases/national/gdp/gdpnewsrelease.htm
http://www.project-syndicate.org/commentary/mohamed-a--el-erian-offers-six-reasons-why-business-investment-has-stalled--despite-firms--bulging-cash-reserves%23oC8H0mVx7OFkkxJ7.99
http://www.project-syndicate.org/commentary/mohamed-a--el-erian-offers-six-reasons-why-business-investment-has-stalled--despite-firms--bulging-cash-reserves%23oC8H0mVx7OFkkxJ7.99
http://www.project-syndicate.org/commentary/mohamed-a--el-erian-offers-six-reasons-why-business-investment-has-stalled--despite-firms--bulging-cash-reserves%23oC8H0mVx7OFkkxJ7.99
http://www.project-syndicate.org/
http://www.project-syndicate.org/commentary/george-soros-calls-on-the-eu--and-germany-in-particular--to-take-the-lead
http://www.project-syndicate.org/�


components of a larger wave. In other words, the unpredictability of historical events 
like those in Ukraine has to do with an element of uncertainty in human identity. 

People’s identity is made up of individual elements and elements of larger units to 
which they belong, and peoples’ impact on reality depends on which elements dominate 
their behavior. When civilians launched a suicidal attack on an armed force in Kyiv on 
February 20, their sense of representing “the nation” far outweighed their concern with 
their individual mortality. The result was to swing a deeply divided society from the 
verge of civil war to an unprecedented sense of unity. 

Whether that unity endures will depend on how Europe responds. Ukrainians have 
demonstrated their allegiance to a European Union that is itself hopelessly divided, with 
the euro crisis pitting creditor and debtor countries against one another. That is why the 
EU was hopelessly outmaneuvered by Russia in the negotiations with Ukraine over an 
Association Agreement. 

True to form, the EU under German leadership offered far too little and demanded far 
too much from Ukraine. Now, after the Ukrainian people’s commitment to closer ties 
with Europe fueled a successful popular insurrection, the EU, along with the 
International Monetary Fund, is putting together a multibillion-dollar rescue package to 
save the country from financial collapse. But that will not be sufficient to sustain the 
national unity that Ukraine will need in the coming years. 

I established the Renaissance Foundation in Ukraine in 1990 – before the country 
achieved independence. The foundation did not participate in the recent uprising, but it 
did serve as a defender of those targeted by official repression. The foundation is now 
ready to support Ukrainians’ strongly felt desire to establish resilient democratic 
institutions (above all, an independent and professional judiciary). But Ukraine will 
need outside assistance that only the EU can provide: management expertise and access 
to markets. 

In the remarkable transformation of Central Europe’s economies in the 1990’s, 
management expertise and market access resulted from massive investments by German 
and other EU-based companies, which integrated local producers into their global value 
chains. Ukraine, with its high-quality human capital and diversified economy, is a 
potentially attractive investment destination. But realizing this potential requires 
improving the business climate across the economy as a whole and within individual 
sectors – particularly by addressing the endemic corruption and weak rule of law that 
are deterring foreign and domestic investors alike. 

In addition to encouraging foreign direct investment, the EU could provide support to 
train local companies’ managers and help them develop their business strategies, with 
service providers remunerated by equity stakes or profit-sharing. An effective way to 
roll out such support to a large number of companies would be to combine it with credit 
lines provided by commercial banks. To encourage participation, the European Bank for 
Reconstruction and Development (EBRD) could invest in companies alongside foreign 
and local investors, as it did in Central Europe. 

Ukraine would thus open its domestic market to goods manufactured or assembled by 
European companies’ wholly- or partly-owned subsidiaries, while the EU would 
increase market access for Ukrainian companies and help them integrate into global 
markets. 
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I hope and trust that Europe under German leadership will rise to the occasion. I have 
been arguing for several years that Germany should accept the responsibilities and 
liabilities of its dominant position in Europe. Today, Ukraine needs a modern-day 
equivalent of the Marshall Plan, by which the United States helped to reconstruct 
Europe after World War II. Germany ought to play the same role today as the US did 
then.  

I must, however, end with a word of caution. The Marshall Plan did not include the 
Soviet bloc, thereby reinforcing the Cold War division of Europe. A replay of the Cold 
War would cause immense damage to both Russia and Europe, and most of all to 
Ukraine, which is situated between them. Ukraine depends on Russian gas, and it needs 
access to European markets for its products; it must have good relations with both sides. 

Here, too, Germany should take the lead. Chancellor Angela Merkel must reach out to 
President Vladimir Putin to ensure that Russia is a partner, not an opponent, in the 
Ukrainian renaissance.  Read more from "Europe's Eastern Question" 

http://www.project-syndicate.org/commentary/george-soros-calls-on-the-eu--and-
germany-in-particular--to-take-the-lead 
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Anders Åslund 

Anders Åslund is a senior fellow at the Peterson Institute for International Economics in 
Washington, DC, and the author of How Capitalism Was Built.  

FEB 24, 2014  

Reviving Ukraine’s Economy 
WASHINGTON, DC – Ukraine has suddenly arrived at a democratic breakthrough. 
After former President Viktor Yanukovich incited major bloodshed, many of his MPs 
defected to the opposition, creating a large majority. In order to consolidate its 
authority, whatever new government emerges will need to act fast and resolutely – and 
receive considerable international support – to overhaul the country’s crisis-ridden 
economy. 

Ukraine suffers from three large economic problems. First, its foreign payments are 
unsustainable. Its current-account deficit last year was an estimated 8.3% of GDP, and 
its foreign-currency reserves are quickly being depleted, covering just over two months 
of imports. Second, public finances are also unsustainable, with the budget deficit 
reaching almost 8% of GDP and government-bond yields skyrocketing. Third, the 
economy has been in recession for five quarters since mid-2012. 
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These problems reflect Yanukovich’s economic policy, which had one aim: enriching 
him, his family, and a few of his cronies. During the last four years, Ukraine has 
experienced unprecedented embezzlement by its rulers, with estimates putting the 
Yanukovich family’s wealth at $12 billion. Here, too, the new government will need 
international assistance if it is to recover at least some of this loot. 

With Yanukovich out of the way, official extortion of Ukrainian business should end, 
enabling the economy to recover. In fact, Ukraine’s GDP actually grew by 3.3% in the 
last quarter of 2013, because his cronyism was stifled by the protests. Yet much can and 
must be done very quickly, because Ukraine is running out of money. 

For starters, the new parliamentary majority needs to appoint a new government, so that 
a fresh economic-policy agenda can be launched. A new central bank governor also 
should be named, with the first order of business being to float the exchange rate. This 
would lead to a substantial devaluation of perhaps 10%, thereby ending the current run 
on the hryvnia, eliminating the current-account deficit, and enabling a reduction in 
Ukraine’s extremely high interest rates, which would stimulate investment. 

As soon as a government has been appointed, the International Monetary Fund should 
send a mission to Ukraine. Within two weeks, the IMF mission could conclude a new 
financial stabilization program with the new administration. The IMF works fast and 
could make a first large disbursement in late March. 

The IMF could lend Ukraine $10-12 billion for a one-year stabilization program, with 
the European Union using $3-5 billion from its balance-of-payments facility to co-
finance an IMF standby program. These two sources alone could cover much of the $35 
billion in external financing that Yuriy Kolobov, Ukraine’s acting finance minister, has 
said the country could need over the next two years. Moreover, IMF loans carry a lower 
interest rate and a longer maturity than the Russian loans on which the Yanukovich 
government relied (and which are unlikely to continue). 

The conditions that the IMF places on its loans can help Ukraine undo Yanukovich’s 
venal policies. First and foremost, Ukraine will have to reduce its budget deficit sharply, 
which, given large tax revenues, should be accomplished through expenditure cuts and 
freezes. Large industrial subsidies – for example, to the coal industry – amount to 
nothing but giveaways to Yanukovich’s supporters and should be eliminated 
immediately. Likewise, gas prices should be liberalized to stop corrupt enrichment from 
regulatory arbitrage. Needy consumers, not wealthy producers, should receive 
assistance. 

Similarly, the IMF will insist on the reintroduction of competitive tenders. Since 2010, 
orderly public procurement has ceased, with Yanukovich simply doling out state 
contracts to friends and acolytes at twice the market price. Naturally, sales of state 
enterprises to loyalists – typically at rock-bottom prices – must end as well. 

Another source of corruption has been refunds of value-added tax for exporters, for 
which top tax officials charge a commission. Putting a stop to this would stimulate 
exports. 

In addition, Ukraine should reintroduce the simplified tax code for small businesses that 
Yanukovich abolished. Two million small enterprises were wiped out by that change; 
many of them could be revived if tax procedures were no longer prohibitive. 
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Ukraine also needs to work with the EU. Within a week, the new government can fulfill 
the EU’s conditions for signing the long-concluded Association Agreement, and doing 
so should be on the agenda at the EU-Ukraine summit in March. Parliament has already 
scheduled new elections, and former Prime Minister Yuliya Tymoshenko has been 
released from prison. The only remaining EU condition – legislation reforming the 
prosecutor’s office – can be adopted quickly. 

The EU-Ukraine Association Agreement will greatly benefit Ukraine. It amounts to a 
comprehensive reform program for the Ukrainian state apparatus, including its law-
enforcement bodies. Sixty state agencies in various EU countries have already 
concluded agreements with their Ukrainian counterparts concerning the necessary 
reforms. 

The agreement also contains a Deep and Comprehensive Free Trade Area, which will 
open the vast European market to Ukrainian exporters – and thus attract more foreign 
direct investment to Ukraine. This will also help to safeguard the country against 
possible Russian trade sanctions. 

Here, diplomacy will play an important role as well. The United States and the EU need 
to persuade Russian President Vladimir Putin to reach an understanding with Ukraine’s 
new leaders, rather than follow through on his threat to impose sanctions. Peaceful co-
existence, not mounting bilateral tension, is in both countries’ best interest. 

Read more from "Europe's Eastern Question" 

http://www.project-syndicate.org/commentary/anders--slund-identifies-the-three-main-
economic-problems-that-the-new-government-will-have-to-address 
 
Read more at http://www.project-syndicate.org/commentary/anders--slund-identifies-
the-three-main-economic-problems-that-the-new-government-will-have-to-
address#9XxUWk7DzqfAUSYS.99 
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February 28, 2014, 7:31 AM ET 

Why Germany’s Ukraine Reform 
Refrain Sounds Familiar 
By Bertrand Benoit 

As Ukraine slides towards bankruptcy and chaos, its European neighbors, led by rich 
and mighty Germany, debate whether to help and under what conditions. 

Does this sound familiar? Ignore the drums of war and Cold War rhetoric and this 
could be Greece in March 2010 or Cyprus in early 2013, which teetered on the 
edge of default for months until European help eventually materialized, with many 
strings attached. Berlin’s caution about betting real money on the new regime in Kiev 
says a lot about its perceived interests in the region. 

Ask about emergency European financial assistance for Ukraine in Berlin’s corridors of 
power this week and the answer will likely be a long list of hurdles Kiev needs to 
overcome before the first euro flows. 
Any use of the European Union’s Macro Financial Assistance program, one official 
points out, would require Ukraine to first receive an International Monetary Fund loan. 
As contracting partner, says another, Kiev would need not only a working government 
but one of national unity—a perspective unlikely to be fulfilled any time soon. 

Any aid would be conditional on reforms, the so-called conditionality dreaded by the 
euro zone’s “program countries,” which have tapped their neighbors’ help in exchange 
for budget cuts and structural reforms. For Ukraine, this could mean the scrapping of 
gas subsidies and fiscal tightening. 

Last, any European help should be conditional on Russian financial participation—and, 
by implication, subject to Moscow’s veto. 

A broad German constituency, from the conservative Frankfurter Allgemeine Zeitung 
daily to the Greens, has even called on Ukrainian oligarchs to pay for their country’s 
rescue—after paying for some of that in Cyprus in the forced “bail-in” of that 
country’s banks. 
As historical events unfold a two-hour flight from Berlin, it seems the proverbial 
Swabian housewife is mainly concerned about keeping grubby foreign hands away 
from her household purse. 
Yet there is logic, albeit of the cold, unemotional kind, at work here. It starts with the 
proposition that helping Ukraine only makes sense if the money is well spent and likely 
to be repaid. Conditional help, officials say, is no German invention. Helping others to 
help themselves has been the motto of the IMF’s structural adjustment programs since 
their inception. Giving money with no (apparent) strings attached is what Russia 
and China do. 
Then there’s the long-term view. The insistence on an inclusive government endorsing 
the reforms is meant to ensure that not only the current government but also future ones 
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stick to their obligations. Hence, too, the need for Russia to chip in rather than 
sabotage the enterprise from the outside. 

Berlin’s hard-nosed approach to Ukraine is often seen in the U.S. as an example of 
excessive sensitivity to Moscow. Yet Angela Merkel is no Gerhard Schröder. A Russian 
speaker who grew up on the wrong side of the iron curtain, she shares her Polish 
neighbors’ deep misgivings about Vladimir Putin. 
However, she is no ingénue either when it comes to Ukraine. German officials recall 
that it was under the presidency of orange revolutionary Viktor Yushchenko that the 
IMF first froze aid to Ukraine for failing to fulfill the program’s conditions. While few 
here mourn Viktor Yanukovych, Berlin is wary of Yulia Tymoshenko, whose 
performance as premier between 2007 and 2010 is seen as a failure and whose vast 
wealth brands her an oligarch. 

So does Berlin’s refusal to be moved by the plight of Ukraine amount to an absence of 
strategic vision? It does. The truth is that Berlin sees no strategic interest in 
Ukraine, merely a humanitarian one. Seen from the German capital, Ukraine, an 
economic basket case plagued by corruption and ethnic tensions, is not a prize, at 
least not one worth fighting Russia for. Neither Ms. Merkel’s Christian Democratic 
Union nor her center-left coalition partners see it as ever fulfilling the conditions for EU 
membership. 

Perhaps Germany is not alone in Europe in holding such views, just more forthright in 
articulating them. As Stefan Meister, a senior policy fellow at the European Council on 
Foreign Relations, puts it: “There is no readiness in Europe to take sole responsibility 
for Ukraine… It is hugely important to Russia, not that important to Europe.” 

http://blogs.wsj.com/brussels/2014/02/28/why-germanys-ukraine-reform-refrain-
sounds-familiar/
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    Daily Morning Newsbriefing 

February 28, 2014 

Steady progression of disinflation 
Inflation rates started to drop like a stone in October - totally unforeseen by the ECB 
and the European Commission - and yesterday there was more evidence of continued 
disinflationary pressures.  

Preliminary data from the German federal statistics office show that HICP inflation has 
dropped from 1.2% in January to 1% in February. Most of that drop is the result of 
weakness in energy prices, as a breakdown of the German measure of the inflation data 
(i.e. not HICP) shows. But even on that index, the annual rate of both goods and 
services inflation dropped - so that core inflation is also likely to have fallen in 
February.  

 
The latest monetary statistics5 from the ECB show continued weakness in M3 - which a 
rise in the annual rate of change from 1% to 1.2%, while loans to the private sector 
contracted at the same of rate 2% annual as it did in December.  

5 ECB, MFI balance sheets Online • Data last updated on 27-02-2014-100000, February 2014. 
http://sdw.ecb.europa.eu/reports.do?node=1000003503_ALLPDF  
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The German inflation data for February and the eurozone monetary data for January 
suggest that the eurozone's disinflationary trend remains unbroken with no uplift in 
sight. Here are the monetary statistics: 

annual % change Nov  Dec Jan 3M Average 
M3 1.5 1 1.2 1.2 
Loans to private sector* -1.8 -2 -2 -2 

*adjusted for sales and securitisations  

FT Alphaville sampled opinion on what the ECB is likely to do. There is no consensus 
whatsoever. JP Morgan thinks the ECB will stay on hold for a very long time, not doing 
much except for token gestures. BNP Paribas sees a cut in the repo and possibly the 
discount rate at the next meeting. It sees inflation dropping further by the summer---to 
0.5%, which in turn will trigger QE. Citi sees a rate cut, but no QE.  

So much for turnaround: The Greek banking sector is imploding 
There was some seriously badly news from the Greek banking sector, which much 
worse data for credit and non-performing loans. As Macropolis reports, the yoy credit 
contraction accelerated from 3.9% in December to 4% in January, according to the 
Bank of Greece (BoG). The yoy growth rates for loans fell for the tenth consecutive 
month. The article said the contraction reflected household and corporate lending 
net deductions .  
The non-performing loan ratio went up from 29.3% at the end of June to 31.2% at the 
end of September. Compared to Q2, the rate of increase in NPL accelerated. The 
article quotes a recent PwC study, according to which the NPL ratio could peak at 40% 
this year. That would mean a new addition of €18bn of NPLs by the end of 2014 on top 
of the €69bn by end-September.  
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Reuters has the story that the troika agreed to a lower capital ratio in a forthcoming 
stress tests of large Greek banks, bringing them in line with a European banking 
benchmark. The troika had originally wanted the test to be based on a Core Tier 1 rate 
of 9%, the same as that used in the first stress test in 2012, but has now agreed to cut 
that rate to 8%.  

For readers who are seeking a good review of the complex interlocking issues facing the 
troika and Greece in the coming month, Macropolis has complied a very useful Q&A 
type summery. The bottomline is that the troika may now have returned, but the 
decisions are still months away. 

European Commission investigates Bank of Italy share revaluation 
This appears to be a technical story but one of potentially great importance, and the 
reason why La Repubblica led with it on its front page this morning. Federico Fubini 
found that the European Commission is at the initial stages of an examination whether 
the revaluation of the shares in the Bank of Italy constitutes a case of illegal state aid. 
The article says this investigation came as a result of a request by MEP Niccolo Rinaldi 
who had has asked the Commission to investigate the increase in the BoI's share capital 
from virtually nothing to €7.5bn, and the additional rider that no single shareholder is 
allowed to hold more than 3% of the capital. The means that the large banks, which 
hold more than 3%, would get a windfall profit from the forced sale of their revalued 
shares, while the state gets windfall tax revenues. This act raises a number of questions.  

There are three issues involved here: the first is: does the forced increase in the share 
capital constitute illegal state aid? Second: should the proceeds of this increase go the 
banks as shareholders, or the public instead? The BoI is after all an institution of the 
state; Finally: there is a question whether the provision to let the BoI buy back the 
shares constitutes a separate issue of state aid.  

The financial markets, meanwhile, have remained exuberant in respect of Italy. 
The sovereign bond markets did not budge following the ruling of the German 
constitutional court, and they continued to rally all the way through the recent 
Italian government crisis. Italy yesterday sold a new 10-year bond at a yield of 
3.42%, according to Reuters, the lowest since October 2005. This week Italy has 
raised almost €12bn. The article quotes an analyst as saying that the markets were 
giving Renzi the benefit of the doubt, but there is also an element of positive 
contagion from the jitters in emerging markets, as funds shift back into Europe. 
The fall in yields was also supported by the news of further disinflationary pressures. 
The secondary market price of Spanish 10-year yields has dropped to 3.5%, and Irish 
yields are now at 3.1%.  

Banks bought back the debt they sold in December for the Asset 
Quality Review 
In a story that, while unsurprising, will do nothing to improve the credibility of the bank 
Asset Quality Review, ECB data released on Thursday show that banks increased their 
sovereign debt holdings in January after reducing them in December, according to 
Reuters. The flows are presumably due to the fact that the AQR will be based on 
bank balances as of end of 2013. Spanish banks bought €20.3bn, French banks 
€18.6bn, and Portuguese banks bought €2.2bn. Italy was a rare country where 
banks reduced their bond position in January, by €6.9bn. 
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This is what happens when you tell banks in advance the date as of which you will audit 
their balance sheet. 

Cyprus to end capital controls this year 
Matina Stevis has talked to President Nicos Anastasiades of Cyprus who said he wanted 
capital controls to be lifted by the end of the year, including bank transfers out of the 
country. Anastasiades said the stabilisation of the banking sector was the biggest task - 
in view of the estimate 45% share of non-performing loans. The article says that the 
troika is setting up special units within Bank of Cyprus - where the share of non-
performing loans is 50% - to deal with the issue of strategic defaults by large 
companies.  

Ireland's unemployment rate falls - but beware of headline statistics 
The FT has good article on Irish unemployment, reporting and questioning the figures at 
the same time. The official headline data show a fall in the rate of Irish unemployment, 
which peak at over 15% in 2012 to 12.1% in Q3/2013, which exactly corresponds to the 
eurozone average rate. The statistics also report on a rise in employment. But the article 
said the headline rat obscured more worrying trends. Despite the highest rate of 
employment growth in the EU, the country still has the second highest rate of 
unemployed households in the OECD. The big fall in employment during the crisis 
largely reflects the collapse of construction, which shrank from a proportion of 16% of 
GDP to 5%. The article says that Irelands as an average need for about 25,000 new 
homes. Before the crisis they were building 80,000-100,000, now they are building 
6,000. Despite the rise in overall employment, wage pressure remain absent. 

Two points on which we agree with Jens Weidmann 
Frankfurter Allgemeine has a short entry quoting Jens Weidmann making two points in 
a speech with which we agree. The first is that the zero-weighting of sovereign bonds 
produces undesirable clusters of risks as a result of which a sovereign default could 
produce financial instability. He supports limits on the exposure of banks to a single 
counterparty. He said the Greek crisis had demonstrated the sovereign bonds are 
inherently risky - and this would not justify a zero weighting. Weidmann also made the 
point that central banks should not prick bubbles. Financial stability should not be put 
on an equal footing than price stability. The tools of central banks are a like 
sledgehammer. He said he prefers to use a scalpel.  

He is right on both issues. On the first, the trick will be to transit from the current 
situation in which periphery banks are loaded up with domestic sovereign bonds to a 
more balanced situation. The zero weighting of bonds has reinforced the toxic 
relationship between banks and sovereign. And while the fall in sovereign yields has 
been a desirable side-effect of this bond concentration process, it has given rise to big 
instability risks. The solution would be a very tough bank restructuring (of the kind we 
are not going to get), followed by a change in the weightings. As for pricking bubbles, 
this is not an issue likely to arise. The economically most damaging bubbles are housing 
bubbles, which can be suitably controlled by instruments such as LTV ratios or variable 
transaction taxes. Interest rates are not a suitable instrument. 

Whither the Euro? 
Kevin O’Rourke offers an excellent comment on the future of the euro. He 
acknowledges that the solutions he and other economists and economic historians 
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have advocated in the years of the crisis are simply not attainable. They remain 
strong arguments, but there is no chance that the EU is about to embrace a meaningful 
banking union, let alone a fiscal union or a eurozone bond. He concludes that a break-
up of the eurozone while not desirable, may be inevitable, thus it would be right to 
prepare for it: 
"Europe is now defined by the constraints it imposes on governments, not by the 
possibilities it affords them to improve the lives of their people. This is politically 
unsustainable. There are two solutions: jump forward to a federal political Europe, on 
whose stage left and right can compete on equal terms, or return to a European Union 
without a single currency and let individual countries decide for themselves. The latter 
option will require capital controls, default in several countries, measures to deal with 
the ensuing financial crisis, and agreement about how to deal with legacy debt and 
legacy contracts.  
The demise of the euro would be a major crisis, no doubt about it. We shouldn’t wish 
for it. But if a crisis is inevitable then it is best to get on with it, while centrists and 
Europhiles are still in charge. Whichever way we jump, we have to do so 
democratically, and there is no sense in waiting forever. If the euro is eventually 
abandoned, my prediction is that historians 50 years from now will wonder how it ever 
came to be introduced in the first place." 

Eurozone Financial Data 
10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.582 0.567 0.566 
Italy 1.922 1.908 1.902 
Spain 1.920 1.938 1.933 
Portugal 3.262 3.281 3.273 
Greece 5.612 5.512 5.52 
Ireland 1.543 1.530 1.534 
Belgium 0.741 0.722 0.722 
Bund Yield 1.617 1.564 1.57 

    
    
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.365 1.3713  
Yen 139.110 139.6  
Pound 0.821 0.8204  
Swiss Franc 1.216 1.2171  
    
    
ZC Inflation 
Swaps    
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  previous  last close  
1 yr 0.81 0.82  
2 yr 0.88 0  
5 yr 1.13 1.14  
10 yr 1.59 1.6  
    
Eonia    
27-Feb-14 0.16   
26-Feb-14 0.17   
25-Feb-14 0.17   
24-Feb-14 0.17   
    
OIS yield curve    
1W 0.167 15M 0.111 
2W 0.159 18M 0.117 
3W 0.139 21M 0.132 
1M 0.144 2Y 0.159 
2M 0.136 3Y 0.269 
3M 0.128 4Y 0.417 
4M 0.123 5Y 0.604 
5M 0.118 6Y 0.799 
6M 0.115 7Y 0.989 
7M 0.113 8Y 1.169 
8M 0.110 9Y 1.329 
9M 0.119 10Y 1.476 
10M 0.118 15Y 1.986 
11M 0.118 20Y 2.182 
1Y 0.114 30Y 2.253 

    
Euribor-OIS 
Spread    

 previous  last close  
1 Week -1.643 -1.343  
1 Month 4.214 6.714  
3 Months 12.300 13.1  
1 Year 40.600 39.9  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-02-
28.html?cHash=0ccd089ea459c5f6d9149059274c8e8d  
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Economics 

Stephen S. Roach, former Chairman of Morgan Stanley Asia and the firm's chief economist, is a 
senior fellow at Yale University’s Jackson Institute of Global Affairs and a senior lecturer at Yale’s School of 
Management. He is the author of the new book Unbalanced: The Codependency of America and China.  

FEB 27, 2014  

China’s Growth Puzzle 
NEW HAVEN – Once again, all eyes are on emerging markets. Long the darlings of the 
global growth sweepstakes, they are being battered in early 2014. Perceptions of 
resilience have given way to fears of vulnerability. 

The US Federal Reserve’s tapering of its unprecedented liquidity injections has been an 
obvious and important trigger. Emerging economies that are overly dependent on global 
capital flows – particularly India, Indonesia, Brazil, South Africa, and Turkey – are 
finding it tougher to finance economic growth. But handwringing over China looms 
equally large. Long-standing concerns about the Chinese economy’s dreaded “hard 
landing” have intensified. 

In the throes of crisis, generalization is the norm; in the end, however, it pays to 
differentiate. Unlike the deficit-prone emerging economies that are now in trouble – 
whose imbalances are strikingly reminiscent of those in the Asian economies that were 
hit by the late-1990’s financial crisis – China runs a current-account surplus. As a result, 
there is no risk of portfolio outflows resulting from the Fed’s tapering of its monthly 
asset purchases. And, of course, China’s outsize backstop of $3.8 trillion in foreign-
exchange reserves provides ample insurance in the event of intensified financial 
contagion. 

Yes, China’s economy is now slowing; but the significance of this is not well 
understood. The downturn has nothing to do with problems in other emerging 
economies; in fact, it is a welcome development. It is neither desirable nor feasible for 
China to return to the trajectory of 10% annual growth that it achieved in the three 
decades after 1980. 

Yet a superficial fixation on China’s headline GDP growth persists, so that a 25% 
deceleration, to a 7-8% annual rate, is perceived as somehow heralding the end of the 
modern world’s greatest development story. This knee-jerk reaction presumes that 
China’s current slowdown is but a prelude to more growth disappointments to come – a 
presumption that reflects widespread and longstanding fears of a broad array of disaster 
scenarios, ranging from social unrest and environmental catastrophes to housing 
bubbles and shadow-banking blow-ups. 

While these concerns should not be dismissed out of hand, none of them is the source of 
the current slowdown. Instead, lower growth rates are the natural result of the long-
awaited rebalancing of the Chinese economy. 
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In other words, what we are witnessing is the effect of a major shift from hyper-growth 
led by exports and investment (thanks to a vibrant manufacturing sector) to a model that 
is much more reliant on the slower but steadier growth dynamic of consumer spending 
and services. Indeed, in 2013, the Chinese services sector became the economy’s 
largest, surpassing the combined share of the manufacturing and construction sectors. 

The problem, as I argue in my new book, Unbalanced: The Codependency of America 
and China, is not with China, but with the world – and the United States, in particular – 
which is not prepared for the slower growth that China’s successful rebalancing implies. 

The codependency construct is rooted in the psychopathology of human relationships 
whereby two partners, whether out of need or convenience, draw unhealthy support 
from each other. Ultimately, codependency leads to a loss of identity, serious frictions, 
and often a nasty breakup – unless one or both of the partners becomes more self-reliant 
and strikes out on his or her own. 

The economic analogue of codependency applies especially well to the US and China. 
China’s export-led growth miracle would not have started in the 1980’s without the 
American consumer. And China relied heavily on the US dollar to anchor its 
undervalued currency, allowing it to boost its export competitiveness. 

The US, for its part, relied on cheap goods made in China to stretch hard-pressed 
consumers’ purchasing power. It also became dependent on China’s savings surplus to 
finance its own savings shortfall (the world’s largest), and took advantage of China’s 
voracious demand for US Treasury securities to help fund massive budget deficits and 
subsidize low domestic interest rates. 

In the end, however, this codependency was a marriage of convenience, not of love. 
Frictions between the two partners have developed over a wide range of issues, 
including trade, the renminbi’s exchange rate, regional security, intellectual property, 
and cyber attacks, among others. And, just as a psychologist would predict, one of the 
partners, China, has decided to go its own way. 

China’s rebalancing will enable it to absorb its surplus savings, which will be put to 
work building a social safety net and boosting Chinese households’ wherewithal. As a 
result, China will no longer be inclined to lend its capital to the US.  

For a growth-starved US economy, the transformation of its codependent partner could 
well be a fork in the road. One path is quite risky: If America remains stuck in its under-
saving ways but finds itself without Chinese goods and capital, it will suffer higher 
inflation, rising interest rates, and a weaker dollar. The other path holds great 
opportunity: America can adopt a new growth strategy – moving away from excess 
consumption toward a model based on saving and investing in people, infrastructure, 
and capacity. In doing so, the US could draw support from exports, especially to a 
rebalanced China – currently its third-largest and fastest-growing major export market. 

Compared with other emerging economies, China is cut from a different cloth. China 
emerged from the late-1990’s Asian financial crisis as the region’s most resilient 
economy, and I suspect the same will be true this time. Differentiation matters – for 
China, Asia, and the rest of the global economy./ http://www.project-
syndicate.org/commentary/stephen-s--roach-says-that-china-s-economic-slowdown--
unlike-that-in-other-emerging-countries--should-be-welcomed  
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Whither the Euro? 
Finance & Development, March 2014, Vol. 51, No. 1 

Kevin Hjortshøj O’Rourke 

Historians may wonder how it came to be introduced in the first place 

The euro area economy is in a terrible mess. 

In December 2013 euro area GDP was still 3 percent lower than in the first quarter of 
2008, in stark contrast with the United States, where GDP was 6 percent higher. GDP 
was 8 percent below its precrisis level in Ireland, 9 percent below in Italy, and 12 
percent below in Greece. Euro area unemployment exceeds 12 percent—and is about 16 
percent in Portugal, 17 percent in Cyprus, and 27 percent in Spain and Greece. 

Europeans are so used to these numbers that they no longer find them shocking, which 
is profoundly disturbing. These are not minor details, blemishing an otherwise 
impeccable record, but evidence of a dismal policy failure. 

The euro is a bad idea, which was pointed out two decades ago when the currency was 
being devised. The currency area is too large and diverse—and given the need for 
periodic real exchange rate adjustments, the anti-inflation mandate of the European 
Central Bank (ECB) is too restrictive. Labor mobility between member countries is too 
limited to make migration from bust to boom regions a viable adjustment option. And 
there are virtually no fiscal mechanisms to transfer resources across regions in the event 
of shocks that hit parts of the currency area harder than others. 

Problems foretold 
All these difficulties were properly pinpointed by traditional optimal currency area 
theory. By 1998 Ireland was experiencing an unprecedented boom, and house prices 
were rising rapidly. Higher interest rates were warranted, but when Ireland joined the 
currency union in January 1999 the central bank discount rate was lowered from 6.75 
percent in the middle of 1998 to just 3.5 percent a year later. With the Irish party well 
under way the new ECB was busily adding liquor to the punch bowl. 

Similar stories were repeated around the euro area periphery, where capital inflows 
pushed up wages and prices. But what goes up does not come down so easily when 
there is no independent currency. Labor mobility within the euro area remains limited: 
young Irish workers emigrate to Australia or Canada, the Portuguese to Angola or 
Brazil. And with no federal budget to smooth asymmetric shocks, procyclical austerity, 
which exacerbates rather than ameliorates recessions, has been the policy weapon of 
choice during this crisis—whether imposed by the markets or by euro area politicians 
and central bankers. Mass unemployment in the periphery is exactly what theory would 
predict in such circumstances. 

Indeed, since 2008 we have learned that traditional optimal currency area theory was 
too sanguine about European monetary union. In common with much mainstream 
macroeconomics, it ignored the role of financial intermediaries such as banks, which 
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link savers and borrowers. Many of the euro area’s most intractable problems stem from 
the flow of capital from the core to the periphery via interbank lending. When that 
capital stopped flowing, or was withdrawn, the resultant bank crises strained the 
finances of periphery governments. That further worsened bank balance sheets and 
credit creation, leading in turn to worsening economic conditions and rising government 
deficits—a sovereign bank doom loop that kept replaying. 

Political ramifications 
Bank crises have had poisonous political ramifications, given their cross-border impact. 
Panic-driven decision making has been ad hoc and inconsistent—contrast the treatment 
of bank creditors in Ireland in 2010, who were largely made whole, with those in 
Cyprus in 2013, where they took a big hit. This will have long-term political 
consequences. Despite the understandable desire of European bureaucrats to regard such 
matters as water under the bridge, hypocrisy and bullying remain unpopular with 
ordinary voters. Small, vulnerable countries have had a painful lesson in European 
realpolitik that they will not soon forget. 

Where do we go from here? Since 2010 the focus of most economists has been on how 
to make the currency union work better. Even those who were skeptical about the 
European Economic and Monetary Union (EMU) worried sufficiently about the 
consequences of a breakup to shy away from advocating a country’s exit. The result has 
been a series of suggestions regarding how to prevent a collapse of the euro in the short 
to medium run, and how to improve its functioning in the longer run. 

In the short run, what is needed is looser monetary policy and, where possible, 
accommodative fiscal policy as well. If economic historians learned anything from the 
Great Depression, it is that adjustment based on austerity and internal devaluation (as 
deflation in individual euro area members is termed nowadays) is dangerous. First, 
nominal wages are sticky downward, which implies that deflation, if achieved at all, 
leads to higher real wages and more unemployment. Second, deflation increases the real 
value of private and public debt, raises real interest rates, and leads consumers and 
businesses to postpone expensive purchases in anticipation of lower prices to come. 
Britain ran large primary surpluses throughout the 1920s, but its debt-to-GDP ratio rose 
substantially thanks to the deflationary, low-growth environment of the time. 

Third, fiscal multipliers are large when interest rates are near zero, so spending 
reductions result in hefty declines in national income. The IMF has found that in the 
current crisis fiscal multipliers are closer to 2 than they are to 1—as was true between 
the world wars. The inescapable conclusion is that the ECB must act aggressively, not 
just to prevent deflation, but to set an inflation target above 2 percent for a transitional 
period to facilitate real exchange rate adjustment and promote the solvency of its 
member states. More investment spending by countries with sufficient fiscal capacity, 
or by the European Investment Bank, would help as well. 

For the longer run, there is widespread consensus—outside of Germany—that the euro 
area needs a banking union that promotes financial stability and that replaces ad hoc 
crisis decision making with a more rule-based and politically legitimate process (see 
“Tectonic Shifts” in this issue of F&D). This process should include common 
supervision for the euro area, a single resolution framework for failing banks with a 
euro area–wide fiscal backstop, and a common deposit insurance framework. The Euro-
nomics group, made up of noted European economists, has proposed a “safe” euro area 
asset that national banks could hold. This would help break the sovereign bank doom 
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loop described earlier and make it easier for national governments to restructure their 
debt when necessary (by reducing collateral damage to their country’s banking system). 
The example of the United States suggests that an element of fiscal union, beyond what 
is required for a meaningful banking union, would be an important stabilizing 
mechanism. A euro area–wide unemployment insurance system would be one small 
step in this direction. 

Less Europe 
These are all arguments for “more Europe” rather than less. I and many others have 
made such arguments over the past five years. But as time goes on, it becomes more 
difficult to do so with conviction. 

First, crisis management since 2010 has been shockingly poor, which raises the 
question of whether it is sensible for any country, especially a small one, to place itself 
at the mercy of decision makers in Brussels, Frankfurt, or Berlin. It is not just a 
question of hard-money ideology on the part of key players, although that is destructive 
enough. It is a question of outright incompetence. The botched “rescue” of Cyprus was 
for many observers a watershed moment in this regard, though the ECB interest rate 
hikes of 2011 also deserve a dishonorable mention. 

There are serious legal, political, and ethical questions that must be asked about how the 
ECB has behaved during this crisis—for example, the 2010 threat that if Dublin did not 
repay private creditors of private banks, the ECB would effectively blow up the Irish 
banking system (or, if you prefer, force Ireland out of the euro area). A frequent 
argument is that the ECB cannot loosen monetary policy because it would take the 
pressure off governments to continue structural reforms that Frankfurt believes to be 
desirable. Aside from the fact that there is less evidence of the desirability of these 
reforms than economists sometimes admit, deliberately keeping people involuntarily 
unemployed to advance a particular policy agenda is wrong. And it is not legitimate for 
an unelected central banker in Frankfurt to try to influence inherently political debates 
in countries like Italy or Spain, because the central banker is both unelected and in 
Frankfurt. 

Second, it is becoming increasingly clear that a meaningful banking union, let alone a 
fiscal union or a safe euro area asset, is not coming anytime soon. For years economists 
have argued that Europe must make up its mind: move in a more federal direction, as 
seems required by the logic of a single currency, or move backward? It is now 2014: at 
what stage do we conclude that Europe has indeed made up its mind, and that a deeper 
union is off the table? The longer this crisis continues, the greater the anti-European 
political backlash will be, and understandably so: waiting will not help the federalists. 
We should give the new German government a few months to surprise us all, and when 
it doesn’t, draw the logical conclusion. With forward movement excluded, retreat from 
the EMU may become both inevitable and desirable. 

Europe has lived through a golden age, largely as a result of European integration. This 
helped foster growth in the 1950s and 1960s and has given Europeans freedom to study, 
work, and retire abroad that is taken for granted. The EMU in its present form threatens 
the entire project. During the interwar period, voters flocked to political parties that 
promised to tame the market and make it serve the interests of ordinary people rather 
than the other way around. Where Democratic parties, such as Sweden’s Social 
Democrats, offered these policies, they reaped the electoral reward. Where Democrats 
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allowed themselves to be constrained by golden fetters and an ideology of austerity, as 
in Germany, voters eventually abandoned them. 

Divergent paths 
Europe is now defined by the constraints it imposes on governments, not by the 
possibilities it affords them to improve the lives of their people. This is politically 
unsustainable. There are two solutions: jump forward to a federal political Europe, on 
whose stage left and right can compete on equal terms, or return to a European Union 
without a single currency and let individual countries decide for themselves. The latter 
option will require capital controls, default in several countries, measures to deal with 
the ensuing financial crisis, and agreement about how to deal with legacy debt and 
legacy contracts. 

The demise of the euro would be a major crisis, no doubt about it. We shouldn’t wish 
for it. But if a crisis is inevitable then it is best to get on with it, while centrists and 
Europhiles are still in charge. Whichever way we jump, we have to do so 
democratically, and there is no sense in waiting forever. If the euro is eventually 
abandoned, my prediction is that historians 50 years from now will wonder how it ever 
came to be introduced in the first place. 

Kevin Hjortshøj O’Rourke is Chichele Professor of Economic History at All Souls 
College, Oxford. 

http://www.imf.org/external/pubs/ft/fandd/2014/03/orourke.htm  
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WSJ   Europe News  

A Year After Crisis, Cyprus Looks 
Forward  
President Says Capital Controls Should End This Year 

By Matina Stevis  

Updated Feb. 27, 2014 2:20 p.m. ET 

 
Nicos Anastasiades speaks during a nationally televised news conference at the 
Presidential Palace in Nicosia, Cyprus, on Feb. 12. Associated Press  
NICOSIA—Cypriot President Nicos Anastasiades said all capital controls on the island 
would be lifted by the end of the year, a step that would remove a symbol of his 
country's isolation from the rest of the euro area.  

The controls have been in place almost a year, since Cyprus agreed to a €10-billion 
bailout from its European partners and the International Monetary Fund in March 2013. 

"The timeline is that we'll lift internal restrictions very soon, and for all other banking 
activities—including with abroad—by the end of the year," Mr. Anastasiades said this 
week in an interview with The Wall Street Journal.  

In a separate interview, Finance Minister Harris Georgiades said that restrictions on 
internal transactions would be lifted in April. 

Cypriot banks underwent an unprecedented overhaul as part of the bailout process: the 
second-largest was closed and the largest radically restructured. To pay for the fallout, 
big depositors were "bailed in," meaning part of their deposits were converted into bank 
shares.  

The country's once-dominant financial sector is still threatened.  
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Officials from the so-called troika of lenders—the European Commission, the European 
Central Bank and the International Monetary Fund—estimate that about 45% of all 
loans are nonperforming. That means that payments on the loans haven't been 
made for three months, with the ratio at Bank of Cyprus, the island's largest, being 
50%. 
Mr. Anastasiades is also facing political trouble. The governing coalition lost its 
majority in parliament this week when the junior partner withdrew. On Thursday, 
lawmakers narrowly rejected a bill to privatize the state-owned power, telephone and 
ports companies—a key condition of the bailout—after days of strikes and street 
protests by angry workers. 

Government lawmakers were searching afterward for a compromise that could allow a 
fresh vote on the bill in the coming days. However, the loss of the coalition partner will 
require a cabinet shuffle.  

The Cypriot economy shrunk by 6% last year and is set to lose another 4.8% of its 
output this year according to the European Commission. That drop, though sharp, is less 
than had been forecast a year ago.  

Related// Cyprus Parliament Rejects Privatization Bill  
Nonetheless, signs of financial trouble are plain to see. On Archbishop Makarios 
Avenue, the main commercial road in the capital Nicosia, roughly every other is closed 
and for-rent signs are a fixture. 

Mr. Anastasiades said the recent resumption of talks to resolve the island's partition 
provided hope for the economy. Turkey invaded in 1974 following a coup attempt 
aimed at unifying the island with Greece. The coup failed but Turkey has controlled the 
northern third of the island ever since.  

"The solution to the Cyprus problem is, I believe, an important factor in the recovery of 
our economy. It can boost the recovery," he said. 

Since a plan to reunite the two communities was resoundingly rejected by the Greek 
Cypriots in a referendum in 2004, talks have been intermittent and fruitless.  

But there is optimism here that this time may be different. Mr. Anastasiades and the 
Turkish Cypriot leader Dervis Eroglu issued a joint declaration this month setting out a 
new road map for talks, in the presence of U.S. Deputy State Secretary for Europe 
Victoria Nuland.  

"There are so many benefits for all those involved," Mr. Anastasiades said, noting 
especially the potential to exploit offshore natural-gas deposits, which could be 
exported to Turkey through a pipeline.  

For that to happen, Turkey would have to recognize Cyprus, which is unlikely without a 
solution to the partition of the island.  

The companies exploring the fields off the coast of Cyprus haven't determined 
whether it would be worth drilling, in part because sending it anywhere but 
Turkey could be forbiddingly expensive. 
Phidias Pilides, president of the Cyprus Chambers of Commerce, is throwing his weight 
behind the new peace talks. 
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"If there is an agreement I think it is now clear that the financial advantages are 
massive," he said in an interview, citing trade with Turkey, natural-gas exploitation and 
tourism development on a reunified island.  

A 2008 report by think tank PRIO Cyprus, currently being updated, showed that the 
"peace dividend" from reunifying the island could raise the real growth rate by 3 
percentage points on average for at least the first five years.  

Alex Apostolides, a member of the National Board of financial advisers, said he thinks 
the benefits would be even larger now, especially because of the gas finds. 

Inside the United Nations-administered buffer zone in Nicosia, the carcass of a once 
state-of-the-art airport built in the 1960s and closed off for four decades, is a poignant 
reminder of crushed financial opportunities.  

Within a gutted building, a thick carpet of pigeon droppings and broken glass covers the 
floor. 

"We used to go there when we were teenagers for coffee," says Mr. Pilides. "We weren't 
flying anywhere, we just watched the people go by. It was very, very fancy." 

—Alkman Granitsas and Michalis Persianis contributed to this article. 

http://online.wsj.com/news/articles/SB100014240527023038013045794087332475909
54?mg=reno64-
wsj&url=http%3A%2F%2Fonline.wsj.com%2Farticle%2FSB100014240527023038013
04579408733247590954.html&fpid=2,7,121,122,201,401,641,1009  
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Merkel will not banish Britain’s EU 
demons 

By Philip Stephens 

The union will always be a club that the UK does not lead  

©Ingram Pinn 

Margaret Thatcher was right. Campaigning to keep Britain in the EU, the former 
Conservative leader declared that Europe opened windows on the world that would 
otherwise close with the end of the empire. To protect and promote its interests around 
the globe, Britain needed an anchor of authority and influence on its own continent. 
That was 40 years ago. Nowadays, it falls to Angela Merkel, Germany’s chancellor, to 
make the case for British engagement. 

Thatcher’s argument, offered to the House of Commons before the 1975 referendum on 
EU membership, is not heard often in today’s Tory party. Hardline eurosceptics, who 
have wrenched control of policy from David Cameron’s government, shake a fist at 
geopolitical realities. Unshackled from the EU, they imagine, their plucky island nation 
would be restored to its rightful role as a global power. 

More ON THIS STORY// Merkel says strong UK voice in EU is vital/ Cameron, 
Merkel camps play down talk hopes/ Germany warns UK on integrated Europe/ 
Editorial Merkel comes to Little England/ Janan Ganesh Merkel’s vim for EU reform 

ON THIS TOPIC// Europe’s brewers toast beer sales recovery/ EU relaxes airport 
sweeteners crackdown/ Philip Stephens Europe has to stop hiding/ EU telecoms 
commissioner upbeat on reform 

PHILIP STEPHENS// The needle in Snowden’s haystack/ Yellen, tapering and the 
G20/ English make case for break-up/ India is still a contender 
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The impact of such delusion is already being felt. There was a small glimpse of this 
when Ukrainian protesters gathered in Kiev’s Independence Square to overturn the 
government of Viktor Yanukovich. 

A couple of decades ago, to the great credit of John Major’s government, Britain was a 
powerful champion of the efforts to extend security and democracy eastward. Yet the 
efforts to mediate in Ukraine devolved to Germany, France and Poland. Britain stood on 
the margins. Such has been the extraordinary narrowing of strategic focus that Mr 
Cameron seems more anxious to lock out immigrant workers from the former 
Communist bloc than to support Ukraine’s claim to a European future. 

Ms Merkel was feted this week with lunch in Downing Street, tea with the Queen at 
Buckingham Palace and a rare audience of both houses of parliament in between times. 
The contrast with the low-key reception for François Hollande when the French 
president visited Britain a few weeks ago was no accident. 

The German chancellor had been invited to make the case that her host has allowed to 
go by default. Mr Cameron well knows that she is an indispensable ally. His promise 
fundamentally to renegotiate the terms of British EU membership was never terribly 
credible. Without some rhetorical support from the continent’s most powerful leader, it 
would be entirely threadbare. 

This insight has not been lost on Ms Merkel. One senior German official has been heard 
to remark – only a little unkindly – that she has two European missions: the first to 
rescue the euro, and the second to save Mr Cameron from his own political 
miscalculation. The open question is whether he has the political courage to help 
himself. 

The signs are not encouraging. The prime minister has widened the channel separating 
Britain from the continent by overturning 40 years of British European policy. Hitherto, 
even when governments stood aside from this or that EU project, they have insisted on a 
seat at the table. Mr Cameron leaves an empty chair. 

He had hoped – naively – that the promise of a second referendum would turn the tide 
of Tory Europhobia. The reverse has been true. Many sceptics demand changes in the 
terms of the relationship that they know well can be achieved only through departure. 
The original sin, you hear them say, was the transfer of sovereignty in the treaty of 
Rome. 

Ms Merkel’s readiness to offer an eloquent counter-argument was not entirely altruistic. 
For Germany, the most important relationship in Europe will always be that with 
France. Without the Franco-German axis, the enterprise will founder. 

Berlin, however, does not want an exclusive arrangement. It also looks for allies in the 
more freewheeling north of the continent. Britain is an obvious choice. Berlin worries 
too about Europe’s standing in the world. Ministers close to Ms Merkel make a telling 
point: what would it do for European prestige if the EU lost one of its most important, 
albeit troublesome, members? 

So Ms Merkel wants to be helpful. Between the lines of her speech you could read that 
she will back reforms that promote a more outward-looking, competitive union. Some 
of the rules on social policy can be revisited and brakes applied to EU intrusions into 
matters better left to national governments. Protections can be offered to those nations 
that remain outside the eurozone. 
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There are, however, limits. Ms Merkel will not accept changes to the treaties or 
exemptions for Britain that would jeopardise the essential fabric of the union. For his 
part, Mr Cameron dare not list his demands with any precision for fear of inviting his 
party’s sceptics to dismiss them as inadequate. 

So even as she asks Britain to stay, reprising Thatcher’s arguments about influence in 
the wider world, the chancellor is making plans against the possibility it will leave. 
The demarche in Kiev was a sign of things to come: Poland has begun to look a natural 
substitute for Britain as Germany’s northern ally. 

There are lots of reasons why Britain has felt uncomfortable in the EU – why, in the 
phrase of Lord Patten, the former Tory minister and EU commissioner, it has never 
really “joined Europe”. Political culture, geography and imperial history have all played 
their part. 

However, what most infuriates those now dragging it towards the exit is the idea of 
membership of a club Britain does not lead. A US secretary of state got it right some 
years ago. Never underestimate, Edward Stettinius wrote to president Franklin 
Roosevelt during the second world war, the difficulty an Englishman faces in adjusting 
to a secondary role after so long seeing leadership as a national right. As they say in 
Europe, plus ça change. 

http://www.ft.com/intl/cms/s/0/bf86d8ac-9ee7-11e3-8663-
00144feab7de.html?ftcamp=crm/email/2014228/nbe/BrusselsBrief/product&siteedition
=intl#axzz2uWi9cm9L  
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Berlin attacks EU’s easing of austerity 
demands 
By Peter Spiegel in Frankfurt 

The German and Finnish finance ministries have issued a stinging rebuke of 
Brussels’ attempt to ease austerity demands on struggling eurozone countries, saying 
such flexibility improperly provided France and Spain with additional time to cut their 
budgets to meet EU deficit limits. 

The rebuke, in an eight-page memo obtained by the Financial Times, accuses the 
European Commission of using “a somewhat arbitrary approach” in granting the budget 
flexibility to Madrid and Paris, and suggests “a separate pair of eyes” is needed to 
ensure Brussels is properly applying the new budget rules.  

More// ON THIS STORY/ Editorial Southern Europe’s reform split/ Periphery bank 
debt at post-crisis peak/ Gideon Rachman The threat of a new euro crisis/ Eurozone 
growth forecast at 1.2% in 2014 

ON THIS TOPIC// Italy speeds up privatisation/ The Macro Sweep German view on 
eurozone outlook improves/ Michael Ignatieff polarised politics/ Recovery claims met 
with derision in Rome 

IN EUROPE// Norway oil fund debates fuel investments/ Eurozone inflation sticks at 
0.8% in February/ Kiev accuses Russia of Crimea incursions/ Irish unemployment rate 
falls to 12.1% 

“Since 2012, the commission has substantially changed the way it assesses whether a 
member state has taken ‘effective action’ to comply with [EU budget rules],” the memo 
states. “The recent methodological changes imply the risk of watering down the newly 
strengthened [rules] at its implementation stage.” 

The memo on the budget rules, which were adopted three years ago at the height of the 
eurozone crisis, was distributed to all 28 EU national capitals last week and debated by 
finance ministry deputies in Brussels on Thursday. 

The German and Finnish position is likely to reignite a bitter fight over whether the 
EU’s austerity-led crisis response has exacerbated economic stagnation in the eurozone, 
a debate that largely faded last year after Olli Rehn, the EU’s economic commissioner, 
awarded France, Spain and four other eurozone countries extra time to reduce their 
budget deficits below the EU-mandated cap of 3 per cent of economic output. 

The memo comes the same week Mr Rehn issued economic forecasts that showed both 
France and Spain, even with an extra two years, were still failing to cut their deficits in 
line with EU recommendations.  
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France, which is now required to hit 3 per cent next year, is on track for a 3.9 per cent 
deficit instead, the forecasts predicted. Spain, which must reach 3 per cent in 2016, will 
see its deficit rise to 6.5 per cent next year. 

The criticism also comes as the new Italian government of Matteo Renzi has hinted it 
too may seek more flexibility from Brussels in exchange for newly-announced 
economic reform efforts. 

“The Germans and Finns are sending a very clear message to their French and Italian 
counterparts,” said Mujtaba Rahman, head of European analysis at the Eurasia Group 
risk consultancy and a former commission official. “Talking a good game on reforms 
will not cut it if your numbers ultimately don’t stand up.” 

A commission official involved in fiscal evaluations said the changes in budget 
assessments by Mr Rehn’s staff were intended to arrive at a fairer measure of 
government reform efforts, insisting they have made the annual evaluations more 
effective. 

“Methodological refinements tend to imply an increase in complexity, and this case is 
no exception to the rule,” the official said. “We consider that the price is worth paying 
for better serving the goal of the [rules].” 

Ilkka Kajaste, a senior official in the Finnish finance ministry’s economic department, 
characterised the memo as a “technical contribution” to ongoing reviews of EU rules, 
but acknowledged it reflected discomfort in Helsinki with the way the commission has 
applied them. 

“Our concern is that the rules and procedures are increasingly complicated so that 
outsiders have difficulties to understand them,” Mr Kajaste said. “There is a broad 
agreement that more transparency is needed.” The German finance ministry did not 
respond to a request for comment. 

The German and Finnish criticisms centre on Mr Rehn’s decision last year to set aside a 
eurozone country’s breach of agreed budget targets if his staff determines the 
government had taken “effective action” to get finances in order but failed to hit targets 
due to an unexpected economic downturn. Six countries, including three of the 
eurozone’s five largest economies, were granted such leniency in 2013. 

The memo states that by attempting to discern whether a government has done enough – 
rather than focusing on actual results – Mr Rehn’s staff were implementing EU rules too 
subjectively. “The budgetary surveillance framework in the EU and the euro area as laid 
down in the [rules] is clearly based on fiscal outcomes . . . rather than on fiscal 
measures,” the memo states.  

In addition, it argues EU authorities are incapable of judging how much of a country’s 
failure to hit targets is due to government inaction and how much to external economic 
shocks. “It is impossible to precisely judge to what extent fiscal slippages are due to 
factors that are outside the control of the government.” 

Perhaps most troublingly for Mr Rehn, the memo argues the commission’s new way of 
judging the deficit rules is so complicated that national capitals cannot understand it – it 
terms the methodology “essentially a black box” – and suggests an outside agency or 
national fiscal councils should be involved in reviewing Brussels’ work.  
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Such a move would be an unprecedented usurpation of the European Commission’s 
powers, which have greatly increased over the course of the crisis as eurozone countries 
grant it increasing authority to review national tax and spending plans. 

“With the new methods and their application by the commission, it is almost impossible 
for the member states concerned, as well as for ‘outsiders’, to assess whether the 
member state has taken ‘effective action’ and thus complies with the [rules],” the memo 
said. 

http://www.ft.com/intl/cms/s/0/d7b79578-a000-11e3-9c65-
00144feab7de.html#axzz2uWi9cm9L  

287 

 

http://www.ft.com/intl/cms/s/0/d7b79578-a000-11e3-9c65-00144feab7de.html%23axzz2uWi9cm9L
http://www.ft.com/intl/cms/s/0/d7b79578-a000-11e3-9c65-00144feab7de.html%23axzz2uWi9cm9L


 
Economics 

 
Martin Feldstein 

Martin Feldstein, Professor of Economics at Harvard University and President Emeritus 
of the National Bureau of Economic Research, chaired President Ronald Reagan’s 
Council of Economic Advisers from 1982 to 1984. In 2006, he was appointed to 
President Bush's Foreign Intelligence Advisory Board, and, in 2009, was appointed to 
President Obama's Economic Recovery Advisory Board. Currently, he is on the board 
of directors of the Council on Foreign Relations, the Trilateral Commission, and the 
Group of 30, a non-profit, international body that seeks greater understanding of global 
economic issues.  

FEB 28, 2014  

Saving Retirement 
CAMBRIDGE – Public pension programs around the world are in financial trouble. 
Because of continuing increases in life expectancy, the number of eligible retirees is 
rising more rapidly than the tax revenue available to finance benefits. 

In the United States, the Congressional Budget Office projects the relative cost of the 
Social Security program’s old-age pension benefits to rise by more than a quarter over 
the next 25 years, from 4.9% of GDP today to 6.2% in 2038. Because the taxes that are 
earmarked to support Social Security do not automatically rise faster than GDP, either 
the growth rate of benefits must be reduced or tax rates must be increased. 

One reason for the rapid rise in benefits stems from how they are adjusted for inflation. 
Under current US law, retirees’ benefits are automatically adjusted to account for 
increases in the traditional consumer price index (CPI). But experts have long 
understood that the CPI overstates the true increase in the cost of living, and that the 
resulting over-indexing of benefits should be fixed. 

Part of the problem is that the CPI does not reflect how consumers change the 
composition of their purchases over time as relative prices change. President Barack 
Obama’s administration initially followed expert advice and suggested that the 
traditional CPI be replaced by a more accurate measure known as the chain-weighted 
CPI. Although this would reduce the annual rate of increase in benefits by only about 
0.25%, outlays for Social Security and other inflation-indexed programs over the next 
ten years would be more than $200 billion lower. Applying the chain-weighted CPI to 
tax-bracket adjustments would raise more than $100 billion over the same period. 

But there is another, more fundamental reason why the traditional CPI overstates the 
true rise in the cost of living: It does not accurately reflect the introduction of new 
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goods and services or improvements in the quality of existing goods and services. So it 
is unfortunate that Obama recently withdrew his proposal to change the traditional 
index, preferring the political gesture of “protecting Social Security benefits” to the 
more responsible policy of correcting the way that benefits and taxes reflect rising 
prices. 

But the more important reform for stabilizing the financing of Social Security pension 
benefits is to adjust the benefits for the rise in life expectancy. When the US created its 
Social Security program in the 1930’s, the legislation specified that benefits would be 
paid to retirees at age 65. Life expectancy at age 65 rose after that by about one year per 
decade. Today, life expectancy at age 65 is about six years higher than it was in 1940. 
The increase in the number of retirement years put Social Security in financial trouble. 

The US Congress responded in 1983 by gradually raising the age for full benefits from 
65 to 67. Individuals who want to retire as early as 62 can still do so with an actuarially 
fair reduction in their benefits. Alternatively, they can work longer and receive higher 
benefits. 

Of course, the decision to increase the age for full benefits was never going to be 
politically popular. Congress was therefore careful to delay the start of the gradual 
adjustment, applying it only to those below the age of 45 at the time of the legislation, 
with the higher retirement age to be fully phased in only in 2027. 

As a result, the public was generally unaware during the decade after the 1983 
legislation that the age for full benefits would eventually rise. When pollsters asked 
voters whether they would favor an increase in the Social Security retirement age to 
improve the program’s financial stability, the response was overwhelmingly negative. 

But here is the politically important fact: At no time did any member of Congress 
propose that the legislation be changed to delay or eliminate the rise in the eligibility 
age for full benefits. Congress acted responsibly to slow the growth of benefits, even 
though reversing the increase in the eligibility age would have been politically popular. 

Since the 1983 legislation was enacted, life expectancy at age 67 has increased by 
another three years, bringing it to 85. There is every reason to expect life expectancy to 
continue to rise in the future at the rate of one year per decade. 

The obvious solution to the current and future Social Security financing problem is to 
reprise the 1983 legislation by gradually raising the age for full benefits from 67 to 70, 
with appropriate actuarial adjustments for earlier and later retirements. Because life 
expectancy at age 67 is roughly 18 years, this would be equivalent to reducing average 
lifetime benefits by one-sixth (the present value of the benefit reduction is actually 
higher, given that the reduction comes at the start of the retirement period). 

It would be even better to avoid future political posturing by enacting legislation now 
that automatically raises the eligibility age for full benefits in such a way that average 
life expectancy at that threshold is kept constant, at 15 years. 

Some experts object on principle to an increase in the eligibility age for full benefits, 
because some low-income groups do not experience the same one-year-per-decade rise 
in life expectancy. A simple solution to that problem would be to relate the age at which 
full benefits are paid to each individual’s average lifetime earnings.  

A more fundamental reform would be to shift from a pure pay-as-you-go system to a 
mixed system that combines the current benefits with investment-based personal 
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retirement accounts. Such investment-based annuities would be a natural supplement to 
the lower pay-as-you-go benefits that would result from raising the eligibility age for 
full benefits. 

Obviously, retirees deserve advance notice before benefits are reduced. That is why it is 
important for the US – and for many countries around the world – to act now to make 
the changes needed to stabilize future pension finances. 

http://www.project-syndicate.org/commentary/martin-feldstein-advocates-automatic-
increases-in-the-eligibility-age-for-full-pension-benefits 
 
Read more at http://www.project-syndicate.org/commentary/martin-feldstein-advocates-
automatic-increases-in-the-eligibility-age-for-full-pension-
benefits#Rzrekp55CK2zBHxG.99 
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J. Bradford DeLong  

J. Bradford DeLong is Professor of Economics at the University of California at 
Berkeley and a research associate at the National Bureau of Economic Research. He 
was Deputy Assistant US Treasury Secretary during the Clinton Administration, where 
he was heavily involved in budget and trade.  

FEB 28, 2014 4  

Revisiting the Fed’s Crisis 
BERKELEY – Reading through the just-released transcripts of the US Federal 
Reserve’s Federal Open Market Committee meetings in 2008, I found myself asking the 
same overarching question: What accounted for the FOMC’s blinkered mindset as crisis 
erupted all around it? 

To be sure, some understood the true nature of the situation. As Jon Hilsenrath of the 
Wall Street Journal points out, William Dudley, then the executive vice president of the 
New York Fed’s Markets Group, presented staff research that sought, politely and 
compellingly, to turn the principals’ attention to where it needed to be focused. And 
FOMC members Janet Yellen, Donald Kohn, Eric Rosengren, and Frederic Mishkin, 
along with the Board of Governors in Washington clearly got the message. But the 
FOMC’s other eight members, and the rest of the senior staff? Not so much (albeit to 
greatly varying degrees). 

 As I read the transcripts, I recalled the long history dating back to 1825, and before, in 
which the uncontrolled failure of major banks triggered panic, a flight to quality, the 
collapse of asset prices, and depression. But there in the FOMC’s mid-September 2008 
report, many members express self-congratulation for having found the strength to take 
the incomprehensible decision not to bail out Lehman Brothers. 

I find myself thinking back to the winter of 2008, when I stole – and used as much as 
possible – an observation by the economist Larry Summers. In the aftermath of the 
housing bubble’s collapse and extraordinary losses in the derivatives market, Summers 
noted, banks would have to diminish leverage. While it would not matter much to any 
individual bank whether it did so by reducing its loan portfolio or by raising its capital, 
it mattered very much to the economy that the banks chose the second. 

Even today, I cannot comprehend then-New York Fed President Timothy Geithner’s 
declaration in March 2008 that, “it is very hard to make the judgment now that the 
financial system as a whole or the banking system as a whole is undercapitalized.” 
Geithner’s view at the time was that “there is nothing more dangerous…than for 
people…to feed…concerns about…the basic core strength of the financial system.” Of 
course, we now know that indifference to such concerns turned out to be far more 
dangerous. 
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Likewise, I look at history and see that it is core inflation (which strips out volatile food 
and energy prices), not headline inflation, that matters for predicting future inflation 
(even future headline inflation). Then I read declarations like that by Dallas Federal 
Reserve President Richard Fisher, that dangerous inflationary pressure was building 
during the summer of 2008, and I find myself at a loss. 

Some of the 2008-era mindset (most of it?) most likely stemmed from the fact that there 
are things that are very real and solid to monetary economists. We can see, touch, and 
feel how a financial-deleveraging cycle depresses aggregate demand. We know that this 
year’s change in an inertial price, such as wages, tells us a lot about next year’s wage 
changes, while this year’s change in a non-inertial price, such as oil, tells us next to 
nothing. And we know how herd behavior by investors means that a single salient bank 
failure can turn a financial mania into a panic, and then a crash. 

But others do not see, touch, and feel these things. For non-economists, they are simply 
shadows on the walls of a cave. 

That distinction was less relevant in the past. The Fed of old usually had a charismatic, 
autocratic, professional central banker at its head: Benjamin Strong, Marriner Eccles, 
William McChesney Martin, Paul Volcker, and Alan Greenspan. When it worked – 
which was not always true – the chair ruled the FOMC with an iron hand and with the 
near-lockstep voting support of the governors. The views of the other members – with 
their varying backgrounds in banking, regulation, and elsewhere – were of little or no 
concern. 

But former Chairman Ben Bernanke’s FOMC was different. It was collegial, respectful, 
and consensus-oriented. As a result, there was a deep disconnect between Bernanke’s 
policy views, which followed from his analyses in the 1980’s and 1990’s of the Great 
Depression and Japan’s “lost decades,” and the FOMC’s failure in 2008 to sense what 
was coming and to guard against the major downside risks. 

So I find myself wondering: What if those who understood the nature of the crisis and 
those who did not had been compelled to make their cases to Bernanke in private? If 
Bernanke had then said, “This is what we are going to do,” rather than seeking 
consensus – that is, if Bernanke’s Fed had been like the old Fed – would better 
monetary-policy decisions have been made in 2008? 

Read more from "The Post-Bernanke World" 
 
Read more at http://www.project-syndicate.org/commentary/j--bradford-delong-reads-
the-federal-reserve-s-meeting-transcripts-from-2008-and-tries-to-explain-officials--
mindset#X6A2Tim6uDrbuJ97.99 

http://www.project-syndicate.org/commentary/j--bradford-delong-reads-the-federal-
reserve-s-meeting-transcripts-from-2008-and-tries-to-explain-officials--mindset  
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Simon Johnson 

Simon Johnson, a former chief economist of the IMF, is a professor at MIT Sloan, a 
senior fellow at the Peterson Institute for International Economics, and co-founder of a 
leading economics blog, The Baseline Scenario. He is the co-author, with James Kwak, 
of White House Burning: The Founding Fathers, Our National Debt, and Why It 
Matters to You. 

FEB 27, 2014  

Truth from the Top 
WASHINGTON, DC – It is unusual for a senior government official to produce a short, 
clear analytical paper. It is even rarer when the official’s argument both cuts to the core 
of the issue and amounts to a devastating critique of the existing order. 

In a speech delivered on February 24, Thomas M. Hoenig, Vice Chairman of America’s 
Federal Deposit Insurance Corporation (FDIC), did exactly that. These four pages are a 
must-read not only for economic policymakers around the world, but also for anyone 
who cares about where the global financial system is heading. 

Hoenig, former President of the Federal Reserve Bank of Kansas City, has spent his 
career working on issues related to financial regulation. He communicates effectively to 
a broad audience – and understanding the technicalities of finance is not needed to grasp 
his main points. 

One of those points is that the world’s largest financial firms have equity that is worth 
only about 4% of their total assets. As shareholders’ equity is the only real buffer 
against losses in these corporations, this means that a 4% decline in their assets’ value 
would completely wipe out their shareholders – taking the companies to the brink of 
insolvency. 

In other words, this is a fragile system. Worse, the current regulatory treatment of 
derivatives and of funding for large complex financial institutions – the global 
megabanks – exacerbates this fragility. Perhaps we are moving in the right direction – 
that is, toward greater stability – but Hoenig is skeptical about the pace of progress. 

As he points out, the relevant studies show that the megabanks receive large implicit 
government subsidies, and this encourages them to stay big – and to take on a lot of 
risk. In principle, such subsidies are supposed to be phased out through measures being 
taken as a result of the 2010 Dodd-Frank financial-reform legislation. In practice, these 
subsidies – and the politics that makes them possible – are firmly entrenched. 

293 

 

http://www.project-syndicate.org/
http://www.project-syndicate.org/commentary/simon-johnson-examines-a-senior-us-official-s-radical-critique-of-america-s-banking-system
http://www.fdic.gov/news/news/speeches/spfeb2414.html
http://www.fdic.gov/about/learn/board/hoenig/capitalizationratios2q13.pdf
http://www.fdic.gov/news/news/speeches/literature-review.pdf
https://www.govtrack.us/congress/bills/111/hr4173
http://www.project-syndicate.org/�


The facts may startle you. In 1984, the US had a relatively stable financial system in 
which small, medium, and – in that day – what were considered large banks had roughly 
equal shares in US financial assets. (See Hoenig’s chart for precise definitions.) Since 
the mid-1980’s, big banks’ share in credit allocation has increased dramatically – and 
what it means to be “big” has changed, so that the largest banks are much bigger 
relative to the size of the economy (measured, for example, by annual GDP). As Hoenig 
says, “If even one of the largest five banks were to fail, it would devastate markets and 
the economy.” 

The Dodd-Frank legislation specifies that all banks – of any size – should be able to go 
bankrupt without causing massive disruption. If the authorities – specifically the Federal 
Reserve and the FDIC – determine that this is not possible, they have the legal power to 
force the banks to change how they operate, including by reducing their scale and scope. 

But the current reality is that no megabank could go bankrupt without causing another 
“Lehman moment” – that is, the kind of global panic that resulted in the days after 
Lehman Brothers failed in September 2008. 

In particular, experts like Hoenig who have thought about the cross-border dimensions 
of bankruptcy emphasize that it simply would not work for a corporation the size of 
JPMorgan Chase ($3.7 trillion in assets), Bank of America ($3 trillion), or Citigroup 
($2.7 trillion). 

“Panic is about panic,” Hoenig says, “and people and nations generally protect 
themselves and their wealth ahead of others. Moreover, there are no international 
bankruptcy laws to govern such matters and prevent the grabbing of assets.” I would 
add that the chance of bankruptcy courts cooperating across borders in this context is 
nil. 

As a result, the Federal Reserve and the FDIC should move immediately to force 
the megabanks to become much simpler legal entities. Current corporate 
structures are opaque, with the risks hidden around the world – and various shell 
games allowing companies to claim the same equity in more than one country. 
Breaking down the components of banks into manageable pieces makes sense. The 
Federal Reserve has recently taken a step in that direction by requiring that global 
banks with a significant presence in the US operate there through a holding 
company that is well-capitalized by US standards. 
This is not about preventing the flow of capital around the world. It is about making the 
financial system safer. Anyone who disputes the need to do this – and much more – 
should read and respond to Hoenig. 

Simon Johnson is a member of the FDIC’s systemic resolution advisory committee, an 
unpaid position. The views expressed here are his alone. 
http://www.project-syndicate.org/commentary/simon-johnson-examines-a-senior-us-
official-s-radical-critique-of-america-s-banking-system 
 
Read more at http://www.project-syndicate.org/commentary/simon-johnson-examines-
a-senior-us-official-s-radical-critique-of-america-s-banking-
system#Gz3F1BEtsiAsUHfZ.99 
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FDIC: Each depositor insured to at least $250,000 per insured bank 
 Speeches & Testimony  

 
Thomas M. Hoenig Vice Chairman Federal Deposit Insurance Corporation Presented to 
the National Association for Business Economics 30th Annual Economic Policy 
Conference; Arlington, Virginia 
 
February 24, 2014 

The views expressed are those of the author and not necessarily those of the FDIC.  

The United States is in its sixth year following the financial and economic crisis of 2008, and 
we are just about to start our fourth year since the enactment of the Dodd-Frank Act. Enormous 
energy has been expended in an attempt to implement a host of required reforms. The Volcker 
Rule has been implemented, and more recently a rule requiring foreign bank operations to 
establish U.S. holding companies has been adopted.  

While these are important milestones, much remains undone and I suspect that 2014 will prove 
to be a critical juncture for determining the future of the banking industry and the role of 
regulators within that industry. The inertia around the status quo is a powerful force, and with 
the passage of time and fading memories, change becomes ever more difficult. There are any 
number of unresolved matters that require attention.  

• This past July the regulatory authorities proposed a sensible supplemental capital 
requirement that is yet to be adopted. This single step would do much to strengthen the 
resiliency of the largest banks, since even today they hold proportionately as little as 
half the capital of the regional banks. The Global Capital Index points out that tangible 
capital to asset levels of the largest firms average only 4 percent.  

• The largest banking firms carry an enormous volume of derivatives. The law directs that 
such activities be conducted away from the safety net, and we are still in the process of 
completing what is referred to as the push-out rules. 

• Bankruptcy laws have not been amended to address the use of long-term assets to 
secure highly volatile short-term wholesale funding. This contributes to a sizable moral 
hazard risk among banks and shadow banks, as these instruments give the impression of 
being a source of liquidity when, in fact, they are highly unstable. The response so far 
has required that we develop ever-more complicated bank liquidity rules, which are 
costly to implement and enforce, and leave other firms free to rely on such volatile 
funding.  

• Fannie Mae and Freddie Mac continue to operate under government conservatorship, 
and as such they dominant home mortgage financing in the United States.  

• Finally, among the more notable and difficult pieces of the unfinished business is the 
assignment to assure that the largest, most complicated banks can be resolved through 
bankruptcy in an orderly fashion and without public aid. Congress gave the Federal 
Reserve and the FDIC, and the relevant banking companies, a tough assignment under 
the Title 1 provisions of the Dodd-Frank Act to solve this problem. It requires making 
difficult decisions now, or the die will be cast and the largest banking firms will be 
assured an advantage that few competitors will successfully overcome1.  

The Persistence of Too Big To Fail  

I want to spend a few more minutes on this last topic, as it remains a critical step to a more 
sound financial system.  
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The chart titled Consolidation of the Credit Channel shows the trend in concentration of 
financial assets since 1984. The graph shows the distribution of assets for four groups of banks, 
ranging in size from less than $100 million to more than $10 billion. The chart shows that in 
1984, the control of assets among the different bank groups was almost proportional. Also, 
within each group if a single bank failed, even the largest, it might shock the economy, but most 
likely would not bring it down. Today this distribution of assets is dramatically different. Banks 
controlling assets of more than $10 billion have come to compose an overwhelming proportion 
of the economy, and those with more than a trillion dollars in assets have come to dominate this 
group. If even one of the largest five banks were to fail, it would devastate markets and the 
economy.  

Title I of the Dodd-Frank Act is intended to address this issue by requiring these largest firms to 
map out a bankruptcy strategy. This is referred to as the Living Will. If bankruptcy fails to 
work, Title II of Dodd-Frank would have the government nationalize and ultimately liquidate a 
failing systemic firm.  

While these mechanisms outline a path for resolution, success will be determined by how 
manageable large and complex firms are under bankruptcy and whether under any circumstance 
they can be resolved without major disruption to the economy. This is a daunting task, and 
increasing numbers of experts question whether it can be done given current industry structure.2  
Two impediments are most often highlighted to organizing an orderly bankruptcy or liquidation 
for these firms.  

First, it is not possible for the private sector to provide the necessary liquidity through "debtor in 
possession" financing due to the size and complexity of the institutions and due to the speed at 
which crises occur. There simply would be too little confidence in bank assets and the lender's 
ability to be repaid, and too little time to unwind these firms in an orderly fashion in a 
bankruptcy. Under the current system, it would have to be the government that provides the 
needed liquidity, it is argued, even in bankruptcy to avoid a broader financial meltdown.  

Second, when a mega banking firm goes into bankruptcy, capital markets and cross-border 
flows of money and capital most likely would seize up, intensifying the crisis, as happened 
following the failure of Lehman Brothers, for example. International cooperation is critical in 
such circumstances, and it would be ideal if creditors, bankers and governments acted calmly 
and rationally in a crisis. It would be ideal also if all contracts were honored and if collateral and 
capital were free to move across borders. But, experience suggests otherwise. Panic is about 
panic, and people and nations generally protect themselves and their wealth ahead of others. 
Moreover, there are no international bankruptcy laws to govern such matters and prevent the 
grabbing of assets, sometimes known as ring-fencing.  

This raises the important question of whether firms must simplify themselves if we hope to 
place them into bankruptcy. This is no small question, and it must be addressed.  

A further sense of the importance of these unresolved issues can be gained by working through 
the annual report of any one of these largest firms. These reports show that individual firms 
control assets close to the equivalent of nearly a quarter of U.S. GDP, and the five largest U.S. 
financial firms together have assets representing just over half of GDP. The reported 
composition of firm assets represents a further challenge in judging their resolvability, as it is 
opaque and the relationship among affiliate firms is sometimes unclear. A host of assets and 
risks are disclosed only in footnotes, although they often involve trillions of dollars of 
derivatives that are not shown on the balance sheet. Inter-company liabilities are in the hundreds 
of billions of dollars and if any one link fails, it can initiate a chain reaction of losses, failure 
and panic. And should crisis emerge, liquidity is sought through the insured bank, not through 
the provisions of bankruptcy. One failure means systemic consequences.  

These conditions mean "too big to fail" remains a threat to economic stability. They necessarily 
put the economic system at risk should even one mega bank fail. And they allow these mega 
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banks to operate beyond the constraints of economies of scale and scope, and provide the firms 
an enormous competitive advantage -- all of which is antithetical to capitalism.  

Structural Change, Subsidarization, and Capital  

These observations are not new to the financial system, and they have sparked a broadening 
debate on what action might be taken to better assure that bankruptcy is the first option for 
resolution. Potential actions include some of the following:  

First, simplify the corporate structure of the mega banks that now dominate the financial 
system. There is mounting evidence of the benefits that would flow from such an action. Market 
analysts and economists3  have pointed to increased value and greater economic stability that 
would flow from such restructuring. Commercial banking is different than broker-dealer 
activities, and studies show that requiring banks and broker-dealers to operate independently 
would serve potentially to improve the pricing and allocation of capital, and to increase value.  

Second, as the Federal Reserve recently required for foreign banks operating in the United 
States, governments should require global banking companies to establish separate operating 
subsidiaries within each country. This subsidarization would give greater clarity to where 
capital is lodged globally, and it would serve to assure that banks within each country have 
capital available at foreign affiliates to absorb losses on a basis comparable to that jurisdiction's 
domestic banks. Subsidarization also would lead to greater recognition of the risks on firms' 
balance sheets, causing more capital to be held globally and thus contributing to greater overall 
financial stability and availability of credit.  

Those who object to this concept suggest that such a requirement interferes with capital flows 
and would actually reduce available credit. However, subsidarization would require that capital 
be aligned with where assets reside, and it would identify for markets and authorities the capital 
available to absorb losses should it be needed. It provides far more transparency than the current 
structure. Such transparency would encourage a more responsible use and allocation of capital 
and resources. It ends the charade that markets are open and safe, only to see them suddenly 
shut down and ring fenced, with devastating effect, when the inevitable crisis occurs.  

Conclusion  

It is fundamental to capitalism that markets be allowed to clear in an open, fair manner and that 
all participants play by the same rules. A situation whereby oligopolies that evolve into 
institutions that are too big to fail, and are so significant and complex that should they fail the 
economy fails, is not market economics. To ignore these circumstances is to invite crisis. 

### 

Thomas M. Hoenig is the Vice Chairman of the FDIC and the former President of the Federal 
Reserve Bank of Kansas City. His research and other material can be found at 
http://www.fdic.gov/about/learn/board/hoenig/  
1   Literature review of the too-big-to-fail subsidy. 
http://www.fdic.gov/news/news/speeches/literature-review.pdf 
2 December 11, 2013 meeting of the FDIC Systemic Risk Advisory Committee. 
http://www.fdic.gov/about/srac/   
3 OECD research by Adrian Blundell-Wignall, Paul Atkinson and Caroline Roulet 
http://www.oecd.org/daf/fin/financial-markets/Bank-Separation-2013.pdf  
http://www.oecd.org/daf/fin/financial-markets/Bank-Business-Models-Basel-2013.pdf 
“Break Up Banks: Show Me My Money,” Credit Agricole Securities - Mike Mayo. January 
2013. 
Hoenig and Morris: http://www.fdic.gov/about/learn/board/hoenig/Restructuring-the-Banking-
System,Hoenig,Morris,Nov.2013.pdf   
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    Daily Morning Newsbriefing  

February 27, 2014 

Return of the Zombie: German 
constitutional court strikes again 
There is method to this madness. As Frankfurter Allgemeine reports, the German 
http://www.spiegel.de/politik/deutschland/verfassungsrichter-kippen-dreiprozenthuerde-
fuer-europawahl-a-955704.html constitutional court ruled yesterday not to uphold the 
3% voting threshold for parties in the forthcoming European elections. There will 
thus be no thresholds, as a result of which the representation of smaller parties is 
likely to increase. The ruling has no likely effect on the FDP or the anti-Euro party 
AfD, both of which would have crossed the threshold anyway. But it will help the right-
wing NPD, another right-wing group called Freie Wähler, and the Pirate Party to gain 
seats in Brussels and Strasbourg.  

The court decided to uphold the principle that each vote should count equally. The only 
acceptable reason against this argument would have been the need to ensure the ability 
of a parliament to function - the reason why the German parliament has a 5% voting 
threshold. The German government came immediately to quell fears (or hopes) that the 
ruling would have any impact on federal election law.  

The Greens condemned the verdict as showing ignorance of and a lack of respect for the 
work of the European Palriament. Elmar Brok of the CDU said the justices are clueless. 
The commentary in the German press also reflected those criticism. The gloves are 
coming off.  

Nico Fried writes in Suddeutsche Zeitung that the German constitutional court has 
shows his utter contempt and disrard for the parliament, which it considers to be a 
useless talking shop. The political signal is an encouragement of the protest voters. 
Günther Nonnenmacher, one of the editors of Frankfurter Allgemeine Zeitung, 
effectively accuses the court of exceeding its competences. Electoral law is a matter for 
legislators, not the courts, he argues. The purpose of threshold is to prevent political 
fragementation, not to cement oligopolies. And this has worked well. 

The court's argument is really bizarre, but completely consistent with its warped 
thinking on the EU. The court considers the European Parliament not to be a proper 
parliament, which is why it is happy to dismiss the argument that the abolition of a 
threshold would destabilise the EP. Since the court has no regard for the EP anyway, it 
does not care whether it is functioning or not. The yardstick for the German parliament 
is completely different. There the threshold is even higher at 5%. There is no chance 
that this threshold will go. 
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Pistor on why the OMT ruling effective rules out lender of last resort 
functions 
Katharina Pistor, a German legal professor at Columbia, has an excellent analysis of the 
German constitutional court's decision on the OMT - which even exceeds our own 
sceptical take. She has a go at that commentators who made the point that the referral to 
the ECJ would ultimately save the OMT:  

"But this is far from the truth. The German court reserved the right to declare the 
ECB’s act unconstitutional unless the ECJ agrees with a narrow interpretation that 
conforms to German constitutional principles as defined by the court. So under the 
ruling, any implementation of liquidity support should serve monetary, not economic, 
policies. OMT should reinforce conditionalities imposed on member states asking for 
help from the European Stability Mechanism, not undermine them. Market forces, not 
the ECB, should determine the interest rates member states pay on their debt. And last 
but not least, OMT should be limited – not unlimited, as announced by the ECB. Taken 
together, this effectively rules out any sustained lender of last resort functions of the 
ECB." 

Spanish wage contraction grossly underestimated, says Bank of Spain 
A Bank of Spain working paper included in the bank of Spain’s monthy bulletin for 
February 2014 argues that wage devaluation has been deeper than previously estimated. 
The conclusion is based on a statistical analysis of wage developments until 2012, 
corrected by the composition of the labour force. The paper observes that 
unemployment has hit harder the least qualified and lower-earning segments of the 
workforce, so that the proportion of higher earners has increased. This means that 
estimates of wage reduction based on the aggregate wage bill underestimate the wage 
loss of individual wage earners. The paper estimates a 2% reduction in real wages from 
2009 to 2012, which turns into a 5% reduction in real wages after  correcting for the 
changing composition of the labour force. 

Portugal debates precautionary credit line or clean exit 
Coinciding with the 11th evaluation visit by the Troika, a debate is taking place in 
Portugal on the form that the country’s exit from its “rescue” should take place. Jornal 
de Negócios writes that the ruling centre-right PSD favours a precautionary credit line, 
while the opposition PS insists on a “clean exit”. The paper quotes Miguel Frasquilho, a 
government MP, saying that depending on the conditions, the PSD would prefer a 
precautionary credit line because bond yields are still higher than those of Ireland when 
it left its own programme. Nevertheless, both options remain open and the intention is 
to void a second rescue at all costs. For its part, the opposition PS declared that any 
additional conditionality would be “a failure” and the government must be held 
accountable in that eventuality.  

In a parallel story the paper reports on a survey of company managers who, by a margin 
of 77% to 11%, consider a precautionary credit line a positive thing, with the remaining 
12% seeing it as unnecessary. 3/5 of the managers polled would like to see a policy of 
reindustrialization in the near future. 
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What business is telling Renzi 
This is from the Huffington Post - something we would not normally report on, but 
since Matteo Renzi has not yet clearly worked out his economic strategy in any detail, a 
lot of important decisions are currently up for grabs -and the lobbying machine has 
started to go into overdrive. The online paper quotes Mario Moretti Polegato, the 
founder of Geox shoe brand, who has told Renzi to forget about cutting the tax wedge 
(the gap between wage costs to the employer and take-home pay of the employee). The 
sums were peanuts - about 1% of total labour costs. What is far more important is to 
heal the massive wounds which the Italian crisis has torn up. The are hundreds of 
thousands unemployed kids on the streets, there are entrepreneurs who are committing 
suicide, companies that have no credit. Renzi should do all this medium-to-long term 
stuff later, and deal with the acute emergency. Moretti Polegato said Renzi had come to 
listen, not to lecture. Renzi had told that there were about €10bn to play with, some 
0.6% of GDP.  

For light entertainment, here is an example of a picture series from the German 
press. We could not resist.  

 
  

Greek centre-left politics fragments 
Bad news for an effort to forge a new centre-left movement in Greek politics. As 
Macropolis reports, the so-called "58" group of Greek intellectuals and politicians has 
turned down a co-operation agreement with Pasok for the European elections in May. 
The two sides had been in talks for several weeks about placing joint candidates. The 
trigger for the decision was a decision by the government, in which Pasok is a member, 
to change the electoral system from closed lists to preferential voting. The article said 
the co-operation with Pasok was fraught from the beginning. The whole point of the 58 
group was to make a break from Pasok and create a new social democratic movement. 
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Pasok, meanwhile, is now likely to face a severe defeat at the elections - with the polls 
putting at 4 to 7%. Another rival social democratic movement is currently being formed 
by the journalist Stavros Theodorakis, be To Potami (The River). There are now six 
very similar parties or movements. 

What does the Greek bank restructuring mean for the AQR/stress test 
Patrick Jenkins writes in the FT that the way the eurozone will handle the Greek banks 
will be seen as a test case for the AQR and stress test exercise for the whole of the EU's 
banking system - and leaves the ECB treading a fine line. If the ECB is not tough 
enough, it risks its reputation. But if it is too tough, it risks a return of the 
bank/sovereign spiral. There are some important differences in methodology between 
the troika view of bank capital and the AQR/stress test approach. The first takes a 
macroeconomic “top-down” approach, incorporating a 30-year view of the likely 
“lifetime losses” on loans. The second is more micro with a sharper focus on the next 
three years. 

We cannot see the ECB coming up with numbers if there is no budget to cover them. 
That would bring back financial instability - the last thing the ECB wants. For that to 
happen, Mario Draghi would have needed to disown the finance ministers' agreement on 
the single resolution fund in December He did not. So we are not exactly sitting on the 
edge of our seats awaiting this exercise. It may be bottom-up, but the global number 
will be top-down - it will be a political number. 

Europe's dysfunctional and dangerous banking union 
There are more commentators, we note, who are making the point the banking union 
agreement is a poisoned chalice -not just a glass half-full. Diego Valiante has an 
excellent analysis of why this half-baked banking union is worse than no banking union. 

"Current EU actions to build a banking union and reverse financial fragmentation are 
de facto postponing proper management of banks’ legacy losses, with the risk of being 
ineffective and harming the economy. While addressing or trying to address the 
potential moral hazard of banks, current solutions miss effective remedies for a 
similarly important market failure in the eurozone financial system: By putting off the 
legacy assets issue to the future, the moral hazard of governments could push the 
monetary union, followed by the EU as a whole, into a prolonged deflationary spiral, as 
experienced by Japan over the past two decades."  

German debt falls 
Mark Schieritz writes in Die Zeit that the German debt to GDP ratio has fallen for the 
first time since 1950. These data are not official yet, but based on analysis by the paper 
on the basis of reported liabilities during the first nine months of 2013. The Federal 
Statistics Office will shortly publish the Q4 data, which should confirm the overall 
result, he writes. The main reason for the fall in debt/GDP is the better than 
expected progress in divesting banking assets, especially the asset of Hypo Real 
Estate, whose portfolio has been shrunk by €8bn during the first six months of the 
year. Another reason has been the good economic performance. The deficit for the 
year is exactly zero. 
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Munchau debunks the rise in German inflation expectations 
In his Spiegel column, Wolfgang Munchau debunks the story that 90% of the Germans 
dismiss the deflation scare, and fear inflation instead. He says one cannot measure 
inflation expectations by asking people, which is where this number came from. When 
you ask about inflation expectation, you get an answer about purchasing power. So 90% 
of Germans are fearful of a fall in a real wages - and that is not unrealistic at all, given 
last year's decline. As for inflation expectations, they are dropping in Germany too. If 
that was not case, how would interpret the market prices for inflation-index bonds? If 
the statistic had been true, they should have risen. Munchau concludes that this is 
another case of lies, damned lies and statistics, and in Germany, as elsewhere, inflation 
expectations are declining. 

Posen on Japan 
This is evidently off our reservation, but Adam Posen's FT article on Japan makes a 
number of pertinent points on economic reform programmes - which is the part on 
which we focus here. He writes that economic reforms rarely work. Some are based 
on the wrong analysis - Japan in the 1990s. Others get the analysis right, but fail to 
prioritise - like Indonesia in 1998 and more recently Greece. Others place too much 
faith in austerity - as did Argentina and now the eurozone. The Italians make the 
mistake of placing process over substance - witness the debate of doing political 
reforms first, and economic reforms second. Posen then goes on to the subject of his 
article -Japan - making the point that Abenomics has so far avoided these pitfalls.  

Eurozone Financial Data 
10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.585 0.582 0.573 
Italy 1.943 1.938 1.947 
Spain 1.907 1.920 1.996 
Portugal 3.232 3.262 3.332 
Greece 5.737 5.612 6.21 
Ireland 1.518 1.543 1.570 
Belgium 0.540 0.741 0.768 
Bund Yield 1.649 1.617 1.608 

    
    
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.376 1.3681  
Yen 140.710 140.07  
Pound 0.824 0.8207  
Swiss Franc 1.220 1.2184  
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ZC Inflation 
Swaps    
  previous  last close  
1 yr 0.88 0.86  
2 yr 0.94 0.91  
5 yr 1.17 1.15  
10 yr 1.61 1.6  
    
Eonia    
26-Feb-14 0.17   
25-Feb-14 0.17   
24-Feb-14 0.17   
21-Feb-14 0.17   
    
OIS yield curve    
1W 0.173 15M 0.133 
2W 0.165 18M 0.123 
3W 0.172 21M 0.130 
1M 0.173 2Y 0.144 
2M 0.163 3Y 0.268 
3M 0.159 4Y 0.424 
4M 0.155 5Y 0.610 
5M 0.149 6Y 0.814 
6M 0.144 7Y 1.003 
7M 0.133 8Y 1.187 
8M 0.137 9Y 1.347 
9M 0.127 10Y 1.493 
10M 0.124 15Y 1.994 
11M 0.119 20Y 2.188 
1Y 0.132 30Y 2.282 

    
Euribor-OIS 
Spread    

 previous  last close  
1 Week -4.500 -1.5  
1 Month 3.614 3.614  
3 Months 9.843 12.043  
1 Year 40.086 39.686  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-02-
27.html?cHash=4dc84ab00494ac119e0a748909ec0469  
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vox 
Research-based policy analysis and commentary from leading economists 

German Court decision: Legal authority 
and deep power implications  
Katharina Pistor, 26 February 2014 

Who wields supreme power over the ECB? This column analyses the recent ruling by 
the German Constitutional Court that the ECB cannot act as lender of last resort. 
Although seemingly couched by the referral of this decision to the European Court of 
Justice, this is a bid for power and the return to the pre-crisis paradigm of ‘ultra posse 
nemo obligatur’. 
Related // Can we move beyond the Maastricht orthodoxy?László Andor 

Can the European Central Bank legally act as lender of last resort to ensure the survival 
of the euro? 

This question is of fundamental importance for the sustainability of the monetary union. 
Recently, the German Constitutional Court ruled that it cannot. In the court’s view the 
ECB has the power to conduct monetary policy, but not to support member states in 
financial distress even if necessary to ensure the survival of the common currency. 

It follows that the ECB’s announcement of September 2012, to buy the sovereign debt 
of member states on secondary markets in unlimited amounts to fend off speculative 
attacks against individual member states (outright monetary transactions, or OMT), may 
be beyond its powers, or ultra vires. 

But does the German Constitutional Court have the legal power to decide this question? 

The ECB is a European entity created by European law. The European Court of Justice 
(ECJ), not the German Constitutional Court, has the power to review the legality of its 
actions. Still, the majority of the German court believes that it can decide whether ECB 
actions violate German constitutional law, and as a result that it can compel the German 
government to rectify this or risk committing unconstitutional acts on German territory. 
It’s worth noting that the minority argued that the court’s ruling exceeds its powers and 
that it should have left any response to the ECB’s actions to the democratically elected 
German government. 

In the end, the German court referred the case to the ECJ for a preliminary ruling on the 
legality of the OMT program under European law. This has been widely interpreted as 
conceding the supremacy of European law. 

But this is far from the truth. The German court reserved the right to declare the ECB’s 
act unconstitutional unless the ECJ agrees with a narrow interpretation that conforms to 
German constitutional principles as defined by the court. 
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So under the ruling, any implementation of liquidity support should serve monetary, not 
economic, policies. OMT should reinforce conditionalities imposed on member states 
asking for help from the European Stability Mechanism, not undermine them. Market 
forces, not the ECB, should determine the interest rates member states pay on their debt. 
And last but not least, OMT should be limited – not unlimited, as announced by the 
ECB. 

Taken together, this effectively rules out any sustained lender of last resort functions of 
the ECB. 

It’s tempting to dismiss the decision as incomprehensible legalese or the inability of 
justices to understand that contemporary financial systems rely on a powerful lender or 
dealer of last resort to weather financial crises. But that misses the crucial point: this is a 
question of the ultimate power to decide, a question that cuts to the core of sovereignty. 

The European Monetary Union did not include an emergency regime in order to leave 
no doubt about the Euro’s durability. This is now putting the currency’s future at risk. 
The unbending pursuit of legal commitments, irrespective of intervening events – such 
as the scale and scope of the global financial crisis – can put any system on a path to 
self-destruction. This is where the euro was headed prior to the ECB’s announcement of 
the OMT. 

This outcome can be avoided by temporarily relaxing the full force of the law. 
Critically, whoever gets to decide this question is the ultimate wielder of power. In the 
old days of European monetary coordination (the ‘currency snake’ of the European 
Monetary System) this was invariably Germany. As former chancellor Helmut Schmidt 
put it to the Bundesbank in 1978, “ultra posse nemo obligatur” (No one is obligated 
beyond what he is able to do). And where the ultra posse lies one decides for oneself”; 
in this case, by breaching treaty law. 

Mario Draghi’s announcement that the ECB would do “everything it can within its 
mandate” to support the euro effectively asserts the ECB as the ultimate power wielder. 
Not surprisingly, this is viewed with great scepticism, especially in Germany. 
Bundesbank President Jens Weidmann supported the current constitutional claim. By 
taking recourse to the German judiciary he conceded that short of exiting the 
Eurosystem, Germany, or its central bank, no longer has the unilateral power to 
determine where its obligations end. The Constitutional Court’s expansive interpretation 
of its own jurisdiction can be seen as an attempt to regain it. 

Viewed in this light, the preliminary referral to the ECJ is window dressing. It’s a 
friendly gloss on the quest to be the ultimate power in the euro’s survival. 

http://www.voxeu.org/article/german-court-decision-legal-authority-and-deep-power-
implications  
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 ft.com  Comment   Columnists 

Last updated: February 26, 2014 7:08 pm 

Hedge funds should not be the only 
activist investors 

By John Gapper 

The danger is that directors talk to the loudest voices but spurn contact with anyone else  

©Ingram Pinn 

At 78, Carl Icahn shows little sign of retiring, or of becoming more polite. After finally 
prodding Forest Labs into a $25bn takeover by Actavis, he renewed his attack on eBay 
this week, accusing John Donahoe, its chief executive, of being “completely asleep or, 
even worse, either naive or wilfully blind”. 

This is becoming a fruitful decade for Mr Icahn and fellow hedge fund agitators, such as 
Dan Loeb of Third Point. From being reviled in the past as corporate raiders and 
“greenmailers”, they have rebranded themselves effectively as activist investors, willing 
to fight and defeat entrenched and complacent boards of directors and executives while 
pension funds slumber. 

More ON THIS STORY// Icahn hits at Andreessen over eBay role/ Dow and 
Sotheby’s act to please investors/ Elliott builds on its activist reputation/ US activist 
funds form bridgehead in UK/ Loeb builds 1.9% BlackBerry stake 

ON THIS TOPIC// Cinven buys research group Medpace/ Touchstone for telecoms 
dealmakers/ Wall Street bulls shake off the winter blues/ M&A activity to spur debt 
finance deals 

JOHN GAPPER// No such thing as a banker/ Bitcoin far more than a currency/ 
Welcome elite migrants/ Davos lacks Valley’s spirit 
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But larger institutions should beware of outsourcing their activism to packs of hedge 
funds that may, or may not, have their interests at heart. It makes for an easier life, and 
it can bring rewards for little effort or outlay. It also means taking a great deal on trust. 

Activist investors are steadily overturning the US tradition of shareholders deferring to 
executives save for cases of blatant misconduct or mismanagement, when everyone 
calls in the lawyers. They have won the argument that investors have a right to express 
their views, overturning the assumption that insiders know best. 

The danger is that directors end up talking to the loudest voices in the room – the funds 
who publicly call them idiots – while spurning contacts with anyone else. By the time it 
comes to a showdown with an agitator such as Mr Icahn, they have little hope of getting 
others on their side. That is, as some are coming to realise, stupid. 

In other words, directors and investment institutions have a mutual interest in talking to 
each other routinely, rather than waiting to battle in a Delaware courtroom or accepting 
Mr Icahn’s lead. Two-way communication does not sound like a very radical notion but 
it has come slowly to the US. 

The tradition of arm’s length antagonism between boards and unhappy investors goes 
back to the late 1970s, when Mr Icahn rose to fame. Martin Lipton, a founding partner 
of the corporate law firm Wachtell, Lipton, Rosen & Katz invented the poison pill 
defence in 1982 as a way for boards under siege to block raiders. 

The poison pill endures – it was, for example, deployed by Netflix against Mr Icahn in 
2012 – and Mr Lipton is still hard at work. But the intellectual tide has gradually turned 
against him. Mary Jo White, chair of the Securities and Exchange Commission, argued 
in a speech in December that “there is widespread acceptance of many of the policy 
changes that so-called activists seek”. 

Carl Icahn insists that he does not buy securities with the intention of getting a quick 
pop 

Indeed, Mr Lipton seems to have lost a recent argument that he really should have won. 
Wachtell Lipton petitioned the SEC two years ago to tighten up lax US disclosure rules 
that have allowed hedge funds to build up stakes in target companies without having to 
show their hands promptly, as they do in the UK, Australia and elsewhere. 

Lucian Bebchuk, a Harvard professor who has tussled constantly with Mr Lipton in the 
cause of shareholder rights, promptly swung into action, arguing that the existing rules 
are strict enough. So far, the SEC has not acted – Mr Lipton has been poisoned by his 
own pill. 

The temptation now is for giant institutions such as Fidelity and BlackRock to freeride 
with activists. The latter can build stakes of up to 5 per cent (often more if they act 
together or use derivatives to mask their activities) before declaring an interest and 
waging war. If they force the company into a deal, or into distributing cash to investors, 
everyone gets a payout. 

That works fine if the interests of activists and the bigger institutions are similar. In 
some cases they are – Mr Icahn insists that “we do not buy securities with the intention 
of agitating for a quick ‘pop’ and then ‘flipping’ them for a speedy profit”, and Mr 
Bebchuk’s research indicates that hedge fund activism tends to improve the operating 
performance of target companies. 
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But this is not inevitable – activist investors are biased towards events, such as a 
merger, rather than steady improvement that increases long-term returns. “Activists are 
good at presenting their views as long-term and mainstream investors have to chip away 
at that and reassure themselves it is genuine,” says Michelle Edkins, BlackRock’s head 
of corporate governance. 

There is not much time if a company has remained aloof from investors until it becomes 
a target. “The dialogue must start on a sunny day because by the time [a company’s 
directors] get out there on a rainy day, the game is over,” says Jim Woolery, deputy 
chairman of the New York law firm Cadwalader, Wickersham & Taft. 

In the past, a board could deploy a poison pill and dismiss any critical investor as a 
greenmailer. There is less chance of that being sufficient now activism is respectable. 
Activist funds have $80bn under management and succeeded in 70 per cent of 
campaigns last year to block or alter the terms of agreed corporate deals, according to 
the law firm Simpson Thacher. 

The formation this month of the Shareholder-Director Exchange, a body intended to 
facilitate direct conversation between institutional investors and board directors, is one 
sign of attitudes changing. Both sides realise that, if they leave it to others to seize the 
initiative, they may not like the result. 

US capital markets have moved on from equating investor activism with asset-stripping. 
They have yet to reach the point where activism does not always mean a fight. 

http://www.ft.com/intl/cms/s/0/e7d751f8-9e4f-11e3-b429-
00144feab7de.html#axzz2uWi9cm9L  
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Abe has good medicine but Japan needs 
a stronger dose 
By Adam Posen 

The effort is showing signs of success but requires renewed vigour, writes Adam Posen  

Japan’s recovery programme is showing promising early results. Last autumn the 
economy enjoyed its fourth successive quarter of growth, its best performance in more 
than three years.  

Many observers rightly praise the Bank of Japan’s shift to positive inflation targeting 
for contributing to the country’s recovery. Yet monetary policy is only one of the three 
“arrows” called for in Prime Minister Shinzo Abe’s programme for the Japanese 
economy. Also important are fiscal consolidation and structural reform. These 
initiatives, too, are moving in the right direction with the right priorities. But like 
monetary policy, they need to be bold to succeed. 
More ON THIS STORY// Andrew Smithers Confusion at heart of Abenomics/ ‘J-curve’ recovery eludes 
Japan’s Abe/ Soft yen fails to boost Japan’s growth/ BoJ boosts loan support programme/ FT interview, 
Haruhiko Kuroda Halfway there 

ON THIS TOPIC// Andrew Smithers Japan inflation is not sensible/ Machinery orders data dent Abe 
optimism/ The Short View Yen late weakening suggests stocks rally/ Benchmark Japan inflation rate hits 
1.3% 

IN OPINION// Climate policy robs the poor/ Anders Aslund Ukraine must move fast/ Latin America 
stops dancing/ Georgy Mirsky Russia right to be upset 

This is a stronger endorsement than it may seem. Too often, economic reform 
programmes fail to deliver. Some get the analysis wrong and end up driving the 
economy further into the ditch. This was the case in Japan in the 1990s when policy 
makers failed to recognise the risk of persistent deflation. Arguably, it has been the case 
with US fiscal policy since the 2009 stimulus.  

Others get the analysis right but fail to prioritise, going after too many small goals at 
once as in Indonesia in 1998 or Greece today. Sometimes this reflects a belief that 
austerity measures alone will reform the economy. Such misplaced faith lies behind 
many of the euro area’s failures, as it did in Argentina’s a decade earlier. All too often, 
even sensible economic policies are undermined by an emphasis on process ahead of 
substance. For example, policy makers in Italy have long laboured under the self-
defeating belief that governance must be reformed before the economy can be tackled. 

So far, Abenomics has avoided all of these errors. The economic analysis was correct: a 
return to inflation will make it easier for taxes to rise and reforms to take hold, as they 
must if the country is to return to a sustainable path. Mr Abe has prioritised a few key 
reforms – notably increasing female labour force participation, consolidating farms, 
breaking down labour market divisions and raising competition in healthcare – which 
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are sensible and feasible. The government has not wasted momentum on administrative 
initiatives before starting its economic reform efforts. 

What is needed now is more of the same. The Abe government already has the right 
ideas; it does not need to devise new initiatives. Instead, it needs to raise its ambitions 
for the programmes it is already pursuing. 

On the fiscal front, the prime minister’s basic plan can be summarised as follows: do 
not panic. Raise the consumption tax permanently in steps. Spend for emergencies but 
make those expenditures temporary. Increase taxation and cut expenditure on the older 
generation that has already benefited from intergenerational transfers.  

But Mr Abe needs to be bolder. On the consumption tax, for example, the limit of his 
aspirations is to increase the levy to 10 per cent over the next 20 months. Even this may 
be postponed. The government should commit to do far more – raising the tax to at least 
20 per cent over the next several years, a level common in the OECD.  

Similarly, increasing female labour force participation is the right priority for structural 
reform. At least 3m Japanese women who could work are neither in employment nor 
looking for a job. A few million more are squandering their capabilities in limited roles.  

Providing affordable child care, and visibly removing the cultural and institutional 
barriers that prevent women from advancing in the workplace, are proven approaches 
for achieving this goal. Mr Abe is right to pursue them. But instead of providing 
150,000 new nursery places, the government should be creating as many as 400,000. 
Instead of setting a target for 30 per cent of public sector managers being women, and 
voluntary guidance in the private sector, it should be setting a compulsory target of 40 
per cent for both.  

Likewise in the agricultural sector. Production quotas are being removed, which will 
raise productivity, but more should be done. Small farms should be merged to make 
them more efficient. Wage subsidies for new hires should be applied nationally, instead 
of current measures that loosen hiring rules only in special zones.  

In short, the Abe government has understood Japan’s economic problems correctly and 
concentrated its efforts on areas where it can do most good. But the efforts have been 
insufficient. Far greater ambition is required. True, half a loaf of reform is better than 
none. But it is probably not enough to return the Japanese economy to sustained 
strength. 

For Mr Abe and his cabinet, economic revival is a means to an end. They want Japan to 
remain a vital ally – in both senses, energetic and necessary – to the US and Asian 
neighbours worried by the potential pressures from China. That would require annual 
growth of about 2 per cent, and a tax base that permanently closes the structural budget 
deficit. Mr Abe’s current programme is insufficient to achieve this. 

The good news is that meeting an external threat is a stronger impetus for reform than 
growth alone. The Meiji revolution of 150 years ago was prompted by Japan’s desire to 
stand up to colonial pressures, such as Admiral Perry’s fleet. It produced an economic 
transformation. If Mr Abe wants to restore Japan to strength, he needs to raise his 
ambitions.// The writer is president of the Peterson Institute for International 
Economics  
http://www.ft.com/intl/cms/s/0/e7d751f8-9e4f-11e3-b429-00144feab7de.html#axzz2uWi9cm9L 
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    Daily Morning Newsbriefing 
February 26, 2014 

How they all got the inflation forecasts so 
badly wrong 
The European Commission published its winter forecast with a slight upward revision 
of growth to 1.2% in 2014 and 1.8% in 2015. The table on page 134 gives you the 
summary of the growth forecasts, with country breakdowns. We spare you the tedious 
media reports desperate trying to turn this into a racy news story. Instead. we would like 
to focus on a couple of more fundamental issues raised by the latest forecast.  

It is commonplace to note that economic forecasts have been wrong during the financial 
crisis years. The pertinent point is, however, not that they were wrong but that they 
were systematically biased in one direction. In other words, the proverbial monkey 
throwing darts would have outperformed them.  

Lately, the models erred most disastrously on the rate of inflation. To its credit, the 
European Commission has included an analysis trying to explain what happened (more 
on this below). Before we go into this, we would like to show you just how far the 
forecasts were off. Here are the Commission's last five forecasts for inflation since the 
autumn of 2012.  

A History of Extremely Poor Inflation forecasting 

HICP annual in % 2012 2013 2014 2015 
Autumn forecast 2012 2.5 1.8 1.6   
Winter forecast 2013 2.5 1.8 1.5   
Spring Forecast 2013 2.5 1.6 1.5   
Autumn forecast 2013   1.5 1.5 1.4 
Winter forecast 2014   1.4 1 1.3 

 The inflation forecast for 2014 was consistently 1.5% until the autumn. At that time, 
monthly inflation rates were already dropping like a stone. Yesterday's winter forecast 
acknowledged the drop - five months after the event. Note also that the 2014 number 
is 0.2pp above the current inflation rate and that the 2015 data are even higher. These 
forecasts tell us less about the economy than about the model itself. The mean-
reversion effect is hard-wired into it.  
More interesting than the actual forecasts are some of the more technical articles. The 
one that caught our eye is a box on disinflationary pressures (Box 1.4, page 39), which 
makes the interesting statement that since the start of the crisis inflation has become 
more sensitive to deviations in the output gap than before. Since the output gap is 
large and likely to remain so for the foreseeable future, this is potentially bad 
news, and would suggest that disinflationary trend to persist. The box ends with the 
non-sequitur that inflation expectations are well-anchored - which is the policy mantra, 
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of course, but also pure speculation and clearly not demonstrated by this otherwise quite 
useful piece of research.  

On deficit and debt dynamics, the forecast sees Italy on an excruciating painful 
trajectory. Despite a cyclically adjusted primary surplus of 4.7% for 2014, expected to 
fall to 4.4% in 2015, the progress in debt reduction is painful. Gross debt is forecast to 
rise from 132.7% in 2013 to a peak of 133.7% this year, before falling back to 132.4% 
in 2015. The reason is the slow rate of real economic growth - the forecast confirmed 
the downward revision for 2014 from a previous 0.7% to 0.6% and a GDP deflator of 
only 1.1% for this year (which is likely to be too high).  

Der Spiegel conducted a puzzling survey on whether the German public was behaving 
as though deflation had already arrived. Apparently that is not the case. 92.3% of the 
Germans see inflation, while 37.5% even fair strong inflation. Only 1.4% and 0.9% of 
Germans expect deflation and strong deflation (and we would assume that this includes 
people who can't tell the difference between inflation and deflation.) 

Rajoy announces tax cuts 
In Spain, Tuesday saw the beginning of the annual general policy debate, dubbed “state 
of the nation debate”. Mariano Rajoy made two announcements of economic and 
electoral significance on income tax reform (reported by Cinco Días) and incentives to 
indefinite employment contracts through social security contributions (reported by 
Expansión). The government is planning an overhaul of income tax, of which the details 
are not known so overall comparisons are not possible. He announced, however, that the 
lower threshold for annual income to be tax exempt will be raised from €11,000 to 
€12,000 which Cinco Días writes translates into up to €261 less in annual taxes for 
some 1.5m taxpayers. Rajoy also announced that new long-term employment contracts 
will benefit from a cap of €100 a month on employer social security contributions for 
“common contingencies” (currently 28.3% of gross wages including employee 
contributions which remain unchanged), though contributions to the salary guarantee 
fund and other minor components will remain as before. The measure includes some 
safeguards such as no unfair dismissals from a firm in the 6 months prior to receiving 
the subsidy, net job creation in the firm, and a requirement to pay the subsidy back if the 
worker is dismissed before three years. 

An employment training fund robbed 
A scandal in which an intermediary diverted €15m in public funds from the Madrid 
region intended for employee training programmes provides an excuse for El País 
(English edition) to write about generalised subsidy-farming fraud in training courses. 
In this particular case, firms signed up workers for courses that never took place. The 
UGT union is involved in a similar fraud case in Andalucía, for about half as much 
money. El País writes “the constant drip of scandals in the last 20 years evidences that, 
despite successive government reforms, public subsidies for employee training continue 
to be used as a source of informal financing by business groups and other 
organizations”. 

Training programmes for the unemployed are popular with politicians who see them as 
a more effective use of public money than straight subsidies, and who buy the trope that 
the cause of unemployment is a skill mismatch. They are a key plank of the EU’s 
employment strategy. As long as there are several times more unemployed than 
vacancies, as is the case, no amount of training will solve the problem of 
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unemployment. And training courses are a fertile ground for subsidy farming by 
unscrupulous and well-connected intermediaries. 

A Spanish criminal case of bankruptcy cover-up. 
Banco Pastor, one of Spain’s oldest banks, was taken over by Banco Popular in 2011 
after failing stress tests but continues to operate as a separate brand. Now, in a story 
illustrative of the excesses of the banking sector, El País reports that a judge 
investigating the failure of the bank has indicted and is interrogating two former 
executives of the bank, its President and CEO, for fraud committed in 2008-2010 to 
cover up the bank’s insolvency. The lawsuit was filed by a single shareholder who 
alleges that the bank issued equity and preferred shared in order to cover real estate 
losses and cooked its books to appear solvent to savers who were sold the investments. 

Portuguese banks start charging their customers for online transfers 
Jornal de Negócios writes that CGD is the third Portuguese bank, after BCP and Totta, 
to introduce fees for transfers under €100,000 to other banks made through the internet 
“without the intervention of an operator”. These kinds of transfers used to be free and 
remain so for clients of the other large Portuguese banks BES and BPI. Fee increases 
are seen by analysts as one of the avenues that will allow Portuguese banks to return to 
profitability in 2014.  

Icelanders demonstrate for continued EU accession negotiations 
The introduction of a bill in the Icelandic parliament to withdraw the country’s EU 
accession application has triggered demonstrations by pro-EU activists in Reykjiavik, 
reports Iceland Review. Demonstrators gathering for the second day in a row demand a 
referendum on the issue. The government interrupted accession negotiations shortly 
after gaining power last year, and a majority of the MPs of the two ruling parties 
Progressive and Independence supported a pull-out in internal party votes last week. 
Nevertheless, Iceland Review writes that more than half of Icelanders favour continued 
negotiations according to some polls. 

Normally we don’t report on news outside the Eurozone, but the protests in Iceland 
seem relevant for the following reasons: first, Iceland has been a paragon of the “north 
Atlantic financial crisis” and its idiosyncratic approach to recovery is held by 
commentators alternatively as an example and a counterexample; secondly, the current 
protests are being described by some outlets as “the largest since the financial crisis”, 
and finally, the government’s rejection of an EU association agreement was the 
ostensible trigger of Ukraine’s Maidan protests three months ago. 

Greek trade deficit narrowed 
Macropolis reports that the Greek trade deficit of manufactured goods narrowed further 
in December by 2.1% or €1.4bn, which is about 0.7% of GDP. The total trade deficit for 
2013 fell to €19.3bn, about 10.5% of GDP. Despite the still large trade deficit (in % 
terms), as Macropolis reported recently, Greece is headed for the first current 
account surplus since 1948, due to a large surplus on service, stronger tourism 
revenues, and a jump in c/a transfers due to higher SMP income. 

Rocard on European Banks 
You don't often get former European prime ministers to speak truth to power over the 
banks so we are drawing attention to this comment by Michel Rocard in Project 
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Syndicate. He lays into Christian Noyer, the governor of the Bank of France, who called 
the European Commission's proposal for ring-fencing deposits from proprietary trading 
“irresponsible and contrary to the interests of the European economy.” Governments 
had done too little on bank regulation, leaving issues like liquidity creation, derivative 
exposures, and tax avoidance unaddressed. 98% of $750 trillion in global liquidity is in 
speculative markets. Like all bubbles, this will burst. Noyer uses the argument that the 
eurozone should not advance on its own on the grounds that these activities would then 
wander off to the UK. Noyer is right for the very short term, Rocard writes. But the 
profits forgone are likely to be much lower than the potential costs of another financial 
crisis.  

The French are turning ever more anti-euro and anti-everything 
With a hat tip to Kevin O Rourke, this story from the Ipsos polling institute in France is 
quite shocking. Their latest sentiment poll suggests that France might be heading 
for an insurrection with a complete loss of confidence in all national and European 
institutions. The number of French in favour of quitting the eurozone has risen by 5 
points to 33% compared to last year. 45% believe that the French membership of the 
EU is a good thing, while 40% think of it in negative terms. A three-quarters majority of 
the people have no confidence whatsoever in the National Assembly and the Senate. 
Among workers, there is a majority in favour of quitting the euro. An increasing 
number of people are now saying that the National Front was representing their own 
views.  

Some details on Renzi's economic plans 
Newspapers never divide raw nominal economic data by GDP - an operation that 
usually puts things into perspective. If you look at La Repubblica's page one coverage 
of Matteo Renzi's economic plans, one gets a sense of an overall economic strategy - 
but not a very big one in percentage terms. We are dealing with shifts between spending 
and taxation of a little over 1% of GDP. He wants to cut tax wedge by some €10bn, 
which is approximately what the Letta government had announced at one point (and 
which compares with Francesco Giavazzi's estimate last year (if we recall correctly) that 
the cut needs to be in the order of some €40-50bn. There will be various tax measures 
adding to €10bn, including fewer deductions for those earning less than €2000. Renzi's 
people hope to counter-finance this through €5-6bn from a spending review- of which 
the newspaper says only €1bn is realistic for this year. Other possible income sources 
are a voluntary shift in the system of subsidies as quid-pro-quo for the tax cuts), plus 
some €3bn in savings on interest payments.  

Meanwhile, Renzi climbed his last big initial hurdle yesterday when the chamber of 
deputies passed a vote of confidence. In his speech, this is what he said about the EU. 
Our translation:  

"We will not accept a dictat from the European Union. We do not want to subject 
Italy to a Europe of decimal and percentage points: our country makes an important 
contribution. Without Italy there no Europe."  
A devastating critique of Renzi's style came from Lucia Annunziata, who wrote in her 
column in the Huffington Post, that Matteo Renzi's speech in the Senate did not go 
down well because he humiliated them in the Q&A session.  
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"His arguments sounded like this: you don't understand what I am saying because you 
are all old and we are new, you are useless, while we represent the Italian people."  
She then writes: here is a non-elected politician who berates an elected chamber of not 
representing the people. He should have produced a more honest and more serious 
discourse on his vision for Italy's future more clearly. He is clear about the goal, but 
unclear about the path. 

If you look at these fiscal measures, they make sense but the sum total is in not a 
different fiscal league than what previous governments did. We acknowledge that there 
are, possibly, efficiency gains to be had in Italy - but if you shifting some 1% of GDP 
from spending to tax cuts - you would be lucky to see those gains at macro level. It is 
hard to see how Italy can pull itself out of its growth trap through (relatively minor) 
micro reforms. We fail to see how he can get there without a much lower exchange rate, 
large scale QE to cut Italian real-world interest rates, and more flexibility on the deficit. 
It seems to us that Renzi is not fully prepared for government yet 

 Eurozone Financial Data 
10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.595 0.585 0.591 
Italy 1.942 1.963 1.956 
Spain 1.882 1.907 1.881 
Portugal 3.238 3.232 3.274 
Greece 5.815 5.737 6.16 
Ireland 1.497 1.518 1.531 
Belgium 0.542 0.540 0.764 
Bund Yield 1.68 1.649 1.656 

    
    
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.375 1.3742  
Yen 140.820 140.53  
Pound 0.824 0.8239  
Swiss Franc 1.220 1.2194  
    
    
ZC Inflation 
Swaps    
  previous  last close  
1 yr 1.02 0.88  
2 yr 1.07 0.94  
5 yr 1.33 1.17  
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10 yr 1.76 1.61  
    
Eonia    
25-Feb-14 0.17   
24-Feb-14 0.17   
21-Feb-14 0.17   
20-Feb-14 0.17   
    
OIS yield curve    
1W 0.209 15M 0.130 
2W 0.185 18M 0.137 
3W 0.180 21M 0.148 
1M 0.174 2Y 0.164 
2M 0.162 3Y 0.285 
3M 0.153 4Y 0.461 
4M 0.148 5Y 0.660 
5M 0.143 6Y 0.863 
6M 0.139 7Y 1.056 
7M 0.138 8Y 1.237 
8M 0.135 9Y 1.402 
9M 0.129 10Y 1.550 
10M 0.120 15Y 2.053 
11M 0.135 20Y 2.250 
1Y 0.130 30Y 2.348 

    
Euribor-OIS 
Spread    

 previous  last close  
1 Week -5.329 -5.129  
1 Month 2.514 3.114  
3 Months 9.843 11.443  
1 Year 36.943 39.243  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-02-
26.html?cHash=32f56f0207de5d089f7f463532477d5e   
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The Irish Economy 
 

Class divides and European integration, yet again 
This post was written by Kevin O’Rourke 

This morning’s Eurointelligence briefing put me on to this article in Les Echos, which 
in turn led me to this Ipsos opinion poll. It contains several sobering findings, notably 
with respect to foreigners. But the finding that struck me most — since this is 
something I have been writing about for years now — is that a majority of French 
working class voters now want to leave the Euro. Indeed, only 34% of French workers 
think that EU membership is a good thing. 

Isn’t it amazing how short run blips in various economic indicators can lead powerful 
people to assume that all is well with the EMU project? It is slow moving variables — 
long term unemployment, gradual shifts in public opinion, and so on — that pose the 
greatest threat to the Euro’s survival. If the far right does as well as people now seem to 
think it will in the European elections, this will presumably be presented in the media as 
a “shock” to the system, but has it not been obvious since 2010 at the latest that 
something like this was likely, given Eurozone macroeconomic policies? And has it not 
been obvious for years that actually existing EMU is harming the broader European 
project? 

Europe’s political leaders should remember what Ernest Hemingway said about 
bankruptcy: 

“How did you go bankrupt?"  
Two ways. Gradually, then suddenly.”  

― Ernest Hemingway, The Sun Also Rises  
 
 http://www.irisheconomy.ie/index.php/2014/02/25/class-divides-and-european-
integration-yet-again/    
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World Affairs 

Michel Rocard, former First Secretary of the French Socialist Party and a 
member of the European Parliament for 15 years, was Prime Minister of France from 1988 to 1991.  
FEB 25, 2014  

Taming Europe’s Banks 
PARIS – Last month, the European Commission unveiled its much-anticipated blueprint 
for banking reform, aimed at reining in risk-taking by the European Union’s largest 
banks. But the proposal has met significant resistance, with some warning that it would 
erode European banks’ competitiveness, and others arguing that it is inadequate to 
mitigate banking risks effectively. How this debate unfolds will have profound 
implications for the EU’s future. 

According to Michel Barnier, the EU commissioner spearheading the reform effort, the 
proposed measures – including regulatory authority to divide banks’ riskier trading 
activities from their deposit-taking business, and a ban on proprietary trading by the 
largest banks – would enhance financial stability and protect taxpayers. But the draft 
regulation falls far short of the recommendations made by a high-level expert group in 
2012, which included an impermeable wall between banks’ speculative-trading business 
and their retail and commercial banking activities. 

Nonetheless, many claim that Barnier’s proposal goes too far. Perhaps the strongest 
reaction came from Bank of France Governor Christian Noyer, who called the proposals 
“irresponsible and contrary to the interests of the European economy.” 

The positions taken in this complex debate do not align neatly with the traditional left-
right political spectrum. Barnier is a center-right Frenchman recommending more public 
control over private banking activities. (Indeed, stricter banking regulation has been 
endorsed by all.) And, while Noyer’s position at the central bank makes him 
independent, he is championing banking-sector autonomy in a country led by a left-
wing government. What is at stake is Europe’s capacity to avoid another financial 
meltdown – one that could be even more devastating than the 2007 crisis. 

Of course, to some degree, a capitalist system will always be vulnerable to shocks and 
crises. The question is how to respond to them to minimize the fallout, while bolstering 
the system’s resilience. 

In 1929, a crisis among speculating capitalists prompted poorly conceived and 
excessive reactions, leading to a deep and prolonged depression. Less than four years 
later, US President Franklin D. Roosevelt’s newly elected government passed the Glass-
Steagall Act, which prohibited commercial banks from trading securities with clients’ 
deposits. 
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By forbidding investment banks from holding cash deposits, Glass-Steagall helped to 
support more than a half-century of financial stability after World War II. This – 
together with the gold exchange standard, which ensured that credit did not exceed the 
economy’s productive capacity – contributed to sustained global economic growth.  

Everything changed in 1971, when US President Richard Nixon, unable to contain the 
fiscal deficit resulting from spending on the Vietnam War and expanded social-welfare 
programs, abolished the dollar’s direct convertibility to gold. The resulting exchange-
rate, interest-rate, and commodity-price volatility continues to this day. 

The financial sector has since made every effort to design instruments that protect 
against price fluctuations, to transform private debt into tradable financial securities, 
and to gain access to speculative markets. But these efforts were conducive to fraud and 
delinquency, and thus spurred a wave of new financial crises – in Europe in 1992, in 
Asia in 1997, and in Russia in 1998 – as well as a recession in Europe and the United 
States in the early 2000’s. 

Two other destabilizing developments emerged in the last quarter of the twentieth 
century: a strong incentive to use debt to prop up demand, and a shift toward financing 
public debt through private institutions at market prices, under the pretext of fighting 
inflation. These trends boosted public-debt burdens, while flooding the global financial 
system with liquidity generated by private banking activities that were unconnected to 
transactions in the real economy. 

As a result, by 2006, global liquidity amounted to more than twice the value of world 
GDP. Add to that the American financial sector’s untenable subprime and securitization 
activities, and it is not surprising that the next two years brought the global financial 
system to the brink of outright collapse. 

To prevent the crash from triggering another Great Depression, governments intervened 
with massive taxpayer-funded bailouts, causing public-debt burdens to swell further, 
reaching unsustainable levels in many developed economies. Making matters worse, the 
US, the United Kingdom, and Japan began implementing quantitative-easing policies – 
that is, they began printing money – in an attempt to sustain GDP growth.  

Through all of this, governments have strengthened bank regulation only slightly, 
leaving key issues like liquidity creation, exposure to derivatives, and tax avoidance 
largely unaddressed. Today, 98% of the $750 trillion in global liquidity is in speculative 
markets. Like all bubbles, this one is bound to burst. 

The European Commission has acknowledged the danger, declaring that the only way to 
mitigate it is to separate the real economy from speculative markets by preventing banks 
from being involved in both. But, according to Noyer, such a move would not work in 
the eurozone, where banks’ profits depend largely on their risky activities. If those 
activities move to the UK, the eurozone economy will suffer considerably. 

From a short-term perspective, Noyer’s position is largely correct. But the profits that 
would be lost remain lower than the potential costs of another major financial crisis. 
The eurozone’s member states should never again have to face such costs. 
http://www.project-syndicate.org/commentary/michel-rocard-warns-that-the-eu-s-failure-to-
reform-its-banking-sector-has-set-the-stage-for-another-crisis // Read more at 
http://www.project-syndicate.org/commentary/michel-rocard-warns-that-the-eu-s-failure-to-
reform-its-banking-sector-has-set-the-stage-for-another-crisis#Qk55amXskSsHiRji.99 
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Economics 

 Howard Davies, a professor at Sciences Po in Paris, was the first 
chairman of the United Kingdom’s Financial Services Authority (1997-2003). He was 
Director of the London School of Economics (2003-11) and served as Deputy Governor of 
the Bank of England and Director-General of the Confederation of British Industry.  
FEB 24, 2014  

The Banks that Ate the Economy 
LONDON – Bank of England Governor Mark Carney surprised his audience at a 
conference late last year by speculating that banking assets in London could grow to 
more than nine times Britain’s GDP by 2050. His forecast represented a simple 
extrapolation of two trends: continued financial deepening worldwide (that is, faster 
growth of financial assets than of the real economy), and London’s maintenance of its 
share of the global financial business. 

These may be reasonable assumptions, but the estimate was deeply unsettling to many. 
Hosting a huge financial center, with outsize domestic banks, can be costly to taxpayers. 
In Iceland and Ireland, banks outgrew their governments’ ability to support them when 
needed. The result was disastrous.  

Quite apart from the potential bailout costs, some argue that financial hypertrophy 
harms the real economy by syphoning off talent and resources that could better be 
deployed elsewhere. But Carney argues that, on the contrary, the rest of the British 
economy benefits from having a global financial center in its midst. “Being at the heart 
of the global financial system,” he said, “broadens the investment opportunities for the 
institutions that look after British savings, and reinforces the ability of UK 
manufacturing and creative industries to compete globally.” 

That is certainly the assumption on which the London market has been built and the line 
that successive governments have peddled. But it is coming under fire. 

Andy Haldane, one of the lieutenants Carney inherited at the BoE, has questioned the 
financial sector’s economic contribution, pointing to “its ability to both invigorate and 
incapacitate large parts of the non-financial economy.” He argues (in a speech 
revealingly entitled “The Contribution of the Financial Sector: Miracle or Mirage?”) 
that the financial sector’s reported contribution to GDP has been significantly 
overrated. 

Two recent papers raise further doubts. In “The Growth of Modern Finance,” Robin 
Greenwood and David Scharfstein of Harvard Business School show that the share of 
finance in US GDP almost doubled between 1980 and 2006, just before the onset of the 
financial crisis, from 4.9% to 8.3%. The two main factors driving that increase were the 
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expansion of credit and the rapid rise in resources devoted to asset management 
(associated, not coincidentally, with the exponential growth in financial-sector 
incomes). 

Greenwood and Scharfstein argue that increased financialization was a mixed blessing. 
There may have been more savings opportunities for households and more diverse 
funding sources for firms, but the added value of asset-management activity was 
illusory. Much of it involved costly churning of portfolios, while increased leverage 
implied fragility for the financial system as a whole and imposed severe social costs as 
over-exposed households subsequently went bankrupt. 

Stephen G. Cecchetti and Enisse Kharroubi of the Bank for International Settlements – 
the central banks’ central bank – go further. They argue that rapid financial-sector 
growth reduces productivity growth in other sectors. Using a sample of 20 
developed countries, they find a negative correlation between the financial sector’s 
share of GDP and the health of the real economy. 
The reasons for this relationship are not easy to establish definitively, and the authors’ 
conclusions are controversial. But it is clear that financial firms compete with others for 
resources, and especially for skilled labor. Physicists or engineers with doctorates can 
choose to develop complex mathematical models of market movements for investment 
banks or hedge funds, where they are known colloquially as “rocket scientists.” Or they 
could use their talents to design, say, real rockets. 

Cecchetti and Kharroubi find evidence that it is indeed research-intensive firms that 
suffer most when finance is booming. These companies find it harder to recruit skilled 
graduates when financial firms can pay higher salaries. And we are not just talking 
about the so-called “quants.” In the years before the 2008 financial crisis, more than a 
third of Harvard MBAs, and a similar proportion of graduates of the London School of 
Economics, went to work for financial firms. (Some might cynically say that keeping 
MBAs and economists out of real businesses is a blessing, but I doubt that that is really 
true.) 

The authors find another intriguing effect, too. Periods of rapid growth in lending are 
often associated with construction booms, partly because real-estate assets are relatively 
easy to post as collateral for loans. But the rate of productivity growth in construction is 
low, and the value of many credit-fueled projects subsequently turns out to be low or 
negative. 

So, should Britons look forward with enthusiasm to the future sketched by Carney? 
Aspiring derivatives traders certainly will be more confident of their career prospects. 
And other parts of the economy that provide services to the financial sector – Porsche 
dealers and strip clubs, for example – will be similarly encouraged. 

But if finance continues to take a disproportionate number of the best and the brightest, 
there could be little British manufacturing left by 2050, and even fewer hi-tech firms 
than today. Anyone concerned about economic imbalances, and about excessive 
reliance on a volatile financial sector, will certainly hope that this aspect of the BoE’s 
“forward guidance” proves as unreliable as its forecasts of unemployment have been. 

http://www.project-syndicate.org/commentary/howard-davies-points-to-growing-doubt-
about-the-financial-sector-s-contribution-to-overall-economic-health  
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MMT AND EXTERNAL 
CONSTRAINTS 
Author: L. Randall Wray  ·  February 24th, 2014  ·   

To Fix or To Float, that is the question. 
MMT argues that a sovereign government that issues its own “nonconvertible” currency 
cannot become insolvent in terms of its own currency. It cannot be forced into 
involuntary default on its obligations denominated in its own currency. It can “afford” 
to buy anything for sale that is priced in its own currency. It might be able to buy things 
for sale in foreign currency by offering up its own currency in exchange—but that is not 
certain. 

If, instead, it promises to convert its currency at a fixed price to something else (gold, 
foreign currency) then it might not be able to keep that promise. Insolvency and 
involuntary default become possible. 

Generally speaking, the nonconvertible, floating exchange rate currency system 
provides more policy space. Government can use fiscal and monetary policy to pursue 
the domestic agenda. Fixing the currency reduces policy space because government 
must consider its promise to convert. That can conflict with the domestic policy agenda. 
For example, it is usually (but not always) the case that the government must pursue 
policy to ensure a positive flow of foreign currency (or gold) to be accumulated as a 
reserve to maintain the peg.  That usually means domestic unemployment to keep wages 
and imports down. 

So far, this is just logic. Pegging your currency adds a constraint: you need to obtain 
that-to-which-you-peg in order to ensure you can convert at the pegged price. How 
binding is the constraint? It depends. In the case of China today, its “managed” 
exchange rate is not very binding. For example, China has committed to fairly rapid 
growth of domestic wages. By contrast, in the case of Nepal, the peg against the Indian 
currency is constraining. If Nepal were to pursue China’s policy of raising wages, her 
trade deficit with India would grow; unless she could somehow increase remittances 
from her workers abroad, reserves of Indian currency as well as dollars would be 
depleted. Her peg would be threatened and a currency crisis would be likely. 

Now, would China or Nepal benefit from floating? I have no doubt that China would 
eventually be in a position where floating would not only be desired, but it would be 
necessary. China will probably float long before it reaches such a position. China will 
become too wealthy, too developed, to avoid floating. She will stop net accumulating 
foreign currency reserves, and will probably begin to run current account deficits. She 
will gradually relax capital controls. She might never go full-bore Western-style “free 
market” but she will find it to her advantage to float in order to preserve domestic 
policy space. 

If she did not, she could look forward to a quasi-colonial status, subordinate to the 
reserve currency issuer. China will not do that. 
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MMT emphasizes that in “real” terms, imports are a benefit and exports are a cost. 
Floating the currency and relaxing capital controls allows a nation to enjoy more 
“benefits” (imports) and fewer “costs” (exports). The nation can “afford” to enjoy all 
the output it can produce plus whatever output the rest of the world wants to sell to it. It 
“pays for” those net imports through expansion of its capital account surplus. On the 
capital account, this is reflected in rest of world accumulation of financial claims 
denominated in the importer’s currency. 

The balances balance. While many say the USA has a “trade imbalance” because the 
current account is in deficit, there is no imbalance because the capital account is in 
surplus. Dollar for dollar. There cannot be an imbalance. Foreigners want the dollar 
assets, and so they sell their output to the USA. Perhaps it is their national interest to do 
so; perhaps it is not. This is not a matter for me to judge. It is certainly in someone’s 
interest or they would not do it. Maybe the exporters run policy. Maybe the rich elite do. 
Or maybe it really is in the national interest. 

Brian Romanchuk has a great piece up at his blog: “Why Rich Countries Should Float 
Their Currencies” (see here: http://www.bondeconomics.com/2014/02/why-rich-
countries-should-float-their.html). He’s a bond market expert who recognizes that rich, 
developed countries do not face an “external constraint” so long as they float. I’m not 
going to repeat his whole argument—you really should read his piece—but here’s the 
main point: if foreigners want to sell their output to your country, you don’t need to 
worry about how to get the foreign exchange to finance that. 

“There is an accounting relationship that says that foreign entities* have to place 
financial inflows into a country to match the outflows corresponding to its current 
account deficit (ignoring small external flows like foreign aid transfers). This seems to 
imply that foreigners have veto power over a country’s policies, and I have seen 
arguments that domestics are forced to borrow in foreign currencies as a result of the 
accounting. 
 However, the volume of foreign exchange transactions have been found to be an order 
of magnitude larger than what is needed to support trade flows. This hyperactivity is 
partially the result of foreign exchange trading, but it also reflects very large gross 
cross-border capital market flows. These flows determine the relative value of 
currencies. The ultimate counterparty to an importer is most likely a foreign investor 
who wishes to run foreign exchange risk; there is no necessity for domestics to have to 
borrow in foreign currencies to finance imports. 
 It is very possible that a fall in the currency will make a current account worse (as 
imports become more expensive, and quantities do not immediately adjust), a point that 
was made in the comments to my previous article. But since the valuation of currencies 
are driven by capital flows, not trade flows, this cannot go on forever. The domestic 
wage bill of exporters is being deflated versus international peers, and they become 
more competitive. (Imported input prices rise in local currency terms, but they pay the 
same world prices faced by competitors.) Since the exporters are more competitive, 
expected future profits rise, making domestic equities relatively more attractive. This 
effect will eventually limit the weakness of the currency. And the empirical reality is that 
the developed market currencies move around a lot, there appears to be a limit how far 
they can deviate from a purchasing-power parity fair value estimate. 
Although currency volatility is disruptive, companies can use currency hedges to limit 
the impact of short-term volatility. In a country like Canada, where currency volatility 
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is expected, business managers have learned the hard way that external currency 
economic exposures need to be controlled. (For example, the next year’s expected 
foreign currency revenue may be hedged, giving time to react to forex moves.) 
Conversely, what we we saw in Asia in 1997 was that businesses had come to rely on 
central banks stabilising the currency, and they engaged in speculative cross-currency 
exposures (such as borrowing in U.S. dollars because “interest rates were lower”). To 
paraphrase Minsky, instability is stabilising. 
 In any event, I argue that a bid for a developed market currency always exists at some 
price, because of the potential demand for local currency financial assets. It would 
require the currency to essentially cease to exist in order for there to be no demand for 
the currency. This could result from the government repudiating its debt, or regime 
change (war, revolution). Additionally, it could result from a mass default by the 
domestic banking system. The latter possibility is very real, and it explains why that it is 
necessary for regulators to prevent domestic banks from building up foreign currency 
exposures (as seen in Iceland). This implies that there is a constraint on regulation – 
banks must be regulated in a fashion that is coherent with a free float in the currency. 
Many countries have failed to regulate their banks properly (e.g., foreign currency 
mortgages are commonplace in many countries), but their incompetence does not mean 
that it is impossible to run a banking system properly. 
 Under the assumption that there is always a bid for the currency, it will always be 
possible to finance a current account deficit. The only question is the price at which the 
financing occurs”. 
To put this as succinctly as possible, if you offer US or Canadian or Australian Dollars, 
or UK Pounds, or Japanese Yen, or Euroland Euros, you will NEVER find a lack of 
bidders. The only question is over the price. Heck, I’ve offered Mexican Pesos, and 
Colombian Pesos, and Turkish Lira and many other currencies  many times, and never 
found a lack of bidders. 

Brian goes on to admit he’s only talking about the situation of “rich” countries. He says 
he suspects it is better for the developing countries to float, too, but they face difficult 
problems that he doesn’t feel he knows enough about. 

I’m with Brian on that. Frankly, I do not know if Nepal would do better if it floated. I 
suspect that for many of the world’s poorest countries, the exchange rate regime is not 
the central issue—and they are probably screwed whether they fix or they float. 

Critics of MMT love to point to such cases as proof that MMT is somehow wrong. They 
challenge us to find a solution to the problems faced by poor countries. If MMT cannot 
find a simple solution to the complex problems facing developing nations, then 
somehow MMT is wrong. It is a most bizarre claim. 

All we claim is that with a sovereign, floating currency a government of a developing 
nation can “afford” to employ all its domestic resources that are willing to work for the 
domestic currency. 

Will such a nation be able to import all that it wants? Probably not. Would pegging the 
exchange rate allow it to import more? Maybe—but then it is very likely that it will 
have to give up full employment at home. And it will be subject to insolvency and 
default risk (because it has promised to deliver something it might not be able to 
deliver). 
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Is that a trade-off that is in the domestic interest? I doubt it, but I am not sure. 

What I observe out in the real world is that pegged exchange rates in developing 
countries are usually in the interests of the elites—who like their luxury imports and 
vacations in NYC and Disneyworld. Typically somewhere around half the population is 
either unemployed or “casually” employed (washing windshields of the luxury imports 
at stoplights).  Seems like a bad trade-off to me. 

The big bogeyman usually raised is “inflation pass-through”. A floating currency opens 
the possibility of exchange rate depreciation that raises the costs of imports and “passes 
through” to domestic inflation. As Brian says that inflation impact is usually vastly 
overstated. 

Neil Wilson has a good take on all this, too, in his piece “It’s the Exporters Stupid” 
(http://www.3spoken.co.uk/2014/02/its-exporters-stupid.html?spref=tw): 

“The key point is that if a currency moves down so that imports become ‘more 
expensive’, then the ‘inflation’ that goes off is a distributional response that tries to 
eliminate some of those imports so that the exchange demands equalise. That also 
eliminates somebody else’s exports. 
The important thing to remember is that when a currency goes down, all the others in 
the world go up in relation to it and nations that rely upon exports (export led nations) 
start to lose trade – which depresses their own economy. 
Any one of those other economies can intervene in the foreign exchange markets, 
purchase the ‘spare’ currency and that will halt the slide for everybody. And all 
exporters to an import nation have a central bank with infinite capacity to do that. 
Export-led nations have to constantly provide liquidity into the rest of the world to 
allow others to buy their goods. Otherwise the rest of the world runs out of the 
particular money that is needed for the export transaction to complete and the export 
never happens (UK buyers buy Chinese goods with GBP, but Chinese workers are paid 
in Yuan. The relative shortage of Yuan due to the export differential has to be provided 
by the Chinese or Chinese goods become, in absurdum, infinitely expensive). 
So the important insight, IMV, is that exporters need to export and the central banks 
that support that policy with ‘liquidity operations’ will ultimately halt any slide for any 
important export destination – either explicitly or implicitly through their own banking 
system…. 
For me the policy response to sliding currencies is to control the distributional inflation 
by temporarily banning the import of ‘luxury’ items. That forces the problem onto the 
exporters, which they can relieve by systemically intervening and fixing the currency 
imbalance. Forcing them to do what they normally do through the course of trade.” 
I agree with Neil that it is better to float and then deal with the pass-through inflation; 
and it makes sense to force as much of the “pain” of fighting the inflation on the rich as 
possible. After all, they are the ones importing the BMWs and taking the kids to 
Disneyworld. As Neil notes in response to Troll Ramanan, I have argued as follows: 
“the MMT principles apply to all sovereign countries. Yes, they can have full 
employment at home. Yes, that could lead to trade deficits. Yes that could (possibly) 
lead to currency depreciation. Yes that could lead to inflation pass-through. But they 
have lots of policy options available if they do not like those results. Import controls 
and capital controls are examples of policy options. Directed employment, directed 
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investment, and targeted development are also policy options.” 
http://www.economonitor.com/lrwray/2012/08/29/minsky-and-mmt-in-the-news/# 

I am not flippant about the many real constraints faced by a poor, developing nation. At 
an early stage of development, imports are very hard to get. The national currency faces 
little external demand. The world doesn’t want the nation’s produce, so it cannot export. 
Borrowing foreign currency can easily lead to excessive debt service and financial 
collapse. 

Neither floating nor fixing is going to easily resolve these problems. That MMT does 
not have an easy solution to them does not, in my view, prove that MMT is flawed. My 
suspicion is that floating the currency and taking advantage of the sovereign’s ability to 
spend domestically is a step in the right direction. Capital controls are probably 
necessary—even more so if the country does not float. Foreign aid is probably 
necessary to finance needed imports. 

Full employment of domestic resources is even more important for the developing 
nation than it is for the rich, developed nation. And yet what we find is precisely the 
reverse: unemployment is much higher because the government thinks it cannot 
“afford” to offer jobs. Hence, MMT can offer useful advice even if it cannot offer a 
magic wand to wish away all the problems faced by developing nations. 

http://www.economonitor.com/lrwray/2014/02/24/mmt-and-external-
constraints/?utm_source=feedburner&utm_medium=email&utm_campaign=Feed%3A+
economonitor%2FOUen+%28EconoMonitor%29  
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Is It Too Late to Bail Out the Troubled 
Countries in the Eurozone? 

Juan Carlos Conesa, Timothy J. Kehoe 
NBER Working Paper No. 19909 

Issued in February 2014 
NBER Program(s):   EFG   IFM  

In January 1995, U.S. President Bill Clinton organized a bailout for Mexico that 
imposed penalty interest rates and induced the Mexican government to reduce its debt, 
ending the debt crisis. Can the Troika (European Commission, European Central Bank, 
and International Monetary Fund) organize similar bailouts for the troubled countries in 
the Eurozone? Our analysis suggests that debt levels are so high that bailouts with 
penalty interest rates could induce the Eurozone governments to default rather than 
reduce their debt. A resumption of economic growth is one of the few ways that the 
Eurozone crises can end.  
http://www.nber.org/papers/w19909.pdf?new_window=1    

Fiscal Multipliers in Japan 
Alan J. Auerbach, Yuriy Gorodnichenko 

NBER Working Paper No. 19911 
Issued in February 2014 

NBER Program(s):   EFG   PE  
In this paper, we estimate government purchase multipliers for Japan, following the 
approach used previously for a panel of OECD countries (Auerbach and 
Gorodnichenko, 2013). This approach allows multipliers to vary smoothly according to 
the state of the economy and uses real-time forecast data to purge policy innovations of 
their predictable components. For a sample period extending from 1960 to 2012, 
estimates for Japan are quite consistent with those previously estimated for the OECD 
as well as those estimated using a slightly different methodology for the United States 
(Auerbach and Gorodnichenko, 2012). However, estimates based only on more recent 
observations are less stable and provide weaker support for the effectiveness of 
government purchases at stimulating economic activity, particularly in recession, 
although cyclical patterns in Japan make the dating of recessions a challenge.  

http://www.nber.org/papers/w19911.pdf?new_window=1  
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Financial Incentives, Health and 
Retirement in Spain 
Pilar García-Gómez, Sergi Jiménez-Martín, Judit Vall 

Castelló 
NBER Working Paper No. 19913 

Issued in February 2014 
NBER Program(s):   AG   HE   PE  

In this work we combine wage data from Social Security working histories and health 
information available in the Survey of Health and Retirement in Europe to explore the 
link between health, financial incentives and retirement in Spain. Our results show that 
individuals in worse health quintiles are, indeed, the more responsive to financial 
incentives as they prove to be less likely to retire when incentives to continue working 
increase.  
http://www.nber.org/papers/w19913.pdf?new_window=1  

Debt Crises and Risk Sharing: The Role 
of Markets versus Sovereigns 

Sebnem Kalemli-Ozcan, Emiliano E. Luttini, Bent 
Sørensen 

NBER Working Paper No. 19914 
Issued in February 2014 

NBER Program(s):   IFM  
Using a variance decomposition of shocks to GDP, we quantify the role of international 
factor income, international transfers, and saving in achieving risk sharing during the 
recent European crisis. We focus on the sub-periods 1990-2007, 2008-2009, and 2010 
and consider separately the European countries hit by the sovereign debt crisis in 2010. 
We decompose risk sharing from saving into contributions from government and private 
saving and show that fiscal austerity programs played an important role in hindering 
risk sharing during the sovereign debt crisis.  
http://www.nber.org/papers/w19914.pdf?new_window=1  
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The Dynamic Effects of Educational 
Accountability 

Hugh Macartney 
NBER Working Paper No. 19915 

Issued in February 2014 
NBER Program(s):   CH   ED   LS   PE  

This paper provides the first evidence that value-added education accountability 
schemes induce dynamic distortions. Extending earlier dynamic moral hazard models, I 
propose a new test for ratchet effects, showing that classroom inputs are distorted less 
when schools face a shorter horizon over which they can influence student performance. 
I then exploit grade span variation using rich educational data to credibly identify the 
extent of dynamic gaming, finding compelling evidence of ratchet effects based on a 
triple-differences approach. Further analysis indicates that these effects are driven 
primarily by effort distortions, with teacher reallocations playing a secondary role.  
http://www.nber.org/papers/w19915.pdf?new_window=1  

Gravity and Extended Gravity: Using 
Moment Inequalities to Estimate a Model 
of Export Entry 

Eduardo Morales, Gloria Sheu, Andrés Zahler 
NBER Working Paper No. 19916 

Issued in February 2014 
NBER Program(s):   ITI  

Exporting firms continuously change export destinations. We present reduced-form 
evidence indicating firms are more likely to export to countries that are geographically 
close to their previous destinations. This evidence for path dependence in exports is 
robust to controlling for firm-country specific unobservable determinants of export 
choices that might be correlated over time and space. Accordingly, we develop a model 
of export dynamics in which firms' exports in each market may depend on: (a) how 
similar this market is to the firm's home country (gravity), and (b) how similar it is to 
other countries to which the firm has previously exported (extended gravity). Given the 
large number of possible export paths from which forward-looking firms may choose, 
estimation approaches based on discrete choice models are computationally infeasible. 
Instead, we use a moment inequality approach. We conclude that extended gravity 
effects may reduce the cost of entering an export market by up to 40%.  
http://www.nber.org/papers/w19916.pdf?new_window=1  
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Foreign Ownership of U.S. Safe Assets: 
Good or Bad? 

Jack Favilukis, Sydney C. Ludvigson, Stijn Van 
Nieuwerburgh 

NBER Working Paper No. 19917 
Issued in February 2014 

NBER Program(s):   AP   EFG   IFM  
The last 20 years have been marked by a sharp rise in international demand for U.S. 
reserve assets, or safe stores-of-value. We argue that these trends in international capital 
flows are likely to be a boon for some but a bane for others. Conversely, a sell-off of 
foreign government holdings of U.S. safe assets could be tremendously costly for some 
individuals, while the possible benefits to others are several times smaller. In a general 
equilibrium lifecycle model with aggregate and idiosyncratic risks, we find that the 
young and oldest households may benefit substantially from such capital inflows, but 
middle-aged savers may suffer from greater exposure to systematic risk in equity and 
housing markets. In some states, the youngest working-age households would be willing 
to forgo 0.20% of lifetime consumption, while the oldest retired households would be 
willing to forgo over 1%, in order to avoid just one year of a typical annual decline in 
foreign holdings of the safe asset. By contrast, middle-aged savers could benefit from an 
outflow. Under the veil of ignorance, a newborn in the lowest wealth quantile is willing 
to forego 2.7% of lifetime consumption to avoid a large capital outflow.  
http://www.nber.org/papers/w19917.pdf?new_window=1  

Urban Population and Amenities 
David Albouy, Bryan Stuart 

NBER Working Paper No. 19919 
Issued in February 2014 

NBER Program(s):   EEE   LS   PE  
We use a neoclassical general-equilibrium model to explain cross-metro variation in 
population density based on three broad amenity types: quality of life, productivity in 
tradables, and productivity in non-tradables. Analytically, we demonstrate the 
dependence of quantities on amenities through substitution possibilities in consumption 
and production. Our model clarifies the nature of commonly estimated elasticities of 
local labor supply and demand. From only differences in wages and housing costs, we 
explain half of the observed variation in density, especially through quality of life. We 
show that density information can provide or refine measures of land value and local 
productivity.  
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The Growing Dependence of Britain on 
Trade during the Industrial Revolution 

Gregory Clark, Kevin Hjortshøj O'Rourke, Alan M. 
Taylor 

NBER Working Paper No. 19926 
Issued in February 2014 

NBER Program(s):   DAE   EFG   ITI  
Many previous studies of the role of trade during the British Industrial Revolution have 
found little or no role for trade in explaining British living standards or growth rates. 
We construct a three-region model of the world in which Britain trades with North 
America and the rest of the world, and calibrate the model to data from the 1760s and 
1850s. We find that while trade had only a small impact on British welfare in the 1760s, 
it had a very large impact in the 1850s. This contrast is robust to a large range of 
parameter perturbations. Biased technological change and population growth were key 
in explaining Britain’s growing dependence on trade during the Industrial Revolution.  
http://www.nber.org/papers/w19926.pdf?new_window=1  

The Safety Trap 
Ricardo J. Caballero, Emmanuel Farhi 

NBER Working Paper No. 19927 
Issued in February 2014 

NBER Program(s):   AP   ME  
Recently, the global economy has experienced recurrent episodes of safe asset 
shortages. In this paper we present a model that shows how such shortages can generate 
macroeconomic phenomena similar to those found in liquidity trap scenarios. Despite 
the similarities, there are also subtle but important differences which carry significant 
impacts on the relative effectiveness of economic policy and potential market solutions 
to the underlying problem. For example, while forward guidance policies are typically 
more effective than quantitative easing ones in the standard liquidity trap environment, 
the opposite holds in safety trap contexts. Also, while asset bubbles (market solutions) 
and public debt are both effective in liquidity traps, only the latter are in safety traps. 
Essentially, a safe asset shortage is a deficit of a particular form of wealth (safe wealth), 
which the government has comparative advantage in supplying. Forward guidance and 
financial bubbles, which increase risky wealth and stimulate the economy in liquidity 
traps, fail to do so in safety traps as they are dissipated through higher spreads.  
http://www.nber.org/papers/w19927.pdf?new_window=1 
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Retirement Security in an Aging Society 
James M. Poterba 

NBER Working Paper No. 19930 
Issued in February 2014 

NBER Program(s):   AG   PE  
The share of the U.S. population over the age of 65 was 8.1 percent in 1950, 12.4 
percent in 2000, and is projected to reach 20.9 percent by 2050. The percent over 85 is 
projected to more than double from current levels, reaching 4.2 percent by mid-century. 
The aging of the U.S. population makes issues of retirement security increasingly 
important.  

Elderly individuals exhibit wide disparities in their sources of income. For those in the 
bottom half of the income distribution, Social Security is the most important source of 
support; program changes would directly affect their well-being. Income from private 
pensions, assets, and earnings are relatively more important for higher-income elderly 
individuals, who have more diverse income sources. The trend from private sector 
defined benefit to defined contribution pension plans has shifted a greater share of the 
responsibility for retirement security to individuals, and made that security more 
dependent on choices they make. A significant subset of the population is unlikely to be 
able to sustain their standard of living in retirement without higher pre-retirement 
saving.  
http://www.nber.org/papers/w19930.pdf?new_window=1 
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Chicago Fed National Activity Index 
February 24, 2014 
Federal Reserve Bank of Chicago 
 
Led by declines in production-related indicators, the Chicago Fed National Activity Index 
(CFNAI) decreased to –0.39 in January from –0.03 in December. Two of the four broad 
categories of indicators that make up the index decreased from December, and two of the four 
categories made negative contributions to the index in January. 

 
The index’s three-month moving average, CFNAI-MA3, decreased to +0.10 in January from 
+0.26 in December, marking its fifth consecutive reading above zero. January’s CFNAI-MA3 
suggests that growth in national economic activity was above its historical trend. The economic 

growth reflected in this level of the CFNAI-MA3 suggests limited inflationary pressure from 

economic activity over the coming year. 

The CFNAI Diffusion Index decreased to +0.11 in January from +0.28 in December. Forty-one 

of the 85 individual indicators made positive contributions to the CFNAI in January, while 44 
made negative contributions. Forty-one indicators improved from December to January, while 
44 indicators deteriorated. Of the indicators that improved, ten made negative contributions. 
Current and Previous values reflect index values as of the February 24, 2014, release and 
January 23, 2014, release, respectively. 

http://chicagofed.org/digital_assets/publications/cfnai/2014/cfnai_february2014.pdf 
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Papers reveal Yanukovich plans to turn 
army against protesters 
By Roman Olearchyk and Neil Buckley in Kiev 

©Reuters 

The Yanukovich regime had drawn up plans for a massive crackdown on protesters in 
Kiev using thousands of police and troops – and the chief of Ukraine’s armed forces on 
Thursday last week ordered 2,500 army troops into the capital for an “antiterrorist” 
operation. 

That order was never fulfilled, but leaked documents on Monday showed just how close 
Kiev came to a bloodbath that could have far exceeded the 100 deaths that occurred in 
clashes with police and snipers in downtown Kiev last week. 

More ON THIS STORY// West holds back on triumphalism/ Ukraine asks for 
$35bn in loans/ On the trail of Ukraine’s Yanukovich/ Hard currency coveted in 
Ukraine’s Lviv/ Russia arrests 200 in protest rally 
ON THIS TOPIC// US hawks urge tougher stance on Ukraine/ Moscow takes aim at 
Kiev and the west/ Gideon Rachman Battle over Ukraine can be avoided/ Victor 
Pinchuk Ukraine must heed Maidan 

IN EUROPE// Pope orders overhaul of Vatican finances/ Five risks to Portugal’s 
bailout success/ Inflation rise eases pressure on ECB/ Greece in stand-off with bailout 
lenders 

The documents, which a senior official told the FT late on Tuesday were genuine, were 
among large numbers of government papers beginning to emerge in the wake of 
president Viktor Yanukovich’s dramatic ousting on Saturday. 

As well as the military documents, Ukrainian journalists were on Monday combing 
through piles of papers found dumped near Mr Yanukovich’s luxury home outside 
Kiev, giving a fresh glimpse into his lavish spending and lifestyle. 

One document apparently found at the log-built mansion at Mezhyhirya, posted online 
by Mustafa Nayem, an investigative journalist with the Ukrainskaya Pravda website, 
was a receipt for $12m in cash. Others included receipts stretching into millions of 
dollars for spending on decor at a gaudy home that has become a focal point of public 
rage. 
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But the most chilling were military and security papers. One set revealed that snipers 
who killed dozens of protesters on Kiev’s central square last Thursday came from 
Ukraine’s “Omega” special forces.  

The incendiary documents could bolster efforts by Kiev’s acting government to build a 
criminal case against Mr Yanukovich, whose whereabouts were still unknown on 
Monday, for “mass murder of peaceful civilians”. 

But they could also complicate efforts to restore calm to a nation unsettled after three 
months of anti-government protests, and in particular to avoid political bloodletting 
with the former president’s many supporters. 

The documents illuminate a key moment in the stand-off late last week, when rumours 
swept Kiev that Mr Yanukovich was poised to unleash the military against his own 
people to preserve his increasingly tenuous rule. 

A cable signed by Yuri Ilyin, chief of staff, on Thursday last week ordered three army 
units from southern and southeastern Ukraine to move into Kiev, based on information 
from Ukraine’s SBU security services that protesters were planning to capture 
“potentially dangerous military facilities”. 

It said troops would receive further information in the capital about where they would 
be deployed. But the order said armed troops would set up checkpoints and have powers 
to inspect documents and detain those not carrying them, search clothing for weapons, 
limit traffic and enter private homes if they suspected “terrorists” were being concealed.  

They would be authorised to use weapons and other resources. 

It is not clear why the order, posted on the Glavkom news website, was not carried out. 
One insider from Ukraine’s presidential administration told the Financial Times the 
army head had issued such an order on Thursday but it was “totally illegal”. 

Mr Ilyin had become head of the armed forces the night before when Mr Yanukovich 
sacked his predecessor Volodymyr Zaman. Mr Zaman said later he had been fired for 
refusing to “go against the people”. 

The defence ministry had provoked alarm in western capitals on Wednesday when it 
said the army could be used for “antiterrorist operations” in Ukraine. The authorities 
and legal experts had previously said the military could be used only if a state of 
emergency was imposed. 

Other documents leaked by an opposition lawmaker with a reputation as a 
whistleblower showed plans had been drawn up for a crackdown to clear protesters 
from the square using the army and helicopters. 

One document posted on Facebook by Gennady Moskal, formerly a deputy interior 
ministry after the 2004 Orange revolution, was titled “Operational strategy for 
neutralising extremist activity by participants of the protest activity”. 

Mr Moskal said he received the papers from “patriotic law enforcement officials” in the 
interior ministry and SBU. 
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In depth  Ukraine political crisis Kiev is facing its most 
serious crisis since independence in 1991 in a dispute over trade links with the EU and 
Russia 

The plan involved using snipers and the SBU in operations code-named “Boomerang” 
and “Wave”. At least one helicopter would be deployed, as well as armoured personnel 
carriers, supporting thousands of army soldiers to back up 22,000 law enforcement 
personnel comprised mainly of riot police and the national guard. 

The operation would have used as a pretext an alleged plot by Right Sector, a radical 
wing of the protests, to engage in terrorist acts, setting off bombs at government 
buildings. It detailed a strategy of a two-pronged attack that would push protesters in 
two directions. From there, they would be filtered, with “threatening” protesters 
detained. 

While some police created a diversion by imitating an attack on a nearby street, an elite 
squad of 224 SBU special forces troops would raid the House of Trade Unions beside 
Kiev’s main square, used as a protest headquarters, from the roof and ground floor. 

They would make their way to the fifth floor, on which Right Sector was based. Snipers 
on nearby roof tops would support them. Traffic, electricity, water and 
telecommunications would be shut off in the city centre during the operation, while four 
television channels said to be independent or opposition-leaning would have been shut 
down before and during the operation. 

http://www.ft.com/intl/cms/s/0/f7ad71be-9d75-11e3-a599-
00144feab7de.html?ftcamp=crm/email/2014224/nbe/InTodaysFT/product&siteedition=i
ntl#axzz2uF6ORcOl  
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    Daily Morning Newsbriefing 
February 25, 2014 

IMF has a vastly higher estimate of 
Greek banks' recapitalisation needs 
The FT has a story that the IMF and the ECB's own assessment of the re-
capitalisation needs for Greek banks is more than three times as high as the 
estimate by the Bank of Greece, which is based on a review by BlackRock;  

• the Greek government had hoped to get away with a lower recapitalisation 
total, so that it could use the spare cash for general fiscal funding;  

• the IMF seems willing to go public with its own estimates;  

• the gap between the Bank of Greece and the troika estimate is mainly due to 
differences of view when the Greek banks will return to profits;  

• dispute over bank refinancing overshadows yesterday's return by the troika to 
Athens - the other issue is the speed of economic reforms;  

• eurogroup source deny the story saying the troika would not have return if the 
gap was that big.  

• the Greek primary surplus for January was yesterday confirmed at €835m, 
close to target; 

IMF has a vastly higher estimate of Greek banks' recapitalisation 
needs 
This is a cracking story by Peter Spiegel and Kerin Hope in the Financial Times, who 
write that the troika's estimate of the Greek banks' financing needs is at least three times 
the amount suggested by the Greek central bank. The central bank's estimate is for a 
refinancing need of €6bn based on an analysis by Blackrock. The article says the 
dispute is so contentious in that the IMF is considering publishing its own estimates, 
which are close to €20bn. The ECB's own estimates are, according to this article, similar 
to that of the IMF. The Greek government had hoped to use a leftover of €10bn in the 
bank rescue fund to pay for general fiscal expenditures, but if this money, and more, is 
needed for bank bailouts, the total package is short some €15bn over the next two years. 
One source is quoted as saying that the difference in estimate is due to the troika's 
scepticism of claims that the banks can return to profit next year, given the rapidly 
increasing rate of non-performing loans. The BlackRock stress tests are due to be 
announced this week - three months late - due to the decision to get second and third 
opinion from other financial consultants. If the dispute is not settled, the BlackRock 
exercise would be set aside, with the ECB doing its own stress tests.  
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Frankfurter Allgemeine ran a denial story, quoting eurozone sources as saying that the 
above is all not true. One civil servant is quoted as saying that if the difference were so 
marked, the troika would not have returned to Athens this week in the first place. 
Another important subject for the troika in Athens is the Greek government persistent 
failure to implement the reforms it had promised. The article also expressed criticism of 
the Greek central bank, by supporting a lower capital need for the Greek banks to the 
benefit of the government. The central bank thus becomes a political actor.  

The quarrel about bank refinancing has overshadowed the troika's return to Athens 
yesterday. As Reuters report, at stake is the disbursement of €9.3bn of cash to redeem 
bonds maturing in May, the single largest debt redemption in the last three decades. The 
article says the creditors were accusing the Greek government of dragging its feet over 
reforms, including the softening of employment protection laws, for fear of hurting 
vested interests. One exasperated creditor source said they had gone over the same 
issues time and again for the last six months. The problem was the Greek government 
cannot reach agreement internally. But the article also said that the troika's arrival in 
Athens was a signal that the two sides must have reached an outline agreement although 
they are likely to miss the March 10 deadline.  

Macropolis reports on finance ministry data according to which the official primary 
surplus in January had reached €835m, about double the amount of January 2012. The 
state budget surplus went up from €177m to € 619m. Both were about €100m below the 
target.  

Whenever we hear that a government or a central bank has hired an apparently 
independent financial consultant to carry about an AQR or a stress tests, red signals are 
flashing. The experience from Spain has been that the so-called "independent" 
consultants delivered what the government wanted - and this is clearly no different in 
Greece. For these exercises to have any credibility, the last thing you want is an 
organisation that either receives a fee from the people they investigate, or their 
governments, or the central banks, and who have other business in the country that 
depends on the goodwill of the government. Such pre-conditions are virtually never 
given. This is why the ECB's exercise is so critical. 

Saving on postage means Portugal’s employment office cannot dismiss recipients 
of unemployment subsidies; 

Misfiring austerity at Portugal’s employment office 
Jornal de Negócios writes on an internal report by the employment service IEFP that the 
number of unemployed losing their subsidies for noncompliance with programme 
conditions has dropped by 40% in two years. The main reason given is that the IEFP 
stopped sending letters by registered mail (presumably to save on postage), which 
means that people missing compulsory appointments cannot be dismissed from the 
program as it cannot be shown that the letter was not lost in the mail, and forcing the 
mailing of a second letter, this time registered. The report tries to save face by adding 
that “it cannot be excluded” that the harshness of the economic crisis acts as an 
incentive for subsidy recipients be more compliant with requirements. 

Portugal will attempt a second bond buyback in three months, as evidence for a 
program exit; 

Portugal in bond buyback 
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After repurchasing bonds in December, Portugal’s debt agency IGCP is readying 
another bond buyback for the end of this week, Jornal de Negócios writes. Altogether 
€15bn will be repurchased, €5.8bn in 3.6% coupon bonds maturing in October 2014, 
and €9.2bn in 2.36% coupon bonds maturing in October 2015. Because of the 
improvement in market conditions for Portugal, these bonds are trading above par. The 
paper quotes an analysis by Rabobank that a successful buyback might bring Portugal 
closer to an Irish-like exit from the rescue program. 

Two separate reports out on Portugal by the Commission and the IMF highlight 
five big risks to Portugal's exit from the crisis; 

Portugal's five risks 
Peter Wise in the FT has a good summary of reports that highlight five risks facing 
Portugal's bail-out. These are the points from the separate reports by the Commission 
and the IMF:  

• Wage levels remain too high. The estimates are that wage levels, having fallen 5.3% 
nominal, are still between 2-5% too high; 

• Current account adjustment may not be sustainable without further gains in 
competitiveness; 

• Structural reforms are not deep enough. The IMF says Portugal still needs to deal 
with the persistence of excessive rents in energy, and transport infrastructure; 

• Companies need more credit. Portugal needs to reduce the private debt overhang 
and free up credit; 

• Legal reforms - the constitutional court is a major problem. 

Matteo Renzi received a vote of confidence in the Senate, the 
penultimate stage to the start of his new administration;  
He promises to cut the tax wedge by more than 10% and to end the blanket restrictions 
on local government expenditures - leading Frankfurter Allgemeine to question how is 
going to finance all this; 

Matteo Renzi goes to the Senate 
We rarely write in this newspaper that not much happened yesterday, but in Italy not 
much new substantive happened yesterday. Matteo Renzi went to the Senate, held a 
pompous speech on the need to change, and got confirmed by a majority of 169 to 139. 
Corriere della Sera has the long list of the points he made. We find the pictures more 
interesting with Renzi wildly gesticulating and everybody appearing to looking pretty 
sceptical. Maybe it's just us. The one quote that will be remembered from yesterday's 
speech is that the statement: "If we lose this fight, the fault will be mine alone". In other 
words: he will never admit to have lost the fight.  

The most important point he made is a firm commitment to a double-digit percentage 
cut in the tax wedge - no further details though. Frankfurter Allgemeine has been 
watching Renzi with eagle eyes and great suspicion. The paper's headline this morning 
says that the big spending programme had begun, adding that Renzi does not say how 
he is going to finance it. The paper picked up on his promise to cut in the tax wedge and 
the one-off payment of all public-sector obligations. The paper says that with these 
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promises, Renzi also put into question the country's internal stability pact, which 
stopped communes with available resources to spend them because of budget gaps in 
places like Rome or Naples. 

Eurostat's latest revision has January headline up from 0.7% to 0.8%, while 
keeping core inflation at 0.8%;  
The Ifo business climate index rose for a fourth consecutive time, with expectations 
lagging behind the current outlook; 

Eurostat's latest inflation data confirm 0.8% core inflation in January 
Yesterday's economic data are a good example of the media headline writers' economic 
illiteracy. One report we read screamed about an alarming fall in inflation. Another 
report had the headline that inflation was rising. In those data, there is always some 
number that goes up or down. What happened is that Eurostat revised its previous 
January estimate for the headline rate of an annual rate from 0.7% to 0.8%, while 
confirming the core rate at 0.8%. None of this changes the outlook for policy.  

Eurostat says there were two countries with negative rates - Greece and Cyprus. Finland 
had the highest rate of 1.9% (which means that every country is below the ECB's 
target). Here are the most important data. Note that core inflation has been stable for 
four month now - fluctuating around 0.8%. Notice also the extremely low inflation rate 
of non-energy industrial goods.  

 in % jan dec nov oct jan13 monthly rate 
jan14 

All-items 0.8p 0.8 0.9 0.7 2.0 -1.1p 
core inflation 0.8p 0.7 0.9 0.8 1.3 -1.7p 
Non-energy industrial 
goods 

0.2p 0.3 0.2 0.3 0.8 -3.9p 

The German Ifo business climate index continued to rise in February for the fourth 
month in succession. Again the situation component is well ahead of the expectations 
component (114.4 against 108.3).  
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The Ifo chart show a really well behaved cyclical recovery in the business climate. The 
purchasing managers charts look similar. The economy, however, did not display the 
same cyclical bounce-back. We are in a situation where economic reality and the 
economic climate are no longer in sync. Even Germany is not returning to its pre-2007 
GDP trendline while the chart suggests that whatever goes down comes up eventually. 

Marco Onada looks at European banks and concludes that their post-crisis 
response has been marginal - plus ça change. 

The scale of the banks' problem in Europe 
Marco Onado has an excellent analysis of the state of European banks on Vox, in which 
he looks at what happened to the banks during the crisis. The response has been minor 
overall, as banks remain highly leveraged. In the end something has to give here.  

 "… the situation of the European banks seems far from having reached a new 
equilibrium. The banks’ responses so far seem to have followed a logic of minor 
adaptations, and therefore of fierce resistance to fundamental breakthroughs of the 
regulatory framework (witness the strong lobbying against ring-fencing, the leverage 
ratio, etc). This strategy can be considered successful only if the market considers safe a 
3% level of capital, and shareholders accept lower returns (through lower risk premia) 
and lower payouts than in the past. The two things look contradictory. In a business 
that remains highly leveraged, the required rate of return should be significant. 
Therefore, banks will have to look at other strategic (and endogenous) responses, 
such as reduction of non-core assets and slashing of operating costs." 

Hugo Dixon says he is moderately optimistic about the AQR/Stress tests, but says 
that the adverse scenario may be too soft, and there is a concern about negative 
macro externalities of the exercise; 

Dixon on the AQR/Stress tests 
Hugo Dixon is moderately optimistic in his Reuters Breakingviews column on the 
forthcoming AQR/Stress Test exercise by the ECB. He says the ECB could lose its 
reputation if it flunked this exercise, and the AQR makes it more credible. Also the fact 
that the ECB is using multi-country teams will prevent local capture of the process. He 
also does not seem worried about the lack of resolution money. Most banks could 
raise the money in the form of new equity, and the others could be closed down or 
bailed out. But there are still outstanding concerns, he writes. One is that the adverse 
scenario is too soft. We won't know details until late April. Another is the macro 
impact of deleveraging. That clearly happened in late 2013 as banks cleaned up their 
balance sheets ahead of the Dec 31 reference date for the AQR. And those that fail the 
test may continue to deleverage if they can't raise equity. 

Jean-Marc Vittori writes that the euro's chances of failure are now higher than the 
chances of success; 

Jean-Marc Vittori on the eurozone's likely demise 
This is an extremely pessimistic comment from Jean-Marc Vittori, the economics 
commentator of Les Echos, who writes that the euro has a much higher chance to 
perish than to survive. The choice is either deepening or dismantling and by 
waiting, the tension will escalate. France could be the pivotal country in this 
process. A third of its inhabitants want to return to the franc as neither 

343 

 

http://www.voxeu.org/article/post-crisis-equilibrium-european-banks%23.UwsnwfzDqU8.twitter


governments of the left or the right have managed to find a way out of the crisis. 
He quotes a recent statement by Christopher Pissarides who said that if the reform 
process in France fails, he would be concerned about the future of the euro. 
Andrew Bosomworth says the balance of risks in the eurozone is titled towards 
deflation, and on his calculation the ECB would need to base an effective QE 
programme on the size of the M3 gap, some €1.4 trillion;  
Lars Christensen, meanwhile, shoots in the same direction, proposing an explicit 
M3 target of 10%. 

Further comment on Deflation 
Andrew Bosomworth of Pimco says he disagrees with the ECB's assessment of finely 
balanced risks for three reasons. The first is that the disinflationary trend is broad-based 
across the eurozone. The core countries contribute 0.6pp to the eurozone 0.7pp inflation 
(the number for January before yesterday's revision). While their share has risen, their 
rate of inflation has fallen by two thirds. Second, capital outflows from emerging 
markets plus turmoil in stock markets present disinflationary headwinds. And third the 
impact of disinflation, low growth and high debt has its own negative dynamics. He 
says a good metric for the size of a QE programme is the M3 money supply gap, its 
level deviation from the long-term trend, which is €1.4 trillion. To have an impact any 
meaningful QE programme will need to include loans, covered bonds and government 
bonds.  

Lars Christensen has a comment on his blog in response to Wolfgang Munchau's FT 
column this morning, with which he broadly agrees, but he goes further.  

"What we need is large scale quantitative easing in the EU. Wolfgang – like most other 
commentators – calls this unconventional monetary policy. However, there is no 
unconversional about the central bank controling the money base…. That is what 
central banks do. Furthermore, we don’t need more odd credit policies such as funding-
for-lending schemes. What we need is a firm commitment from the ECB to ensure 
nominal stability by increasing the money base so much as to curb deflationary 
pressures. I would obviously prefer an NGDP level target for the euro zone, but 
alternatively I have earlier suggested that the ECB brings back the old second pillar – 
the monetary pillar – and announce a explicit 10% M3 growth target until the euro zone 
output gap is closed. That would ensure that we will not fall into a Japanese style debt-
deflation trap in Europe." 

Eurozone Financial Data 
10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.597 0.595 0.587 
Italy 1.943 1.977 1.972 
Spain 1.893 1.882 1.900 
Portugal 3.294 3.238 3.290 
Greece 5.976 5.815 6.13 
Ireland 1.533 1.497 1.512 
Belgium 0.543 0.542 0.534 
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Bund Yield 1.664 1.68 1.685 

    
    
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.376 1.3737  
Yen 140.870 140.65  
Pound 0.825 0.8234  
Swiss Franc 1.220 1.22  
    
    
ZC Inflation 
Swaps    
  previous  last close  
1 yr 1.02 0  
2 yr 1.07 0.94  
5 yr 1.33 1.18  
10 yr 1.76 0  
    
Eonia    
24-Feb-14 0.17   
21-Feb-14 0.17   
20-Feb-14 0.17   
19-Feb-14 0.16   
    
OIS yield curve    
1W 0.210 15M 0.125 
2W 0.186 18M 0.132 
3W 0.178 21M 0.144 
1M 0.170 2Y 0.169 
2M 0.157 3Y 0.280 
3M 0.140 4Y 0.484 
4M 0.148 5Y 0.668 
5M 0.143 6Y 0.875 
6M 0.127 7Y 1.069 
7M 0.125 8Y 1.252 
8M 0.123 9Y 1.419 
9M 0.121 10Y 1.569 
10M 0.121 15Y 2.085 
11M 0.122 20Y 2.284 
1Y 0.120 30Y 2.356 
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Euribor-OIS 
Spread    

 previous  last close  
1 Week -5.186 -4.586  
1 Month 3.014 1.714  
3 Months 10.871 9.771  
1 Year 37.029 36.629  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-02-
25.html?cHash=9eb408c0307c702225f8e57475b62226 
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Fate of Mt Gox questioned after Bitcoin 
trading suspended 
By Ben McLannahan in Tokyo 

Trading was suspended on Tuesday on Mt Gox, the troubled Bitcoin exchange, as 
rumours swirled online about the fate of the once-leading company.  

At noon in Tokyo the company’s website was taken offline, shortly after a prominent 
group of Bitcoin promoters posted a statement denouncing Mt Gox chief executive 
Mark Karpelès. 

More ON THIS STORY// Mt Gox chief quits Bitcoin Foundation/ Bitcoin purists 
wash their hands of Mt Gox/ In depth Bitcoin/ Bitcoin price on Mt Gox collapses/ 
Bitcoin plunges on Japan exchange halt 
ON THIS TOPIC// Jessica Einhorn Bitcoin shows up payments system/ Bitcoin – 
bonkers or brilliant?/ Bitcoin’s volunteer army tested by attack/ Hackers force Bitcoin 
withdrawals freeze 

IN CURRENCIES// Slide takes renminbi to multi-month low/ Renminbi’s ‘one-way 
bet’ reputation sours/ Sterling strengthens on shopper resilience/ Sinking rouble tests 
Russia’s resolve 

In the hours that followed a document circulated online saying that the exchange had 
lost 744,000 Bitcoins – equivalent to almost 6 per cent of the 12.44m coins in 
circulation. Calls and emails to Mt Gox were not returned. 

The latest developments came a day after Mt Gox deleted all tweets from its Twitter 
account, and two days after Mr Karpelès stood down from the board of the Bitcoin 
Foundation, a trade organisation that advocates for the virtual currency. 

“It is a good thing that he resigned. It is a bad thing that he needed to resign,” said 
Roger Ver, an angel investor in a string of start-ups often known as “Bitcoin Jesus”.  

The virtual-currency community has been shaken by the events unfolding at Mt Gox, 
which was thrust into the spotlight earlier this month when it imposed a freeze on 
withdrawals, saying it could not be sure that transactions had been processed properly. 
Over the following fortnight, it assured users that a fix was in hand but refused to 
provide a timeline for resuming withdrawals.  

Senior Mt Gox staff also refused to engage with two protesters who spent days on the 
pavement outside the company’s headquarters in Tokyo’s Shibuya district, demanding 
their Bitcoins back. Many users of Mt Gox kept coins in so-called “cold storage” at the 
exchange, rather than in their own wallets. 

One of the protesters, London-based developer Kolin Burges, said on Tuesday that his 
faith in Bitcoin as an alternative payment system had not been shaken. 

“If Gox is finally disappearing, it is bad news for everyone with their money in there, 
but good news for the rest of the industry.” 
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The price of a Bitcoin on the Winklevoss index, which blends data from the most-active 
US dollar-denominated exchanges around the world excluding Mt Gox, fell about a fifth 
on Tuesday to $465.  

The index has lost about 40 per cent since 7 February, when Mt Gox disclosed its 
“transaction malleability” problem.  

Meanwhile, Bitcoin aficionados were bracing themselves for an onslaught of attention 
and criticism. In a statement posted on Reddit, Erik Voorhees, co-founder of Coinapult, 
admitted that he “should have known better” than to store more than 550 Bitcoins at an 
exchange with a history of operational problems. 

In June 2011, for example, a hacker broke into the Mt Gox system and wired funds to 
himself. Last May federal agents shut down a bank account belonging to a Newark 
subsidiary of Mt Gox, effectively ending its ability to send funds to the US. 

“The lesson is not that nobody can be trusted,” wrote Mr Voorhees. “The proper lesson, 
if I may suggest, is this: We are building a new financial order, and those of us building 
it, investing in it, and growing it, will pay the price of bringing it to the world. This is 
the harsh truth. We are building the channels, the bridges, and the towers of tomorrow’s 
finance, and we put ourselves at risk in doing so.” 

http://www.ft.com/intl/cms/s/0/f13bf822-9de4-11e3-95fe-
00144feab7de.html#axzz2uF6ORcOl  
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MARKETS INSIGHT 

February 24, 2014 6:06 am  

Time for central banks to step back 
By George Magnus 

Focus should be on building a more robust financial system  
Central banks have been on the back foot recently. The Federal Reserve has been 
criticised for its tapering strategy. Forward guidance in the US and UK has become a 
little discredited. Higher policy rate expectations are played down but are no longer an 
academic issue. The European Central Bank’s unused lender-of-last-resort policy tool 
for sovereign governments may have been rendered unusable.  

Controversially, perhaps, we should welcome these developments. They could help us 
to stop obsessing about the capacity of central banks alone to address our economic 
challenges, and, more generally, to focus on building a more robust financial system.  

More ON THIS TOPIC// Editorial WhatsApp with world markets?/ The Macro 
Sweep Economic sentiment declines/ John Authers A return to the old game of 
second-guessing/ Gavyn Davies Humility from the central banks 
MARKETS INSIGHT// Growth must deliver or policy must change/ US 
unemployment is key to rate direction/ Minimise currency risk to find EM bargains/ 
Japan proves better growth bet than EM 

There are no constants in central banking, and we should embrace the opportunity for 
change. Under Bretton Woods, central banks had to obey the rules dictated by fixed 
exchange rates. After 1971, they made up their own rules, until the necessity of 
fighting inflation. In the credit boom, they were part of the flawed consensus that 
economies would be self-correcting if only low, headline inflation targets were 
respected.  

Since 2009, central banks have occupied the dominant role in economic policy making, 
driven partly by circumstance and partly by governments’ withdrawing from the sharp 
end of economic management.  

We have ended up with a chronically unbalanced policy infrastructure that is liable to 
compromise our ability to cope with the next economic downturn or crisis. It is 
appropriate, therefore, for central banks to step back a bit. 

The Federal Reserve’s quantitative easing exit strategy will sometimes sit awkwardly 
alongside short-term economic trends, and may again be blamed for financial instability 
in emerging markets. However, the Fed’s strategy to normalise monetary policy in 
keeping with its economic judgment is fundamentally right. Spillover effects into 
emerging markets are best addressed via central bank swap facilities if needed, 
and by the agreement of G20 governments on best practice policies designed to 
strengthen emerging countries’ resilience.  
We also know that forward guidance does not have the “scientific” properties that were 
on the tin. It turns out, in fact, to be quite a woolly concept, as both Fed chairwoman 
Janet Yellen and Bank of England Governor Mark Carney have acknowledged.  
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Tenuous link  
It was always tenuous to link nominal policy rates to real, labour market phenomena 
such as unemployment, especially when employment and participation rates, wages and 
hours worked are structurally in transition for demographic and technological reasons. 
We cannot be sure what a given level of unemployment actually means nowadays. 
Central banks will have to judge the glide path back to appropriate policy rates under 
new economic circumstances, but addressing those circumstances is the 
responsibility of governments.  
The ECB’s Outright Monetary Transactions (OMT) programme is now subject to a 
future ruling by the European Court of Justice, but the German Constitutional Court 
also deemed it to be constitutionally illegal in Germany, and outside the capacity 
accorded to the Bundesbank. However these issues are resolved, the OMT programme 
may not be usable, and would in any case amount to much less than Mr Draghi’s 
“whatever it takes within our mandate”. Perhaps it no longer matters, given that the 
current convergence of bond yield spreads is more related to deflationary conditions.  

This makes QE by the ECB a much bigger call, economically, but arguments will rage 
about the meaning of the ECB’s mandate for price stability, what constitutes monetary 
financing of governments, and who bears the ultimate fiscal risk in the event of loss.  

The ECB has an unequivocal mandate concerning lending to banks and improving the 
transmission mechanisms of monetary policy, but politics have undercut its capacity to 
perform other key functions. Perhaps, though, this will help Europe acknowledge that 
only governments can address the problem of asymmetric economic adjustment. 

Time to call time  
These developments in advanced economies suggest it is time to call time on fallible 
central banks. Unorthodox monetary policies have served their purpose but their 
legacy is increasingly one of politics, limitations and unintended, negative 
consequences. Instead, we need to deploy a wider array of policy tools, not least 
government policies that prioritise high levels of employment and training, more 
robust income formation, and a ‘long-termism’ that requires corporate and fiscal 
governance reform.  
Central banks should not be accountable for economic outcomes that lie outside their 
remit. Their primary function should be financial stability, including the management of 
goods and asset price inflation, of narrower banking structures, and of international 
monetary transmission effects.  

We would all be better off if central banks were reassuringly vague in carrying out 
monetary policy, rather than firm in holding out economic hostages to fortune. The 
price may be slightly more animated yield curves, and more volatile market interest 
rates, but in the bigger scheme of things, this would be no bad result.//George Magnus 
is a senior independent adviser to UBS, and former chief economist of UBS  

 http://www.ft.com/intl/cms/s/0/cce12550-9ae3-11e3-946b-
00144feab7de.html?siteedition=intl#axzz2uF6ORcOl   
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    ft.com  comment   Columnists 
February 23, 2014 4:36 pm 

Europe cannot afford to ignore its 
deflation problem 

By Wolfgang Münchau 

The ECB sees the evidence but its economic models ignore financial markets  

©Bloomberg 

For months we have been treating deflation as though we are tracking a storm on a 
weather map heading our way. But that may well be the wrong image. Deflation may 
already be here. 

Consider the evidence. Germany’s federal statistics office said last week that real wages 
– after inflation – fell in 2013. This was unexpected because other surveys suggested 
they had gone up. What seems to have happened is profit-related pay and other hard-to-
measure components of wages came down last year. 
More ON THIS STORY// German GDP growth disappoints/ UK inflation falls below BoE target of 2%/ 
France warned on financial credibility/ IMF warns on EM capital flight risk/ Samuel Brittan A Swift lesson in 
economics 

ON THIS TOPIC// Inflation rise eases pressure on ECB/ Nowotny attacks German court’s ECB ruling/ Big 
Four to ride ECB audit gravy train/ Q&A Germany’s courts and bond-buying 

WOLFGANG MÜNCHAU// Renzi’s difficult task/ German ruling strengthens eurosceptics/ Europe will feel 
EM pain/ Italy’s best hope 

For the eurozone, German deflation is a nightmare. If the periphery wants to become 
more competitive, it needs lower inflation than Germany. But if Germany, too, is 
deflating, then either the competitive adjustment will not happen; or the whole of the 
eurozone goes into deflation; or, more likely, both. 

Insee, the French statistics office, announced that the annual rate of core inflation – 
without volatile items and tax measures – dropped sharply from 0.6 per cent in 
December to 0.1 per cent in January. Factory prices are another forward-looking 
indicator. According to data from Eurostat, the EU’s statistical office, they went down 
in the eurozone as a whole by a whopping 0.8 per cent annually in December. 

Does the European Central Bank not see this? Of course it does. But its analytical 
framework tells it to remain relaxed. Its highly sophistical economic model sees 
only marginal risks of outright deflation in the official consumer price index. 
The ECB also analyses monetary flows. That analysis, too, suggests there is little to 
worry about. The fall in broad money supply, according to the ECB’s latest monthly 
bulletin, has technical causes. The bank believes this is most likely not a sign of 
deflation at all. 
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Unfortunately there are good reasons to doubt this optimistic interpretation. For a start, 
the economic model did not predict the current decline in reported inflation rates. This 
is not surprising. One of the shortcomings of these models is that they cannot easily 
grasp financial shocks because these models have no finance in them. They are better 
suited to deal with an alien attack than a credit crunch. 

The ECB is also clinging to the straw that consumers still expect a sustained rise in 
prices. There are various technical financial market indicators that measure current 
expectations of future inflation, each with their own merits and faults. These indicators 
contain some information but the problem with all of them is that they are estimates 
based on market prices – and they can change faster than central banks can change 
policy. 

Remember what happened in Japan? Once its economy settled to a new steady state 
with negative inflation and zero growth rates during the 1990s, it got stuck in a hole. 
There is still a dispute over whether fiscal or monetary policy is the more suitable 
instrument in such a situation. But there is no dispute that a policy mixture that consists 
of fiscal rigour, excessive monetary tightness and a refusal to deal with the zombie 
banks is not going to work. The ECB always says Europe is not Japan. Indeed, it is not. 
Europe’s position is potentially worse. 

The only tools strong enough to stem deflation are unconventional 

One problem for the ECB is that it is the central bank of a monetary union. It has no 
government as a direct counterpart. Unconventional policies, such as quantitative 
easing, are therefore more complicated, technically and legally. For example, it is not 
obvious which country’s bonds the ECB should buy. 

But like all technical questions, these are ultimately soluble. The ECB has more or less 
exhausted its room for conventional policies. Its two most relevant interest rates stand at 
0 and 0.25 per cent respectively. 

The only tools strong enough to stem deflation are unconventional. These could include 
purchases of sovereign and corporate bonds, bank bonds or even company shares. They 
could also include funding-for-lending schemes, support for small company loan 
securitisations or, in extremis, direct lending to companies. But the longer one waits and 
the longer deflation festers – the more it affects wage settlements and prices for goods 
and services – the harder and more costly it will be to get rid of. 

Would such policies be legal? After this month’s German constitutional court ruling on 
the outright monetary transactions programme – Mario Draghi’s famous promise to do 
“whatever it takes” – there are some doubts. 

The ruling included disturbing statements that might later be extended to all central 
bank bond purchases. Still, there are differences. OMT was dressed up as a monetary 
policy operation but it would ultimately involve fiscal transfers between states. By 
contrast, QE is monetary policy through and through, and is anyway beyond the reach 
of German constitutional law. There is no compelling legal case against it. 

With so many signs of deflationary pressures, the case for unconventional policies is 
overwhelming. Then again, it has been overwhelming for a while. 

http://www.ft.com/intl/cms/s/0/918bb902-9a6b-11e3-8232-
00144feab7de.html#axzz2uF6ORcOl 
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  Economía    OPINIÓN 

La tragedia del estímulo 
La percepción de que el estímulo económico no ha funcionado ha perseguido a la 
política económica 
Paul Krugman 23 FEB 2014 - 00:00 CET8  

 
Obama en una reciente intervención a favor de la subida del salario mínimo. / Larry Downing (Reuters) 

 Han transcurrido cinco años desde que el presidente Barack Obama aprobó la Ley de 
Recuperación y Reinversión (el “estímulo económico”). Con el paso del tiempo ha 
quedado claro que la ley ha hecho muchísimo bien. Ha contribuido a terminar con la 
caída en picado de la economía; ha creado o conservado millones de puestos de trabajo; 
ha dejado un importante legado de inversión pública y privada. 

También ha sido un desastre político. Y las consecuencias de ese desastre político —la 
percepción de que el estímulo no ha funcionado— han perseguido a la política 
económica desde entonces. 

Empecemos por las cosas buenas que hizo el estímulo. 

El motivo del estímulo fue que padecíamos un enorme déficit en el gasto general y que 
el daño sufrido por la economía a causa de la crisis financiera y el estallido de la 
burbuja inmobiliaria era tan grave que la Reserva Federal, que normalmente combate 
las recesiones rebajando los tipos de interés a corto plazo, no era capaz de superar esta 
depresión por sus propios medios. La idea, por tanto, era proporcionar un incentivo 
temporal haciendo que el Gobierno gastase más dinero directamente y, usando las 
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bajadas de impuestos y las ayudas públicas, incrementar los ingresos de las familias 
para estimular el gasto privado. 

Quienes se oponían al estímulo argumentaban ruidosamente que el gasto deficitario 
pondría los tipos de interés por las nubes y “desplazaría” el gasto privado. Sin embargo, 
los defensores respondían que el desplazamiento —un problema real cuando la 
economía está cerca del pleno empleo— no se daría en una economía profundamente 
deprimida, rebosante de exceso de capacidad y de ahorros. Y los defensores del 
estímulo tenían razón: lejos de dispararse, los tipos de interés cayeron hasta estar más 
bajos que nunca. 

Europa nos ofrece un ejemplo sobre  los efectos de los cambios drásticos en 
el gasto público 
¿Y qué hay de las pruebas positivas sobre los beneficios del estímulo? Eso es más 
complicado, porque resulta difícil separar los efectos de la Ley de Recuperación de las 
demás cosas que estaban sucediendo por entonces. No obstante, los estudios más 
detallados han encontrado pruebas de efectos muy positivos en el empleo y la 
producción. 

Y lo más importante, diría yo, es el enorme experimento natural que nos ha ofrecido 
Europa sobre los efectos que tienen los cambios drásticos en el gasto público. Verán, 
algunos de los miembros de la eurozona —el grupo de países que comparten la moneda 
común europea—, aunque no todos, se vieron obligados a imponer una austeridad fiscal 
draconiana, es decir, un estímulo negativo. Si quienes se oponían al estímulo hubiesen 
tenido razón acerca del modo en que funciona el mundo, estos programas de austeridad 
no habrían tenido efectos económicos negativos graves, porque los recortes del gasto 
público se habrían visto compensados por el aumento del gasto privado. De hecho, la 
austeridad provocó una caída nefasta (en algunos casos, catastrófica) de la producción y 
el empleo. Y el gasto privado de los países que impusieron una austeridad muy estricta 
acabó reduciéndose, no aumentando, lo que amplificó los efectos directos de los 
recortes gubernamentales. 

Por tanto, todas las pruebas indican que el estímulo de Obama tuvo importantes efectos 
positivos a corto plazo. Y, sin duda, hubo también beneficios a largo plazo: las grandes 
inversiones en todo, desde las energías renovables hasta los historiales médicos 
electrónicos. 

Entonces, ¿por qué todos —o, para ser más exactos, todos excepto quienes han 
estudiado este asunto en profundidad— creen que el estímulo fue un fracaso? Porque la 
economía de EE UU siguió obteniendo malos resultados —no desastrosos, pero sí 
malos— después de que la ley entrase en vigor. 

La razón no es ningún misterio: Estados Unidos estaba haciendo frente a las 
consecuencias de una gigantesca burbuja inmobiliaria. Todavía hoy, la vivienda solo se 
ha recuperado hasta cierto punto y los consumidores siguen siendo rehenes de las 
enormes deudas que contrajeron durante los años de la burbuja. Además, el estímulo fue 
demasiado pequeño y demasiado corto para hacer frente a ese terrible legado. 

Al quedarse corta, la ley ha acabado desacreditando la idea en sí del estímulo 

Y no se trata, por cierto, de inventar excusas a posteriori. Los lectores habituales saben 
que yo, prácticamente, estaba que me subía por las paredes en 2009, advirtiendo de que 
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la Ley de Recuperación era insuficiente y de que, al quedarse corta, la ley acabaría 
desacreditando la idea en sí del estímulo. Y eso fue lo que ocurrió. 

Hay un debate que viene de largo sobre si el Gobierno de Obama pudo haber 
conseguido más. El Gobierno agravó el problema con unas previsiones excesivamente 
optimistas, basadas en la falsa premisa de que la economía se recuperaría rápidamente 
una vez que volviese la confianza en el sistema financiero. 

Pero todo eso es agua pasada. Lo importante es que la política fiscal de EE UU tomó un 
rumbo completamente equivocado después de 2010. Al existir la percepción de que el 
estímulo había fracasado, la creación de empleo prácticamente desapareció de la 
retórica de Washington, reemplazada por una preocupación obsesiva por el déficit 
presupuestario. El gasto público, que había crecido temporalmente gracias a la Ley de 
Recuperación y a programas de protección social como los cupones para alimentos y las 
prestaciones por desempleo, empezó a reducirse, y la inversión pública fue la más 
perjudicada. Y este antiestímulo ha destruido millones de puestos de trabajo. 

En otras palabras, la historia del estímulo es, a grandes rasgos, trágica. Una iniciativa 
política que era buena, pero no lo bastante buena, terminó viéndose como un fracaso, y 
ello nos llevó a tomar un camino equivocado y tremendamente destructivo. 

Paul Krugman es profesor de Economía de Princeton y premio Nobel 2008. 

© New York Times Service 2014 
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  Economía    OPINIÓN 

El desorden de la deuda 
El Gobierno sobrevuela sobre el elevado endeudamiento público como si fuera 
un problema menor y no lo es en absoluto 

El País 23 FEB 2014 - 00:00 CET17  

La política económica de estabilidad seguida por el Gobierno de Mariano Rajoy ha 
resultado, valga la paradoja, un ejemplo de inestabilidad. Sin entrar en debates de fondo 
sobre la oportunidad de aplicar planes drásticos de ajuste en economías deprimidas, se 
puede observar que las restricciones presupuestarias, vistas con dos años de perspectiva, 
han resultado arbitrarias y erráticas, aplicadas sin criterio, sin calcular ni tener en cuenta 
las consecuencias sobre la inversión o los costes sociales y sin preocuparse de 
minimizar los efectos sobre el bienestar de los ciudadanos. Los efectos de medidas 
desordenadas, aplicadas además con torpeza, son el incumplimiento de los objetivos, en 
primer lugar, pero también el desánimo público. Producen la sensación de que es 
imposible en España racionalizar el gasto público y organizar una estructura fiscal 
coherente, con crisis o sin ella, encargada de proveer ingresos para cubrir los gastos 
públicos necesarios. 

El caso de la deuda pública cae en ese escenario sorprendente donde los resultados 
desmienten las premisas, los medios y los objetivos. A pesar de los recortes de inversión 
y de prestaciones al desempleo, en contra del abandono público de la sanidad y de los 
ajustes en políticas educativas, el déficit público no ha conseguido reducirse a los 
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objetivos comprometidos por Bruselas; aunque se recalcó con mucho énfasis que la 
reforma del sistema financiero no iba a costar un solo euro a los españoles, resulta que 
la ciudadanía tendrá que pagar en cómodos plazos un préstamo europeo de más de 
40.000 millones de euros; en consecuencia, uno de los parámetros que lógicamente tenía 
que disminuir gracias al esfuerzo público de ajuste, la deuda pública, en realidad sigue 
aumentando. Y a un ritmo vertiginoso. En 2012 creció nada menos que en 15 puntos de 
PIB (del 70,47% al 85,95%) y en 2013 se ha disparado hasta el 93,7% del PIB, a razón 
de dos puntos de PIB por trimestre. El Gobierno se ha apresurado a ofrecer un lenitivo: 
está por debajo del 94,2% previsto oficialmente. Pero el consuelo es minúsculo debido a 
la posibilidad de que en la deuda de 2013 no se hayan contabilizado las ayudas públicas 
a Novacaixagalicia. 

Lo que se gana por la mejora de los mercados y el relajamiento de la prima de riesgo, se 
pierde por la acumulación de deuda. Para frenar esa acumulación, el primer paso natural 
es alcanzar un superávit primario en las cuentas públicas, meta que, a pesar de la 
aparatosa instrumentación de recortes presupuestarios, está muy lejos de conseguirse. El 
equilibrio entre deuda y crecimiento es difícil después de dos años de política de 
estabilidad negligente; lo que los recortes presupuestarios negaban —incluidas las 
ayudas a la banca— se ha acumulado en la deuda. Cuando los mercados ofrecen dinero 
barato, el aumento de la deuda puede y debe usarse como un instrumento para crecer; 
pero cuando ese crecimiento traspasa ciertos límites, que el Gobierno (y en particular el 
ministro de Hacienda) debe conocer, se convierte en un estrangulamiento de la 
economía, debido a la cantidad de recursos públicos que es necesario detraer para 
pagarla. Esta es una regla elemental que en España se olvida con frecuencia. El 
Gobierno sobrevuela sobre los 961.555 millones de endeudamiento público como si 
fuera un problema menor; y no lo es. 

 http://economia.elpais.com/economia/2014/02/21/actualidad/1393003714_351346.html    

  Economía    ANÁLISIS 

La deuda pública: ¿crecer o devolver? 
Hay que estabilizar el ratio de deuda para frenar la carga financiera que ata las 
manos a los gestores públicos 

Santiago Lago Peñas 23 FEB 2014 - 01:00 CET5  

La explosividad que ha caracterizado la evolución de la deuda pública española en los 
últimos cinco años es combinación de tres factores: el déficit público, los rescates 
financieros y el decrecimiento del PIB. 

El desplome de la recaudación tributaria es el principal responsable de ese déficit 
desbocado. Es verdad que hubo actuaciones expansivas discrecionales por el lado del 
gasto en 2009 y 2010, y que los recortes tardaron en llegar. Pero la clave está en un 
sistema fiscal deslavazado y maltratado al calor de una burbuja inmobiliaria dopante. 
Ha tenido que pasar lo que pasó para que, al menos, hablemos en serio sobre la 
necesidad de una profunda reforma del mismo. En segundo lugar, los rescates 
financieros a las cajas de ahorro y bancos y, en menor medida, las Administraciones 
territorializadas han motivado una emisión de deuda muy superior a la necesaria para 
financiar el desfase entre gastos e ingresos públicos ordinarios. Pero un factor clave para 
entender la abrupta inflexión en el perfil temporal del peso de la deuda sobre la renta 
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nacional ha sido la tasa de variación del PIB nominal. En la década pasada y a pesar de 
la existencia de superávits muy menores, la deuda se situó claramente por debajo del 
40%. Con inflación baja, negativa por momentos, y la caída continua del PIB real, el 
ratio deuda pública sobre el PIB se ha disparado por encima del 90%. 

¿Debemos estar preocupados? ¿Qué hacer para revertir la situación? En lo que sigue, 
trato de responder a ambas cuestiones. 

Afortunadamente para nosotros, el punto de partida era tan bajo que el nivel de deuda es 
manejable. Es como circular por autopista con un coche potente y apretar a fondo el 
acelerador durante diez segundos. Si la velocidad inicial era de 120 km/h, tenemos un 
problema. Si era de 90 km/h, la velocidad final resulta todavía manejable. Obviamente, 
en este segundo caso, el problema se nos plantea igual si aguantamos el acelerador otros 
diez segundos más. En definitiva, podemos matizar o relativizar el nivel de deuda 
pública que tenemos en estos momentos, apelando a que hay otros países considerados 
serios con cifras superiores y que no estamos tan lejos del núcleo de la eurozona. Pero 
hay que ser crudos y realistas en el mensaje de que es urgente levantar el pie del 
acelerador. Aunque el Banco Central Europeo ayude en la reducción de la prima de 
riesgo o avancemos en la unión bancaria (desafortunadamente, los avances en la unión 
fiscal son una quimera en el medio plazo), el ratio de deuda pública sobre el PIB debe 
ser estabilizado para poner freno a la carga financiera que ata las manos a los gestores 
públicos y nos hace más vulnerables desde un punto de vista macroeconómico. 

¿Cómo hacerlo? Lo positivo es que, aparentemente, hemos acabado con los rescates al 
sistema financiero y que las facturas pendientes de pago en el ámbito público están 
normalizándose. Y que el crecimiento económico retorna. Lo negativo es que las 
perspectivas de crecimiento del PIB nominal para los próximos tres años son muy 
moderadas y que el déficit sigue muy alto. La barrera del 100% será franqueada en 
breve si nada cambia. 

La estrategia de respuesta a esta situación pasa por actuar de forma simultánea sobre el 
numerador y el denominador: reducir el déficit y estimular el crecimiento del PIB 
nominal. El problema es la interacción que existe entre actuaciones. Una consolidación 
fiscal drástica, eficaz y basada en el recorte de gasto, como la que ha hecho la actual 
Junta de Castilla-La Mancha para reconducir un déficit disparatado heredado, cercenaría 
el crecimiento del PIB y, por tanto, el denominador del ratio. Por eso, la necesaria y 
obligada reducción del déficit público debe ser más gradual y en paralelo a expansiones 
en la demanda agregada que sustituyan la demanda pública. 

Y lo anterior pasa por ganar cuota de mercado internacional (exportaciones y turismo) y 
mejorar significativamente las condiciones de crédito, para que las familias y empresas 
con capacidad de endeudamiento puedan financiar sus decisiones de gasto. Importante: 
para ganar competitividad exterior no basta con controlar los costes laborales. Los 
empresarios que ya exportan se quejan de otros costes (por ejemplo, el de la energía). Y 
los que no lo hacen, de la falta de coordinación y estrategia global de los agentes que 
deberían hacerlo. Sin duda, el impulso a la internacionalización funciona 
significativamente mejor y es más eficaz en Alemania o Francia. Tenemos un amplio 
margen de mejora.  

Santiago Lago Peñas es catedrático de Economía Aplicada de la Universidad de Vigo 
http://economia.elpais.com/economia/2014/02/21/actualidad/1393003962_046307.html   
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  Economía   

A quién le debe España un billón de 
euros 

La crisis ha provocado que el endeudamiento público se coloque en su nivel más 
alto del último siglo. La banca local gana peso entre los acreedores del Estado 

Amanda Mars Madrid 23 FEB 2014 - 01:00 CET204  

 
Luis Tinoco 

 “Hay 50 maneras de dejar a tu amante, y tal vez haya aún más de perder el dinero 
invertido: comprar el puente de Brooklyn; apostar a que los Cubs ganarán las series 
mundiales; o haber invertido en 2013 en bonos del Tesoro estadounidense a 30 años, 
por citar tan solo unos cuantos ejemplos. Dado que puentes y béisbol probablemente no 
les resulten de gran interés, hablemos más bien de cómo evitar que su inversión termine 
mal en 2014”. Bill Gross, que arrancaba así su informe mensual correspondiente a 
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enero, no es un tipo conocido en los bares o plazas españolas, en las conversaciones de 
café o peluquerías, pero es uno de los grandes acreedores de España. La empresa que 
fundó, Pimco, la mayor gestora de renta fija del mundo, es uno de los agentes que más 
mueven la cotización de los bonos españoles en el mercado, uno de los fondos que han 
encarnado el tan traído y llevado retorno de la inversión extranjera a la deuda. 

España debía 961.555 millones de euros al cierre de 2013, sumando las emisiones de 
Tesoro Público, los créditos y el pasivo del resto de administraciones públicas. Equivale 
al 94% del PIB, el nivel más alto de los últimos 100 años, al filo del billón. El volumen 
de pasivo se ha duplicado con la crisis. En los dos últimos años, se ha disparado en 
230.000 millones, unos 24 puntos del PIB. 

Aparte de a Gross, ¿a quién le debe el dinero España? No se puede conocer la cartera de 
capital prestado de cada institución, porque no todas tienen por qué comunicar sus 
posiciones globales, aunque si hubiese que buscar al principal prestamista individual 
con toda probabilidad habría que llamar a la Seguridad Social: más del 90% de su fondo 
de reserva está colocado en pasivo público y en la recta final del año rondaba los 60.000 
millones. 

Pero ha sido el Banco Central Europeo (BCE), con su programa de compra de bonos en 
2011; la banca española —impulsada precisamente por la financiación del BCE— y la 
reconciliación con los inversores internacionales los que han hecho posible el aumento 
de la deuda. La crisis ha cambiado el reparto del pastel: en términos relativos, la banca 
ha aumentado su peso en el total de los tenedores de bonos y letras del Tesoro a 
vencimiento (es decir, excluyendo los repos u operaciones de recompra y simultáneas) 
del 30% del total en 2008, hasta el 35% del pasado noviembre, último dato disponible. 
No obstante, ha empezado a replegarse en los últimos meses. Al acabar 2012 tocó su 
récord y significaba el 36,4%. En cambio, aunque la inversión extranjera batió su récord 
en cifras absolutas en las mismas fechas (con 261.292 millones de cartera a 
vencimiento), su peso relativo ha encogido del 45% del total en 2008 al 38,6% actual. 

España ha aumentado su endeudamiento 24 puntos desde 2011 
“Mientras más deudas se tienen, más crédito se tiene, mientras menos acreedores se 
tienen, menos ayuda se puede esperar”. Este es uno de los axiomas que Balzac recogía 
en un librito humorístico que tituló El arte de pagar sus deudas (sin gastar un céntimo). 
Un problema de España es que ha perdido a algunos de ellos: el sector privado ahorra 
poco y, además, siempre ha primado los bienes inmobiliarios. “Eso nos hace muy 
dependientes de la inversión de extranjera, lo que nos deja a merced de las turbulencias 
financieras, y de nuestros bancos. Pero si tenemos en cuenta que estas entidades están 
financiadas por el sector, nuestra dependencia externa es en realidad mucho más 
elevada”, advierte Javier Andrés, catedrático de Fundamentos del Análisis Económico 
de la Universidad de Valencia. 

Los particulares tienen un total de 4.858 millones de euros en deuda del Estado a 
vencimiento, frente a los más de 6.200 que llegaron a poseer en 2008. Su cartera solo 
supone un 0,72% del total de la deuda emitida por el Tesoro, cuando antes de la crisis 
poseían casi el 2%. Las empresas españolas no financieras, en cambio, acumulaban 
15.972 millones, tan solo el 2,36% del total, un nivel similar al de 2008, si bien en la 
cartera registrada (la que incluye los repos), se ha contraído su participación del 8% al 
3% en diciembre. 
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“El factor externo es lo que te da la volatilidad en España porque se producen las 
entradas y salidas [mientras que la inversión doméstica es más estable], aunque en el 
caso de Alemania, por ejemplo, la inversión foránea juega al revés, es contracíclica, 
cuando vienen mal dadas, los bonos alemanes son un refugio”, apunta el economista 
José Carlos Díez. 

Nicola Mai, vicepresidente y gestor de carteras de Pimco, explica que la mejora de 
últimos 18 meses, en los que los intereses de los bonos han bajado significativamente, 
se debe tanto a los esfuerzos internos como los de la zona euro. “El Gobierno ha puesto 
en marcha reformas que han ayudado al país a recuperar competitividad y poner la 
balanza por cuenta corriente en terreno positivo, desde un déficit que estaba en el 10% 
en 2008”, afirma Mai, mientras que la implicación del BCE por la liquidez y las 
promesas de respaldo “han resultado claves para contener la crisis”. 

Los bancos se han volcado en los bonos empujados por el dinero barato 
La huida de inversión de los mercados emergentes también ha beneficiado a los activos 
del sur de Europa. Pimco, no obstante, deja claro que España sigue siendo una inversión 
enmarcada en la cartera de riesgo y prefiere títulos de vencimientos de corto plazo. “El 
crecimiento y los retos políticos significan que nos mantenemos prudentes en el medio 
plazo y vemos la exposición soberana a España como una fuente de riesgo crediticio”, 
señala Mai. Aun así, el fondo admite que la situación ha evolucionado bien en materia 
de reformas y confía en la reactivación, con lo que se manifiesta “cómodo con tenencia 
de deuda de relativamente cortos vencimientos”. 

Otro factor que ha movido los mercados consiste en que en lo peor de la crisis también 
muchas aseguradoras que abandonaron el papel español en busca de refugios de riesgo 
mínimo —y rentabilidad equivalente: baja, a veces inexistentes— necesitan volver a 
generar plusvalías. “Las aseguradoras y fondos de pensiones pueden pasar dos o tres 
años reduciendo la retribución de sus pensionistas por la alta volatilidad, porque son 
muy conservadoras, pero no pueden hacerlo durante mucho más tiempo. Para no perder 
dinero a seis o nueve años necesitan una rentabilidad media del 3,25% y vuelven al 
mercado para recuperar lo perdido”, explica un gestor de Londres que prefiere guardar 
anonimato. “Blackrock, JPMorgan, Fidelity, Pimco, Carmignac… si uno piensa en 
todas las grandes, no se equivoca al calcular que han estado invirtiendo”, añade otro 
gestor. 

En España, la inversión extranjera comenzó a recuperar desde el verano de 2012, 
cuando el BCE dejó claro que tomaría todas las medidas necesarias para defender el 
euro y frenó la especulación. Además, la mejora de los grandes indicadores económicos 
y el mayor apetito por el riesgo han colocado el papel de España e Italia como un 
producto de moda. A mayor demanda, menor es la rentabilidad con las que los 
inversores se conforman, así que el bono a 10 años, la principal referencia, se pagaba 
esta semana a un 3,54%, el nivel más bajo desde un 2006 de bonanza, frente al 5,3% 
que estos mismos títulos tenían que pagar hace tan solo un año. La comparación resulta 
más llamativa en los títulos a dos años, cuya rentabilidad, del 0,78%, es la mínima de 
toda la etapa del euro y queda a años luz de ese 6,5% que este mismo activo llegó a 
pagar en el verano maldito de 2012, en el que España tuvo que pedir el rescate europeo 
para la banca. 

La avidez de los bancos españoles por los bonos se explica por una operación financiera 
irresistible, el carry trade, que consiste en lograr dinero prácticamente gratis del BCE 
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(con intereses cercanos al cero) para colocarlo en deuda del Tesoro (que ahora cotiza al 
3,5% a 10 años, pero estuvo sobre el 4% la mayor parte de 2013) y embolsarse la 
diferencia. Bruselas llamó la atención al sector por que los estímulos del banco central 
primaban la compra de bonos frente a la concesión del crédito. 

La mayor gestora aún ve España como fuente de riesgo crediticio 

La cartera de deuda del Estado de las entidades españolas se situaba al cerrar 2011 en 
algo más de 201.000 millones, mientras que el pasado junio alcanzó un máximo 
histórico de 263.000 millones, aunque acabó el año con un retroceso de casi 30.000 
millones. Era el 9% de todos sus activos en octubre de 2013, aún por debajo del 11% en 
el que se encontraba antes del euro, a finales de 1998, según los datos del Fondo 
Monetario Internacional (FMI). 

El idilio de los bancos españoles con su deuda se frenó en la recta final del año por las 
dudas que generaban su valoración de cara a las futuras pruebas de resistencia de la 
banca. El FMI advirtió esta semana, de hecho, sobre este elevada exposición. El BBVA, 
por ejemplo, tenía 32.500 millones de euros en títulos españoles en junio de 2013, 
mientras que seis meses después se había replegado hasta los 29.600, con criterios de la 
Autoridad Bancaria Europea (EBA). 

Pero en conjunto, sumando los bonos del Estado y los créditos con las administraciones 
los dos principales bancos de España —Santander y BBVA— acumulan una deuda 
pública de más de 90.000 millones, el 10% del total. También el BCE tiene una porción 
jugosa del pasivo, 38.800 millones, fruto del programa de compra de bonos que llevó a 
cabo sobre todo en 2011, según las cuentas publicadas esta semana. 

La vuelta del dinero internacional viene sobre todo de Reino Unido y EE UU 
Los bonos y letras del BCE forman parte de todo ese apartado de inversores no 
residentes que publica el Tesoro. Desde 2011 el Tesoro no desagrega la distribución por 
países de las tenencias de deuda extranjera. Pero sí hay datos disponibles de la última 
emisión sindicada, realizada en pasado 22 de enero y que sirvió para colocar 10.000 
millones de euros en bonos a 10 años, con una demanda récord de casi 40.000 millones. 
Seis de cada 10 euros fueron invertidos por instituciones foráneas y la mayoría de fuera 
de la eurozona: Reino Unido, con un 29%; Estados Unidos con un 8%; y los países 
escandinavos con un 6%. 

En general, más allá de este sindicado, “sabemos que los inversores japoneses han 
vuelto en pequeña medida y que se reforzarán en cuanto se confirme que sube la 
calificación crediticia de España”, apuntan fuentes del mercado. Precisamente, el 
viernes Moody's mejoró de la nota de España por primera vez desde 2010. La economía 
española ha logrado poner su PIB fuera del retroceso y recortar su déficit público, pero 
las notas de las agencias de calificación tienen al país a solo un escalón de distancia del 
bono basura, salvo Moody's, que la ha puesto a dos escalones. Y esta situación, 
independientemente de la mejora de la imagen exterior, implica que muchos fondos o 
aseguradores sencillamente, por su propia regulación, tienen prohibido invertir en este 
tipo de activos. 

Moody's coloca la deuda española a dos escalones del bono basura en lugar 
de uno 
En este sentido, otras fuentes del mercado apuntan que “mientras los inversores 
anglosajones han regresado a sus posiciones en deuda soberana, otros europeos, 
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alemanes, o franceses, aún no lo han hecho”. No hay información de los fondos 
soberanos chinos, a los que hace un par de años sí se les atribuían entradas. 

Joseph de Di Censo, gestor de renta fija de Blackrock, confirma que el grupo tiene “una 
posición inversora favorable a los bonos españoles y está moderadamente 
sobreponderado en algunas carteras”. Para Blakcrock, lo que podría truncar esta 
placidez es “una reversión repentina de la balanza comercial, ya sea por la ralentización 
de las exportaciones o por un aumento de las importaciones. Otro riesgo es la fatiga 
reformista en cuanto a medidas fiscales o estructurales”. 

Pero hay, mucho más, que no depende de políticas internas y que puede oscurecer la 
marcha de la deuda pública en los mercados. La mejora de los indicadores, los recortes, 
las tan traídas y llevadas reformas, pero, sobre todo, el respaldo del BCE abonan la 
previsión de que el bono español seguirá resultando deseado en los mercados a lo largo 
de 2014 “¿Qué pasará con este tipo de inversores si la economía se recupera y la deuda 
alemana se pone al 3%? Pues que dejarán de comprar deuda española y primarán la 
germana. Pero mientras los tipos sigan tan bajos, dentro de Europa, solo pueden 
comprar España e Italia”, zanja un estratega de Londres.  

Un lastre difícil de reducir 
El Gobierno ya tiene asumido que la deuda pública española seguirá creciendo hasta 
superar en 2015 esa barrera simbólica del 100% del producto interior bruto (PIB). 
Tamaño volumen implica que todo lo que se ahorra por los menores intereses que le 
exigen los inversores al Tesoro público se evapora por el aumento del lastre total en 
términos absolutos. Para este año se han presupuestado 36.662 millones para pagar 
intereses, un 10% más que lo ejecutado en 2013, a pesar de la mejora de los mercados. 

Un gestor de Londres explica que “con los bajos cupones (la rentabilidad) de los bonos, 
el lastre se puede soportar, el problema es que no sabes cuando te viene un shock en los 
mercados”. 

“La situación actual es insostenible. La deuda pública española ha aumentado 22,9 
puntos del PIB entre diciembre de 2011 y septiembre de 2013. El gasto público sigue 
creciendo, hasta el 48,3% del PIB en septiembre de 2013. Y la deuda nacional en los 
balances bancarios se sitúa próxima a 300.000 millones, el 10% del activo. Solo el BCE 
se interpone en el círculo maléfico entre el soberano y la solvencia”. Esto es lo que el 
economista David Taguas, fallecido el pasado jueves, escribió en su último artículo 
publicado en este periódico el pasado 10 de febrero. 

Hoy poy hoy, en general, nadie espera que España necesite el auxilio de sus socios 
europeos pero precisa reducir esta tasa porque cualquier sacudida en los tipos de interés 
puede volver a poner a la solvencia española en aprietos. “Hay países que tienen una 
deuda superior al 100% del PIB, Italia, por ejemplo, o Bélgica, pero España no puede 
mantenerla así porque las fluctuaciones del PIB, en las crisis, son muy agudas, y el 
pasivo crece mucho, así que es necesario este margen. Si la crisis no hubiese empezado 
con la deuda en el 36%, ¿dónde estaríamos ahora?”, se pregunta Javier Andrés, 
catedrático de la Universidad de Valencia. 

La reducción del endeudamiento en España no cuenta con el crecimiento económico 
como aliado —las previsiones apuntan a una tasa cercana al 1% en 2014— y la baja 
inflación es un trabajo, ya que la ratio mide la deuda en términos nominales sobre el 
PIB nominal. “Además de los esfuerzos de consolidación fiscal pura y dura, con un 
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poco más de inflación de la que tenemos ahora nos sería más fácil, sería una gran ayuda 
si el BCE lo permitiera”, añade Andrés. 

España, aun así, está todavía lejos de países como Grecia, cuyo excesivo endeudamiento 
sí ha llevado a una quita de deuda pública. “El nivel es alto pero no excesivo, lo 
principal es asegurarse el superávit primario (que las cuentas públicas cierren son 
superávit antes del pago de intereses)”, explica José Luis Martínez Campuzano, para lo 
que es necesario continuar con el ajuste de gasto público. 

Nicola Mai, de Pimco, abunda en ello: “es clave completar el necesario ajuste fiscal y 
los esfuerzos reformistas y, para que esto tenga éxito, España necesita ser ayudada a 
nivel europeo por la política monetaria expansiva, la cual evita que el país entre en una 
situación de deflación”. 

http://economia.elpais.com/economia/2014/02/21/actualidad/1393018432_415081.html  
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Feb 23, 4:05 pm  

Structural Reform is the Last Refuge of 
Scoundrels 
OK, let’s be clear: I’m in favor of structural reform (as long as it’s the right kind of 
reform). I’m also in favor of peace, kindness, and good coffee for everyone. 

But when I see influential people calling for structural reform as the universal answer to 
all economic problems, I get angry. 

Hence my morning ire at the OECD. 

Some background: the OECD is definitely one of the bad guys of this crisis. Back in 
2010, it not only enthusiastically endorsed fiscal austerity, it demanded sharply 
higher interest rates too. When austerity and inadequate monetary stimulus led 
Europe to an economic performance now in line with that of the 1930s, the OECD 
warned vociferously against any change in course. 
Now, with growth terrible and disinflation-heading-toward-deflation a real threat — 
largely thanks to the tight fiscal and inadequate monetary policies the OECD cheered on 
— the OECD warns that things don’t look good. And the answer is … structural 
reform! 
I’m sorry: This may sound serious, but it’s intellectually lazy and cowardly.  

http://krugman.blogs.nytimes.com/?module=BlogMain&action=Click&region=Header
&pgtype=Blogs&version=Blog   

 

February 23, 2014, 11:05 am  

The Myth of German Austerity 
Every once in a while I hear people trying to dismiss the overwhelming evidence for 
large economic damage from fiscal austerity by pointing to Germany: “You say that 
austerity hurts growth, but the Germans have done a lot of austerity and they’re 
booming.” 

Public service announcement: Never, ever make claims about a country’s economic 
policies (or actually anything about economics) on the basis of what you think you’ve 
heard people say. Yes, you often hear people talking about austerity, and the Germans 
are big on praising and demanding austerity. But have they actually imposed a lot of it 
on themselves? Not so much. Again, my euro area austerity versus growth plot for 
2009-13: 
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Germany did less austerity than almost anyone else in the euro area. 

http://krugman.blogs.nytimes.com/2014/02/23/the-myth-of-german-
austerity/?module=BlogPost-Title&version=Blog 
Main&contentCollection=Opinion&action=Click&pgtype=Blogs&region=Body  

Feb 23, 10:57 am 21 
What Did I Know and When Did I Know It? 
The big takeaway from the 2008 Fed transcripts is that for the most part Fed officials 
other than Janet Yellen and Eric Rosengren failed to appreciate the danger the economy 
was in — that many were preoccupied with the supposed threat of inflation even as a 
once-in-three-generations crisis in demand was building. 

So, how excusable was this lack of perceptiveness? Well, we all know the simple test of 
whether officials can be forgiven for getting things wrong: If you yourself also got it 
wrong, then there is no blame — who could have known? If you got it right, then they 
were idiots. 

OK, maybe that’s not such a good criterion. And I honestly wasn’t going to go through 
my own contemporary writings. But Brad DeLong has already done the homework, and 
if I am not for myself, who will be for me? So here we go. On January 7, 2008, I was 
already sure that we were facing something nasty: 

It’s no longer possible to hope that the effects of the housing slump will remain 
“contained,” as one of 2007’s buzzwords had it. The levees have been breached, and the 
repercussions of the housing crisis are spreading across the economy as a whole. 

If you read on you find me hedging, suggesting that it might still fall short of a formal 
recession. So I had no idea just how bad things would be. But I did have my anxiety in 
the right place. 

And two weeks later I was arguing that the economic difficulties were likely to go on 
for a long time: 
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I still keep reading articles asserting that the last two recessions were brief and shallow. 
Formally, that’s true. But both were followed by prolonged “jobless recoveries” that felt 
like continuing recessions. Below is the employment-population ratio since 1989, with 
shading showing the official recessions. In both cases the employment slump went on 
for a long time after the recession was supposedly over. 

There’s every reason to think that the same thing will happen this time.  

I still find it amazing that the consensus, even in late 2008, was that the recession would 
be sharp but short — as amazed as I remain at the consensus a few years earlier that 
there wasn’t any nationwide housing bubble. 

 Feb 22, 4:53 pm 53 

Age of Austerity 
Zachary Goldfarb defends the argument that we’ve been living in an age of austerity 
against conservative denialists. He’s right, of course — but I think there are more 
graphic ways to make the point. 

Ratio of 
government expenditure to potential GDP 

One simple measure is the ratio of government spending to potential GDP — the ratio 
to actual GDP is somewhat inflated by the fact that GDP itself is depressed. And I 
would argue that you should look at expenditure by all levels of government — state 
and local as well as federal — partly because state and local austerity measures have in 
part been a political choice, partly because not providing sufficient federal aid to avert 
harsh budget cuts is another political choice. (The numbers are similar but less striking 
if you look only at federal expenditures). What you get is this: 

There was a temporary rise in this spending ratio, driven in part by the stimulus, in part 
by automatic stabilizers like unemployment insurance and food stamps. That rise has 
now been fully reversed — which means that all government support has been 
withdrawn despite a still-depressed economy, with the Fed unable to cut interest rates 
because they’re already zero. 

You should also bear in mind that there with unchanged policy this ratio would in fact 
have risen significantly between 2007 and 2014, for several reasons: automatic 
stabilizers, but also the aging of the population and hence increased Social Security and 
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Medicare rolls, plus some health care cost growth (though not as much as before). So 
this is indeed a picture of serious austerity.  

There’s no real question that without this austerity we would have a significantly lower 
unemployment rate, indeed might be close to full employment at this point. 

http://krugman.blogs.nytimes.com/2014/02/22/age-of-austerity/ 

Feb 22, 4:29 pm 28 

Chain of Betrayal 
It was big news this past week when President Obama dropped the notion of effectively 
cutting Social Security benefits by switching to “chain-linked” consumer prices, 
because it marked a turn away from BowlesSimpsonized discourse, from Grand 
Bargain-seeking. But there’s a bit more to it: an acknowledgement, finally, that today’s 
Republicans are utterly cynical and untrustworthy, that there’s no point in seeking 
compromise. 

What do I mean? A correspondent reminds me of the sequence of events following last 
year’s Obama budget, which did include chain-linked CPI, partly in response to 
Republican demands, partly in an attempt to get praise from the Very Serious People. 

My immediate thought was that Obama wouldn’t get the praise he sought, but would be 
betrayed: 

Oh, and wanna bet that Republicans soon start running ads saying that Obama wants to 
cut your Social Security? 

Sure enough: 

Rep. Greg Walden (R-Ore.), the chairman of the National Republican Congressional 
Committee who’ll oversee his party’s 2014 midterm efforts, told CNN’s Wolf Blitzer 
yesterday that the chained-CPI policy is “a shocking attack on seniors.” Walden added 
that Obama’s proposal is “going after seniors” and “trying to balance this budget on the 
backs of seniors.” 

Other Republicans did try to walk this back — it was too transparently cynical even for 
the VSPs — but like the campaigning against cuts to Medicare, it showed the futility of 
offering such things. And I’m assured by people who know that the memory of 
Walden’s tirade remains very strong among Congressional Democrats; it’s part of why 
they are so adamantly against Grand Bargaining. 

 Feb 22, 9:25 am 100 

The Urge To Tighten 
People are going through the Fed’s 2008 transcripts, and finding that most officials had 
no idea what was going down. (Incidentally, guys, whatever you want to call 2008, the 
one thing it definitely wasn’t was a FISCAL crisis. A case of BowlesSimpson on the 
brain?) I’m a bit surprised, but that’s not the most surprising thing. 

What’s really surprising, and a bit dismaying, is the fact that a number of Fed officials 
were evidently focused on inflation, and some were eager to raise rates. That is, there 
were a fair number of people at the Fed — very much not, however, including Janet 
Yellen –who would, if they could, have echoed the ECB’s big mistake. 
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What’s kind of shocking about this is that official Fed doctrine is to focus on core 
inflation, not react to short-run fluctuations in commodity prices. And the history of the 
past decade or so has showed that this is very much the right thing to do — headline 
inflation has swung widely, while focusing on core inflation has been a much better 
(though not perfect) guide to appropriate policy: 

 
Were Fed officials just not on board with this doctrine? Or was it part of a general urge 
to tighten, because central bankerly types just really dislike easy money? 

 Feb 21, 8:32 am 85 

Ain’t It Not Grand? 
Hurray: President Obama has dropped his notion of using a change in the price index to 
cut Social Security benefits. 

This is a big deal, not just because of the concrete implications for retirees, but because 
it signals the end of an era. BowlesSimpsonism is dead; “responsible” policy will no 
longer be defined as the search for a fiscal Grand Bargain. 

We might even be on the path to grappling with America’s real problems. 

Feb 21, 8:20 am 66 

HearSay Economics 
David Glasner has another interesting post on the history of economic thought, this time 
on Say’s Law — which, at least since Keynes, has come to be identified as the doctrine 
that shortfalls in overall demand aren’t possible, because money has to be spent on 
something. If people save more, well, their money goes into banks, which lend it out, so 
it finances business investment, and overall spending doesn’t change. 

Keynes structured the early chapters of his General Theory as a debunking of this 
proposition; Glasner calls it a “misdirected tirade”. But Keynes was right. 

OK, I understand that you can argue about whether that’s what Say himself really 
meant; you can also argue about whether the “classical” economists Keynes takes on, 
men who believe in this version of Say’s Law, really existed. But you know what? I 
don’t much care. The fact is that the fallacy Keynes called Say’s Law was and is a 
powerful force in economic discourse, seriously hampering our ability to respond 
rationally to economic troubles. 
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Do you want to assert that nobody important believes in Say’s Law? How about Eugene 
Fama and John Cochrane? Fama: 

The problem is simple: bailouts and stimulus plans are funded by issuing more 
government debt. (The money must come from somewhere!) The added debt absorbs 
savings that would otherwise go to private investment. In the end, despite the existence 
of idle resources, bailouts and stimulus plans do not add to current resources in use. 
They just move resources from one use to another. 

Cochrane (link to original is dead): 

First, if money is not going to be printed, it has to come from somewhere. If the 
government borrows a dollar from you, that is a dollar that you do not spend, or that you 
do not lend to a company to spend on new investment. Every dollar of increased 
government spending must correspond to one less dollar of private spending. Jobs 
created by stimulus spending are offset by jobs lost from the decline in private 
spending. We can build roads instead of factories, but fiscal stimulus can’t help us to 
build more of both.1 This is just accounting, and does not need a complex argument 
about “crowding out.” 

And here’s Brian Riedl of Heritage: 

The grand Keynesian myth is that you can spend money and thereby increase demand. 
And it’s a myth because Congress does not have a vault of money to distribute in the 
economy. Every dollar Congress injects into the economy must first be taxed or 
borrowed out of the economy. You’re not creating new demand, you’re just transferring 
it from one group of people to another. If Washington borrows the money from 
domestic lenders, then investment spending falls, dollar for dollar.  

So we don’t need to settle the debate about what, say, Pigou actually believed. The 
fallacy Keynes did battle with is very real, held by people in positions of great 
influence, right now.  

http://krugman.blogs.nytimes.com/?module=BlogMain&action=Click&region=Header
&pgtype=Blogs&version=Blog   
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   ft.com Companies Financials  Banks 
February 23, 2014 5:33 pm 

Deutsche Bank to cut US unit’s assets by 
quarter to meet Fed rules 
By Alice Ross in Frankfurt 

Deutsche Bank has for the first time laid out plans to slash its US balance sheet as it 
seeks to allay concerns over how it would deal with tough new rules imposed by the 
Federal Reserve on foreign banks. 

The lender aims to reduce assets held in its US arm by up to a quarter largely through 
reassigning some operations to Europe or in Asia. This comes after the Fed confirmed 
last week that overseas lenders operating in the US would have to ringfence capital in 
the country to safeguard against future financial crises. 

More ON THIS TOPIC// Deutsche Bank ends Kirch legal battle/ Fast FT Deutsche 
Bank settles Kirch case for €775m-plus/ Deutsche Bank close to Kirch settlement/ 
Deutsche to hand over Dubai documents 
IN BANKS// HSBC seeks approval to lift bonus cap/ HSBC profits disappoint 
investors/ RBS to piggyback on to Post Office branches/ Week in Review, February 22 

Stefan Krause, Deutsche's chief financial officer, told the Financial Times that the 
lender was confident it would be able to meet the new capital and leverage requirements 
imposed on its US arm. He said the balance sheet adjustment should not be seen as a 
pullback from the bank's US franchise, where the lender is focused on growing its asset 
and wealth management business as well as battling to regain ground lost to US rivals in 
its flagship fixed income arm.  

"The US continues to be an important market for us. We are very comfortable we will 
be able to meet the leverage requirements in the US," he said.  

Deutsche Bank will aim to reduce its $400bn balance sheet in the US – not including 
the $200bn held in its US branch that does not fall under the new rules – to about 
$300bn in part by reassigning operations such as its Mexican arm and its Frankfurt and 
Tokyo-based repo businesses that are currently part of its US business elsewhere.  

The bank will also reduce a sizeable chunk of its repo business in the US after 
discovering that some of its clients were not making use of its other offerings. The 
capital-intensive but low margin short-term lending is often offered by banks to hedge 
fund clients as a sweetener for other more lucrative business. 

The foreign banking organisation rules announced by the Fed were widely seen as more 
lenient than some bankers had feared, with an extension of a year until 2016 to comply 
with capital requirements and an extension until 2018 to comply with leverage 
requirements.  

Under the new rules, which European lenders have complained unfairly penalise their 
US operations, foreign banks in the US will have to have a minimum leverage ratio – a 
measure of total equity to total assets – of 4 per cent in their US holdings. Analysts at 
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Morgan Stanley and Citi have estimated that Deutsche will need to allocate more 
than €7bn in capital to its US subsidiary to meet the new rules.  
Analysts have predicted that some foreign banks in the US will issue debt abroad and 
transfer this to their US arms. But Deutsche Bank plans instead to convert some of the 
existing debt its US arm owes to its German arm into hybrid debt that would convert 
into equity capital under certain conditions. 

Deutsche Bank is also hoping that the German regulator will soon give it the green 
light to raise up to €6bn in additional capital through hybrid debt to help it 
improve its leverage ratio in Europe. 
 http://www.ft.com/intl/cms/s/0/f47b2214-9b1f-11e3-b0d0-
00144feab7de.html#axzz2uF6ORcO l 

371 

 

http://www.ft.com/intl/cms/s/0/f47b2214-9b1f-11e3-b0d0-00144feab7de.html%23axzz2uF6ORcO
http://www.ft.com/intl/cms/s/0/f47b2214-9b1f-11e3-b0d0-00144feab7de.html%23axzz2uF6ORcO


    Daily Morning Newsbriefing  

February 24, 2014 

Not a great start for Renzi 
Oh dear. The first pronouncement from Rome is that the Renzi administration will 
continue with the same economic policies as the outgoing Letta administration. They 
are not seeking any macroeconomic readjustment and are trying to lift themselves of the 
zero-growth path by shifting tiny bits of money from part of the economy to another.  

The biggest surprise was the appointment of a new young foreign minister, Federica 
Mogherini, to replace Emma Bonino. But beneath all this Sarkozy-style bling-bling, it 
all looks depressingly conventional.  

As expected, Pier Carlo Padoan is the new finance minister - the forth technocrat in a 
row after Mario Monti, Vittorio Grilli and Fabrizzio Saccomanni. Renzi's under-
secretary, Graziano Delrio, announced a cut in the annuity of the 12 month treasury bill 
(BOT), a zero coupon discount bond and popular savings vehicle, to help fund a 
reduction in the tax wedge. As Corriere della Sera reports, other sources of new income 
are €4bn from a three-year spending review. Of this, €1bn of spending is simply going 
to be shifted to the regions, and almost as much on spending on leases. The article lists 
the savings in great and tedious detail, having spoken to Carlo Cottarelli, the former 
IMF man in charge of the spending review. For 2014, the extra revenues will be made 
up of the €4bn from the spending review, €3bn from the fight on tax evasion through 
the repatriation of foreign funds, and another €3bn from lower interest rates due to a 
favourable market. This adds up to about €11-12bn, out of which the administration can 
fund a cut by €7-8bn in the tax wedge. That will happen through a 10% cut in a regional 
corporate tax, IRAP, and the remainder on lower deduction for employees. The 
remaining €2-3bn (from the savings) will go to schemes to incentivise the hiring of 
young people. An estimate €8-10bn in privatisation will go straight into debt reduction.  

On Sunday, Corriere della Sera had an interesting in-depth article, in which it presented 
leaked details of the European Commission's winter forecast, which is not looking good 
for Italy. This is the kind of article where the journalist tried very hard to pretend that 
this is not a leak, but the information is incredibly detailed. The last autumn forecast put 
Italy's 2014 GDP growth at 0.7%, and the deficit at 2.7% - a little more pessimistic than 
the Letta government's own estimates. For the winter forecast, which comes out this 
Wednesday, the numbers are 0.5% for GDP growth, and 2.8% for the deficit. The article 
says the Commission will also have reduced the estimate of Italy's potential growth. 
It also mentions that Padoan's own forecasts at the OECD are in the same 
neighbourhood - so he shouldn't reject them now.  

The other interesting part of this is about the possible trajectory of the deficit under the 
Renzi administration. In the debate about whether Italy is going to be given some fiscal 
leeway as a quid-pro-quo for structural reforms the issue no longer seems to be whether 
the 3% ceiling is breached, but whether the path of further consolidation is slowed down 
a little.  
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Alessandro de Angelis has a comment in the Huffington Post in which he said that there 
is not much change at all. Renzi relies on exactly the same majority as his predecessor, 
and economic policy is carried out by the same EU-guided technocracy as before. He 
writes that it is evident that the Renzi government will be driven by the overriding goal 
as the Letta government - of staying in power for as long as possible. And with the 
appointment of Padoan, who resembles the embodiment of the EU consensus, it is 
fanciful to think that there is going to be any real change.  

So all this is not good news. Renzi has indeed picked one of Italy's most conservative 
economists, and the economic agenda is very similar to that of Letta/Saccomanni, some 
tiny reshuffles of spending and taxation, but ultimately no big leap. None of these 
measures announced, nor their sum, will have macroeconomic relevance. Italy is headed 
for a very weak economic recovery, and that is unlikely to change as a result of these 
shifts. What Renzi needs to do is fix the banks, slash the tax wedge more aggressively, 
and seek a new deal at EU level. From these early pronouncements, it looks as though 
this won't happen. Early days yet. But this was not a great start. 

More signs of a slow recovery 
The FT carries a good story according to which profits in listed European companies are 
recovering at an extraordinarily slow place - another metric of what is increasingly 
looking to be an anaemic recovery. The article is based on a string of analyst' 
calculations - thus not based on any official data. It says this is the slowest cyclical 
recovery since the 1970s. Earnings were at their low cyclical point in late 2009 and 
started to recover in 2010. In absolute terms, they are still way below 2007 levels. The 
traditional lag in the recovery of earnings between US and European companies has also 
increased from a period of 8/12 months to a lag three times the size. The most shocking 
statistic in the article is that US earnings are now 20% above their peak in 2007, while 
European earnings are 26% below.  

In Sydney, meanwhile, finance ministers and central bankers met for an agreeable 
junket, in which they discussed Joe Hockey's proposals for binding growth targets. 
Corriere della Sera reported that the Europeans did not nip this in the bud, as had been 
widely accepted, as the Germans were broadly supportive - as long as the agreement did 
not require any policy changes by Germany itself. Olli Rehn made the point that 
growth targets are meaningless unless you accompany them with reform targets. 
We’d better stop here.  
There is some not so good news from Spain. Ángel Laborda analyses Spain’s just-
released foreign trade figures for 2013 and finds that the foreign trade deficit halved in 
2013, but with a negative contribution from the second half of the year. Overall exports 
grew above 5%, but fell in the last two quarters for all geographic areas including 
emergent economies and the EU. The late-year drop in exports also dragged down 
imports. Thus, if the trend is confirmed it would endanger the incipient recovery of 
Spain’s GDP, concludes Laborda.  

While not commenting on the G20 and those comments directly, Paul Krugman had a 
go at the OECD and, implicitly also at Pier-Carlo Padoan, Italy's new finance minister, 
for attributing a completely unrealistic role to structural reforms. Krugman said he, too, 
was in favour of reforms. But reforms are not the answer to all economic problems. He 
says the OECD was the most enthusiastic supporter of austerity and monetary 
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contraction, and now that these policies have led to disaster, they are calling for 
structural reforms. He calls the OECD "intellectually lazy and cowardly".  

Writing about the broader economic context of the eurozone Brigitte Granville has a 
sharply critical piece about the eurozone's strategy to choose mild palliatives over bold 
tactics. The best conceivable outcome would be a lacklustre recovery with GDP 
growing at 1-2% annual. But that is not enough to prevent sovereign-debt defaults in 
Italy, Spain, and eventually even in France. The European Parliament election might 
produce a sufficiently strong shock to spur European governments into action. But as it 
stands now, the political class is committed to internal devaluation. And the action may 
ultimately not prevent a breakup, with the main remaining question whether this 
breakup is total or partial.  

In his FT column, Wolfgang Munchau argues that the deflation is not some distant 
threat. It may already have arrived. He writes the most recent German and French data - 
negative real incomes in Germany during 2013, a fall in French core inflation to 0.1% in 
January - are evidence of dramatic decline in inflation rates that was not forecast by the 
ECB and the economic models it employs. This inflation has its origins in a credit 
crunch - one that interacted with deleveraging in the banking sector and continued 
austerity in some eurozone countries. He says the case for unconventional policies is 
becoming stronger each, yet the ECB's hesitation makes the ultimately costs of 
intervention much more expensive.  

If you want to hear a really Eurosceptic argument, you should listen to this lecture by 
Joe Stiglitz, who has concluded that the accumulated costs of the eurozone have already 
outweighed the benefits, and that however painful an exit may be, it is less painful than 
to stay in. "[Europe] probably should face the reality that there is not going to be a 
political reform that would make the € viable for the periphery." 

On Stiglitz: We are not ready to answer the question in the way Stiglitz does, but we 
acknowledge that Stiglitz is asking the right sort of question. When does exit become 
economically rational? That does not mean that exit will occur at that point - political 
forces may outweigh economic forces - but it does change reality if people defend the 
euro only on political grounds and against economic reason. Once we are in this 
environment, it will not take a lot for a national business lobby to flip from supporting 
the euro to exiting. We have seen in the UK how fast the financial lobby flipped sides in 
the EU debate. Also important is Stiglitz' question of the accumulated costs and benefits 
of euro membership. 

Estonia’s prime minister resigns 
Estonia's Prime Minister Andrus Ansip said on Sunday he would submit his and his 
government's resignation to the country's president on March 4, Reuters reports, more 
than a year to go before parliamentary elections. In 2012 Ansip already announced in 
2012 that he would not form another government. His early resignation is meant to give 
his successor a chance to gather support ahead of the elections in March 2015. On 
Friday, the party's management board gave authority to Siim Kallis, current Vice-
President of the European Commission, to form a new coalition government if and 
when Ansip resigned. The Reform Party still holds the largest block of seats in the 101-
seat parliament with 33 seats while the junior party in the ruling coalition, the centre-
right Pro Patria and Res Publica Union (IRL), holds 22. The left-leaning opposition 
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Centre Party and Social Democratic Party hold 21 and 19 seats respectively with six 
members in the parliament unaligned. 

Harbingers of a Spanish cabinet reshuffle 
We reported last week on departures of political appointees in Spain’s economy 
ministry as a sign of a likely government reshuffle. Over the weekend,  El Diario wrote 
that the ministry of Industry is also seeing an exit of political appointees, in this case to 
the Inter-American Development Bank and to the board of Enagas, manager Spain’s 
natural gas distribution network. The paper suggests that the atmosphere within the 
ministry has become extremely tense, among other things because of interferences from 
the ministries of Economy and Finance.  

In a European Parliament election survey commissioned by El País from Metroscopia ¾ 
of respondents favour a full cabinet reshuffle in case Rajoy nominates Agriculture 
minister Miguel Arias-Cañete to lead the PP’s list, as is likely, rather than simply 
replacing the one minister. Even among PP voters 3/5 are in favour of a reshuffle. The 
poll results haven’t changed from those reported a month ago, with the PSOE leading 
with 18 seats and 28% of the vote, the PP in second place with 16 seats and 26% of the 
vote. This is a major loss for the center as the two parties combined obtained 81% of the 
vote in 2009 and would lose 26% to smaller parties notably the United Left (IU) and 
non-aligned (centrist) UPyD.  

In this context Spaniard Antonio López Istúriz, secretary general of the EPP, 
advocates a post-election alliance of the PP and PSOE “against extreme parties”, 
writes Público. While Istúriz’s rhetoric is against parties who “want to end the European 
Project” (of which there really aren’t any), the alliance he proposes is of Spanish 
nationalist parties such as UPyD and Vox, a newly created splinter party to the right of 
the PP.  EU Observer has a short piece about Vox, explaining  that in Spain it is 
possible to be both xenophobic and pro-EU, and that as a result of political isolation 
during Franco’s regime wholesale anti-EU positions fail to take hold on the left or on 
the right. 

Spain’s Sareb bad bank names new CEO 
Spain’s Sareb bad bank named a new CEO after a number of executives left due to 
alleged differences with Sareb president Belén Romana, writes Europa Press. The new 
CEO Jaime Echegoyen has been CEO of Spanish bank Bankinter and head of Barclays’ 
Spanish subsidiary. The Sareb is undergoing an organizational restructuring after a year 
of operation. 

Moody’s upgrades Spain’s debt on a positive outlook 
On Friday Moody's upgraded Spain's government bond rating one notch to Baa2, with a 
positive outlook. Moody’s bases its decision on the “rebalancing of the Spanish 
economy towards a more sustainable growth model” with “improved external 
competitiveness“ and domestic deleveraging. Moody’s expects “stronger, more 
sustainable growth over the medium term” as a result of “structural reforms” in the 
labour market, pensions, regional finances and the banking system restructuring. The 
upgrade responds to the improvement in Spain’s borrowing conditions in the 
international markets since the height of the crisis in Mid-2012, for which Moody’s 
credits the ECB. However, Moody’s sees causes for concern in Spain’s high deficit and 
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debt-to-GDP ratio, which is expected to peak in 206 at or above102% and expects 
unemployment to decline only slowly.  

Throughout the eurozone's short history, the rating agencies have been consistent 
backward looking analysts following and amplifying market trends. Spain continues to 
have an unsustainable debt mountain and as the latest trade data show, the export-led 
growth strategy seems to be going nowhere. The only information Moody's statement 
gives us is that spreads have come down. Should the spreads rise again as a result of 
some external factors, we are sure the rating agencies pronounce themselves "shocked, 
shocked" by the lack of adjustment. 

Cyprus eases capital restrictions 
Cyprus further eased domestic capital restrictions on Friday, according to Reuters. 
Cyprus’ authorities scrapped the compulsory automatic renewal of fixed term deposits 
and increased the allowance on domestic cash transfers for both companies and 
individuals. A ban on cashing in cheques and a 300 euro cash withdrawal limit daily 
remained in force. The daily withdrawal allowance is cumulative from March 27, 2013.  

Friday's decree, valid for 35 days, increases the allowance on cash transfers to €20000 
for individuals, and €100000 for companies on a monthly basis, irrespective of purpose. 
The previous limit was €15000 and €75000 respectively.  

Cyprus's Central Bank governor last week said that the island nation could abolish 
all controls by the end of this year if sufficient progress was made in adopting its 
bailout programme and confidence was fully restored in the economy. 

The shocking health consequences of austerity cuts in Greece 
Studying the impact of spending cuts on the Greek health system, academics from the 
UK found evidence of rising infant mortality rates, soaring levels of HIV infection 
among drug users, the return of malaria, and a spike in the suicide count, the 
Independent reports.  In their report published today in the medical journal The Lancet 
the authors accuse the Greek government and the troika to be “in denial” about the scale 
of hardship inflicted on the Greek people. Between 2009 and 2011Greece’s public 
hospital budget was cut by 25% and public spending on pharmaceuticals has more than 
halved, leading to some medicine  becoming unobtainable. Rising unemployment in a 
country where health insurance is linked to work status has led to an estimated 800,000 
people lacking either state welfare or access to health services and in some areas 
international humanitarian organisations such as Médecins du Monde have stepped in to 
provide healthcare and medicines to vulnerable people. Government disease prevention 
schemes have also been cut resulting to a revival of rare infectious diseases like Malaria 
to return. Reductions in the numbers of syringes and condoms distributed to known 
drug users has led directly to a spike in the rate of HIV infections in this community, the 
report said – from just 15 in 2009 to 484 in 2012. There was a 21% rise in stillbirths 
between 2008 and 2011, which was attributed to reduced access to prenatal services, 
and infant mortality also rose by 43% between 2008 and 2010. “The experience of 
Greece demonstrates the necessity of assessing the health impact of all policies carried 
out by national governments and by the European Union.” 

Aust on the incredible incompetence of Germany's institutions 
Stefan Aust is best known for having edited Der Spiegel, and for his books on terrorism. 
Writing in Die Welt Aust offers a devastating criticism of the incompetence of various 
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parts of the German system in its handling of the Edathy affair - the way politicians 
improperly discussed, and passed on information in a paedophile scandal involving a 
recently departed prominent SPD-MP. Aust starts by drawing comparisons with WWI - 
saying that one common factor between then and today that has not been cited much is 
the sheer incompetence of the respective governments. Edathy himself was going after 
Germany's secret service, which messed up an investigation into a right-wing terror 
organisation at a time when the Federal Police investigated So everybody was 
investigating each other. Aust lists what has to happen in a situation like this. Search 
warrants, arrest warrants all have to be issued at the same time when information is 
passed on by the ministries. The sequence of events that actually occurred with the 
interior minister tipping of his SPD counterparts is what you expect in a banana 
republic, not in a modern democratic state. Aust concludes with the statement that 
Germany can be lucky not to have had a government like this during unification. 

The Edathy case is extremely complicated. We tried to sketch the background in last 
Thursday's briefing. To gain a full understanding, many more aspects need to be studied 
in further detail - the Aust article does an admirable job of a summary - though it is 
quite long. In terms of political scandals, this may well rank as one of the worst in the 
history of the Federal Republic with a string of cover-ups, though Angela Merkel 
herself is probably not involved, at least as far as we know. We expect this scandal to 
paralyse the Grand Coalition - which has not been the most energetic construction to 
start with. And we expect more resignations, especially within the SPD, and in the 
various agencies involved. Bad news for the SPD ahead of the European election, but 
the CDU/CSU does not look good either. 

Eurozone Financial Data 
10-year spreads 

   

 
Previous 
day Yesterday This 

Morning 

France 0.605 0.597 0.590 

Italy 1.963 1.942 1.947 

Spain 1.917 1.893 1.893 

Portugal 3.289 3.294 3.358 

Greece 5.925 5.976 6.15 

Ireland 1.532 1.533 1.548 

Belgium 0.555 0.543 0.538 

Bund Yield 1.694 1.664 1.659 

Euro Bilateral 
Exchange Rate    
  Previous This 
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morning 

Dollar 1.374 1.3741 
 

Yen 141.080 140.48 
 

Pound 0.823 0.8251 
 

Swiss Franc 1.220 1.2193 
 ZC Inflation 

Swaps    
  previous  last close 

 
1 yr 0.96 0.86 

 
2 yr 1.04 0.92 

 
5 yr 1.32 1.17 

 
10 yr 1.76 1.61 

 
    Eonia 

   21-Feb-14 0.17 
  

20-Feb-14 0.17 
  

19-Feb-14 0.16 
  

18-Feb-14 0.15 
  

    OIS yield curve 
   1W 0.200 15M 0.115 

2W 0.185 18M 0.121 

3W 0.175 21M 0.154 

1M 0.175 2Y 0.147 

2M 0.163 3Y 0.269 

3M 0.152 4Y 0.451 

4M 0.145 5Y 0.654 

5M 0.139 6Y 0.857 
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6M 0.134 7Y 1.057 

7M 0.130 8Y 1.239 

8M 0.128 9Y 1.407 

9M 0.125 10Y 1.555 

10M 0.124 15Y 2.062 

11M 0.124 20Y 2.260 

1Y 0.111 30Y 2.359 

    Euribor-OIS 
Spread    

 previous  last close 
 

1 Week -4.643 -4.143 
 

1 Month 2.914 1.914 
 

3 Months 9.871 10.371 
 

1 Year 38.386 37.486 
 

Source: Reuters 
   

http://www.eurointelligence.com/professional/briefings/2014-02-
24.html?cHash=8afae00794b308320ba50a84f69b025f   

   Economía   TRIBUNA 

Guindos se critica a sí mismo 
Joaquín Estefanía 24 FEB 2014 - 00:35 CET  

Es una de las ocasiones en las que el ministro de Economía ha sido más claro y se ha 
llenado de razones. Luis de Guindos dijo en Bruselas que la política económica europea 
tiene necesidad de más coherencia y previsibilidad, que está llena de titubeos y 
bandazos, que primero recomendó las políticas de estímulo y, sin solución de 
continuidad (“de golpe”), la estabilización fiscal y la austeridad. Como consecuencia, la 
eurozona es la parte del mundo más rezagada de la recuperación. 

Delante del ministro estaba el presidente del Eurogrupo, el holandés Dijsselbloem, a 
quien Guindos quizá sustituya en un futuro inmediato. De las palabras del representante 
español se podría deducir que hubiera estado más cómodo con la política 
estadounidense de estímulos que con la europea de rigor mortis, sobre todo para un país 
como España que para crecer necesita de un mayor activismo del Banco Central 
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Europeo (BCE) y mayores alegrías por parte de los países que pueden permitírselo, 
fundamentalmente Alemania. 

El principal problema es de credibilidad, porque Guindos ha formado parte, en los dos 
últimos años, del corazón del Eurogrupo que ha dictado esa política económica, del 
mismo modo que su jefe de filas, Mariano Rajoy, ha estado en el Consejo Europeo que 
ha avalado la austeridad como norma, en países que sufrían una larga y profunda 
recesión. Todavía se recuerda a Guindos presumiendo de una reforma laboral “muy 
agresiva”. ¿Hará mañana Rajoy en el Congreso, en el debate sobre el estado de la 
nación, el mismo discurso crítico con la política económica europea que Guindos en 
Bruselas, alineándose así, de hecho, con las posiciones que Rubalcaba y la mayor parte 
de la oposición llevan denunciando desde hace meses? 

El ministro denuncia los titubeos y los bandazos de la política europea que él aplica 
Las políticas de ajuste en los países deudores (fundamentalmente, los mediterráneos, 
más Irlanda) han sido un fracaso y han empobrecido, para varias generaciones, a las 
sociedades que las han sufrido. Tras años de recortes y de reformas estructurales las 
economías de estos países se hundieron en la recesión o el estancamiento y produjeron 
una caída de los ingresos públicos en muchos casos superior al monto de los recortes 
practicados, lo que ha conllevado que el déficit público apenas baje, y que la deuda 
pública se haya incrementado exponencialmente: en España, 58 puntos de PIB en el 
periodo 2007-2013, o casi 24 puntos en los dos años de Gobierno del PP. Hasta alcanzar 
más del 94% del PIB. 

Esta falta de resultados de los sacrificios impuestos a los ciudadanos es la principal 
causa de la desafección respecto a la propia UE: ausencia de mejoras en la vida 
cotidiana, recortes desigualmente compartidos, impotencia de los Gobiernos, sean del 
signo ideológico que sean, frente a las políticas que llegan desde Bruselas. Esta 
“impotencia democrática” (Sánchez Cuenca) se manifiesta en su esplendor en el rasgo 
de sinceridad de Rajoy, en el pleno del Congreso de los Diputados que anunció los 
mayores recortes de la democracia española (por valor de 65.000 millones de euros), en 
julio de 2012: “Los españoles hemos llegado a un punto en que no podemos elegir entre 
quedarnos como estamos o hacer sacrificios. No tenemos esta libertad. Las 
circunstancias no son tan generosas. La única opción que la realidad nos permite es 
aceptar los sacrificios y renunciar a algo, o rechazar los sacrificios y renunciar a todo”. 

Es este contexto en el que hay que leer las noticias contrapuestas que llegan sobre la 
deuda soberana de nuestro país: por un lado, esta aumenta con una meteórica rapidez 
hasta superar el 94% del PIB; por el otro, baja su remuneración con la caída de la prima 
de riesgo y la agencia de calificación de riesgos Moody’s sube la nota de la deuda 
española (hasta situarla en dos escalones por encima de los bonos basura) y deja la 
puerta abierta a nuevas mejoras. El vector resultante es contradictorio: una parte de lo 
que se gana por el ahorro en las retribuciones de las emisiones de deuda pública del 
Tesoro se pierde por la subida de lo adeudado. El consenso de los analistas subraya 
nuevas subidas del monto de la deuda soberana con esa misma política económica que 
Guindos ha criticado en Bruselas. Buen debate para mañana en el Congreso. 

http://economia.elpais.com/economia/2014/02/23/actualidad/1393177085_258998.html  
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 Economía  Analítica 
¿Qué pasa con Luis de Guindos? 

Por: Ernesto Ekaizer | 20 feb 2014  

        

   

      El ministro de Economía, Luis de Guindos, ha participado el fin de semana en la 
reunión de ministros de Finanzas del G-20, en Sidney, Australia, y visitará otros países 
en un largo periplo de alrededor de dos semanas, que le impedirá, en principio, si no 
median cambios, participar en el debate sobre el Estado de la Nación.    

   En este contexto proliferan noticias, rumores y presuntas informaciones sobre su 
eventual salida del gobierno de Mariano Rajoy. Parecería que sus adversarios, que 
haberlos haylos, han decidido ocupar terreno en las últimas semanas, al compás del 
abandono de su número dos, el secretario de Estado de Economía, Fernándo Jiménez 
Latorre, para asumir un puesto en el Fondo Monetario Internacional (FMI). 

 Estos conciliábulos en circulos gubernamentales y del Partido Popular se enmarcaban 
hasta hace poco en la posibilidad de que Luis de Guindos fuera el candidato para asumir 
a tiempo completo el puesto de presidente del Eurogrupo, la entidad que reune a los 
países de la Eurozona. 

   Existe el acuerdo de que en cierto momento, por determinar, se haga cargo de estas 
funciones un profesional a tiempo completo. Hasta ahora ejercía la función uno de los 
ministros de Finanzas de los países miembros. Ahora mismo, preside las reuniones 
mensuales del Eurogrupo, el ministro holandés, Jeroen Dijsselbloem, desde enero de 
2013.  

 ¿Será un español el próximo presidente del Eurogrupo? En tal caso, ¿recaerá en Luis de 
Guindos la designación? 
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   La relación entre Luis de Guindos y el ministro de Hacienda, Cristóbal Montoro, no 
era buena antes de la victoria de Rajoy, ni ha mejorado especialmente en estos dos años 
largos de gobierno. Más bien, lo contrario. 

 Durante la última legislatura de Zapatero, Rajoy tenía dos "ministros" responsables del 
área económica en su gabinete en la sombra, para usar una terminología británica 
(shadow cabinet) y un asesor más personal. De Guindos y Montoro, y Álvaro Nadal, 
respectivamente. 

 Las misiones extranjeras en Madrid, que se multiplicaron a lo largo de 2010 y 2011, 
durante la Gran Crisis Financiera, y especialmente aquellas enviadas por la Reserva 
Federal (banco central) y el Tesoro de Estados Unidos, siempre eran orientadas por 
Rajoy, entonces líder de la oposición, al despacho de Luis de Guindos, su hombre de 
confianza. 

  Rajoy decidió, al formar gobierno, que sería él quien ejercería las funciones de 
vicepresidente segundo o económico. En realidad, ello era el resultado de un arbitraje. 
Rajoy se colocaba, junto con su asesor Nadal, por encima de Montoro y De Guindos. El 
papel de Nadal ha ido creciendo de tamaño, convirtiéndose en una especie de 
superministro sin cartera del área económica. 

  Las discrepancias, por supuesto, existen en este como en todo gobierno. Y empezaron 
desde los primeros días, tras la formación del gabinete, en diciembre de 2011. 

  En relación al IRPF, al IVA, al sector eléctrico, a la presentación del proyecto de 
presupuesto después de las elecciones autonómicas de Andalucía y Asturias, el 25 de 
marzo de 2012, y muchos otros temas. 

  También se refieren a la estrategia de comunicación. A la venta de la recuperación en 
términos de mercadotecnia que hace Montoro, el ministro de Economía ha opuesto una 
explicación sistemática de que estamos ante una recuperación frágil y tenue de la 
economía española. 

  Pero no ha sido hasta los últimos días que De Guindos se ha sentido más libre para 
decir algunas cosas. En especial, están referidas a la Eurozona. 

   Claudi Pérez, corresponsal de EL PAÍS en Bruselas, lo ha explicado en un despacho 
hace pocos días.  

  El ministro español de Economía, Luis de Guindos, ha cargado (lunes 17 de febrero) 
contra los bandazos en la gestión de la política económica de la eurozona: 
“Normalmente, en materia de política económica se piden dos características: 
coherencia y previsibilidad. Y creo que al menos en política fiscal, la eurozona no ha 
sido coherente ni predecible”, ha explicado en la presentación de un estudio de la 
OCDE en Bruselas ante la atenta mirada del presidente del Eurogrupo, Dijsselbloem, y 
en presencia del director general de la organización de países más ricos, el mejicano 
Ángel Gurría.  

   Pero De Guindos ha ido todavía más allá. 

  De facto, mientras el PP ha hecho una caricatura de lo que se ha convenido en llamar 
la crisis más devastadora desde la Gran Depresión de los años treinta del siglo XX, el 
ministro describe ahora la realidad más cruda de de lo que ha sido y sigue siendo la 
política económica en la Eurozona. 
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    "La principal recomendación para España en 2007 y 2008 era expandir la 
política fiscal. Teníamos un superávit del 2% y se nos recomendó ser keynesianos", ha 
denunciado el ministro de Economía. El resultado fue -ha añadido- que dos años más 
tarde España tenía un déficit superior al 11% y el paro subió del 8% al 21%. En 
efecto, el déficit llegó al 11,2% del PIB en 2009. 

   "Se nos recomendó". Es decir: se nos dijo, desde el exterior, lo que había que hacer.  

  En efecto, tanto el G-20 como la Comisión Europea y el FMI acordaron en aquellos 
días de 2008 y 2009, cuando los sistemas financieros, tras la caída de Lehman Brothers, 
se hundían, una política de estímulo,  orientada  primero a salvar a los bancos y detener, 
al tiempo, la amenaza de una nueva Gran Depresión. 

   Y es oportuno recordar, como ha hecho De Guindos, que la Gran Crisis en 
España no deriva del descontrol del déficit público (las cuentas públicas gozaban 
de superávit). No lo dijo el ministro pero  resulta útil también apuntar que la 
deuda pública española se situaba, en 2007, entre la más bajas de la Eurozona, 
desde luego casi la mitad de la de Alemania o Francia.    
  Ese año, el endeudamiento de las Administraciones Públicas suponía el 36,2% del 
PIB mientras que la deuda del sector privado (familias, bancos y empresas) 
ascendía ya al entorno del 200 del PIB. 
  A  31 de diciembre de 2013, la deuda pública ha cerrado en el 94,03%. Esto es: se 
ha multiplicado por casi tres desde 2007. 
   Pero la breve descripción de De Guindos choca (o se aparta) con el guión Rajoy-
Montoro-PP sobre la genésis de la Depresión española. 
  Después de la crisis de Grecia, en 2010, siguió analizando el ministro, la Eurozona 
"dio marcha atrás y la consolidación fiscal se convirtió en el primer rasgo de 
nuestra política fiscal". 
 Añadió: "Teníamos que reducir dramáticamente y rápidamente los déficit públicos". La 
tercera fase en esa evolución, que a su juicio es la "correcta" y la que ha permitido 
recuperar la confianza de los mercados, ha sido reducir el déficit pero a un ritmo más 
adecuado. 

  En realidad, lo que De Guindos no desarrolla, pero a buen entendedor pocas palabras, 
es muy  evidente: la consolidación a ultranza ha fracasado. No se ha podido cumplir. Y 
la Comisión Europea ha aceptado los incumplimientos, dando marcha atrás en sus 
exigencias originales. Y, además, las cosas se han tenido que poner peor -peligro de 
desintegración del euro en 2012- para que el BCE decidiera aparecer, por fin, como 
préstamista de última instancia con el compromiso de adquirir bonos públicos  en plazos 
de 1 a 3 años de los países miembros que aceptaran someterse a programas de ajuste. 

  Y, aprovechando que el Pisuerga pasa por Valladolid (aunque no tanto) hay un hecho a 
subrayar: la violación sucesiva de exigencias y compromisos sobre el déficit en 2012 y 
2013 (haciendo sitio a brotes keynesianos vergonzantes cuando se le vieron las orejas al 
lobo de la Depresión) ha facilitado mayor gasto público, lo que junto con un avance de 
las exportaciones, comportamiento que viene de atrás, pavimentó el terreno para salir, 
reptando eso sí, de la recesión.  

 Y, en este contexto, el endeudamiento público no deja de crecer. A pesar del ajuste y 
del saneamiento del déficit exterior. La agencia Moody's, que ha subido un escalón el 
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rating del Reino de España, con perspectiva positiva, augura que la deuda pública puede 
elevarse al 102% del PIB en 2016. Esto supondría un crecimiento superior a seis puntos 
porcentuales en tres años. 

  El resultado: una frágil y tenue recuperación, para usar palabras del ministro De 
Guindos, de la economía. 

  Una recuperación invisible para los ciudadanos. Pero machaconamente 
"comercializada" por el Gobierno.  

 "Normalmente, en la eurozona exploramos todas las alternativas antes de adoptar la 
correcta", ha ironizado el ministro de Economía. 

 La diferencia entre la recuperación en EE.UU, el Reino Unido y Europa ha sido objeto 
de su valoración. 

  “Va con retraso con respecto a EE UU y Reino Unido”, que han aplicado estímulos 
monetarios mucho más potentes y retiraron los fiscales con menos prisas. El ministro 
español ha sugerido que ni siquiera ahora el mix de políticas económicas es el adecuado. 

  “Las reformas son vitales”, ha afirmado, “pero tras el duro ajuste en la periferia hay 
que preguntarse cómo volverá a crecer la eurozona: para ello no bastan las reformas, 
hay que hacer política fiscal y política monetaria”. 

   "Para ello no bastan las reformas". ¡Quién te ha visto y quien te ve Bernabé! 

  En Sidney, en la reunión del G-20, el presidente del BCE, Mario Draghi, ha explicado 
el domingo, día 23 de febrero, en relación a la posibilidad de adoptar estímulos 
monetarios, que la reunión mensual de los primeros días de marzo de la entidad será 
importante. 

  "Para entonces tendremos la información completa que necesitamos para decidir si 
actuamos o no", explicó.  Las presiones deflacionistas no parecen ceder. 

  Las reflexiones más "libres" de Luis de Guindos, ¿tienen algo que ver con sus 
posibilidades de hacerse con la presidencia del Eurogrupo? 

  ¿O con la pérdida de esa posibilidad?  

  ¿Cuál es la fuente de esta libertad que ahora ejercita Luis de Guindos? 

  ¿Quizá el enrarecido clima del Gobierno de Mariano Rajoy? 

  Sus adversarios internos tratan de ganarle terreno. 

  Mediático, en primer lugar. 

http://blogs.elpais.com/analitica/2014/02/que-pasa-con-luis-de-guindos.html 
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Europe|Letter From Europe 

France and the Fate of the European 
Welfare State 
By KATRIN BENNHOLDFEB. 18, 2014  

LONDON — During a recent dinner, the Nobel laureate economist Christopher 
Pissarides proposed in jest that the euro area stamp half its bank notes with the word 
“south” and run two parallel currencies: one for the prudent northern half of the bloc, 
the other for the Latin south. “France,” he asserted, “belongs to the south.” 

Mr. Pissarides, a professor at the London School of Economics, was not referring to the 
fact that the French president, François Hollande, had just been caught having a rather 
Latin love affair with an actress. Rather, he was talking about unit labor costs in France 
rising faster than those in Greece; a ratio of debt to gross domestic product above 
Spain’s; and youth unemployment levels in some of France’s ethnically mixed suburbs 
looking almost Italian. 

One question focusing European minds in 2014 is this: Will France arrest its slide into 
the Continent’s second division? 

The euro crisis has turned France into something of a test case for the survival of the 
European welfare state, which despite its various incarnations is a pillar of postwar 
European identity. If France, with its proud history and feisty unions, can manage to 
make its social model sustainable, any of its neighbors can. 

President François Hollande at a meeting Monday with heads of multinational 
corporations. Most observers agree that it will take a Socialist to change the French 
welfare state. Pool photo by Rémy de la Mauvinière  

Mr. Hollande’s finance minister, Pierre Moscovici, insists that the president is aware of 
the urgency. 

“At the end of last year, he realized he had a clear choice,” Mr. Moscovici recalled in a 
recent interview. “Either we continue as before or we make the historic changes to bring 
our social system into the 21st century.” 

Until recently, France often appeared to be moving backward. Mr. Hollande lowered the 
minimum retirement age to 60. Germany and Greece have raised it to 67. But the tone 
in Paris has changed. Last month, the president announced a “responsibility pact,” 
promising to reduce labor costs by 30 billion euros, or $41 billion. In return, companies 
have to commit to step up hiring. 

“The most ambitious labor market reform in 40 years,” as Mr. Moscovici calls it, comes 
on top of an earlier promise to cut public spending by €50 billion and reduce the public 
deficit to 3 percent of gross domestic product by 2015. 

Business has started to listen. 

“There is a new determination,” said Virginie Morgon, chief operating officer at 
Eurazeo, a private equity company. Even Nicholas Spiro, managing director of Spiro 
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Sovereign Strategy and fond of calling France “the sick man of Europe,” said Mr. 
Hollande “is talking the talk in a rather unusual manner for a Socialist government.” 

Might Mr. Hollande yet turn into his country’s Gerhard Schröder, the former Social 
Democratic chancellor credited with the overhauls that laid the foundation for 
Germany’s economic strength this past decade? That was the message to international 
business leaders who were invited to Mr. Hollande’s residence on Monday and urged to 
invest. Foreign start-ups will be offered a tax break, the president told them, and 
corporate taxes stabilized. 

Most observers agree: It will take a Socialist to change the French welfare state. But Mr. 
Schröder reformed during a boom. Mr. Hollande is dealing with the fallout from the 
Great Recession. 

“Structural reforms,” Mr. Spiro said, “are that much harder when the French economy is 
on its knees.” 

Cutting costs for companies is not enough, he said. Raising the retirement age and 
challenging the notion of highly protected permanent work contracts would go some 
way toward that sweet spot of Scandinavian-style flexibility-cum-solidarity France 
claims it wants to emulate. 

Making it easier to fire people? 

“Some people dream of France becoming an Anglo-Saxon country,” Mr. Moscovici 
said. “That’s not what we are, and that’s not what we want to be.” 

Ms. Morgon, the private equity executive, had a different take: “We have to change the 
system precisely so we can preserve it and stay true to what we are.” 

France has a lot going for it, not least birthrates near replacement level, impressive 
infrastructure, good engineers, and social mobility that while declining is still higher 
than in the United States or Britain. Joking aside, it is also the only country in Europe 
that straddles the butter-eating, beer-drinking north and the olive-oil-guzzling, wine-
sipping south of the Continent. 

When Mr. Hollande was photographed riding a scooter to the apartment of the actress 
Julie Gayet last month, his helmet’s visor was apparently down. His “sensible” shoes 
gave him away. 

As one French official put it: “Going forward, we want to focus less on the actress and 
more on the sensible shoes.” 

A version of this article appears in print on February 19, 2014, in The International New 
York Times.  

http://www.nytimes.com/2014/02/19/world/europe/france-and-the-fate-of-the-european-
welfare-
state.html?action=click&contentCollection=Opinion&region=Footer&module=Recom
mendation&src=recg&pgtype=article    
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    Daily Morning Newsbriefing  

February 21, 2014 

Are we are already in deflation? 
On a day when most of the media were focusing on the tragic events in the Ukraine, our 
overriding story is well hidden – further disturbing evidence of deflationary pressures in 
the eurozone.  

To us it appears that the ECB’s wait-and-see policy on deflation is turning into the utter 
disaster that critics like us have predicted. Yesterday we have some dreadful inflation 
news from Germany and from France, showing surprising new statistical evidence of a 
fall in real wages in 2013 in Germany, and a sharp drop of core inflation in France in 
January.  

The news from Germany is that real wages in 2013 have declined for the first time since 
the 2009 recession, according to preliminary data from the Federal Statistics Office. The 
reported average nominal rise in wages was 1.3%, which translate into a fall in real 
wages by 0.2%, given an inflation rate of 1.5%.  

 
Frankfurter Allgemeine reports yesterday that these data have stunned experts, and 
conflicted with other data, including the labour market data of the Federal Statistics 
Office’s National Accounts. The latter suggested a nominal rise of 2.5%, which would 
have produced a real increase of 1%, instead of a decrease. The paper points out that 
yesterday’s estimate was based on a survey among 40,000 companies. The paper said a 
trade union foundation also came out with a much more positive result than this survey, 
but the discrepancy could be explained by a gap between officially negotiated wages 
and real wages paid on the ground.  

But despite the statistical issues, the paper writes, there can be no doubt that wages rose 
by much less last year than they did in 2012. The main wage component that showed 
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the biggest decline was profit-related pay, according to the Federal Statistics Office. 
Since this component lags behind about one year, the 2012 data were relatively strong 
reflecting the strong economy in 2011. Another component that fell was the number of 
extra hours worked.  

Given the relatively high degree of wage demands for this year, it is likely that the trend 
will reverse again in 2014.  

The above time series in German has the real wages on the dark blue line. This chart 
clearly highlights the adjustment that Germany went through last decade, but it also 
shows that there is definitely no reverse adjustment. Germany’s wage competitiveness 
has increased, and is staying there. This is extremely troubling news.  

The French statistics office Insee yesterday reported that French core inflation in 
January dropped to 0.1% annually after 0.6% in December. The all-items HICP was 
0.8% annually, unchanged from December. Here is the chart from Insee:  

  

A good comment on the inflation debate came from Swaha Pattanaik of Reuters 
Breakingviews, who argued that the ECB may be using the wrong measure for inflation 
expectations – one that hardly shifts by definition – while other indicators give a 
completely different result. 

“…the ECB has always preferred to use the five-year/five-year forward measure 
because the starting date in the future should free it from the effects of short-term 
shocks and current volatility. That distant view is perfect for a central bank which 
prides itself on ignoring economic white noise. But there’s not only no white noise in its 
chosen measure, but not much noise of any kind. It’s stable to the point of lethargy, 
having barely budged in the past year.” 

Ambrose Evans Pritchard makes the point in his blog that the Observatoire Economique 
predicted exactly one year ago that this would be happening – the result of austerity, 
passive monetary tightening and bank deleveraging. He said officials laughed at the 
Observatoire at the time. He quotes the IMF as saying that the eurozone was only one 
shock away from outright deflation. His view is that this shock would come through 
monetary tightening in the US and China.   
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With French core inflation dropping like a rock, this is very bad news for the ECB, 
which has recently stepped up the rhetoric against QE. As the debate about statistical 
discrepancies in the German data shows, headline data may not tell you the whole 
picture. We may already be in a deflation. With each month of inaction the position 
becomes more entrenched. The longer you wait, the more extremes will be necessary to 
reverse the price trends. And even on the basis of the ECB’s own forecast, inflation will 
continue to undershoot the target during the entire forecasting period, the end of which 
coincides with the ECB’s mid-term target range. 

Spain leads EIB outlays 
El País writes that Spain has been the leading recipient (over 14%) of EIB loans every 
year since 2009, ahead of Italy and Germany. In the annual EIB press conference on 
Wednesday, EIB president Werner Hoyer said the priorities of the EIB for 2014 are 
youth employment, SME credit and R&D. He highlighted Spain as a continuing target 
for EIB funding due to its sluggish economy and its specific needs in these three areas. 
In 2013 the EIB gave Spain over €4bn in loans for credit to SMEs and infrastructure 
projects.  

Commission wants Portugal to cut wages 
The European Commission put a different emphasis in its tenth review on Portugal than 
the IMF.  The Commission’s report also finds "wages are still overvalued by about 2% 
to 5%” and that further wage cuts are needed to improve competitiveness. This 
conclusion contrasts with the tone used by IMF the day before, writes Jornal de 
Negocios. On Wednesday, the IMF played down the need for further wage cutting 
measures i, preferring to concentrate on cuts of other production costs, such as energy. 
The head of the IMF mission pointed out that "labour costs represent only about 30% of 
operating costs" and that "it is important to ensure that the burden of adjustment does 
not fall too much in work and be balanced with adjustments in other areas."  

The Commission report says the main downside risk are "first and foremost of a legal 
nature," according to Reuters. In its assessment the Commission pointed to the 
Constitutional Court's pending decisions on a number of austerity measures from this 
year's budget that have been challenged by the opposition.  

Troika officials returned to Lisbon yesterday to start the 11th review.  

Portugal prepares two rounds of civil servants pay revisions this year 
Portugal’s government is preparing two rounds of revisions for civil service salaries this 
year, even before the decision of the Constitutional Court about last year’s cuts. One is 
scheduled for June and the second for December with the aim to consolidate all 
different schemes into a single structure for wages and bonus payments. The 
government made these commitments during the tenth review in December. Jornal de 
Negocios asks now how the troika will monitor this and what size the cuts are expected 
to be. The IMF review this Wednesday showed that after a 10% reduction in spending 
on salaries this year there should be a new decrease of 4% next year. But this reflects 
only the expected reduction in staff, not another wage cut. 

Stress test results for Greek bank out, first suggestion is €5bn 
The BlackRock’s stress tests for Greece are out and central bank and bank 
representatives started their consultations. Kathimerini quotes bank officials as saying 
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that early signs point to additional capital requirements adding up to €5bn. Talks will 
continue in the coming days so that all pending issues can be closed and the final bill be 
announced before the troika officials leave next week. So far only Eurobank’s needs 
have been made known, as the lender is preparing for a share capital increase of 
between €2bn and €2.5bn. 

Bruegel argues Greece needs another €40bn bailout 
Bruegel’s latest report on managing exits from bailout programmes argues that Greece 
needs more aid for its debt to become sustainable. According to their calculations 
Greece will end up with a debt of 120% in 2021 (with the yet to be decided debt relief 
in place), far off the target of “substantially lower than 110%” the IMF and the 
Eurozone agreed in 2012. It is also highly sensitive to if reality turns out to be worse 
than projected, in case of higher interest rates, lower primary surplus or lower growth 
compared with the rather optimistic baseline scenario. The authors thus recommend to 
take Greece out of the market until 2030 under a third programme, worth €40bn, and 
develop a contingency plan in case the debt trajectory worsens: The eurozone should be 
ready to forgive Greece all interest payments on its bailout loans should it fail to reach 
its debt-reduction targets despite fulfilling all reform and spending promises. Given that 
foregoing interest payments goes against the current rules of the euro zone’s bailout 
funds – and may raise concerns about monetary financing – those proposals should 
make for interesting discussions between Europe and the IMF “after the summer”, 
writes the Wall Street Journal blog.  

Jeroen Dijsselbloem, meanwhile, told the economic affairs committee of the European 
Parliament that it is too early to assess whether Greece would need another bailout and 
he hoped that the optimistic view held by some in Greece that a new programme would 
not be needed would turn out to be accurate., Kathimerni reports. His remarks are in line 
with Antonis Samaras and his ministers, and were welcomed by Greek government 
officials, though they also admit there is still some way to go to proof it. 

Last minute glitch in Italian coalition negotiations 
There seem to be last-minute jitters in the Italian coalition negotiations, as Angelino 
Alfano, the head of the New Centre Right, seeks assurances from Matteo Renzi that he 
will not call early elections. As one of the NCR cabinet ministers is quoted in the 
Huffington Post Italia, the only way to give this guarantee is for the electoral law not to 
come into force until after the reform of the Senate – which would take us beyond 2015. 
Silvio Berlusconi, meanwhile, is preparing his troops for elections in 2015.  

Renzi said he will present his cabinet list today with no hard news yet on who is going 
to be finance minister. La Repubblica says Pier Carlo Padoan, currently chief economist 
of the OECD, is in pole position for the job while Tito Boeri, a labour market economist 
at Bocconi, is certain to be the next labour minister. What these rumours show is that 
Renzi seems to have given up on nominating a politician for the finance ministry job. 
There are a lot of media rumours that the ECB and the Bank of Italy have leaned on 
Renzi not to rock the boat too much.  

G20 to agree on nothing 
The sheer pointlessness of the G20 is about to reach new heights – at least according to 
this report by Frankfurter Allgemeine Zeitung. The host of the next meeting of finance 
ministers and central bank governors, to be held in Sydney, believes this is a great 
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moment to take back all these cumbersome regulations that are hampering the financial 
industry. The Australian finance minister Joe Hockey is quoted as saying that he wants 
all those regulations “evaporated” on grounds that they were impeding efficient 
resource allocation. The only thing that’s needed in the financial industry is 
transparency. The paper says he is particularly opposed to European plans for a 
financial transaction tax. The Europeans will, of course, disagree. They will also 
disagree with every single other proposal Hockey will make, including binding growth 
targets.  

Eurozone Financial Data 
10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.595 0.605 0.598 
Italy 1.928 1.941 1.943 
Spain 1.900 1.917 1.897 
Portugal 3.231 3.289 3.281 
Greece 5.905 5.925 5.94 
Ireland 1.575 1.532 1.530 
Belgium 0.543 0.555 0.548 
Bund Yield 1.664 1.694 1.692 
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 1.370 1.3709  
Yen 139.590 140.56  
Pound 0.823 0.8225  
Swiss Franc 1.220 1.2207  
ZC Inflation 
Swaps    
  previous  last close  
1 yr 0.79 0.95  
2 yr 0.88 1.02  
5 yr 1.14 1.31  
10 yr 1.76 1.77  
Eonia    
20-Feb-14 0.17   
19-Feb-14 0.16   
18-Feb-14 0.15   
17-Feb-14 0.15   
    
OIS yield curve    
1W 0.200 15M 0.118 
2W 0.185 18M 0.125 
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3W 0.175 21M 0.135 
1M 0.159 2Y 0.154 
2M 0.150 3Y 0.272 
3M 0.152 4Y 0.474 
4M 0.133 5Y 0.664 
5M 0.128 6Y 0.873 
6M 0.134 7Y 1.071 
7M 0.129 8Y 1.254 
8M 0.128 9Y 1.424 
9M 0.111 10Y 1.573 
10M 0.117 15Y 2.083 
11M 0.117 20Y 2.280 
1Y 0.117 30Y 2.349 
Euribor-OIS 
Spread    

 previous  last close  
1 Week -5.086 -4.786  
1 Month 3.014 3.714  
3 Months 9.814 12.114  
1 Year 37.243 38.943  
    
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-02-
21.html?cHash=36d5e166a438426e211bf736cd1f6b97  

 

Press release 058 / 2014-02-20: Real earnings down 0.2% in 2013 
WIESBADEN – Real earnings, or price-adjusted gross monthly earnings, fell by an 
average 0.2% in Germany in 2013 compared with 2012. After three years in which real 
earnings increased this is the first decrease of real earnings since 2009, the year of the 
crisis. The Federal Statistical Office (Destatis) also reports on the basis of provisional 
results that in 2013 nominal earnings were 1.3% higher than in 2012. Consumer prices 
rose by 1.5% over that period. 

One reason for the decline of real earnings in 2013 were lower extra payments, which 
often are related to profit. When the development of earnings is adjusted for extra 
payments, the resulting increase of 1.7% is higher than that of consumer prices. 

https://www.destatis.de/EN/PressServices/Press/pr/2014/02/PE14_058_623.html  
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Business & Finance 

Michael Spence, a Nobel laureate in economics, is Professor of Economics at 
NYU’s Stern School of Business, Distinguished Visiting Fellow at the Council on Foreign Relations, 
Senior Fellow at the Hoover Institution at Stanford University, and Academic Board Chairman of 
the Fung Global Institute in Hong Kong. He was the chairman of the independent Commission on 
Growth and Development, an international body that from 2006-2010 analyzed opportunities for 
global economic growth, and is the author of The Next Convergence – The Future of Economic 
Growth in a Multispeed World.  
FEB 20, 2014  

Overshooting in Emerging Markets 
MILAN – Until relatively recently, countries’ so-called middle-income transitions were 
largely ignored – in part because what was supposed to be a transition often became a 
trap. A few economies in Asia – particularly Japan, South Korea, and Taiwan – sailed 
through to high-income status with relatively high growth rates. But the vast majority of 
economies slowed down or stopped growing altogether in per capita terms after 
entering the middle-income range. 

Today, investors, policymakers, and businesses have several reasons to devote much 
more attention to these transitions. For starters, with a GDP that is as large as the 
combined total of the other BRICS countries (Brazil, Russia, India, and South Africa) 
plus Indonesia and Mexico, China has raised the stakes considerably. Sustained Chinese 
growth, or its absence, will have a significant effect on all other developing countries – 
and on the advanced economies as well. 

Second, the developed economies are out of balance and growing well below potential, 
with varying but limited prospects for faster growth on a five-year time horizon. By 
contrast, emerging economies, with their higher growth potential, increasingly represent 
large potential markets to tap. 

Third, a majority of the large emerging economies (Indonesia, Brazil, Russia, Turkey, 
and Argentina, but not China) unwisely relied on large inflows of abnormally cheap 
foreign capital, rather than domestic savings, to finance growth-sustaining investments. 
As a result, their current-account balances deteriorated in the post-crisis period. 

Now, with the onset of monetary tightening in the advanced economies, the imported 
capital is leaving, in a slightly panicky mode, creating downward pressure on exchange 
rates and upward pressure on domestic prices. The adjustment now underway requires 
launching real reforms and replacing low-cost external capital with domestically 
financed investment. 

Market uneasiness reflects uncertainty about the duration of the growth slowdown that 
is likely to result, the implications for credit quality and valuations, herd effects, and the 
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negative returns from bucking the trend. Moreover, there is concern that an overshoot in 
capital outflows could produce the kind of self-reinforcing damage to stability and 
growth from which it is more difficult to recover. These large emerging economies 
received an apparently free pass to growth: an ability to invest without pursuing arduous 
reform or sacrificing current consumption. But it is easier to take the detour than it is to 
return to the main road. 

But this narrative is largely irrelevant to China, where excess savings and capital 
controls still limit direct exposure to monetary-policy externalities spilling over from 
advanced countries. China is not risk-free; its risks are just different. 

Even so, amid growing concerns about emerging economies’ prospects, China is 
attracting attention because of its scale and central position in the structure of global 
trade (and, increasingly, global finance). As a result, risk assessment in China focuses 
on the magnitude of the structural transformation, resistance from powerful domestic 
interests, and domestic financial distortions. 

In particular, there is considerable uncertainty about the Chinese version of shadow 
banking, which has grown in large part to circumvent the restrictions embedded in the 
state-dominated official system. Shadow banking has given savers/investors access to a 
larger menu of financial options, while small and medium-size enterprises – which play 
an increasingly important role in generating growth and employment – have gained 
broader access to capital. 

The Chinese authorities need to address two issues. The first, establishing regulatory 
oversight, will be easier to resolve than the second: the potential for excessive risk-
taking as a result of the implicit government guarantees that back state-owned banks’ 
balance sheets. The authorities need to remove the perceived guarantee without 
triggering a liquidity crisis should they let some bank or off-balance-sheet trust fail. 

The list of other challenges facing China is long. China needs to rein in low-return 
investment; strengthen competition policy; correct a lopsided fiscal structure; monitor 
income distribution across households, firms, asset owners, and the state; improve 
management of public assets; alter provincial and local officials’ incentives; and 
overhaul the planning and financing of urban growth. Thoughtful analysts like Yu 
Yongding worry that the difficulties of managing imbalances, leverage, and related risks 
– or, worse, a policy mistake – will distract policymakers from these fundamental 
reforms, all of which are needed to shift to a new, sustainable growth pattern. 

Little wonder that financial markets are feeling slightly overwhelmed. But the swing is 
excessive. Not all advanced-economy investors who were chasing yield have deep 
knowledge of developing-country growth dynamics. As a result, the trend reversal will 
almost surely overshoot, creating investment opportunities that were missing in the 
previous environment, in which asset prices and exchange rates were strongly 
influenced by external conditions, not domestic fundamentals. 

The major emerging economies are adjusting structurally to this new environment. They 
do not need external financing to grow. In fact, since World War II, no developing 
economy has sustained rapid growth while running persistent current-account deficits. 
The high levels of investment required to sustain rapid growth have been largely 
domestically financed. 

China’s challenges are idiosyncratic and different from those of other emerging 
economies. The structural transformation required is large, and the imbalances are real. 
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But China has an impressive track record, substantial resources and expertise, strong 
leadership, and an ambitious, comprehensive, and properly targeted reform program. 

The most likely scenario is that most major emerging markets, including China, 
will experience a transitional growth slowdown but will not be derailed by shifts in 
monetary policy in the West, with high growth rates returning in the course of the 
coming year. There are internal and external downside risks in each country that cannot 
and should not be dismissed, and volatility in international capital flows is complicating 
the adjustment. 

The problem today is that the downside risks are becoming the consensus forecast. That 
seems to me to be misguided – and a poor basis for investment and policy decisions. 

Read more from "Submerging Markets?" 

http://www.project-syndicate.org/commentary/michael-spence-believes-that-financial-
markets--dramatic-shift-in-sentiment-is-badly-misguided 
 
Read more at http://www.project-syndicate.org/commentary/michael-spence-believes-
that-financial-markets--dramatic-shift-in-sentiment-is-badly-
misguided#7FeDDrQ18IALsfok.99 
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    Daily Morning Newsbriefing 

February 20, 2014 

Welcome to the European grand 
coalition 
The item that caught our eye this was an opinion poll that puts the Socialists in pole 
position for the European parliamentary elections. This finding constitute a big boost for 
the chances of Martin Schulz as a candidate for the post of president of the European 
Commission. PollWatch 2014, an organisation funded by the European Parliament, the 
Open Society Foundation and an advertising agency, collects a poll of polls with an 
admirable track record. It is now predicting the following share of the votes. We have 
extracted the following nugget from a much larger table, but this one tells the story 
more succinctly:  

Projected no of seats Current Forecast % of seats 
EPP (Christian Democrats) 274 202 26.9 
S&D (Socialists) 194 221 29.4 
ALDE (Liberals) 85 64 8.5 
Greens-EFA 58 44 5.9 
ECR (UK Tories and friends) 57 42 5.6 
EUL/NGL (The Left) 35 56 7.5 
EFD (UKIP and friends) 32 30 4.0 
NI (non-aligned) 31 92 12.3 
Total  766 751 100 

The table shows clearly that no matter what the ultimate outcome is – with three months 
to go those numbers are likely to shift around – the new European Parliament will 
require a Grand Coalition to have a majority. Note the rise in the non-aligned. This 
includes six parties of the radical right, including the Front National in France and 
Geert Wilders’ PVV in the Netherlands. The poll puts the radical right at 38 delegates 
from six countries. To gain group status, they would need to pick up one single MP 
from another country to pass the threshold of 25 members from seven countries.  

If you add all the Non-aligned to UKIP, the Tories, and the hard-left, you get close to 
30%. That means for the pro-EU/pro-euro parties to have an effective majority, 
Socialists and EPP will need to form a de facto Grand Coalition. The share of the 
votes of the Liberals and the Greens is simply too small for any other effective 
constellation. And this is true no matter how the numbers shift around until the 
elections.  

So after the Grand Coalition in Berlin, welcome to the Grand Coalition in Brussels. This 
is not an arithmetic accident, but to a large extent a reflection of Germany’s size. And as 
our next story shows, this is not really great news either. Grand Coalition are not as 
stable as they may appear. 
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We would expect that the Commission presidency would be settled by the majority 
principle – which is how Grand Coalitions work: the larger party gets the job. There is 
nothing in the Treaties that requires this to happen, but it would be hard in practice to do 
it otherwise. 

German Grand Coalition on the rocks 
With events unfolding in the Ukraine, the German grand coalition crisis was pushed a 
little into the background. It has now became an affair of state – so we are going to 
briefly summarise what had happened:  

What we know is that the former interior minister Hans-Peter Friedrich made a phone 
call to Thomas Oppermann, who was then SPD parliamentary treasurer, during last 
year’s coalition negotiation. In this call, Friedrich told Oppermann about a child 
pornography investigation against SPD MP Sebastian Edathy. The reason for this call 
was that Friedrich, a member of the Bavarian CSU, feared that this case could blow the 
negotiations. So he decided to break the law and leak the information of an ongoing 
criminal investigation. Friedrich later became agriculture minister in the Grand 
Coalition, and was forced by Angela Merkel to resign after the news of the phone call 
leaked out. Friedrich thus became the first political casualty of the case. The CSU 
wanted a eye-to-eye type sacrifice from the SPD. Oppermann, who has since advanced 
to become the SPD’s parliamentary leader, has come under immediate fire.  

The Edathy case is strange in many ways. Edathy, who has now quit politics, was quite 
a prominent politician in the probing the German secret service’s mishandling a right-
wing terrorist group. He was consider to be ministerial material. There is obviously a lot 
of speculation whether he got framed by the secret services and/or the police, a 
suspicion that is now cemented by the fact that there is no legal evidence for a 
prosecution. The alternative explanation, even more troubling, is that Edathy might 
have been tipped off by a senior SPD leader. After Oppermann received that fateful 
telephone phone call from Friedrich last year, Oppermann immediately told Sigmar 
Gabriel, SPD leader, and Frank-Walter Steinmeier, who was the SPD parliamentary 
leader at the time –now foreign minister. The German police believes that Edathy did 
get a tip-off, but that could plausibly only have come from the SPD’s leadership. So 
either the guy was framed by some giant conspiracy involving a rather large number of 
people, or someone in SPD headquarters was either not careful enough or thought they 
were very smart. On the balance of probability, it is not hard to make a guess what 
happened. But there is no proof.  

Oppermann yesterday gave testimony to a Bundestag committee, in which he said sorry 
for having messed things up. But he denied any allegation of improper conduct. One of 
the strange things he did was to have contacted the head of the federal police to ask for 
further information on this case – which he did not get. Expect this affair to run and run.  

In his Spiegel column Wolfgang Munchau writes that this affair marks the end of a 
glorious honeymoon for the Grand Coalition. The fundamental problem is that this 
coalition is all about appearances. They disagree on almost everything. They have no 
joints projects. They relucatantly tolerate each other’s programmes (like the SPD’s 
minimum wage proposal). Considering the kind of economic policy stress this coalition 
is very likely to confront in the next four years, this affair does not forebode well for the 
future. More resignations are certain in this case. There is going to be a lot of political 
blood on the carpet, together with a general loss of trust.  
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Is Spain’s Luis de Guindos looking at a job in Brussels? 
El Diario writes that sources close to Spain’s economy minister Luis de Guindos take it 
for granted that he may contest the job of full-time Eurogroup president, or else be 
nominated to the next European Commission, and so won’t last long after the European 
elections. Though there is no official confirmation of this, the paper gives as additional 
evidence the fact that De Guindos’ political appointees in the ministry are already 
looking for jobs elsewhere, citing for instance two people who will be nominated to 
represent Spain at the IMF or World Bank. 

Portas rebukes IMF review on export performance 
The IMF published its 10th review of Portugal yesterday. As ever it is best to read 
through the review itself. It is broadly supportive of Portugal’s recent performance, 
confirming that the programme was on track and that the short term outlook improved. 
But the report also pointed to some of the weaknesses. One important one is on export 
recovery. The report says the current account surplus is not yet a sign of a sustainable 
export led economy. Though 60% was achieved through a rise in exports, the drivers 
were fuel-exports and tourism, both susceptible to changes. Behind the CA surplus was 
also a sharp drop in imports, likely to turn around again once the economy recovered. 
The IMF staff is concerned that current reforms are not enough to ensure a lasting 
turnaround in the current accounts. The IMF also warned that the government should 
resist any temptation to raise public spending for at least several political cycles, so any 
tax cut needs to have some budgetary cushion.  

The Jornal de Negocios picked up Paulo Portas’ furious reaction to the report, dubbing 
it as a “cold war” against the IMF. Portas refuses the IMF’s assessment on export 
performance, saying he trusts more the economic reality than an international 
institution. As an advocate of tax cuts was also cynical about what the IMF had to say 
apropos tax cuts. Portas also announced that there will be no talks with the IMF over 
pension cuts which were on the agenda for a new round of talks starting today. 

The new Czech government prepares for eurozone membership 
The Czech Republic’s new prime minister Bohuslav Sobotka announced that his 
coalition government intends to join the fiscal compact treaty of the eurozone and that 
his country is no longer requesting an opt-out from the Lisbon Treaty’s charter of 
fundamental rights, Reuters reports. These are two steps towards a more pro-European 
agenda of the new tri-partite coalition government, a turnaround after the previous 
eurosceptic government. The new coalition government is working on removing the 
technical obstacles to put the next government into a position to bid for euro 
membership, according to European Voice. Adoption of the euro is part of a broader 
drive towards a more mainstream European position. “The goal of our European policy 
is to direct ourselves towards the integrationist core of Europe and to act on the 
European stage as a coherent and credible partner,” the action plan states.  

The government programme does not, however, provide a target date for entry into the 
eurozone. 

Greece posts first CA surplus on record 
Greece posted for 2013 its first ever recorded current account surplus, turning into a 
surplus of €1.24bn up from a deficit of €4.62bn in 2012, according to central bank data. 
The tourism sector was the biggest contributor, raising 15% to a record of €12bn, while 
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exports of non-fuel goods rose 2.1% percent to €14.2bn in 2013, at about the same level 
as in 2008. About half of the adjustment was due to cyclical factors such as shrinking 
imports of goods, which dropped 54% since 2008, writes Kathimerini. The current 
account was also helped by debt relief provided by Greece's lenders, which slashed 
interest payments by half to about €6bn in 2013.  

Amidst all those positive data about Greece, this chart posted by @MacroPolis.gr spoils 
the party, showing a big drop of industrial turnover and new order indices last 
December:  

 
Another bling-bling sort of day in Rome 
It was another day in Rome when the press tried to create news out of nothing with lots 
of activity and exactly zero news. If you have ten minutes, it is quite fun to watch this 
bizarre encounter between Renzi and Grillo, but only for pure entertainment value. 
There is still no finance minister, with the latest rumours focusing on Guido Tabellini 
and Pier-Carlo Padoan – so we are back with the economists. It appears that the 
decision is not purely Renzi’s own, but that President Giorgio Napolitano is heavily 
influencing the debate. It should all be revealed in the next couple of days. In the 
coverage, the journalists are also questioning how much leeway there is beyond the 3% 
deficit ceiling- with everybody agreeing that the answer can only be: not much.  

We noted an interesting off-the-beaten-track type comment from Marco Cucchini in 
Lavoce, who has taken a deep look at Renzi’s proposal to turn the Senate into a 
representation of the regions. Cucchini notes that Renzi’s autonomous chamber would 
have powers that are ultimately fairly similar to the current Senate – except that it would 
lose the right to pass or remove confidence in the government. But it remains a 
legislative chamber, it will be involved in any constitutional changes, and it will 
exercise control of the executive. But while the new chamber will be powerful, it will 
not be directly elected, but made up of regional representatives, which in turn begs the 
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question of when will they do the job? Over the weekend? Will they not send junior 
delegates to Rome? 

The answer to the last two question is almost certainly No. We know from Germany’s 
Bundesrat that powerful systems of direct regional representation can work quite well. 
The Bundesrat cannot topple the government, but it can block large sways of its 
legislation though importantly not the budget. The main problem with an autonomous 
chamber is that you can easily get to a point where this second chamber has a different 
majority than the first chamber – much easier than even now. Once the regions change 
power, so would the composition of that chamber. So if the goal is to ensure one-party 
majorities throughout the legislative system, then this type is probably not what you 
want – even though it is not in itself a bad system. 

ECB reassures banks on SSM 
Reuters reports on a public hearing by the European Central Bank in which Ignazio 
Angeloni, head of ECB’s financial stability department, gave assurances that the ECB 
does not seek any changing in accounting standards – which was one of the 
concerned raised by some of the banks. The article quoted one attendee as saying that 
some concerns remained unresolved with smaller banks providing under German and 
French accounting rules, for example, which may not be consistent. 

The obstacles to QE 
FT Alphaville picked up from a note on SocGen, which sets out the argumentative 
obstacles for QE that may play a role in the governing council. It is a bit officious, we 
think, but it probably summarises quite succinctly the arguments one is likely to hear. 
First, there is no consensus on deflation in the GC. Second, the dispersion of inflation 
among countries is a possible issue. Number three is that countries would be less 
incentivised to implement reform. And four, nobody knows what would happen in the 
event of a sovereign debt restructuring. SocGen says the latter is potentially the biggest 
obstacle, also in view of the German constitutional court’s ruling.  

We disagree on almost all of that. It is true, though, that there is a difference of views on 
deflation, and in our view that will be the main criterion. The inflation dispersion 
argument is nonsense. If there is a consensus that the eurozone faces a deflationary 
threat, nobody will be able to block this on the grounds that inflation in their backyard is 
not a problem. The same applies to the reform argument. No sane central bank would 
willingly accept price instability in order to force reform. The sovereign debt argument 
is a real obstacle, but we don’t think it will be decisive. 

Eurozone Financial Data 
10-year spreads    

 
Previous 
day Yesterday This 

Morning 
France 0.000 0.000 0.000 
Italy 0.000 0.000 0.000 
Spain 0.000 0.000 0.000 
Portugal 0.000 0.000 0.000 
Greece 0.000 0.000 0.00 
Ireland 0.000 0.000 0.000 

400 

 

http://ftalphaville.ft.com/2014/02/19/1775992/the-practicalities-of-eu-qe/


Belgium 0.000 0.000 0.000 
Bund Yield 0.00 0.00 0.00 
Euro Bilateral 
Exchange Rate    

  Previous This 
morning  

Dollar 0.000 0  
Yen 0.000 0  
Pound 0.000 0  
Swiss Franc 0.000 0  
ZC Inflation 
Swaps .   
  previous  last close  
1 yr 0 0  
2 yr 0 0  
5 yr 0 0  
10 yr 0 0  
Eonia    
00-Jan-00 0.00   
00-Jan-00 0.00   
00-Jan-00 0.00   
00-Jan-00 0.00   
OIS yield curve    
1W Stale 15M Stale 
2W Stale 18M Stale 
3W Stale 21M Stale 
1M Stale 2Y Stale 
2M Stale 3Y Stale 
3M Stale 4Y Stale 
4M Stale 5Y Stale 
5M Stale 6Y Stale 
6M Stale 7Y Stale 
7M Stale 8Y Stale 
8M Stale 9Y Stale 
9M Stale 10Y Stale 
10M Stale 15Y Stale 
11M Stale 20Y Stale 
1Y Stale 30Y Stale 
Euribor-OIS 
Spread    

 previous  last close  
1 Week 0.000 0  
1 Month 0.000 0  
3 Months 0.000 0  
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1 Year 0.000 0  
Source: Reuters    
http://www.eurointelligence.com/professional/briefings/2014-02-
20.html?cHash=aded2b92364cba78c14797868e222668  

 ft.com  Comment  Blogs    

FT Alphaville 

 The practicalities of EU QE 
David Keohane //  Feb 19 08:57  

Actually, it’s a €1.5tn question… at least according to SocGen. But it’s not very clear if 
that matters considering the barriers to euro area QE are so high. 

We don’t suppose the killer argument in favour will be that “an ECB QE programme of 
€1.5 trillion could lower the 10y Bund yield by 100bp, pushing it down close to the 10y 
yield of JGBs (0.6%)”, though it’s worth a shot. There might be more mileage in 
pushing the Dax angle. 

From SocGen’s Europe team, who think the threshold to action is extremely high even 
if you push the legalities aside: 

Reaching a consensus on deflation 
Firstly, there is the issue of defining when deflation or deflationary risks are present. 
Distinguishing between disinflation, temporarily negative inflation and real deflationary 
risks thus becomes crucial, with the ECB focusing very much on forward-looking 
inflation expectations. As frequently pointed out by the ECB when asked about fears for 
a Japanese- style deflationary scenario, long-term inflation expectations in the euro area 
remain well- anchored to the target whereas in Japan in the 1990s they were not. We 
expect that it would take a combination of persistently low or negative inflation, 
unanchored long-term inflation expectations (below 1%), as well as a high risk of 
recession for the ECB to declare a clear risk of deflation. While the speed of 
deteriorating developments may also play a role, we fear that the ECB could be slow to 
react to a deflationary threat. 

Dispersion between countries likely to matter 
Secondly, inflation divergence within the euro area may complicate matters. If all 
countries moved close to zero in unison, it would be easier to agree on the state of the 
euro area economy, but if, which is likely, some large countries remain stable with 
positive inflation (e.g. Germany) while others sink deep into negative numbers 
(periphery), pulling the euro area average into negative, some may still argue that 
individual countries’ negative numbers mainly reflect corrective country adjustment. 
We believe the ECB would need to act on euro area developments as a whole, in line 
with their Treaty obligations. 

Countries could be less incentivised to implement reform 
By buying large quantities of government bonds without conditionality, a QE 
programme could increase problems of moral hazard and lower governments’ incentives 
to reform or improve their public finances. 
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What happens in the event of a sovereign debt restructuring? 
Finally, there is the issue of what happens in the event of sovereign defaults. This 
question is maybe the most interesting and possibly the biggest obstacle to a euro area 
QE programme (as evidenced by the recent GFCC ruling). While any asset purchase by 
the ECB implies taking on credit risk, with government bonds in theory being the least 
risky, defaults by governments would be particularly problematic as they could lead to a 
mutualisation of debt among euro area countries, much in the same vein as a Eurobond. 
We would, however, expect ECB-held debt to be senior and ineligible for pari-passu in 
a debt restructuring, which is likely to reduce the effectiveness of this option by 
increasing the risk of debt held by private investors. While one could imagine various 
other measures to limit the exposure of the ECB’s capital, and indirectly governments’ 
capital, such as limits on the amounts of purchases or a system whereby individual 
national central banks purchase their own domestic sovereign bonds and thus keep the 
credit risk on their balance sheets (much as in the use of the Emergency Liquidity 
Assistance). Neither of these options appears convincing or practical (for instance, 
volume limits may restrict the effectiveness of the programme). Consequently, one 
could take the view that euro area QE is a last straw instrument to prevent 
economic stagnation and a possible break-up, and that any failure to honour the 
debt taken on by the ECB would lead to severe implications, such as immediate 
exclusion from the EMU. 

Do pick your deflation probability as you will but SocGen have it at 10 per cent and as 
you can see from the table below they see a host of options before QE gets considered 
including a capped LTRO in the hope that banks buy the bonds that need buying, 
buying private sector assets and the purchase of foreign assets. Which, of course, 
everyone else would be totally cool with — for our part we would in no way resent 
having to slalom through currency war notes again. 

As mentioned before, there’s more on this in the usual place. 

 http://ftalphaville.ft.com/2014/02/19/1775992/the-practicalities-of-eu-qe/  
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 02/19/2014 05:58 PM 

Interest Rate Blues 

Emerging Nations Demand Western Support 
By Martin Hesse and Christian Reiermann 
At the G-20 finance ministers' meeting in Sydney, emerging economies will push 
for joint action to halt rising interest rates. But the industrialized nations want 
nothing to do with it and are instead arguing that each country should solve its 
own problems.  
A relatively agreeable meeting is awaiting German Finance Minister Wolfgang 
Schäuble at the end of this week. The journey itself, to be sure, will be a taxing one; the 
flight from Berlin to Sydney will take almost 24 hours. But once he arrives, the greatest 
difficulty will already be behind him. 

Under the summer Australian sun, Schäuble will meet with his counterparts from 
industrialized and emerging economies as part of the G-20 meeting there. As always, 
the state of the global economy will be the main topic of conversation. 

Schäuble and his colleagues from the euro zone, in contrast to previous years, can sit 
back and relax this time around. Nobody will be trying to force Germany, France or 
Italy to take immediate action to protect the world economy from turbulence in Europe. 
"The euro as such is no longer the focus of financial market attention as a source of 
concern," Schäuble recently said with satisfaction. The euro crisis, much to the pleasure 
of European leaders, has gone dormant. This year, others will be in the spotlight, such 
as the Americans. 

Investors Return to Dollar  
Representatives from India, Brazil and Turkey in particular accuse the US Federal 
Reserve, under the leadership of new head Janet Yellen, of having severely handicapped 
their economies by backing away from the crisis driven policies it has pursued in recent 
years. By reducing the number of US sovereign bonds it purchases, the Fed has 
triggered a rise in US interest rates, with the consequence that a flood of investors are 
now returning to the dollar from emerging economies. 

To halt the decline of their currencies, India and Turkey were recently forced to raise 
their own interest rates, a move which, while propping up the exchange rate, also puts 
the brakes on economic growth. As such, they and similar countries want to use the 
meeting in Sydney to establish a common approach with the industrialized economies, 
particularly with the US. They want the developed world to pay closer attention to 
economies in Asia and Latin America. 

The battle lines are familiar: emerging economies versus Europe and the US, just like at 
the beginning of the economic crisis. Back then, though, China, India and Co. were 
negotiating from a position of strength. Pointing to their own strong growth rates, they 
demanded that the Americans and Europeans -- who they not illogically saw as having 
caused the crisis -- do more to prevent a collapse of the global economy. Now, though, 
with growth in emerging economies having slowed, roles have been reversed. 
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Complaints Unjustified?  
Many of the contours of the Sydney showdown are already clear. Even if the Americans 
and Europeans were often at odds during the euro crisis, Europe firmly backs the US 
position now. Schäuble, in particular, can be relied on; he considers the complaints 
coming from Asia and South America to be unjustified and believes that the dangers to 
the global economy are no longer to be found in the euro zone or in the US. 

He has some pretty powerful supporters too. The International Monetary Fund (IMF) 
now sees the US as an engine of growth and has stated that the collective euro-zone 
economy has emerged from recession. It is time, Berlin feels, to move away from crisis 
policies and return to normality -- just as the US has been doing in recent months. 

The Finance Ministry in Berlin believes that the shift shouldn't come as a surprise to the 
emerging economies. After all, they were forewarned at the G-20 meeting in Cannes 
back in November of 2011 that industrialized countries would abandon crisis policies as 
soon as the situation allowed. That time, Berlin says, has now come. 

In any case, Schäuble argues, complaints shouldn't be directed at himself and his 
Western counterparts. He points out that central banks make their decisions 
independently, free of political meddling. And that, too, is an argument he plans to pull 
out in Sydney if necessary. 

Schäuble and his Western counterparts also have the impression that they are being 
abused as scapegoats. Many of the problems currently being faced by emerging 
countries, they say, are homemade. Turkey's economy, for example, is not the victim of 
global problems. Rather, many of the difficulties it is facing stem from the domestic 
policies of Prime Minister Recep Tayyip Erdogan. Argentina, which has also 
distinguished itself in America bashing of late, is suffering from the consequences of 
decades of misguided economic policy. In Thailand, the government and opposition 
have been locked in a stalemate for months, which has left its mark on the economy. 
And Indian Prime Minister Manmohan Singh has proven unable to get corruption and 
excessive regulation under control. 

The 'OHIO Principle'  
Thus, Europe and the US are expected to call on their critics to pursue the OHIO 
principle, as experts call it. The abbreviation stands for "Own House in Order," meaning 
roughly that each country should do its own homework. And that's a major reason why 
Western representatives don't see a need for orchestrated action against the turbulences 
within the context of the G-20. "We aren't expecting an Asia crisis 2.0," a Schäuble 
staffer said. 

But there is no way of ruling that out entirely. There are plenty of reasons that the 
economic miracles in the emerging economies have recently lost some of their sparkle. 
For the past two years, growth in China has fallen below the double-digits, increasing 
instead at an average of 7.7 percent, notes Min Zhu, deputy chief of the International 
Monetary Fund. That's still dizzyingly fast compared to mature economies like 
Germany or Japan, but nevertheless a little slower than important trading partners and 
raw materials suppliers to China, like Brazil, India and South Africa, have been used to 
for years now. 

China recently tamed its furious pace of investment, putting an end to the price bonanza 
surrounding many raw materials that had ensured high growth and ample foreign 
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exchange revenues. Of course, there's also the issue of interest doping. As long as 
interest rates in the United States, Europe and Japan remained microscopically small, 
emerging countries were also able to borrow money under fantastic conditions. 

Since 2010, more than $1 trillion net flowed each year into the emerging markets of 
Asia, Latin America, Eastern Europe and Africa. But the influx receded in 2013 to 
levels not seen since 2008.  

"For a long time, it appeared that there were few differences remaining between 
emerging economies and fully developed industrialized nations," says David Solomon, 
the co-head of investment banking at Goldman Sachs. "The risk premiums were almost 
at zero. Now people are registering that they overestimated the emerging economies and 
that these premiums should have been higher." 

So far the outflow of capital from once hot markets of the past few years hasn't been 
that dramatic. Since the currencies of South Africa, India and Turkey plunged at the end 
of January, the situation has quieted a little. The central banks in those countries raised 
interest rates and, by doing so, were able to stop the flight of money -- at least for now. 

'There Will Be Further Turbulence' 
Has the crisis really been resolved though? Can the countries that have been 
experiencing an economic miracle suddenly get back to business as usual? It is unlikely. 
"There will be further turbulence; the problems aren't over yet for the emerging 
economies," says Scott Mather, deputy chief investment officer at Pimco, the world's 
largest bond fund. He does believe, however, that investors will differentiate more 
between the individual countries. "The problems will last longer in those places where 
economic vulnerability is mixed with political instability -- for example, in Ukraine, 
Turkey or Thailand."  

The most economically vulnerable countries are those that import much more than they 
sell abroad and are thus accustomed to high capital influxes. When high deficits and 
debts are added to the equation, the investor money can evaporate just as quickly as it 
flowed in during recent years.  

Still, numerous economists -- be they from the IMF, the banks or the large funds -- are 
still optimistic. The dangerous mix that triggered the financial crises of the late 1990s 
occurs less frequently today. "Many emerging economies are in a better starting position 
than they were in the earlier crises," says Scott Mather. "They possess greater currency 
reserves, less rigid exchange rates and in many cases a balanced or even positive current 
account balance." 

That's only true to a certain extent. Brazil may have sextupled its currency reserves 
within eight years to around $350 billion, an increase that fosters trust and the 
impression that the country has become far more robust. But the government still hasn't 
found a solution for its massive negative account balance, inflation is at around 6 
percent and growth is leveling off at a level similar to that of Germany.  

Countries like India or Indonesia have similar structural problems. In addition, problems 
like corruption and political uncertainty are common. In recent days, the exchange rates 
of oil countries like Russia and Kazakhstan went into decline. 

US Will Play Decisive Role  
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This rightfully makes managers of American pension funds or German insurance 
outlays nervous. When investors' risk aversion grows and the herd starts running in 
another direction, investors tend to just start pulling their money out all over the place. 
They don't spend much time analyzing the specifics of each individual country. If 
growth doesn't recover in the emerging economies, the situation could yet worsen.  

The US will play a decisive role in whether that happens or not. "At the moment, the 
global economy is very dependent on the recovery of the American economy and 
continued low interest rates," says Dennis Snower, president of the Kiel Institute for the 
World Economy. 

Many other economists share Snower's view that a normalization of America's 
monetary policy is not only essential, but is also in the interest of the emerging nations. 
"In the short term, the change of course in American monetary policy may cause pain 
for developing nations, but they will profit from it in the end if the Fed is able to ensure 
sustainable growth," Pimco executive Mather says.  

But if the situation in the emerging economies continues to worsen and the turbulence 
endures, the reverse could be true -- because it could jeopardize the upswing in the 
United States as well as Europe's recovery. 

'Negative Feedback Loop'  
"The potential for a negative feedback loop from the emerging markets to the developed 
markets is huge," Gautram Batra, managing director and investment strategist at 
London-based Signia Wealth, told Bloomberg earlier this month. Global companies are 
increasingly dependent on developing nations. Corporations like Apple, General 
Motors, Coca-Cola or multinational oil companies already generate a high share of their 
profits there. Multinational food giant Nestlé recently admitted it had missed profit 
expectations because of turbulence in these markets.  

An enduring crisis in the developing economies could also create fresh worries for 
Europe's strapped financial sector. Analysts at Deutsche Bank recently calculated that 
competing banks, like Italy's Unicredit, Spain's Santander or Austria's Erste Bank, 
generate a high degree of their profits from emerging markets, making them vulnerable. 

But economists like Snower consider the danger that Europe's recovery will be halted 
by crisis in the emerging economies to be limited. "Emerging economies still play a 
minor role for German exports, with most going to Europe," he says. Italy alone imports 
as much from Germany as Argentina, Brazil, India and Turkey do combined. So it's 
likely that political and economic problems in Italy would be the source of greater 
concern for German Finance Minister Schäuble than turbulence in Istanbul or Buenos 
Aires. 

Still, if a conciliatory gesture toward the emerging economies does come in Sydney, it 
will likely come from the Europeans. For now, it is virtually assured they will maintain 
their loose monetary policy. 

Translated from the German by Charles Hawley and Daryl Lindsey 
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URL: http://www.spiegel.de/international/business/emerging-nations-demanding-western-
support-for-flailing-economies-a-954124.html 
Related SPIEGEL ONLINE links: 

• Troubled Times: Developing Economies Hit a BRICS Wall (02/07/2014) 
http://www.spiegel.de/international/world/economy-slows-in-brics-countries-as-worries-mount-
a-951453.html 
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  ft.com Comment  Analysis 
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Give them some credit 
By Sarah Gordon, Europe business editor 

Despite growth in the eurozone, smaller businesses still struggle to find affordable 
funding  

 
Italian fashion and lifestyle company Italia Independent celebrate the opening of a 
flagship store in Alassio with limited edition of Spotti eyewear. 

Jorge Fernández-Cid shakes his head. The founder of a small Spanish advertising group 
has read the headlines about an economic recovery. But he has not felt it. 

“Everyone is saying that the crisis is over,” he says. “But this has not arrived at the level 
of businesses. The problem with this crisis is that there is no money.” 
More IN ANALYSIS// Television – More power to the cord/ Forex in the spotlight/ Forecast The 
world in 2114/ China Funds on the edge 

Mr Fernández-Cid runs his company, Trading Media, from an office in Madrid. It has 
13 employees and an unusual business model: it sells advertising space to companies in 
return for their products, which it then sells on. In 2010 annual turnover was €4m. Last 
year it fell to €2.5m. 

Because of the nature of its business model, the company needs a reliable flow of 
working capital. Until 2010 this was funded by six Spanish banks, which provided 
short-term credit lines of €700,000 a year. In addition, Trading Media’s buildings were 
mortgaged to the tune of €2.5m. 

When the crisis hit, Mr Fernández-Cid’s banks would not renew his short-term credit. 
They offered him other lending options with worse terms, higher penalties and new 
requirements that he pay down principal as well as interest.  
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“It happened in just two months,” he recalls. “It was horrible.” 

Since then, Mr Fernández-Cid has been on an apparently endless search for alternative 
sources of funding. He considered selling assets, including his buildings, but he would 
have had to sell at fire-sale prices. He asked his suppliers to extend payment terms and 
offered clients discounts for paying more quickly than usual.  

 
Through personal connections he was able to secure €150,000 in financing, but at a 
relatively high interest rate of 10 per cent. Finding credit is still difficult, however. “If 
you ask for a €400,000 loan, you have to offer collateral of €1.5m. And the banks value 
your collateral, say your buildings, much lower than you do. It’s like madness. Nothing 
is worth anything.”  

In Spain, despite signs that the economy is finally picking up after years of painful 
recession, Mr Fernández-Cid’s story is a familiar one. For while big listed companies 
have been able to borrow in the bond markets at historically low rates, smaller 
companies across crisis-hit Europe are still struggling to get the money they need.  

Siemens, the German industrial conglomerate, raised €3bn a year ago at a cost of less 
than 3 per cent. Even troubled listed companies have found it easy to get their hands on 
cheap money. Telecom Italia raised €1bn in the bond markets last month, as did Spain’s 
Bankia, which last year posted the largest loss in the country’s corporate history. 

Meanwhile, many of Europe’s small- to medium-sized enterprises (SMEs) are still 
battling to get the credit they need to function, let alone to grow. For the economic 
recovery to be sustained, and high unemployment levels to fall, that growth is crucial. 

“Our members are convinced that they would be able to start hiring, if only they could 
get that bank loan,” says Patrick Gibbels, secretary-general of the European Small 
Business Alliance, which lobbies on behalf of 1m mainly “micro” businesses in 36 
European countries. 

Others point out that there is a chicken-and-egg conundrum at the heart of the eurozone 
economic story. “Credit growth isn’t going to lead the recovery,” says Jeffrey 
Anderson, senior director for European affairs at the Institute of International Finance. 
“The recovery has to happen first.” 
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Europe has 20m companies with a turnover of less than €50m or fewer than 251 
employees, according to the European Commission. In 2012 the sector employed 90m 
people, over two-thirds of all Europe’s jobs, and produced nearly 60 per cent of the 
region’s non-financial private sector output. 

Official data suggest credit markets for eurozone companies are slowly unfreezing. In 
its latest survey of bank interest rates, the European Central Bank said the cost of 
borrowing €1m or more for non-financial corporations was 2.18 per cent in December. 
For loans up to €250,000 – more likely to be requested by smaller companies – 
borrowing costs were 4.53 per cent, down from 4.69 per cent a year ago. 

The numbers show that interest rates for smaller loans have only fallen fractionally over 
the past 12 months. In addition, many believe the official statistics give an inaccurate 
picture of the real situation facing most companies in Europe. 

“The ECB data do not represent the ultimate cost of offered credit,” says Mr Anderson. 
“We heard in discussions with 45 or so banks and banking associations in the six euro 
area countries we reviewed, that the ECB data – all we have unfortunately – likely 
understate the extent to which interest costs faced by borrowers have diverged among 
the different countries.” 

Published interest rates do not take into account potential borrowers who have been 
offered loans with high interest rates that they then decline, those who have been 
refused credit, or those who have simply become discouraged and stopped asking. 

“It is true that companies report higher spreads than [the official] figures show,” says 
Daniel Cloquet, director of entrepreneurship and SMEs at BusinessEurope, the 
Brussels-based industry lobby group. “We hear it in our meetings with them.” 

There are well-recognised reasons why credit flow to a large swath of Europe’s 
companies is still so sticky. 

Banks have become more risk- averse since the crisis, not just to protect their bruised 
balance sheets but also to meet demands from regulators to improve capital buffers. The 
continuing asset quality review and bank stress tests by the European Central Bank, 
results of which are due in the autumn, are exacerbating the process. 
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“At the moment, the capital requirement rules basically favour [banks holding] 
government debt,” says Mr Cloquet. 

 
In addition, practices by central authorities as well as at some of Europe’s banks during 
the early years of the credit crunch have delayed a healthy clearing-out of bad loans, and 
thus a recovery in lending. 

In Spain, new rules introduced in September have forced banks to report forbearance – 
granting more time to repay a loan – and thus discouraged the endless refinancing of 
essentially insolvent companies. 

Demand for credit, as banks point out in their defence, has also been weak. However, 
evidence from companies suggests that they have been put off from applying for credit 
by high interest rates, onerous guarantee demands or hikes in the amount of collateral 
required. 

“When you talk to companies, the specific problem is often the level of collateral that is 
asked for, which has really increased since 2007,” says Mr Cloquet. “This demotivates 
quite a number of SMEs from asking for credit.” 

Companies also complain about an erosion of crucial lending skills at banks in the wake 
of the crisis. 

“At many banks, the most experienced lending staff are still dealing with bad loan 
books,” says John Trethowan, who heads Ireland’s credit review office. “Many others 
have simply lost their jobs. And the loan officers that remain often have little leeway for 
individual decisions.” 

. . .  
The experience of UK company Coloursmith, which sells and distributes textile and 
dyeing machinery, bears this out. 

“We drew £80 on a Barclaycard when we set up in 2009, and put it into a business 
account,” says Ian Smith, who runs Coloursmith with his partner from their home in 
Kent. “We got a package off the internet which allows you to register your company 
and get a VAT number and we sat down and said ‘here we go.’” 
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From small beginnings, the company has grown steadily. Turnover in 2013 was 
£250,000 and Coloursmith has been profitable for the past two years. Clients include 
Primark, John Lewis and the World Bank.  

Last October Mr Smith needed finance to provide cash flow so that export orders could 
be met. But when he turned to his bank, he got a shock. 

“We liked NatWest because they had individual business managers, and we had our 
own guy,” he says. “Then they had a restructuring. We had to ring a telephone line and 
someone rang you back. We went down to NatWest and the person we saw really didn’t 
understand what we were talking about. We wanted finance against the letter of credit 
[but] he started talking about overdrafts or loans. 

“When I chased them, I was told we wouldn’t get the money we needed because we had 
failed the ‘affordability’ test. I don’t like using the phrase, but it was a typical ‘computer 
says No’ situation.” 

A second financing request was rejected and Mr Smith began to look elsewhere. 

RBS, which owns NatWest, says: “On this occasion we were not able to provide the 
finance this customer wanted and when this is the case we try to signpost to other 
sources of funding, which is what we did.” 

Mr Smith’s discouragement with the banks is mirrored by many other European 
companies which, having traditionally depended on bank lending, have responded to its 
dearth by looking elsewhere for sources of financing, from venture capital to public debt 
and equity markets.  

Attempts by SMEs to diversify their financing have been backed by a range of measures 
by national governments and European institutions. In Italy, the government is trying to 
encourage the development of a “mini bond” market, similar to the specialised 
corporate bond trading platforms in Germany and the Netherlands. 

Such measures, though, do not go far enough, says Mr Cloquet of EuropeBusiness. He 
points out that while in Germany, for example, bond size can be as low as €25m, in 
London the minimum issuance is £100m. 

“This means access to these markets for smaller companies is constrained,” he says. 

Another challenge for smaller companies is the high cost associated with issuing bonds, 
such as preparing prospectuses and doing due diligence. High costs are also a problem 
for companies, not to mention investors, wanting to access the equity markets. 

. . .  
Other more innovative approaches are gaining traction. In the UK, the government has 
provided support to peer-to-peer lending mechanisms like Funding Circle, an online 
crowdfunding service launched in 2010, where people directly lend to small businesses. 
Funding Circle has lent £220m to 2,200 businesses, with an average loan size of 
£60,000. Investors fund a small proportion of each loan. 

Coloursmith was one company that approached the service. 

“The loan request [for £22,000] went up first thing one morning,” Mr Smith says. “A 
couple of hours later we already had 30 per cent. By lunchtime the loan was fully 
funded.” 
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The interest rate was 9.5 per cent. Mr Smith says his first port of call, when he needs 
new financing, will be Funding Circle. 

“Personally, I would never go back to the banks,” he said. “My company has made a 
profit for several years. We’ve got an order book of £100,000. What more do you want 
from us?” 

In Madrid, Mr Fernández-Cid shares the UK entrepreneur’s frustration. “If your 
accounts are in the black, you should be financed,” he says. 

------------------------------------------- 

Equity funding: a new Italian way  
Italia Independent is a profitable fashion and lifestyle company co-founded in 2007 by 
Lapo Elkann, one of the heirs to the billionaire Agnelli family fortune. But that did not 
make it any easier to attract loans. 

“After Lehman collapsed, the world really changed,” says Andrea Tessitore, chief 
executive. “Even though we were a healthy company, we found it very difficult to get 
money from the banks.” 

In efforts to raise money, he turned to an alternative rarely used by Italian businesses in 
the past. It is one that they are increasingly examining while credit conditions remain 
tight: the equity markets. 

Italia Independent made €3m in earnings before interest, tax, depreciation and 
amortisation in 2012, and its €16m turnover has been growing at more than 60 per cent 
a year. 

Mr Tessitore says he understood the reluctance of lenders. “I stopped blaming the 
banks, because Italian SMEs should have more capital, more equity. Intesa Sanpaolo, 
for every dollar of equity you put in, they give you three. When I understood that I 
wasn’t able to get money from banks, I knew things had to change.” 

“I didn’t want to call people through our connections to get a favour,” he adds. “I didn’t 
want to play the Italian game. We wanted to find a real solution. As founders, we had 
already put all our lives and our money into the company. If we gave 27 per cent to a 
private equity firm, we would lose our independence.” 

Instead, he decided to raise money by listing 27 per cent of Italia Independent on AIM 
Italia, the market for SMEs. Just 38 companies are quoted on the exchange, which had a 
market capitalisation of €1.2bn at the end of January. 

Shares in Italia Independent rose 15 per cent on their debut in Milan last June. They 
have since risen 40 per cent, valuing the company’s equity at €80m. Despite the €2m 
cost of listing, Mr Tessitore believes going public has helped the expansion of the 
company, which has 40 per cent of its turnover outside its domestic market. 

“The attitude towards me abroad has changed completely since the IPO,” he says. And 
now, he says, it is the banks that are pursuing him. “It’s like being a beautiful and sexy 
woman, everyone is running after us.” 

http://www.ft.com/intl/cms/s/0/3d260e6c-956b-11e3-8371-
00144feab7de.html?ftcamp=crm/email/2014219/nbe/Analysis/product&siteedition=intl
#axzz2tl6n1NKS  
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Schäuble signals German concession on 
EU bank rescue fund 
By Peter Spiegel in Brussels 

©AP  

Wolfgang Schäuble, Germany's finance minister 

Wolfgang Schäuble, the German finance minister, has suggested Berlin is prepared to 
speed up the pooling of EU bank rescue funds if levies on banks to finance the system 
are also raised more swiftly.  

Mr Schäuble’s concession, made during a meeting of EU finance ministers in Brussels, 
was the first signal he was prepared to compromise on the new bank rescue system in 
the face of strong criticism of Germany’s stance from the European Central Bank.  

More ON THIS TOPIC// Crisis provides opportunity for ‘fiscal union’ 
IN BRUSSELS// Swiss vote to limit migrants sparks EU threat/ Swiss access to EU 
market under threat after immigration vote/ Let weak banks die, says eurozone super-
regulator/ Gazprom faces EU antitrust charge threat 

Under a deal reached in December, the funds in the new system would only be fully 
mutualised after 10 years. In the interim, eurozone countries would contribute cash into 
national pots that would remain segregated within the broader European fund.  

But the ECB argues the long “transition period” would lead to unnecessary uncertainty 
about how failing European banks would be bailed out or wound down. 

Berlin has been reluctant to quickly hand control of common EU bank rescue funds to 
Brussels, even though a new EU supervisor will start overseeing eurozone banks within 
the next year. Germany is one of the only eurozone members with its own national bank 
resolution fund, and its banks have lobbied strongly to avoid ceding control of this to 
Brussels. 

Mario Draghi, the ECB chief, said this month that finance ministers should consider 
“doubling the pace” so that the fund would be fully mutualised within five years. though 
he did not suggest any speeding up or increasing of levies to pay into the fund.  

Mr Schäuble made clear Berlin thought the two should be linked. “If 10 years is too 
long to build the fund, let’s speed up – but not only the speed of mutualisation but the 
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speed of paying in,” he said during a public session of the ministers’ deliberations on 
Tuesday. 

Ahead of Tuesday’s meeting, Pierre Moscovici, the French finance minister, said he 
wanted to go even further, with full pooling of cash from the start: “I want the single 
resolution fund to have a mutualised element from the start, and that element should 
grow as quickly as possible.” 

Mr Schäuble was also resistant to proposals that would allow the fund to borrow money 
in cases where the embryonic system was short of funds. He said only national pots 
within the fund should be given such powers, and with the consent of national 
governments involved. Under such a plan, the new European system would not be able 
to borrow money for a bank rescue on its own. 

“The borrowing must depend on the approval of the member state of the compartment 
that has to lend,” Mr Schäuble said.  

Berlin seemed to be losing allies on that issue too. Jeroen Dijsselbleom, the Dutch 
finance minister, who has been a regular ally of Mr Schäuble on such issues, said he 
was open to giving the fund the power to borrow, backed by national guarantees.  

Mr Moscovici also broke from Mr Schäuble by saying the fund should have “the 
capacity to borrow”, independent of the speed at which individual countries paid into it.  

http://www.ft.com/intl/cms/s/0/5e35baa0-9893-11e3-a32f-
00144feab7de.html?ftcamp=crm/email/2014219/nbe/BrusselsBrief/product#axzz2tl6n1
NKS  
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Bond markets weigh risks of eurozone QE 
By David Oakley 

At last, after resisting for so long, the European Central Bank looks closer to 
implementing its own version of quantitative easing to spark growth across the 
eurozone. But will it dislocate the bond markets? 

Some investors and strategists are asking this very question as they raise their 
expectations of QE, the once extraordinary policy that is now the standard monetary 
response to low growth and inflation. The US Federal Reserve, Bank of England and 
Bank of Japan have all resorted to QE to boost growth. 

Big spenders 

 
More ON THIS STORY// Nowotny attacks German court’s ECB ruling/ Eurozone 
exceeds hopes in recovery/ Markets Insight Karlsruhe fallout highlights power of 
ECB/ ECB poised for battle to ward off deflation 
ON THIS TOPIC// Markets Insight Money markets sound alarm for ECB/ Eurozone 
repo market shrinks/ Rising recovery hopes boost Europe’s stocks/ Martin Wolf Draghi 
was right to cut rates 

IN CAPITAL MARKETS// M&A activity to spur debt finance deals/ Municipal bonds 
boosted by tax breaks/ Spain leads corporate bond splurge/ US lenders return to 
mortgage slicing 

The problem for the eurozone bond markets is that QE could undo the gains since Mario 
Draghi, ECB president, triggered their recovery by pledging to do “whatever it takes” to 
prevent the collapse of the single currency in the summer of 2012. 
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Mr Draghi’s promise has brought peripheral bond yields, which have an inverse 
relationship with prices, down sharply and narrowed their spreads against Germany, the 
benchmark market. 

Steven Major, global head of fixed income research at HSBC, warns: “QE is a potential 
risk for the eurozone bond markets. It is a step into the unknown and could lead to 
spread widening among the peripheral markets against Germany.” 

This threat of widening spreads would reintroduce the problems seen at the height of the 
eurozone crisis as it would make Germany more competitive with lower borrowing 
costs at the expense of other economies. 

Mr Major worries that this spread widening would be inevitable.  

This is because the ECB would have little choice but to buy government bonds to bring 
about the stimulus required to lift inflation. Other bond markets, such as asset-backed 
debt, are not big enough to enable the central bank to buy in a size that would make a 
difference – and buying government bonds almost certainly means purchasing more 
German Bunds than other debt, pushing Berlin’s yields down at a faster pace.  

Investors and strategists expect about 30 per cent of the bond buying will be in German 
Bunds in a €400bn programme. The ECB would then likely buy about 20 per cent in 
French Oats, 18 per cent in Italian BTPs, 12 per cent in Spanish Bonos, with the rest 
being bought in the other much smaller debt markets. 

QE is another stage in the road to recovery for the eurozone. But it is a policy that 
highlights the problems in the region. With the amount of public debt that most 
economies are still carrying, the eurozone crisis is far from over  

- Harvinder Sian, co-head of European rates research at RBS 

Laurence Mutkin, global head of G10 rates strategy at BNP Paribas, argues that the 
purchases will have the opposite effect. That buying a larger proportion of German 
bonds will actually help narrow yield spreads between Bunds and peripheral debt. 

“It’s not about quantum,” he says. “It is about the size of the available float.” 

For example, the German market is much bigger and deeper than the Spanish market. 
This means the ECB could afford to buy a smaller amount of Spanish bonds to move 
yields further than in Bunds. 

For others, issues over the legality of a bond buying programme is a greater concern. 

The German constitutional court has asked the European Court of Justice to make a 
ruling on outright monetary transactions, which Mr Draghi introduced as a backstop to 
the eurozone in the summer of 2012.  

Although outright monetary transactions would involve buying government bonds, it is 
not the same as QE as it would be introduced in the event of a run on one or more of the 
debt markets.  

The ECB could successfully argue that QE, which involves buying a range of bonds to 
lift inflation, was within its remit as it is designed to bring about price stability. 

But, the legal wrangling is still creating confusion. 
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One bond investor at a big German asset management group says: “I think the legal 
situation complicates everything. Markets don’t like uncertainty. It is that simple. The 
lawyers don’t seem to care about this. It is very frustrating.” 

He thinks QE is inevitable, whatever the lawyers say, possibly as early as the second 
quarter of this year. The ECB will have little choice but to follow other central banks 
and join the QE club if low inflation persists, he says. 

Harvinder Sian, co-head of European rates research at RBS, agrees: “The risks are 
probably greater by not doing QE, than doing it – and it looks likely it will happen.” 

But QE is not the endgame, he adds. “QE is another stage in the road to recovery for the 
eurozone. But it is a policy that highlights the problems in the region. With the amount 
of public debt that most economies are still carrying, the eurozone crisis is far from 
over.” 

http://www.ft.com/intl/cms/s/0/7bbb007a-97e5-11e3-ab60-
00144feab7de.html?ftcamp=crm/email/2014219/nbe/BrusselsBrief/product#axzz2tl6n1
NKS  
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 Economía   

Guindos carga contra la credibilidad de 
la política económica europea 
España reclama más activismo en las políticas fiscales y monetarias 
Claudi Pérez Bruselas 17 FEB 2014 - 21:41 CET41  

  
El comisario europeo de Asuntos Económicos, Olli Rehn, saluda al ministro de 
Economía, Luis de Guindos / JOHN THYS (AFP) 

Europa y el mundo tuvieron un momento Keynes —la aplicación de fuertes estímulos 
para evitar una Gran Depresión— tras la explosión de la crisis financiera internacional, 
en 2008. Pero Europa dijo basta en mayo de 2010, y el G-20 decidió al mes siguiente en 
Toronto bendecir una cruzada en favor de la austeridad, que solo recientemente, tras los 
destrozos causados, se ha suavizado tanto en las formas (con la flexibilización de los 
objetivos de déficit) como en el fondo (se piden reformas, más que recortes). El 
ministro español de Economía, Luis de Guindos, ha cargado este lunes contra los 
bandazos en la gestión de la política económica de la eurozona: “La eurozona no ha sido 
coherente ni predecible”, ha criticado en la presentación de un estudio de la OCDE en 
Bruselas ante la atenta mirada del presidente del Eurogrupo, Jeroen Dijsselbloem. 
“Europa ha encontrado ahora un ritmo más adecuado: normalmente, la eurozona explora 
todas las alternativas antes de adoptar la correcta”, ha ironizado. 

La embestida no ha terminado ahí. Guindos ha recordado que la recuperación europea 
“va con retraso con respecto a EE UU y Reino Unido”, que han aplicado estímulos 
monetarios mucho más potentes y retiraron los fiscales con menos prisas. El ministro 
español ha sugerido que ni siquiera ahora el mix de políticas económicas es el 
adecuado. “Las reformas son vitales”, ha afirmado, “pero tras el duro ajuste en la 
periferia hay que preguntarse cómo volverá a crecer la eurozona: para ello no bastan las 
reformas, hay que hacer política fiscal y política monetaria”. 
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La eurozona no ha sido coherente ni predecible” 
Luis de Guindos, ministro de Economía 
Dardos españoles envenenados y relativamente inéditos para Berlín y Fráncfort: nunca 
Guindos ha sido tan explícito en sus demandas a Bruselas, al BCE y a los países que 
mejor capean la crisis. España, según esa tesis, vendría a reclamar un mayor activismo 
al Eurobanco, a la vista de que otros bancos centrales han ido más lejos. Y como no hay 
margen para hacer política fiscal en Madrid (más allá de la reforma de impuestos que 
viene), el discurso de Guindos viene a apuntalar también las tesis de Bruselas respecto a 
que Berlín y los países con mejor situación fiscal deben hacer lo posible para estimular 
su demanda. Alemania ha recuperado con creces los niveles de PIB previos a la crisis. 
El PIB italiano está un 9% por debajo, y el español es un 7% inferior al de 2008, con 
tasas de paro que se han duplicado en Italia y triplicado en España. “Esos datos tienen 
que ver con los desequilibrios previos, pero también con las políticas aplicadas en la 
eurozona”, ha disparado Guindos. 

El informe presentado por la OCDE, el think tank de los países ricos, va a medias en esa 
línea. Cita hasta 30 veces la necesidad de hacer reformas, pero con las contradicciones 
habituales: pide avanzar en el proceso de recapitalización bancaria, pero a la vez 
lamenta la caída del crédito; asegura que hay que ir más lejos en las reformas laborales 
y en las de los servicios profesionales, pero al mismo tiempo subraya la “fatiga social” 
con la austeridad fical y la sobredosis de reformas estructurales y advierte del alza de las 
desigualdades. 

MÁS INFORMACIÓN// ¿Quién evitó el derrumbe? / El FMI, Bruselas y Berlín 
presionan sobre las medidas laborales / La recuperación toma cuerpo / La Eurocámara 
acusa a la troika de agravar paro y pobreza en los rescatados  

Los rescates europeos se han saldado con resultados desiguales, salvo por una cosa: la 
deuda pública de los países rescatados se ha disparado. Grecia es el caso extremo: a 
pesar de la ayuda y de las quitas de deuda, el endeudamiento público pasó del 106% del 
PIB en 2007 al 180% del PIB a finales del año pasado. El vicepresidente Olli Rehn ha 
anunciado este lunes que la troika volverá a Atenas en los próximos días. “Hay que 
insistir en las reformas antes de discutir otras cosas”, ha dicho. Más de lo mismo, si no 
fuera por que planea sobre Grecia la posibilidad de una reestructuración de la deuda 
pública de gran calibre. 

 http://economia.elpais.com/economia/2014/02/17/actualidad/1392669701_946132.html  
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 New IMF Paper Shows Yet Again that 
Reinhart and Rogoff Results Are Erroneous 
Author: L. Randall Wray  ·  February 14th, 2014  ·   

You all remember the Reinhart and Rogoff claim that debt ratios above 90% lead to slow 
economic growth. As Yeva Nersisyan and I showed in 2010, their results are crap. (see here 
http://www.levyinstitute.org/publications/?docid=1273) 

I’m pretty sure that the Reinhart and Rogoff “study” is the worst empirical research ever 
undertaken. They simply lumped together data of questionable verity taken across 800 years and 
66 countries to get ratios of debt to GDP and growth rates. They summed across debt types, 
taking almost no notice of the exchange rate regime or the denomination of the debt. In other 
words, to R&R it makes no difference if a country pegs to gold or dollarizes, or if it issues debt 
in foreign currency. Further, at least in their public presentations, they habitually assumed that 
correlation is causation—ignoring the possibility that slow growth raises debt ratios. Their work 
was ideologically-driven: they wanted to stoke the deficit hysteria used as a justification for 
austerity. 

As anyone familiar with MMT knows, it matters whether a country pegs its exchange rate to 
gold or a foreign currency. Unless you can ensure a positive inflow of the thing you peg to, you 
must adopt austere policy to keep domestic wages and prices low. And if you issue debt 
denominated in a foreign currency (or even in a domestic currency pegged to a foreign 
currency), then as your commitments rise you normally must squash domestic demand to 
increase net exports. Hence, for such countries it is probable that there will indeed be a 
correlation between rising debt ratios and slowing growth rates. 

But for a country that adopts its own currency without a peg, and that avoids issuing debt in 
foreign currency, there is no necessary relation between debt ratios and growth rates. Now, to be 
sure, rising private debt ratios can increase fragility—for all the Minsky reasons. This can be 
associated with financial crises, which can have negative impacts on economic growth. 
However, sovereign debt actually improves domestic finances—makes the financial system less 
fragile. Adding income and safe financial assets to the domestic economy, sovereign deficits 
and debts can actually promote growth. By the same token, slow growth can increase debt ratios 
(as Japan’s experience over the past 20 years shows). Still, the sovereign deficit and debt ratios 
by themselves tell us nothing about sustainability. We can have those ratios rising for “good 
reasons” (to promote growth and development) or for “bad reasons” (because slow growth has 
kicked in the automatic stabilizers). For a sovereign currency issuer, what really matters is 
unemployment and living standard, not debt ratios. 

A new IMF paper, “Debt and Growth: Is There a Magic Threshold?” by Andrea Pescatori, 
Damiano Sandri, and John Simon (http://www.imf.org/external/pubs/ft/wp/2014/wp1434.pdf) 
does a pretty good job of laying out the issues without the ideological bias of R&R. The authors 
use a data set that is less questionable, focusing on IMF member nations with data back to 1875. 
To take account of the possibility of reverse causation (slow growth leads to higher debt ratios), 
they look at longer periods of correlation. In other words, they see if high debt ratios (say, above 
90%) remain associated with slow growth for years into the future. In addition, they distinguish 
between trajectories (does a country with a high debt ratio have a rising or falling debt ratio) to 
see if that makes a difference for the correlation. They also do some adjustments for “outliers” 
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that affect averages (note that the R&R results depended strongly on outliers as well as math 
errors they made in their calculations). 

What they find is that there is no “magic threshold” for the public debt ratio beyond which 
growth suffers. So far as their study goes, I think what they’ve done is a model for honest 
empirical work. Here is a quick summary of the main findings: 

1. “Consistent with R&R (2010), we observe that GDP growth is particularly low in the year 
after the debt-to-GDP ratio reaches levels above 90 percent. Indeed, this chart shows that GDP 
growth averages around 2 percent in countries with debt below 90 percent, and tumbles to 
about -2 percent in countries whose debt ratio increases above that level. At the same time, the 
inter-quartile range across all episodes reveals that the growth performance for countries with 
debt rising above 90 percent is quite diverse. It would be unwise, however, to look for a causal 
relation between debt and growth from Figure 1 because of the possibility of reverse causation 
mentioned above. While it is possible that when the debt-to-GDP ratio exceeds 90 percent 
countries enter a state of distress that leads to a substantial reduction in growth, it is equally 
possible that increases in public debt above 90 percent are driven by an omitted variable that 
reduces GDP and tax revenues that, in turn, leads to higher debt.” In other words, the simple 
correlation does not show causation. We need to be careful in interpreting correlations. 

2. Those correlations are substantially driven by outliers: “For example, the debt-to-GDP ratio 
in Japan increases from 133 percent in 1943 to 204 percent in 1944, and the subsequent growth 
rate in 1945 was -50%. This observation alone leads to a considerable reduction in the average 
growth for debt thresholds above 135 percent of GDP.” Gee, lesson learned: don’t start a World 
War unless you can win it; growth suffers if you are on the losing side. 

3. The correlations are also driven by reverse causation: rotten economic growth raises debt 
ratios. Once you extend the time horizon in an attempt to correct for reverse causation, the 
correlation essentially disappears: “Extending the horizon of analysis allows us to mitigate the 
bias in the analysis induced by reverse causality and potential omitted variables issues–it also 
attenuates the effects of outliers such as the growth observation for Japan in 1945. For 
example, automatic stabilizers mean that low growth will tend to have an effect on the primary 
balance, and, thus, on debt over a short-term horizon. Similarly, and even more mechanically, a 
recession will raise the debt to GDP ratio because the denominator decreases. If high debt (that 
is, debt above some threshold) operates as a drag on growth over anything but the short-run, 
however, we would expect to observe weak growth not only in the year after the debt ratio 
exceeds the threshold, but also during the subsequent years… we show the growth performance 
of the same episodes over longer horizons…the growth performance improves considerably 
even at a 5-year horizon. The improvement is particularly noticeable for horizons of 10 and 15 
years. Importantly, while higher debt is still associated with milder growth, there is no longer 
any clear debt-to-GDP threshold above which growth deteriorates sharply.”  

4. Even quite high debt ratios do not hurt growth, especially if the debt ratios are coming down 
(as they likely would do if growth is high): “In fact, even countries with debt ratios of 130–140 
percent but on a declining path have experienced solid growth. This observation suggests that 
the high debt itself is not causing the low growth in these episodes but other factors, associated 
with increasing debt, are more strongly implicated.” Note that it is impossible to completely 
exclude reverse causation—no matter how hard you try. It is possible that the debt trajectory is 
determined by economic growth, rather than that debt trajectory impacts growth. 

5. In a further test of robustness of their results, the authors claim: “What we find is that, 
generally speaking, the growth performance of countries with high debt is fairly close to that of 
their peers—differences are less than ½ percent per year except at the lowest debt levels.” 
Another robustness test is used to correct for reverse causation, such that “with the removal of 
the first 5 years the relation between growth and debt becomes even flatter. Furthermore, we 
observe that even the direction of debt is no longer a clear predictor of growth…” Again, more 
reason to doubt that debt trajectory is the cause. 
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6. In conclusion: “Our analysis of historical data has highlighted that there is no simple 
threshold for debt ratios above which medium-term growth prospects are severely undermined. 
On the contrary, the association between debt and growth at high levels of debt becomes rather 
weak when one focuses on any but the shortest-term relationship, especially when controlling 
for the average growth performance of country peers.” The more you try to control, the weaker 
the correlations become—and the more erroneous become the R&R claims. 

And note that like R&R, the authors of this IMF paper did not distinguish between sovereign 
currency issuing nations that issue debt in their own floating currency, and those that peg and/or 
issue debt in foreign currency. By lumping together all IMF members and over a time period 
that includes gold standards, Bretton Woods, and today’s “free for all”, one would expect a 
priori that the empirical results would be inconclusive—in other words, nearly random. And 
that is precisely what the IMF paper shows. 

No, Virginia, there is no magic threshold for government debt beyond which growth falls. It 
depends. 

If you’ve got your own sovereign currency, and you do not peg, and you do not issue debt 
denominated in a foreign currency, then there is no reason to suppose that higher debt ratios 
cause lower economic growth. Yes, budget deficits can be too high—causing inflation. They 
can be too low—causing slumps. Debt ratios can be high for “good reasons” and they can be 
high for “bad reasons”. Focusing on government debt ratios, alone, tells you nothing about the 
health of the economy in such cases. 

If you do not have your own currency, if you peg to foreign currency, and if you issue debt in a 
foreign currency, then all bets are off. You might well be up that creek without a paddle. 

The next step for extending this fairly well-done IMF paper is to distinguish between these two 
scenarios. 

I have a hunch that I know what such a study would find. 

http://www.economonitor.com/lrwray/2014/02/14/new-imf-paper-shows-yet-again-that-
reinhart-and-rogoff-results-are-erroneous/ 
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  Economía    OPINIÓN 

¿Quién evitó el derrumbe de España? 
La frase mágica de Draghi, el programa OMT del BCE y la actuación 
de Hollande y Monti, factores decisivos 
Xavier Vidal-Folch 30 ENE 2014 - 00:00 CET69  
 “España estuvo a punto de derrumbarse”, describió Luis de Guindos, el martes, en 
Bruselas. Era el primer semestre de 2012, la tormenta perfecta de la deuda soberana 
desatada desde verano de 2011 (segundo rescate griego). La prima de riesgo (el 
diferencial del bono español a diez años con el bund alemán) crecía sin apenas respiro 
desde febrero de 2012. Nadie quería financiar la economía española. Ni la italiana. 

La fea prima llegaría a duplicarse. Hasta su pico máximo intradía (649 puntos básicos; 
por 541 la italiana), el 25 de julio. ¿Qué pasó el día 26 que se cortó el ascenso y empezó 
el descenso? Que alguien declamó: “El BCE hará todo lo necesario para sostener al 
euro, y créanme, eso será suficiente”. Ese alguien era su presidente. “Una palabra del 
señor Draghi bastó para que la prima de riesgo, no solo de España sino de todo el Sur de 
Europa, empezara a caer”, narró en el Pleno sobre la UE del día 22 el jefe del PSOE, 
Alfredo Pérez Rubalcaba, enarbolando el gráfico de arriba (que se autoexplica), para 
excitación del hemiciclo. La amenaza de derrumbe se alejó. 

La caída de la prima “no tiene que ver con medidas concretas de los países”, su factor 
“clave es la desaparición, o reducción muy significativa, del riesgo de ruptura del euro 
por las medidas del BCE, no por las políticas nacionales”, decía poco antes el ex-
consejero de Fráncfort, José Manuel González-Páramo (El Mundo, 13 de enero). 

Rubalcaba y Páramo solo reflejaban lo ocurrido. El BCE actuó, paró la sangría y detuvo 
el pánico. Como la Reserva Federal en septiembre de 2008. Como pugnan por lograr los 
bancos centrales de los países emergentes estos días. Lo específico del 26 de julio es 
que fueron solo palabras. Mágicas. Sin siquiera medidas. Intervención virtual. Nada 
extraño, nada escandaloso. 

Pero este relato y este gráfico levantaron ampollas (Congreso, Diario de Sesiones 172): 
desautorizaban el empeño del presidente, Mariano Rajoy, por adjudicarse el rol 
principal en evitar el derrumbe: “las reformas emprendidas, la corrección del déficit 
público (el compromiso del euro, tanto del Consejo Europeo como del BCE) y la 
voluntad política del Gobierno español fueron claves para reconducir la situación en los 
mercados”. Relean la cursiva, entre paréntesis (añadido mío): el Consejo Europeo y el 
BCE, solo en tercer y en cuarto lugar. 

Ese resumen tiene truco: las reformas aún no allegaban resultados, confianza. La 
laboral, de febrero, cosecharía, bifronte, aplausos de los mercados, y otros 675.000 
empleos perdidos hasta final de 2013; la financiera se plasmaría en el rescate de ese 
junio. Pero la prima siguió encrespándose. 

Para apoyar su relato, Rajoy se jacta de protagonismo en los grandes proyectos lanzados 
aquel junio. Dice que fue la carta de “catorce” (fueron doce) primeros ministros, él entre 
ellos, del 20 de febrero, la que diseñó el Pacto por el Crecimiento; cuando lo sustancial 
(su letra “H”, Conclusiones del Consejo Europeo del 28-29 de junio) fueron los 120.000 
millones destinados a estimular la demanda. Surgieron gracias al fórceps, sobre todo, de 

425 

 

http://www.elpais.com/
http://economia.elpais.com/autor/xavier_vidal-folch/a/
http://economia.elpais.com/tag/fecha/20140130
http://economia.elpais.com/tag/fecha/20140130
http://www.elpais.com/�


François Hollande, un plan B a su intento de “añadir un capítulo sobre crecimiento al 
Tratado fiscal”, como reclamó a Angela Merkel el mismo día de su toma de posesión, el 
15 de mayo. 

Aduce que fue en esa cumbre “la primera vez que se habló de unión bancaria”, (que 
también ayudaría contra las incertidumbres), cuando sus tres pilares se abordaron antes, 
en la del 23 de mayo (ver conclusiones de Van Rompuy, EUCO, 93/12). Y antes de 
junio, el 31 de mayo, Draghi ya la bautizaba como tal ante el Parlamento. 

Y se ufana de que su —posterior— carta del 6 de junio (los “cinco puntos”) fue 
determinante para sujetar a los mercados (imputa a Rubalcaba la “mezquindad” de 
“falsear la historia”). Rajoy escribió y braceó, sí. Pero el director de orquesta, el que 
batalló en los cónclaves, además de Hollande, fue el italiano Mario Monti. El 20 de 
junio, una semana antes de la cumbre europea, en la del G-20 de Los Cabos (México) ya 
pidió que el BCE comprase bonos de los periféricos en el mercado secundario (en vez 
de darles préstamos), automáticamente, cuando la prima hollase un cierto umbral, y sin 
planes de ajuste. “Merece la pena analizar la idea”, apoyó Hollande; el plan italiano “es 
inteligente”, asumió García Margallo. 

Con variantes, sería el programa OMT (Outright Monetary Transactions), un programa 
de compra “ilimitada” de deuda pública, a tres años, pero bajo “condicionalidad 
estricta” del solicitante, que el otro Mario, Draghi, anunció el 2 de agosto, y que 
remachó su frase mágica. Cosa de Marios. 

http://economia.elpais.com/economia/2014/01/29/actualidad/1391025919_102988.html  
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 Press release 437 / 2013-12-19:  

Real earnings down 0.3% in the third 
quarter of 2013 on the same quarter of 
2012 

 
WIESBADEN – Real earnings in Germany fell by an average 0.3% from the third 
quarter of 2012 to the third quarter of 2013. The Federal Statistical Office (Destatis) 
reports that nominal earnings rose by 1.3% and consumer prices by 1.6% over that 
period.  

The results for the first three quarters of 2013 suggest that real earnings will decrease 
only slightly in 2013. Nominal earnings rose by 1.4% in the first three quarters of 2013 
compared with the same period in 2012, consumer prices were up 1.6%. 

The gross average earnings of a full-time employee in Germany were 3,462 euros per 
month (excluding special payments) in the third quarter of 2013. 

https://www.destatis.de/EN/PressServices/Press/pr/2013/12/PE13_437_623.html  
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SuchResultatUeberschrift 
Real earnings down 0.2% in 2013 
Real earnings, or price-adjusted gross monthly earnings, fell by an average 0.2% in 
Germany in 2013 compared with 2012. After three years in which real earnings 
increased this is the first decrease of real earnings since 2009, the year of the crisis. The 
Federal Statistical Office (Destatis) also re ... 
2014-02-20 
Agreed earnings in 2013 expected to be up 2.3% on previous year 
Agreed monthly earnings in Germany are expected to have risen by 2.3% in 2013 on a 
year earlier. Based on results available so far, the Federal Statistical Office (Destatis) 
also reports that the increase in agreed earnings thus was slightly smaller on average 
than in 2012 (+2.7%). 
2014-01-20 
Real earnings down 0.3% in the third quarter of 2013 on the same quarter of 2012 
Real earnings in Germany fell by an average 0.3% from the third quarter of 2012 to the 
third quarter of 2013. The Federal Statistical Office (Destatis) reports that nominal 
earnings rose by 1.3% and consumer prices by 1.6% over that period.  
2013-12-19 
3rd quarter of 2013: labour costs up 1.6% on 3rd quarter of 2012 
Labour costs per hour worked in Germany were up a calendar adjusted 1.6% in the third 
quarter of 2013 compared with the third quarter of 2012. The Federal Statistical Office 
(Destatis) also reports that this was the lowest increase since the fourth quarter of 2010. 
Compared with the 2nd quarter of 2 ... 
2013-12-09 
Agreed earnings in the 3rd quarter of 2013 up 2.5% on the 3rd quarter of 2012 
Agreed monthly earnings rose an average 2.5% in Germany in the third quarter of 2013 
compared with the same quarter a year earlier. As the Federal Statistical Office 
(Destatis) also reports, the largest increases were recorded for education (+2.9%), public 
administration and manufacturing (both +2 
2013-11-29 
Real earnings unchanged in the 2nd quarter of 2013 on a year earlier 
Real earnings in Germany remained unchanged from the second quarter of 2012 to the 
second quarter of 2013. The Federal Statistical Office (Destatis) reports that both 
nominal earnings and consumer prices rose by 1.5% over that period.  
2013-10-08 
Bargaining round of 2013 with pay rises of 3.0% or more for many persons 
employed 
The pay round of 2013 is over for many economic branches. Quite often the parties to 
collective agreements agreed on pay rises of 3.0% or more. The Federal Statistical 
Office (Destatis) also reports that numerous pay rises became effective in that period 
which had been agreed in the preceding years. ... 
2013-09-27 
2nd quarter of 2013: labour costs up 1.8% on 2nd quarter of 2012 
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Labour costs per hour worked in Germany were up a calendar adjusted 1.8% in the 
second quarter of 2013 compared with the second quarter of 2012. The Federal 
Statistical Office (Destatis) also reports that this was the lowest increase since the fourth 
quarter of 2010. The low rate of change is not  
Press release 
2013-09-06 
Agreed earnings in the 2nd quarter of 2013: +1.9% on a year earlier 
Agreed monthly earnings, including negotiated extra payments, rose an average 1.9% in 
Germany in the second quarter of 2013 compared with the same quarter a year earlier. 
The Federal Statistical Office (Destatis) also reports that the average rate of increase of 
agreed earnings was clearly below the ... 
Press release 
2013-08-30 
Real earnings slightly down in the first quarter of 2013 on the same quarter of 
2012 
Real earnings in Germany fell by an average 0.1% from the first quarter of 2012 to the 
first quarter of 2013. The Federal Statistical Office (Destatis) reports that nominal 
earnings rose by 1.4 % during the same period, while consumer prices were up 1.5%. 

https://www.destatis.de/SiteGlobals/Forms/Suche/EN/Press/Subject/PressSubject.html?
submit=Suchen&pageLocale=EN&cms_facet=cl2Categories_Themen%3AVerdienste_
Arbeitskosten  
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