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i  Guide to the essay  

Questions posed by the 
organisers of the Wolfson 

Prize 
Summary of treatment  

Treatment 
in main 
essay 

Treatment 
elsewhere 

If Member States leave the 
Economic and Monetary 
Union, what is the best way 
for the economic process to 
be managed to provide the 
soundest foundation for the 
future growth and prosperity 
of the current membership? 

The best way is a combination of approaches, preferring 
wherever possible to go with the grain of existing institutions, 
interests and precedent, but recognising that emergency 
conditions invoke the paradoxical precedent of going against the 
grain. We put forward a template of proposals intended to apply 
to a single seceding country, on a view that these maximise 
welfare for the country concerned, its neighbours and the EMU 
as a whole.  

Chapter 
four 

na 

The optimum monetary 
reconfiguration. 

For better or worse, we conclude that this falls beyond the scope 
of policy-makers, not to say beyond our ken. Theories of 
ȰÏÐÔÉÍÕÍ ÃÕÒÒÅÎÃÙ ÁÒÅÁÓȱ ÈÁÖÅ ÂÅÅÎ ÏÖÅÒÔÁËÅÎ ÂÙ ÅÖÅÎÔÓȟ 
leaving the eventual configuration of the Eurozone the outcome 
of a tussle between the will - and capacity- of political leaders; 
and the analysis - and sentiment ɀ of capital markets. Adherence 
to the proposals set forth in our essay will strengthen the hand 
of the former. 

Chapter 
two 

Appendices 
(c) and (e) 

Implications for sovereign 
debt, private savings, and 
domestic mortgages. 

Ȱ7ÅÁË ÓÅÃÅÄÉÎÇ 3ÔÁÔÅÓȱ ×ÉÌÌ ÅÎÔÅÒ ÉÎÔÏ ÄÅÆÁÕÌÔ - indeed this will 
be one of their two policy objectives, the other being 
devaluati0n. Default is also in prospect following action by 
ȰÓÔÒÏÎÇ ÓÅÃÅÄÉÎÇ 3ÔÁÔÅÓȱ ÁÓ ×ÅÌÌ ÁÓ ÇÅÎÅÒÁÌ ÄÉÓÓÏÌÕÔÉÏÎȢ -ÏÓÔ 
private savings and domestic mortgages will be redenominated 
in the currency of a seceding State; the former will be at risk in 
the event of bank default, to the extent they are uncovered by 
insurance. We propose to reduce these risks with polices of 
regulatory forbearance and monetary and fiscal easing. 

Chapters 
three and 

four 
na 

Implications for international 
contracts denominated in 
Euros. 

If parties cannot agree, commercial contracts will be litigated 
according to the presumed intentions of the parties. This is 
inherently uncertain ex ante. Financial contracts will follow the 
agreed jurisdiction, failing which local courts will apply lex 
monetae, ie, a monetary obligation is discharged by payment in 
whatever is legal tender for debts in that currency at the time 
when payment falls due. Even in the seceding State, the issue 
will remain problematic because the Euro will still be recognised 
as a foreign currency. We make proposals to mitigate the effect 
of capital market instruments which threaten to impair good 
order.  

Chapter 
three 

na 

The effects on the stability of 
the banking system. 

Sovereign default places the banking system at risk locally and 
threatens overseas contagion. Here too, we propose to reduce 
these risks with polices of regulatory forbearance and monetary 
and fiscal easing.  

Chapters 
three and 

four 

Appendices 
(d) and (f) for 
comparison 

Approaches to transition. 

We propose to follow the long-standing two-stage process 
developed by the IMF. This consists of a containment followed 
by a resolution stage, with the latter negotiated in an ad hoc all-
hands forum giving rise to a treaty containing financial and legal 
settlements, rather than the less extensive Agreed Minute 
consequent upon the Paris Club process.  

Chapters 
three and 

four 

Appendices 
(d) and (f) for 
comparison; 

as well as 
appendix (g) 
for details of 
model runs 

The institutional 
implications. 

Our proposals envisage relying upon existing institutions, 
specifically the IMF as lead and the ECB as local facilitator. 
Should the latter find itself constrained, we envisage the 
ÆÏÒÍÁÔÉÏÎ ÏÆ Ȱ2ÅÓÏÌÕÔÉÏÎ &ÕÎÄÓȱȟ ÁÄ ÈÏÃ ÂÁÎË-like bodies, 
ÓÕÂÓÃÒÉÂÅÄ ÂÙ ȰÃÏÁÌÉÔÉÏÎÓ ÏÆ ÔÈÅ ×ÉÌÌÉÎÇȱ ÁÎÄ ÂÏÒÒÏ×ÉÎÇ ÆÒÏÍ 
global capital-surplus States. These would be incentivised by the 
character of the capital market instruments we propose as well 
as other economic and political concessions. 

Chapters 
three and 

four 

Appendices 
(d) and (f) for 
comparison. 

  



THE WOLFSON ECONOMICS PRIZE MMXII 

- 3 - 

i i  One thousand word non -technical summary  

We may not have reached a Berlin Wall moment but, if a Eurozone member secedes, policy-makers will 

ÂÅ ÉÍÐÒÕÄÅÎÔ ÔÏ ÃÏÎÔÉÎÕÅ ÔÏ ÒÅÌÙ ÏÎ ÔÈÅÏÒÉÅÓ ÏÆ ȰÏÐÔÉÍÁÌ ÃÕÒÒÅÎÃÙ ÁÒÅÁÓȱȠ ÌÉËÅ×ÉÓÅ ÔÈÅ ÅÃÏÎÏÍÅÔÒÉÃÓ 

supporting them. Neither would withstand the evidence of policy failure. We take it that there are no 

magic bullets: Germany will not ride to the rescue, as much for lack of means as lack of will. Future 

Eurozone membership will be the result of a tussle ÂÅÔ×ÅÅÎ ÌÅÁÄÅÒÓȭ ÐÏÌÉÔÉÃÁÌ ×ÉÌÌ ɉÁÎÄ ÃÁÐÁÃÉÔÙɊ ÁÎÄ 

market judgment (if not sentiment). 

To answer the Wolfson questions squarely, we offer serviceable proposals to manage adjustment and 

minimise turmoil. We take a piecemeal approach, going with the grain unless doing so threatens systemic 

risk. Our approach to economic welfare is similarly piecemeal: we decline an overarching attempt to 

theorise or forecast on a continental, let alone global, scale. Rather, we put forth proposals to deal with 

situations as they might arise, together with illustrative calculations. 

We have analysed the legal position, the ambiguity of which presents a seceding State with the 

opportunity to take a strong line in negotiations. Here also our proposals go with the grain. We adhere to 

legal precedents wherever possible; we enlist the IMF as lead facilitator, making use of their long-

standing expertise in the field and subscribing to their well-established processes; we also enlist the ECB 

as local facilitator, as the body best qualified to lead the EFSF or its successor, assemble other EU 

institutions, and act as an interlocutor with members. We invoke a standstill at the moment of 

redenomination to stabilise the immediate situation. We propose a treaty process as best meeting the 

need for comprehensive resolution. We suggest the use of proven templates for exchange instruments 

and introduce specific monetary, fiscal, and regulatory forbearance policies to ease adjustment. 

Our proposals break new ground where they decline the Paris Club process, so as to cater for EU decision-

making institutions. We envisage the ECB waiving claims for official creditor status, to the extent of a 

haircut and willingness to accept a lower coupon for exchange instruments. Failing leadership and 

adequate fÉÓÃÁÌ ÁÎÄ ÍÏÎÅÔÁÒÙ ÅÁÓÉÎÇ ÂÙ ÔÈÅ %#"ȟ ×Å ÐÒÏÐÏÓÅ ÔÈÅ ÆÏÒÍÁÔÉÏÎ ÏÆ Ȱ2ÅÓÏÌÕÔÉÏÎ &ÕÎÄÓȱȢ 4ÈÅÓÅ 

intergovernmental groups of European and other states would function as ad hoc bank-like bodies, 

supporting fiscal and monetary easing, facilitating microeconomic reform, and if economics permit, 

acting as agent to issue exchange instruments supported by defeasance or collateral. We also envisage 

regulatory forbearance: from the BIS on recognising exchange instruments at par for tier 1 capital for 

Basel III requiremeÎÔÓȠ ÆÒÏÍ ÔÈÅ )!3" ÏÎ ÔÈÅ %#"ȭÓ ÔÒÅÁÔÍÅÎÔ ÏÆ ÄÅÌÉÎÑÕÅÎÔ ÁÓÓÅÔÓȟ ÓÈÏÕÌÄ ÈÁÉÒÃÕÔÓ ÆÁÉÌ 

fully to reflect impairment; and from jurisdictions governing bond agreements to suppress premature 

litigation threatening good order. 

Our proposals contemplate arrangements to place assets from a seceding State in trust for collateralising 

exchange instruments, if third-party underwriting or defeasement fails; to alter IMF quotas to incentivise 
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the participation of global capital-surplus States; and to invoke the seniority of treaty law to legitimate 

secession and the ensuing settlements, as well as to address obstacles posed by capital market 

instruments to an orderly resolution. 

We do not shirk the calculations which lie at the heart of any solution, while mindful of the defects in our 

own. In particular, macroeconomic modelling is imperfect, with output only as good as the assumptions 

going in; and specific defects by way of the risk of roseate outcomes stemming from self-righting 

algorithms and inattention to the banking sector. In our essay we present: 

Á Estimates for bank contagion; 

Á Estimates for fiscal and monetary easing, as well as for burden-sharing for different classes of 

obligors, together with facilitating microeconomic reform for weak seceding states; 

Á Illustrative budgets for recovery for weak seceding states and balance sheets for the recovery 

institutions we propose; and 

Á Model runs for five economic scenarios: an example of a weak seceding State, Greece; and an 

example of a strong seceding State, the Netherlands. We then address the Eurozone as a whole, 

where we consider policy continuation, EMU dissolution, and fiscal union; notably, our runs suggest 

that the first of these is the worst case. 

Our piecemeal solution adds up to a comprehensive answer to the Wolfson Prize questions and a 

pragmatic solution to secession from the Eurozone. We offer it in a spirit of contributing to a debate 

between contestants for the Wolfson Prize, which we see as playing a positive part in adding to public 

understanding and the formation of professional opinion. 
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iv  Abbreviations  and definitions  

List of abbreviations 

ASI Adam Smith Institute 

BIS Bank for International Settlements, the international banking regulator and clearing house for central banks. 

BuBa Bundesbank, the German central bank. 

CACs Collective action clauses 

CDS Credit default swaps 

CEBS Committee of European Banking Supervisors 

CRD IV Capital Requirement Directive IV 

EBA European Banking Authority 

ECB European Central Bank 

EFSF The European Financial Stability Facility 

EMU Economic and monetary union 

EU European Union 

IASB International Accounting Standards Board 

IBRD International Bank for Reconstruction and Development 

IFRS International financial reporting standard 

IMF International Monetary Fund 

ISDA International Security Dealers Association 

NIESR National Institute for Economic and Social Research 

NiGEM National Institute General Equilibrium Model 

OCA Optimal Currency Area 

OTC Over the counter, ie transactions without central records. 

TEU Treaty on European Union 

TFEU Treaty on the functioning of the European Union  

UNCITRAL United Nations Commission on International Trade Law 

 

List of definitions 

 

Agreed Minute Paris Club (see definition below) document detailing the terms for a debt rescheduling between 
creditors and the debtor. It specifies the coverage of debt-service payments (types of debt treated), the 
cut-off date, the consolidation period, the proportion of payments to be rescheduled, the provisions 
regarding the down payment (if any), and the repayment schedules for rescheduled and deferred debt. 
Creditor governments commit to incorporate these terms in the bilateral agreements negotiated with 
the debtor government that implement the Agreed Minute.  

Basel III A global regulatory standard on bank capital adequacy, stress testing and market liquidity risk agreed 
upon by the members of the Basel Committee on Banking Supervision in November 2010. The third of 
the Basel Accords; developed in response to the deficiencies in financial regulation revealed by the late-
2000ȭs financial crisis. Strengthens bank capital requirements and introduces new regulatory 
requirements on bank liquidity and bank leverage.  

Bund Sovereign bonds (see definition below) issued by Germany 

Bundesbank The German central bank 

Capital Requirement 
Directive IV 

TÈÅ %ÕÒÏÐÅÁÎ #ÏÍÍÉÓÓÉÏÎȭÓ ÐÒÏÐÏÓÁÌ ÆÏÒ ÉÍÐÌÅÍÅÎÔÁÔÉÏÎ ÏÆ ÔÈÅ changes to bank regulation under Basel 
III (see definition above).  

Collateralised Supported by assets pledged as security for a loan. In the event that a borrower defaults, the collateral 
may be seized and realised, with the proceeds used to satisfy any remaining obligations.  

Coupon The interest payment on a bond. 
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List of definitions (cont) 

 

Default Non-compliance with a condition in a bond agreement, in particular missing a payment of principal or 
interest. If default occurs, penalties are triggered. In the case of a sovereign borrower these may extend 
to the cessation of financing for landing costs of state airlines in overseas airports, cessation of 
international clearing for state owned banks, seizure of overseas state banking accounts, cancellation of 
overseas credit cards and processing, all the way up to attachment proceedings on all offshore assets 
without diplomatic immunity. In addition other bonds may enter into formal default by reason of Ȱcross 
defaultȱ clauses. ȰVoluntary defaultȱ embraces negotiation and agreement with creditors. 

Defeased Supported by another asset, such as cash or a cash equivalent. Defeased securities have sufficient cash 
or cash-equivalent set aside for retirement of the debt upon maturity. 

Endogeneity In econometrics, a parameter or variable is said to be endogenous when there is a correlation with the 
error term. Broadly, a loop of causality between the independent and dependent variables of a model 
leads to endogeneity. 

Haircut A loss on a bond or other debt. If unagreed, it triggers default (see definition above). 

Joint and several Obligations such that members of a group are individually and mutually responsible for their discharge. 

Lisbon treaty Also known as the Treaty on the Functioning of the European Union (TFEU); signed on 13 December 
2007; entered into force on 1 December 2009, establishing a constitution for the European Union.  

London Club A group of commercial banks whose representatives meet periodically to negotiate the restructuring of 
debts of sovereign borrowers. Also known as the Banking Advisory Committee (BAC). The London Club 
has no permanent organisational framework comparable to that of the Paris Club. 

Maastricht treaty Also known as the Treaty on European Union or TEU; signed on 7 February 1992; entered into force on 1 
November 1993, formally declaring the European Union and paving the way for the creation of the Euro. 

Name An issuer of bonds, generally though not always a bank. 

Pact on Stability and 
Growth 

An agreement between the 27 Member states of the EU, to facilitate the stability of the Economic and 
Monetary Union. Based primarily on Articles 121 and 126[1] of the Treaty on the Functioning of the 
European Union. Calls for fiscal monitoring by the European Commission and the Council of Ministers 
and sanctions against offending members. To simplify, the fiscal criteria are an annual budget deficit no 
higher than 3% of GDP (this includes the sum of all public budgets, including municipalities, regions, 
etc.); and a national debt lower than 60% of GDP or approaching that value. There are provisions for 
derogation in the event of emergencies.  

Paris Club An informal group of financial officials, which provides financial services such as debt restructuring, debt 
relief, and debt cancellation to indebted countries and their creditors. Staffed by French officials and 
chaired by a senior official of the French Treasury, currently the Director General of the Treasury. 
Observers include the International Monetary Fund, the World Bank, the Organisation for Economic Co-
operation and Development and the European Commission. Negotiations are generally confined to a 
single day culminating in an ȰAgreed Minuteȱ (see above). 

Seigniorage The profit made by a government from the printing of money, calculated as the face value of the money 
minus the cost of physically making it. Seigniorage is the revenue governments derive because the cost 
of minting coins or printing paper money is less than the market value of the money. Paper electronic 
fiat money generally has high seigniorage because you do not have to source physical metal to create it, 
while coins have lower seigniorage because it costs something to create the coins and source the metal. 

Sovereign A country in its capacity as an issuer of bonds; or the bond issues themselves. 

Sovereign bond A agreement made by a country to accept cash from a lender in return for a promise to repay the 
principal and pay agreed interest (coupon). Sovereign bonds trade freely and vary in value according to 
economic and other conditions, in particular the risk of default (see definition above).  

Spread The difference between one and another interest rate, for the purposes of this essay between Bunds 
(see definition above) and other sovereigns (see definition above). 

Tenor The period of time outstanding on a bond. 
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1 Introduction  

There are excellent precedents for a prize on this topic. In November 1988, a series of American bankers 

went to see Nick Brady, President 2ÅÁÇÁÎȭÓ recently appointed Secretary of the Treasury. They told him 

that their banks would be unable to withstand the Mexican default which they saw as a few weeks away. 

The Treasury asked them for proposals. The bankers set their top corporate finance teams to work, their 

best ideas were used by Mexico in its negotiations with its creditors, the US banking system survived and 

Brady Bonds entered the vocabulary of finance. 

No-one wants the turmoil of a Euro collapse. But at this point it is no longer unthinkable without, 

however, having become inevitable. It occupies that middle ground where a prudent policy-maker must 

cater for possibilities. This is the spirit in which we have written this essay, to win an economic prize 

whose questions stray from the narrowly economic. 

We confine discussion of the rights and wrongs of the Euro project to technical matters. Our approach is 

based on precedents, data and our take on the institutions; aiming off economic theory. To answer the 

Wolfson questions we engage with managing adjustment and minimizing turmoil. We take a piecemeal 

approach, seeking to go with the grain of interests and institutions; we innovate as little as possible and 

only where necessary to avoid systemic risk. 

Our approach to economic welfare is similarly piecemeal: we decline an overarching attempt to theorise 

or calculate on a global or even continental scale. Instead we put up a template of proposals to deal with 

situations as they might arise, together with calculations of economic scenarios which we present to 

illustrate policy points. 

This attests to the seriousness with which we take the underlying issue. In particular, we are mindful of 

the irony that arrangements intended to make for good order in Europe have inadvertently become its 

impediment. So too, the cautionary tales occurring to anyone with a familiarity with XXth century history, 

an inexorable process of treaties drawing Europe into WW1 and a cascade of subsequent disasters: first 

the botched settlement of Versailles and then the thirties when panic made for disastrous policy 

responses. To take a more modern illustration, we may be approaching another ȰBerlin Wallȱ moment, 

where much-hallowed notions are demolished by events. In any event, European policy-makers would be 

imprudent to rely further on theories of Ȱoptimal currency areasȱ or the econometrics supporting them. 

Neither can outweigh the evidence of policy failure. As the tide of crisis recedes, the extent of the 

Eurozone will fall out of the shoreline scrap ÂÅÔ×ÅÅÎ ÌÅÁÄÅÒÓȭ ÐÏÌÉÔÉÃÁÌ ×ÉÌÌ ɉÁÎÄ ÃÁÐÁÃÉÔÙɊ ÁÎÄ ÍÁÒËÅÔ 

judgment (if not sentiment). 

Our appendices point out that currency redenomination need not be a nightmare. They show ample 

precedents for orderly conduct in the 327 financial crises recorded by the IMF since 1970. They also point 

to lessons to be learnt from other monetary unions, with Europe a hotbed of experiment from the 

beginning of the nineteenth century. There is an unbroken path from the success of the Prussian-led 

Zollverein, to the failures of the Latin and Scandinavian Union, to the piecemeal unions after the end of 

WW1, to the advent of the Euro. Thus, Belgium has been part of a monetary union for most of its history 

since its foundation in 183o; the very existence of Germany stems from the Zollverein, a monetary union 

prosecuted over three generations by far-sighted and ambitious politicians; the French have their own 

long involvement in monetary unions, with their ambitions not so much nation-building as defending 

their interests in the face of perceived threats and eventually foundering on technical failings. More 

recently, however, the French can set earlier frustrations against a justified satisfaction in presiding over 

two long-standing monetary unions in Africa. 
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We are mindful that the Euro addresses an economic purpose and takes a legal form but is essentially a 

political project. It is inÔÅÎÄÅÄ ÔÏ ÓÅÒÖÅ ÔÈÅ ÁÍÂÉÔÉÏÎÓ ÏÆ ÔÈÅ %5ȭÓ ÆÏÕÎÄÅÒÓȟ ÁÄÄÉÎÇ ÔÏ ÏÔÈÅÒ %ÕÒÏÐÅÁÎ 

institutions in forging such amicable relations between its members that differences are settled 

ÐÅÁÃÅÁÂÌÙȢ 4ÈÅÓÅ ÈÉÇÈ ÉÄÅÁÌÓ ÁÒÅ ÒÅÆÌÅÃÔÅÄ ÉÎ ÔÈÅ %5ȭÓ ÌÅÇÁÌ ÁÐÐÁÒÁÔÕÓȡ ÉÎÓÔÉÔÕÔÉÏns are proclaimed by 

treaties, not least to cement their standing. In reality, human frailty bears upon the ideal, with accounts 

ÕÎÁÐÐÒÏÖÅÄ ÂÙ ÔÈÅ %5ȭÓ ÁÕÄÉÔÏÒÓ ÆÏÒ ÓÉØÔÅÅÎ ÙÅÁÒÓȠ ÐÒÏÔÏÃÏÌÓ ÅÓÔÁÂÌÉÓÈÉÎÇ ÔÈÅ Euro violated from the 

outset and the treaty process itself thwarting urgency. Even so, proposals as disruptive as secession from 

ÔÈÅ %5ȭÓ ÃÕÒÒÅÎÃÙ ÓÈÏÕÌÄ ÐÁÙ ÒÅÓÐÅÃÔ ÔÏ ÔÈÅ ÎÏÂÉÌÉÔÙ ÏÆ ÉÔÓ ÆÏÕÎÄÅÒÓȭ ÉÎÔÅÎÔÉÏÎÓ ÂÙ ÁÄÈÅÒÉÎÇ ÔÏ ÌÅÇÁÌ ÆÏÒÍÓȢ 

This is not merely to honour European sensibilities, but also to serve the practical purposes of economic 

continuity and cultivating the reputation of the EU and its members. 

Compliance with legalities complicates attempts to reconfigure the Euro. As noted, the currency is 

established by treaties. These give rise to a cascade of obligations under international and national law, 

leading in turn to governing judicial opinions, contracts and (where applicable) common law. Any 

alteration is protracted and uncertain. 

So little does anyone want the turmoil of secession from the currency that European officials are unwilling 

to contemplate the topic - at least officially. As a consequence, secession will be initiated unwillingly by 

one of its members. If so, it will be obliged to act promptly, to minimise turmoil in the financial markets 

and on the streets. This makes a two-step process expedient: containment by way of initial arrangements 

for the period following redenomination; followed by eventual resolution of obligations as they were 

created, by treaty between interested partÉÅÓȢ 4ÈÉÓ ÉÓ ÔÈÅ ÏÎÌÙ ÒÅÁÌÉÓÔÉÃ ×ÁÙ ÏÆ ÓÁÔÉÓÆÙÉÎÇ ÔÈÅ 7ÏÌÆÓÏÎȭÓ 

central requirement and lies at the heart of our approach to the sub-question regarding Ȱapproaches to 

transitionȱ. Our essay explores the Ȱoptimum monetary configurationȱ and then turns to three underlying 

secession scenarios. 

Baseline scenario: deficit country secedes 

The states modelled for secession are Greece as a surrogate for the case of a weak seceding State; the 

Netherlands as a surrogate for a strong seceding State; as well as general dissolution.1 We fully accept 

that both the countries modelled present singular characteristics, but we take the view that examining 

these enables us to draw powerful general conclusions. 

Our proposals are set out in the balance of this essay, going with the grain by adhering to legal precedents 

wherever possible. So too by enlisting the IMF as lead facilitator, making use of their long-standing 

expertise in the field and adhering to their well-established processes; and the ECB as local facilitator, as 

the body best qualified to lead the ESFS, assemble other EU institutions and act as an interlocutor with 

members. We propose to invoke a standstill at the moment of redenomination to stabilise the immediate 

situation; and a treaty process as best meeting the need for comprehensive resolution. We propose to 

make use of proven templates for exchange instruments; and introduce specific monetary, fiscal and 

regulatory forbearance policies to ease adjustment. 

Our proposals break new ground where they decline the Paris Club process, so as to go with the grain of 

EU decision- making as to institutions. So too where they envisage the ECB waiving claims for official 

creditor status, to the extent of a haircut and accepting a lower coupon or a more prolonged tenor for 

exchange instruments; the assembly of ad hoc intergovernmental groups of European and other states to 

                                                                    
1 The authors acknowledge with thanks the support of the NIESR in making available their NiGEM program for calculating the 

macroeconomic scenarios we discuss. In doing so, we should make it clear that our assumptions and conclusions are our own. We set out 
our scenarios in full in Appendix (g) on page 94 ff. 
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introduce fiscal easing and subscribe for monetary easing, as well as to underwrite exchange instruments 

with defeasance instruments if economics permit. We also break ground in envisaging regulatory 

forbearance from jurisdictions governing bond contracts to avoid turmoil during the period before final 

settlement; from the BIS by recognising exchange instruments at par for tier 1 capital for Basel III; and 

from the IASB on the ECBȭÓ treatment of delinquent assets where haircuts fail fully to reflect impairment.2 

If necessary, our proposals contemplate arrangements to place assets from a seceding State in trust for 

collateralising exchange instruments if third-party underwriting is unavailable; to alter IMF quotas to 

incentivise the participation of global capital-surplus States; and to invoke the seniority of treaty law to 

address obstacles posed by capital market instruments to an orderly resolution. 

We see the economic issues arising as embracing sovereign delinquency and default and local and 

second-order dislocation in banking and insurance industries. A default would introduce a risk factor into 

all Euro sovereigns, removing the guarantee of nominal repayment. The risk premium arising would differ 

between states but implies a higher cost of funding for government and private sectors and leading to 

lower capital formation and growth. We see the legal issues arising as legacy commercial and financial 

contracts, the treatment of pari passu, CACs and CDS contracts. We see the institutional issues arising as 

enlisting the ECB as a lead interlocutor and facilitator and prevailing upon its subscribers to accept 

haircuts3 and recognise collateral as qualifying for economic concessions; failing this incentivising capital-

surplus States to convene as ad hoc intergovernmental groups to offer collateralisation or other support. 

We see the principal reputational issues as arising in creditor communities, as well as among European 

decision-makers and opinion formers. 

Surplus country secedes 

We have modelled the Netherlands for secession. Our proposals are as for the secession of a deficit 

country, to the extent that secession triggers dislocation in capital deficit members. We envisage the 

economic issues as the decline in export sales within the Eurozone and possible default on receipts; plus 

second-order dislocation in the banking and insurance sectors. The legal issues are as for legacy 

commercial and financial contracts; as well as second-order effects on deficit countries. The institutional 

issues are the requirements bearing upon surplus states and official lenders as the baseline scenario; plus 

unwinding legacy relationships with ECB and other European central banks. We see the reputational 

issues as akin to those if a deficit country secedes, though possibly more inflamed as giving rise to 

suspicion of Ȱbeggar my neighbourȱ policies among remaining members and neighbours in general. 

General dissolution 

We have also modelled secession in the Eurozone as a whole. This indicates that the worst case of the 

Eurozone is carrying on with current polices. Our proposals are as for the secession of a deficit country, to 

the extent that there is dislocation in capital deficit members. We envisage economic issues embracing 

sovereign delinquency in selected states, the decline in export sales of capital surplus countries within the 

Eurozone and possible default on receipts; plus second-order dislocation in the banking and insouciance 

sectors. We see the institutional issues as reform bearing upon surplus states and official lenders as the 

baseline scenario; unwinding legacy relationships with European central banks as above; and the 

allocation of legacy ECB assets and liabilities. We see the reputational issues as bearing upon relations 

                                                                    
2 The regulatory position is less than clear-cut. The Basel Committee has discretion to alter Basel III, which the EU enforces through Capital 

Requirements Directive No. 4 (CRD4) which is legislated through the Directive process. Treatment of delinquent assets is established 
through the IASB but these rules are implemented through EU Directives so to some extent are under EU control. For a fuller treatment of 
this issue see note 12, page 25. 

3 This also embraces the Bundesbank which has joined with the ECB in liquidity support. This issue presents a major challenge, as on some 
constructions the ECB would be bankrupt if it marked its sovereign holdings to market. Its position is presumably abated to the extent that 
it picked up paper below par in the secondary market. See Panel 4, pp44-5, The Institutional dilemma at the heart of the Euro. 
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with creditor communities, former members of the Eurozone and neighbours in general; and European 

decision-makers, opinion-formers and populace. 

Throughout, we do not address micro-economic institutions; in other words we decline the mischief of 

speculating about which banks might be at risk. 
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2 The optimum monetary configuration  

We are agnostic about the Ȱoptimum monetary configurationȱ. The balance of this chapter is intended to 

demonstrate that we have not reached this position lightly. The chapter takes its title from the first Wolfson sub-

topic, which invokes the theory of the Ȱoptimal currency areaȱ (OCA). We provide a brief history of the Euro; a 

review of the operation of the EMU; an exploration of factors bearing upon the EuroȭÓ ÃÕÒÒÅÎÔ ÃÏÎÄÉÔÉÏÎȠ ÁÎÄ Á 

consideration of bases for a reconfigured Euro. Our review of the theoretical bases of OCA and a discussion of the 

application of OCA theory to the Economic and Monetary Union (EMU) is in Appendix (c). 

Brief history of the currency 

On 7 February 1992, members of the European Union signed the Treaty on European Union (TEU) at Maastricht. 

This established the Euro. No provisions exist for a member to secede. On 31 December 1998, conversion rates were 

set and the Euro was launched as a unit of account with one Euro equalling $1.1743 based on the prevailing exchange 

rates. On 2 January 2002, the currency became the sole legal tender for its eleven founding members and the 

European Central Bank (ECB) became the monetary authority. Seven further members have since joined.  

Chart 1 Euro exchange rate since launch, $ 

 
Source: ECB 

Chart 2 Selected countries, productivity since launch of Euro 
(indexed annually to Germany = 100) 

 
Source: Eurostat 

Chart 3 Selected sovereign issuers,  
10 yr sovereign spreads over Bunds, 

 last 12 months, % 

 
Source: ECB 

Chart 1 shows that the Euro remains 11% above its launch parity, with a low of $0.8252 on 26 October 2000 and a 

high of $1.599 on 15 July 2008. It was expected that the currency would promote economic convergence, but this 

has not occurred. Instead, Chart 2 shows that productivity disparities have opened up since launch, now reaching 

70%. This has led to fiscal imbalances in the southern tier of Member States, with Chart 3 showing the example of 

Greece whose bonds have collapsed in the last year to yield a premium of some 30% to Bunds. This threatens social 

ÓÔÁÂÉÌÉÔÙ ÉÎ ÔÈÅ %ÕÒÏÚÏÎÅȭÓ ÄÅÆÉÃÉÔ ÃÏÕÎÔÒÉÅÓ ÕÎÄÅÒ ÁÕÓÔÅÒÉÔÙ ÒÅÇÉÍÅÓ. 
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To quote from Appendix (e), our review shows that Europe has been a hotbed of experiment in monetary union 

since the beginning of the nineteenth century. Two hundred years of momentum are not lightly to be disregarded, 

though we conclude by recognising how the history of their own participation in monetary unions has given 

Europeans - in particular the two principal protagonists - very different views of the topic and its part in their own 

history. 

To take a small example, Belgium has been part of a monetary union for most of its history since its foundation in 

1830. In 1867, the country entered the Latin Monetary Union. When that collapsed it entered into union with its 

neighbour, Luxembourg, which from 1842 was a member of the Zollverein, the German monetary union until its 

collapse at the end of WW1. The currency union between the two survived until the advent of the Euro in 2002. 

The existence of Germany stems from the Zollverein, a monetary union built up by far-sighted and ambitious 

politicians over three generations after 1814 from an original customs union. The Zollverein was erected gradually 

and on firm economic and political underpinnings. The architects of the system deliberately confined its 

geographical extent and when the project reached culmination, they made the independence of the central bank a 

central feature of the system. 

The French have their own long involvement in monetary unions. Their ambitions were not so much nation-building 

as defending their interests in the face of a perceived threat from the Prussian-led Zollverein, as well as to respond to 

the first round of globalisation. The Latin Monetary Union foundered on technical failings and political shocks. 

Recently, however, the French can take satisfaction in presiding over two long-standing and successful monetary 

unions in Africa. 

This history explains the need for ideologies which might unify these divergent experiences and attitudes. In 

appendix (c), we explore the bases of the theory which has come to serve this purpose. We now turn to what has 

actually happened with the EMU. 

The operation of the EMU 

Parity 

The first signal of the operation of the EMU comes from its parity against other currencies. On 31 December 1998, 

conversion rates were set and the Euro was launched as a unit of account with one Euro equalling $1.1743. On 2 

January 2002, it became the sole legal tender for its founding members and the European Central Bank became the 

EurozoneȭÓ ÍÏÎÅÔÁÒÙ ÁÕÔÈÏÒÉÔÙȢ Charts 4 and 5 show that the Euro is trading just above its twelve month low on 16 

January of 1.2669 dollars and 97.25 yen. This was 15 percent below its twelve month high for the dollar and 21 

percent below its twelve month high for the yen. The long term position against the yen reinforces this, with the 

Euro 24% below its launch parity and 42% below its 2008 high. 

Chart 4 Euro exchange rate, last twelve months, $ 

 
Source ECB 

Chart 5 Euro exchange rate, last twelve months, Yen 

 
Source ECB 

We see that the currency has failed its first test, the turmoil of the 2007-9 banking crisis and its after-effects. We see 

further evidence of this from the convergence statistics published by the ECB. 

Convergence 

The ECB publishes several indirect measures of convergence, by way of interest rate divergence in various markets. 

Chart 6 illustrates that after general levels of convergence up to 2007, the onset of the banking crisis took the 

standard deviation of returns on overnight deposits to levels of 1600 bps which they have approached twice since, 

including at present. 
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Chart 6 Cross-country standard deviation of the average lending rates among 
 Eurozone countries, April 20o2 to August 2011, monthly, basis points x 100 

 
Source ECB 

This is reinforced by Chart 7 which shows the beta co-efficient between selected Eurozone issuers. This has opened 

up appreciably in the case of the southern tier of issuers. with Greece showing a minimum beta coefficient of minus 

1.9, Ireland minus 0.4, Italy minus 0.28, Portugal minus 0.1 and Spain minus 0.27. 

Chart 7 Bond markets ɀ selected Eurozone Issuers: beta coefficients,  
January 2000 to October 2011, monthly, basis points x100 

 
Source ECB 
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The effect of this upon commercial activity is illustrated by Chart 8, showing that the dispersion of CDS premia has 

opened up not only in sovereign issues (a maximum of 2280 bps on 7 October 2011, the most recent data published), 

but in telecoms (852 bps 0n 20 September 2011) and commercial banks (774bps on 3 October 2011). 

Chart 8 Eurozone bonds, selected sectors, dispersion in the five-year CDS premiaa 

September 2005 to October 2011, daily, basis points 

 
Note  
a. 6-month average of weekly data taken at the end of a four-week time interval. 

Source ECB 

The most straightforward illustration of the failing of convergence is provided by the spread of bonds over bunds, 

where Chart 9 shows that Greek ten-year bonds currently trade at a premium of 3277bps to the equivalent 

Bundesbank issue. 

Chart 9 Ten year sovereign bonds, 
Spread of Greece over Germany, last 12 months, % 

 
Source Bloomberg 

From these indirect measures of the failures of convergence we turn to the underlying issue. Eurostat publishes 

direct measures of convergence by way of labour productivity. In Chart 10, these figures present only part of the 

story, in that they are defined as labour productivity per person employed, rather than per hour worked or total 

factor productivity. Nonetheless they provide a rough and ready account of the underlying problems faced by 

ÓÅÖÅÒÁÌ ÅÃÏÎÏÍÉÅÓ ÉÎ ÔÈÅ %ÕÒÏÚÏÎÅȭÓ ÓÏÕÔÈÅÒÎ ÔÉÅÒȟ ×ÉÔÈ ÔÈÅ ÒÅÌÁÔÉÖÅ ÐÒÏÄÕÃÔÉÖÉÔÙ ÏÆ 'ÒÅÅÃÅ ÁÎÄ )ÔÁÌÙ ÆÁÌÌÉÎÇ ÂÙ ΨΦϻ 

since 2000 and Portugal by nine percent. The narrÏ×ÌÙ ÂÁÎËÉÎÇ ÎÁÔÕÒÅ ÏÆ )ÒÅÌÁÎÄȭÓ ÃÒÉÓÉÓ ÉÓ ÉÌÌÕÓÔÒÁÔÅÄ ÂÙ ÉÔÓ ÒÅÌÁÔÉÖÅ 

ÐÒÏÄÕÃÔÉÖÉÔÙ ÂÅÉÎÇ ÊÕÓÔ ÔÈÒÅÅ ÐÅÒÃÅÎÔ ÂÅÌÏ× ÉÔÓ ÐÏÓÉÔÉÏÎ ÉÎ ΨΦΦΦȢ 3ÉÍÉÌÁÒÌÙȟ ÔÈÅ ÒÅÁÌ ÅÓÔÁÔÅ ÃÈÁÒÁÃÔÅÒ ÏÆ 3ÐÁÉÎȭÓ ÃÒÉÓÉÓ ÉÓ 

illustrated by its two percent improvement in relative productivity.  
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Chart 10 Selected Eurozone countries, productivity, yearly, 
rebased to 2000 = 1.00 

 
Source Eurostat 

From this evidence of the EurozoneȭÓ ÉÍÂÁÌÁÎÃÅÓȟ ×Å ÔÕÒÎ ÔÏ ÁÎ ÅØÁÍÉÎÁÔÉÏÎ ÏÆ ÔÈÅ ÕÎÄÅÒÌÙÉÎÇ ÒÅÁÓÏÎÓȢ 

Factors bearing upon the EuroȭÓ ÃÕÒÒÅÎÔ condition 

Panel 1 is based on criteria set out in Panel 7 in appendix (c) which sets out the attributes of a monetary union. It 

shows the observed performance of the Euro over the ten years of its operation as legal tender. 

Panel 1 Attributes of the Euro 

Variable Observation 

1. Labour mobility  Problematic; more mobility from outside the zone. 

2. Wage and price flexibility Problematic: if anything, some low productivity members have gone on 
wage sprees, particularly in the public sector. 

3. Openness Satisfactory. 

4. Diversification of production/exports Problematic. If anything this has gone too far, with German manufacturing 
swamping out local supply.  

5. Size of economy  Satisfactory. 

6. Inflation differential  Problematic, as Ȱwage and price flexibilityȱ above. 

7. Capital mobility Problematic: direct investment from high productivity areas has gone to the 
far east, rather than the EurozoneȭÓ ÓÏÕÔÈÅÒÎ ÔÉÅÒ. 

8. International risk sharing Problematic, given the equivocal stance of the ECB. 

9. Usefulness of money  Satisfactory. 

10. Effectiveness of monetary policy Problematic. The ECB has staked all on nominal credibility, to the extent of 
threatening the paradox of presiding with utmost orthodoxy over a 
collapsing system. 

11. Credibility of monetary authorities 

12. Endogeneity 0ÒÏÂÌÅÍÁÔÉÃȢ )Ô ÔÕÒÎÓ ÏÕÔ ÔÈÁÔ ÏÎÅ ÍÁÎȭÓ ÂÏÏÍ ÍÁÙ ÌÅÁÄ ÔÏ ÁÎÏÔÈÅÒ ÍÁÎȭÓ 
bust. 

13. Specialisation Problematic. Possibly gone too far as Ȱincreased diversificationȱ above. 

14. Similarity of shocks 
Problematic. As it turns out, the 2007-9 banking crisis has combined internal 
and external, monetary and fiscal shocks which threaten to undermine the 
EuroȭÓ ÉÎÓÔÉÔÕÔÉÏÎÓ ÁÎÄ ÒÅÉÎÆÏÒÃÅ ÔÈÅ ÍÅÒÉÔ ÏÆ ÔÈÅ ÐÏÌÉÃÙ ÍÅÃÈÁÎÉÓÍ ÏÆ 
exchange rate adjustment. 

15. Monetary shocks  

16. Real shocks  

17. External nominal shocks 

18. Effectiveness of exchange rate 
adjustments 

Problematic. See above. 

19. Labour market institutions Problematic: failings in this area have turned out to be highly pertinent.  

20. Business cycle synchronisation Mistaken. The expectation that synchronisation would obviate the need for 
exchange rate adjustments is unmet, due to productivity differentials. 

21. Dominant trading partner Not applicable 
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Of the twenty-one criteria, three turn out satisfactory, two inapplicable or misconstrued with the balance of sixteen 

problematic. The central issue is, as Nobel prize-winning Robert Mundel said in 1999, that the currency Ȱis not 

backed by a central stateȱ.
4
 Eurozone members have made no commitment to the political arrangements which 

would fund and legitimate the fiscal transfers necessary given the labour and price immobility which has become 

apparent in the Eurozone. We now explore matters bearing upon the configuration of the currency. 

Bases for a reconfigured Euro 

We start by asking if the difficulties of the Euro should be seen as a failing of implementation in the face of 

unexpected shock; or rather as a disabling blow to the underlying notions of OCA. Panel 1 conveys that even by the 

standards of the most orthodox practitioners of OCA theory, the Euro is problematic. Cautious notes were sounded,
5
 

but the political dynamic was unstoppable. This has given rise to the need to correct overenthusiastic accounts of 

the benefits of the Euro,
6
 though enthusiasts have not been slow to riposte.

7
 This is an intensely political debate, 

with strong views advocated and data at times contested. 

This tempts us to join Mundel in his remark cited above on the topic to the effect that Ȱthere is not to my knowledge 

any answer to this question in the economics literature.ȱ This is not to overlook failings of implementation, indeed of 

fundamental construction, but does suggest that the currency has been identified as imperfect by the very theory 

invoked in its formation. 

We set out in Chart 11 the synthetic exchange rates calculated by the Center for Financial Stability of New York for 

legacy currencies of selected Eurozone members. 

Chart 11 Selected Eurozone members- synthetic exchange rates, monthly,  
rebased to January 2000 = 1.00, inverted 

 
Source: Center for Financial Stability, New York 

We are unable to form strong conclusions from these figures as the Center for Financial Stability does not publicise 

the bases of its calculations. We can state that they are consistent with the trends we would expect from the 

discussion above, with overvalued currencies shown by Italy (2%), Spain (10%), Portugal (12%), and Greece (12%). 

We turn to connectedness, gauged through trade flows and bank exposures. Table 1 sets out trade flows for selected 

Eurozone members. Ireland and Portugal remain dominated by legacy trade partners: the US and the UK in the case 

of the former, and Spain in the case of the latter. Germany is the top destination for three out of the five countries in 

the panel but is the top exporter to only two. 

  

                                                                    
4 Mundell, The Euro and the Stability of the International Monetary System, Conference Paper - Luxembourg, 3-4 December 1998. 

5 See for example Goodhart, The Political Economy of Monetary Union, in Kenen, ed., Understanding Interdependence: The Macroeconomics of 
the Open Economy. pp. 450ɀ505. Princeton: Princeton University Press, 1995. 

6 Bun and Klaassen, The Euro effect on trade is not as large as commonly thought, Univ of Amsterdam, 21 February 2006. 

7 Flam and Nordstrom, Euro effects on the extensive and intensive margins of-trade, CESifo, December 2006. 

0.90 

0.95 

1.00 

1.05 

1.10 

1.15 

1.20 

Jan 00 Jan 01 Jan 02 Jan 03 Jan 04 Jan 05 Jan 06 Jan 07 Jan 08 Jan 09 Jan 10 Jan 11

Lire Mark Escudo Peseta Drachma



THE WOLFSON ECONOMICS PRIZE MMXII 

- 21 - 

Table 1 Selected Eurozone members, trade flows, 2010 

 
Source: CIA Factbook as at 11 January 2012 

The Eurozone ÉÓ ÕÎÄÅÒ Á ÑÕÁÒÔÅÒ ÏÆ )ÒÅÌÁÎÄȭÓ ÔÒÁÄÅ ÁÎÄ ÁÒÏÕÎÄ ÏÎÅ ÔÈÉÒÄ ÏÆ Greek trade, suggesting that it has done 

little to effect their integration in tradeables and that their secession would have little effect on trade with fellow EU 

members, very much as stated in a recent paper for the LSE. 

For countries in the Eurozone, the effect [of large increases in the volume of international trade] appears 

more elusive: In particular, we could not find statistically significant effects on trade among EZ members 

following the introduction of the Euro.
8
 

Table 2 shows that at the end of June 2011, France held over fifty percent of Greek debts held by Eurozone creditors 

and a shade under half of Italian debts. By comparison the tier- one capital of the top four French banks at the end of 

ΨΦΧΦ ×ÁÓ ΏΧάΧÂÎȢ
9
 

Table 2 Selected Eurozone members, bank exposures,  
proportion of Eurozone balances, end June 2011 

 
Source: BIS 

We now turn to the political dimension, focussing on the electoral timetable and the prospect of turbulence. Panel 2 

shows that political turmoil could break out at any time in Italy or Greece. Failing this, however, there is a twelve-

month window of relative political stability attaching to the two principal decision-making states between the 

French elections in May this year and the next electoral test in Germany. 

Panel 2 Political timetable  

 

                                                                    
8 Santos Silva and Tenreyo, Currency Unions in Prospect and Retrospect, LSE, June 2011. 

9 Extracted from the results of the 2011 EBA EU-wide stress test. 

Country Proportion Country Proportion Imports Exports

Greece Germany 10.9% Germany 10.6% 34.2% 35.2%

Ireland US 22.1% UK 37.7% 23.2% 13.2%

Italy Germany 13.2% Germany 16.2% 30.8% 34.6%

Portugal Spain 28.6% Spain 33.1% 53.6% 65.1%

Spain France 18.7% Germany 12.6% 47.5% 36.8%

Average 37.9% 37.0%

Top source of imports Top destination of exports Euro proportion of 
Country

France Germany Greece Ireland Italy Portugal Spain

France 24.9% 0.2% 1.6% 5.7% 0.0% 3.7%

Germany 22.2% 0.2% 4.9% 21.9% 0.3% 4.8%

Greece 52.1% 20.0% 0.0% 3.5% 9.4% 0.0%

Ireland 8.9% 30.9% 0.0% 0.0% 1.6% 2.6%

Italy 49.9% 19.4% 0.1% 1.4% 0.4% 4.8%

Portugal 13.6% 18.9% 0.0% 0.0% 2.1% 46.7%

Spain 26.8% 31.5% 0.0% 0.0% 5.3% 4.7%

Creditor
Debtor

Issue 
State  

France Germany Greece Italy Spain  

Next 
general 
election 

2 April- 
6 May 2012 

1 September - 
27 October 2013 

February 2015
a
 

Parliamentary:  
April 2013

a
 

Presidential 
 May 2013

a
 

May 2015 

 

Next 
electoral 
test 

As above 

6 May 2012 
Schleswig Holstein 

20 January 2013 
Lower Saxony 

Leadership 
unelected, so  

turmoil possible 

Leadership 
unelected, so  

turmoil possible 
As above 

 

Government 
balance

b
 

60% of seats;  
50% of votes

c
 

38% of seats;  
33 % of votes

d
 

53% of seats;  
44 % of votes

e
 

54% of seats;  
47 % of votes

f
 

53% of seats;  
45 % of votes 

 

Notes 
a. Could be precipitated by turmoil following recent installation of unelected technocratic premier 
b. Most recent election for legislative chamber with taxing power 
c. Both figures after second round of voting 
d. Party list 
e. Both figures refer to the former government party, Pasoc; the current premier, Lucas Papademos, has no party affiliation, 

winning a vote of confidence from 75% of lower-house parliamentarians on 16 November 2011 
f. Both figures refer to the coalition supporting the former  Berlusconi administration;  the current premier, Mario Monti, has no 

party affiliation, winning a vote of confidence from 79% of lower-house parliamentarians on 16 December 2011 

Source: Authors  
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Finally we should take account of the capital markets which concern themselves with the ratio of debt and deficit to 

GDP. Charts 12 and 13 set out the familiar picture as at the end of 2010, with Greece and Italy sending up danger 

signals. (Deficits are depicted at ten times the scale of debt for ease of illustration.)  

Chart 12 Selected Eurozone members, fiscal debt and deficit as 
ÐÒÏÐȭÎ ÏÆ '$0ȟ ÓÏÒÔÅÄ ÂÙ ÄÅÂÔȟ ϻȟ ΨΦΧΦ 

 
Source Eurostat 

Chart 13 Selected Eurozone ÍÅÍÂÅÒÓȟ ÄÅÂÔ ÁÎÄ ÄÅÆÉÃÉÔ ÁÓ ÐÒÏÐȭÎ ÏÆ 
GDP, sorted by debt, %, 2000-2010 average 

Source Eurostat 

Chart 14 puts absolute numbers to these proportions, reminding us that 'ÒÅÅÃÅȭÓ ÄÅÂÔ ÆÉÇÕÒÅ ÏÆ ΏΩΩΩÂÎ ÉÓ 

extraordinary for such a tiny economy; worse still, it is an understatement given the uncertainty of figures coming 

ÆÒÏÍ ÔÈÅ ÁÕÔÈÏÒÉÔÉÅÓ ÉÎ ΨΦΧΦȢ 4ÈÅ ÏÎÌÙ ÃÏÍÆÏÒÔ ÏÎ ÔÈÉÓ ÃÏÕÎÔ ×ÏÕÌÄ ÂÅ ÔÈÁÔ ÄÅÂÔÏÒÓȭ ÓÙÓÔÅÍÉÃ ÕÎÄÅÒ-reporting of 

obligations will be balanced - to some extent at least - ÂÙ ÔÁØÐÁÙÅÒÓȭ ÓÙÓÔÅÍÉÃ ÕÎÄÅÒ-reporting of output. In any 

event, if the Eurozone seeks to place a firewall around a Greek secession - something particularly important to 

France - it threatens to exhaust ÒÅÓÏÕÒÃÅÓ ÆÏÒ ÏÔÈÅÒ ÐÕÒÐÏÓÅÓȢ -ÅÁÎ×ÈÉÌÅȟ )ÔÁÌÙȭÓ ÄÅÂÔ ÏÆ ΏΧȢήΪÂÎ ÈÁÓ ÔÏ ÂÅ 

recognised as a more or less constant proportion of GDP over the last ten years, a daunting challenge, should a 

rescue become necessary. 

Chart 14 Selected Eurozone members, GDP and fiscal deficit, 
 ÓÏÒÔÅÄ ÂÙ ÄÅÂÔȟ ΏÂÎȟ ΨΦΧΦ 

 
Source Eurostat 

Conclusion 

The lack of political and economic underpinnings - essentially institutions and culture - have amplifed the 

unintended adversities of monetary union. It would be extravagant to dismiss OCA as merely half a century of 

intellectual mischief; or to suggest that it has been as much demolished by the Euro-crisis as was dialectical 

materialism by the fall of the Berlin Wall. But given that the theory was taken up by enthusiasts for European Union 

for their own reasons, it would be foolish to disregard its culmination. Certainly its application has had a baleful 

effect upon its intended beneficiaries. This leaves advocates reliant on naked political will, admittedly still in plentiful 

supply. For all Mundell's circumspection in 1999, given what has happened since, we are puzzled at the timing of his 

invitation at the China-G20 summit in Nanjing in March 2011 ÆÏÒ ÔÈÅ 9ÕÁÎ ÔÏ ÊÏÉÎ Á Ȱ%ÕÒÏ-DollaÒȱ ÍÏÎÅÔÁÒÙ 

hegemony.
10

 Or perhaps he was just being provocative. 

                                                                    
10 Mundell, International Monetary Reform - 2011, Presentation to China-G20 Summit - Nanjing, 31 March 2011. 
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In any event, the Eurozone finds itself prostrate in the face of its first crisis. Every indicator points to the weakness of 

the southern tier, though there can be no definitive calculation of what might have happened to the fundamentals 

adding to the evidence of Panel 1. Neither Ireland nor Greece is profoundly connected to the Eurozone by trade 

flows, though the latter is by bank exposures, particularly to France, which is even more exposed to Italy. 

This takes us to the market, which looks at fiscal imbalances pointing unequivocally to 'ÒÅÅÃÅȭÓ secession and 

threatening the position of Italy. We take the view that the position of both will be politically determined, possibly 

by a crisis which could occur at any time. 

Secession of any single country threatens to remove inhibitions from others. We could envisage a change of 

government in Portugal or Ireland repudiating obligations assumed by its recent predecessors. For example an Irish 

government could court the risk of cross-default clauses by pleading force majeure in withdrawing the sovereign 

guarantee from the obligations of nationalised banks. This would be particularly hurtful to the ECB which is 

understood to hold most of these bonds. On the other hand the secession of marginal states could leave core 

members of the Eurozone in a better position to maintain the currency union. 

The trigger could be the obligation of the Greeks to redeem ΏΧΪȢΫÂÎ of bonds on 20 March. If that hurdle is passed 

successfully, in the twelve months after May this year France and Germany have a window to commit resources to 

contain the problem with a firewall around at least Greece. If not, general dissolution comes onto the agenda, not 

for reasons susceptible to economic analysis of the future but in recognition of the insuperable character of the 

EurozoneȭÓ ×ÅÁËÎÅÓÓÅÓȟ ÐÁÒÔÉÃÕÌÁÒÌÙ ÇÉÖÅÎ ÁÎ ÕÎÁÃÃÏÍÍÏÄÁÔÉÎÇ ÐÏÌÉÔÉÃÁÌ ÄÙÎÁÍÉÃȢ We now turn the measures for 

addressing such circumstances. 
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3 Containment  

Introduction  

As we are agnostic about the optimum monetary configuration - ×ÈÏȭÓ ÉÎ ÁÎÄ ×ÈÏȭÓ ÏÕÔ, we are obliged to approach 

secession piecemeal. By definition this embraces redenomination, readily implemented with a new currency, or 

more plausibly - given the emergency character of the exercise - a bank holiday followed by temporary currency 

based on stamped coins and franked notes followed by the new currency issue. We devote no more space to this. 

The policy issues go to the seceding StateȭÓ ÆÏÒÃÉÂÌÅ ÒÅÓÔÁÔÅÍÅÎÔ ÏÆ ÔÈÅ ÆÌÏ×Ó ÁÎÄ ÓÔÏÃËÓ ÏÆ ÉÔÓ ÏÂÌÉÇÁÔÉÏÎÓȡ 

devaluation and default, together with the testing subsidiary question of future relations between a seceding State 

and the EU. Devaluation gives rise to transactional issues, generally of a legal nature. Default also gives rise to 

legalities, embodying an eventual political and economic settlement. Relations with the EU are deeply bound up in 

both topics and are addressed as they arise. 

The IMF framework 

In principle, the procedures to be followed by a seceding Eurozone member should be too straightforward a matter 

to justify the space we devote to it in this essay. In the case of a weak seceding State, a redenomination triggers 

devaluation and default, disagreeable circumstances but familiar to the international financial community. This is 

illustrated by Appendix (c), which sets out the IMFȭÓ list of 124 banking crises, 208 currency crises, 63 sovereign debt 

crises and 34 combination crises between 1970 and 2007; and appendix (e), which provides detail of 115 bank crises 

over the same period.
11

 

To set a framework, the IMF approaches defaults as we propose to in this essay - as a staged process embracing: 

Á A containment phase, embracing any or all of a deposit freeze, a bank holiday, the provision of blanket 

guarantees, and liquidity support or emergency lending. That is the topic of this chapter. 

Á A resolution phase embracing any or all of regulatory forbearance,
12

 large-scale government intervention 

by way of closing banks, nationalisations, mergers, foreign sales, capital injections, assumption of liabilities 

and deposit insurance; and macroeconomic policies.
 13

 We explore this in detail in the chapter following. 

                                                                    
11 Laeven and Valencia, Systemic Banking Crises - A New Database, IMF, November 2008. 

12 Regulatory forbearance must engage with the Byzantine regime of accounting standards for European banks. EU accounting standards take 
place under Regulation 1126/2008, under which the EU adopts international accounting standards. Each International Accounting Standard 
(IAS) and International Financial Reporting Standard (IFRS) as well as related interpretations (IFRICs and SICs) are adopted by the EU in the 
form of regulations. 

 4ÈÅ %5ȭÓ #ÁÐÉÔÁÌ 2ÅÑÕÉÒÅÍÅÎÔ $ÉÒÅÃÔÉÖÅ )6 ɉCRD IV) is embodies Basel III, the international standard for banking capital published by the 
Bank for International Settlements (BIS). These apply where accounting treatment is deemed inapplicable for (eg) computing regulatory 
capital. Thus, IAS1 states that contributed equity and reserves are disaggregated into various classes, such as paid-in capital, share premium 
and reserves. Basel III and CRD IV define tier one, tier two capital etc. 

 Indeterminacies occur, for settlement by negotiation. Thus, IFRS states that firms should revalue their liabilities, including own debt issued, 
whereas Basel III proposes that upward revaluations will not count towards regulatory capital, though devaluations will still be included. This 
remains unresolved. 

 Regulatory forbearance may occur at any of several levels, that is the accounting standard, the Basel III regulation, or the EU or national 
application. If the latter, it may take the form of a suspension or revocation of a particular IAS. This happened recently, when IAS 39 
regarding fair value (mark to market) was suspended for two years as it still is for hedge accounting. Pertinent regulations include: 

International Accounting Standard 

IAS 8 Accounting policies, changes in accounting estimates and 
errors 

IAS 20 Accounting for government grants and disclosure of 
government assistance 

IAS 21 The effects of changes in foreign exchange rates 
IAS 23 Borrowing costs 
IAS 24 Related party disclosures 
IAS 28 Investments in associates 
IAS 29 Financial reporting in hyperinflationary economies 
IAS 31 Interests in joint ventures 
IAS 36 Impairment of assets 
IAS 37 Provisions, contingent liabilities and contingent assets 
IAS 38 Intangible assets 
IAS 39 Financial instruments: recognition and measurement 

International Financial Reporting Standard 

IFRS 4 Insurance contracts 
IFRS 7 Financial instruments, disclosures 
IFRS 8 Operating segments 

Related interpretations 

IFRIC 9 Reassessment of embedded derivatives 
IFRIC 10 Interim financial reporting and impairment 
IFRIC 11 (re IFRS 2) Group and treasury share transactions 
 

SIC-7 Introduction of the Euro 
SIC-10 Government assistance, no specific relation to operating 

activities 
SIC-12 Consolidation, special purpose entities 
SIC-21 Income taxes, recovery of revalued non-depreciable 

assets 

 
13 Laeven and Valencia, op cit. 
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Table 3 shows IMF figures which serve as benchmarks for the scenarios and corrective policies we entertain. 

Table 3 Descriptive statistics of policies during selected banking crisis episodes14 

 Mean SD 

Monetary policy: change in reserve money over three years (x) 1.681 4.562 

Average fiscal balance over three years (share of GDP - %) -0.036 0.030 

Fiscal cost (gross share of GDP - %) 0.157 0.150 

Fiscal cost (net share of GDP after recoveries after five years - %) 0.130 0.048 

Output loss over three years (share of GDP - %) 0.201 0.260 

Source: IMF 

What is more, observers agree that it is essential to go with the grain of institutions, interest and precedents, 

wherever possible.
15

 So why devote much attention to such a well worked out process? We do so because secession 

from the Euro presents unwelcome and novel complications, which fully engage with the questions posed by the 

promoters of the Wolfson Prize. 

They include politics, the role of the ECB, the scale of the issues arising, the uncertainty of legal perimeters and the 

effect of novel capital market instruments. Unless we get these matters right, we will fail to have proposed Ȱan 

ÅÃÏÎÏÍÉÃ ÐÒÏÃÅÓÓȣÔÏ ÐÒÏÖÉÄÅ ÔÈÅ ÓÏÕÎÄÅÓÔ ÆÏÕÎÄÁÔÉÏÎ ÆÏÒ ÔÈÅ ÆÕÔÕÒÅ ÇÒÏ×ÔÈ ÁÎÄ ÐÒÏÓÐÅÒÉÔÙ ÏÆ ÔÈÅ ÃÕÒÒÅÎÔ 

membershipȱ. Our approach to economic welfare falls out of our piecemeal approach. We decline overarching 

theory or econometric analysis, preferring to address problems on their merits, using the most serviceable tools 

available, with a view to making the best of things as they arise. 

Complications in the containment process 

The )-&ȭÓ figures apply to the generally local and almost always non-systemic crises addressed by the Fund since 

1970. This is to overlook the complications distinguishing secession from the Euro, to which we now turn. 

Politics 

EMU is the banner policy of the EU, with elected and appointed officials wholly committed to it - at least publicly. 

They will find themselves hesitant to reverse policies to which they have given their careers. This generalisation 

conceals divergences of outlook within the institutions of the EU. The ECB, the agency of implementation, remains 

officially committed to the project, but its Bundesbank-led senior management have not forgotten that they were 

bounced into what they saw as a premature timetable.
16

 

National governments also have distinct points of view. This is not merely the inevitable divergence of view between 

capital-providers and consumers, but also embraces the longstanding difference between proponents of decision 

making in EU forums, largely the smaller or weaker members, and those preferring intergovernmental leadership. 

This takes us to the intensified if perennial tension between the political ambitions of France and Germany, forever 

the patient paymaster of the EU and the Eurozone in expiation of seventy years of catastrophic engagement with its 

neighbours prior to 1945. 

Finally, the Euro was established by treaty with no provision for secession. This intensifies the reputational risk of 

break-up. 

We concentrate on economic matters, but we should not overlook that devaluation and default may give rise to 

social dislocation in the seceding country. Should this occur, we envisage that issues of solidarity may come to the 

fore, to some extent eclipsing the ill-feeling of secession. 

  

                                                                    
14 Extracted from ibid Table 6. 

15 In particular, see Rieffel, Restructuring sovereign debt: the case for ad hoc machinery, Brookings Institute, 2003. 

16 Scott, op cit. 
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Scale 

Most of the events listed by the IMF were local, posing no risk to a major participant in the global economy. There 

are exceptions to this. The Mexican bank crisis of 1989-1990 and the post-1997 crises threatened systemic 

consequences and governments broke precedent to address them. This has pregnant implications for policy, 

creating the paradoxical precedent that when systemic risk threatens, the precedent is to go against the grain. 

Senior former banking officials well-versed in workouts have emphasised this in private conversations. They have 

argued strongly that just as the United States broke precedent for Mexico in 1990 to save its own banks; as did the 

US, UK and several European governments in 2007-8 to ward off systemic catastrophe, so must parties to the 

present situation be willing to break precedent, not so much to save the Euro; but to ward off a second threat of 

systemic catastrophe. See Panel 7 on page 60 for an expansion on this. 

Capital market instruments 

Sovereign bonds and Credit Default Swap policies present complications which we explore in the following chapter 

on resolution. 

European Central Bank 

The ECB presents conundrums which we also explore in the resolution chapter. 

Legal perimeters 

Finally, European economies are unusually connected by international standards, in particular bank exposures as set 

out above. This complicates the definition of boundaries for the purposes of treating legacy obligations. This means 

that any containment and resolution have to take account of fine distinctions of time and place. In relation to the 

governing law/jurisdiction of any particular obligation there are three basic possibilities. Both parties accept it is 

governed by the law of the seceding State (Ȱlocal lawȱ) and subject to the jurisdiction of the courts of that 

state/international arbitration (Ȱlocal courtȱ). One party contends it is governed by local law and subject to the 

jurisdiction of the local court and the other contends that it is governed by the law of another state (Ȱforeign lawȱ) 

and subject to the jurisdiction of the courts of that state/international arbitration (Ȱforeign courtsȱ, in practice 

English or New York). Both parties accept it is governed by foreign law and subject to the jurisdiction of foreign 

courts. We now turn to these matters. 

Legalities 

Our proposals ÅÍÂÒÁÃÅ ÍÁÎÙ ÏÆ ÔÈÅ ÍÅÁÓÕÒÅÓ ÃÏÎÔÅÍÐÌÁÔÅÄ ÉÎ ÔÈÅ )-&ȭÓ ÓÃÈÅÍÁȢ 4ÈÅ distinctive features of our 

proposals are called for by the singular features of secession from the Euro set out above, which give rise to testing 

legal issues. 

The European Union is, and specifically claims to be, an organisation based on the rule of law.
17

 This demands that 

the consequences of a Eurozone departure be analysed and to some extent justified in legal terms and by reference 

to the Treaties. 

This objective cannot readily be achieved. Apart from the terms of the EU Treaties themselves, the success (or 

otherwise) of a Eurozone secession will depend upon the effectiveness of the associated currency redenomination 

exercise. An attempt to re-base the national currency on (for example) a New Drachma will clearly fail if (i) many 

existing financial obligations remain outstanding in Euros despite the redenomination and (ii) the market value of 

the new drachma falls steeply in comparison to the Euro.
18

 We take it that there are limits to the extent to which 

treaty negotiation can deal with the issue. This is because financial obligations are generally governed by a domestic 

system of private law and the EU's writ will not run to obligations expressed to be governed by the laws of New York 

or other external legal systems. 

There would be a direct conflict between a seceding State, which would naturally argue for the widest possible 

scope and effect of its redenomination, and creditors who would assert that redenomination does not affect 

contracts originally expressed in Euros. The success of the redenomination may thus depend on the manner in which 

the law resolves this. 

                                                                    
17 !ÒÔÉÃÌÅ Ψȟ 4%5ȟ ×ÈÉÃÈ ÓÔÁÔÅÓ ÔÈÁÔ ȣ4ÈÅ 5ÎÉÏÎ ÉÓ ÆÏÕÎÄÅÄ ÉÎ ÔÈÅ ÖÁÌÕÅÓ ÏÆ respect for human dignity, freedom, democracy, equality, the rule 

ÏÆ ÌÁ× ÁÎÄ ÒÅÓÐÅÃÔ ÆÏÒ ÈÕÍÁÎ ÒÉÇÈÔÓȣ 

18 Research suggests this would be the case; see 'ÌÏÂÁÌ 4ÈÅÍÁÔÉÃȟ 7ÈÁÔ ÉÆȣÔÈÅ %ÕÒÏÚÏÎÅ ÂÒÏËÅ ÕÐ?, Lloyds TSB, 6 September 2011; Nordvig et 
al, Currency risk in a Eurozone break-up - Legal aspects, Nomura, 18 November 2011. 
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For most purposes justice will be blind. The same legal principles will apply whether secession occurs from a position 

of strength or weakness. We take it that the difference will lie in the practical effect of the redenomination: there is 

less scope for loss (and hence disputes) if the new currency maintains its real value vis-à-vis the Euro. 

Secession and the EU treaties 

The creation of the Euro involved the transfer by participating Member States of their national sovereignty in 

monetary matters to the European Union. Individual member States within the Eurozone can no longer conduct an 

independent monetary policy, which is one of the core economic consequences of joining a currency union. This 

flows, however, from the fundamental legal position that, by virtue of their transfer of monetary sovereignty, a 

Eurozone Member State can no longer issue its own national currency.
19

 The Euro is the sole form of legal tender 

within the Eurozone Member States.
20

 In addition, the substitution of the Euro for the legacy currencies of the 

participating Member States was stated to be Ȱirrevocableȱ.
21

 It is common knowledge that the omission of a right 

of secession from the treaty was deliberate, as introducing such a right was thought to risk undermining the 

credibility of the single currency. This makes it impossible to read any unilateral right of secession from the 

Eurozone into the treaties. 

Post-Lisbon, article 50 of the TEU incorporates a right to secede from the European Union as a whole. The provision 

requires the negotiation of an exit treaty and the corresponding arrangements for secession from the Euro itself and 

the associated institutional arrangements. It might in theory be possible for a state to secede from the European 

Union as a whole and then apply for re-admission as a non-Eurozone Member State. Attractive as this approach may 

be for the legal purist, in the sense that it would be consistent with the existing treaty framework, it would be 

hopelessly impracticable. It would be time-consuming; while advance notice would result in a flight of capital and 

further increase the strain on the domestic banking system. We conclude that in practice the treaties do not afford a 

right or means of secession from the Eurozone which would be effective under current circumstances. 

Looking at matters through the other end of the telescope, do the other Member States have the right to expel a 

State from the Eurozone on the basis of that country's extensive contravention of the Stability and Growth Pact?
22

 

Once again, and perhaps unsurprisingly, the Treaties contain no such right.
23

 Can it be implied into the Treaties? 

Here too, there are significant legal obstacles to such an approach. In particular: 

a. The treaties stated that the introduction of the Euro was Ȱirrevocableȱ and this would appear equally to 

preclude a right of expulsion;
24

 and 

b. An implied right may exist to terminate a treaty as against a defaulting party,
25

 but it is difficult to see how 

this applies in the present case. This is because the treaties include express termination rights which do not 

extend to cover the present situation. 

It becomes even more difficult to argue for secession/expulsion rights as other modern currency unions include 

express provisions to that effect, sometimes in circumstances well known to principals of the EMU. A right of 

secession is included in the Eastern Caribbean Monetary Union.
26

 In addition, the West African Monetary Union, 

operating under French auspices, provides that compliance with the fiscal rules is sous peine d'expulsion.
27

 This takes 

us to the conclusion that the EU Treaties as currently constituted do not offer any express or implied rights of 

secession from the Eurozone. 

  

                                                                    
19 It is a principle of EU law that, once the EU has assumed and exercised its delegated authority in a particular field, it is no longer open to 

individual Member States to introduce parallel legislation; see for example, the decision of the European Court of Justice in Case C-26/62, 
Van Gend en Loos [1963] ECR 1. 

20 Article 128, TFEU. 

21 Art 140 (3), TFEU. 

22 See note 115, p67 below for details of the pertinent article. 

23 Article 50, TEU, includes a right of secession from the EU but not a right of expulsion. 

24 As a matter of practical politics, expulsion would require a unanimous vote. 

25 See the processes contemplated by article 56, Vienna Convention on the Law of Treaties. 

26 See article 52 of the Eastern Caribbean Central Bank Agreement dated 5 July 1983. 

27 See article 3, Cadre Institutionell Administratif et Juridique de la Zone Monetaire de L'Afrique de l'Ouest. 
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The baseline scenario 

We define a baseline scenario under which secession may occur, for reasons noted, as executed at very short notice 

and under a blanket of secrecy that would be difficult to impose and preserve. The present analysis will proceed on 

the basis of the following assumptions, which are taken to be reasonable in the circumstances: 

a. Whether on its own initiative or with the encouragement of the other Member States, a seceding State 

would notify the other governments that it proposes to secede from the Eurozone on a given date; 

b. After the seceding StateȭÓ ÂÁÎËÓ ÈÁÖÅ ÃÌÏÓÅÄ ÆÏÒ ÔÈÅ ×ÅÅËÅÎÄȟ Á seceding State would introduce 

emergency legislation or regulations to create the new currency; 

c. The primary objective of the emergency legislation
28

 would be to create the unit of account and to confer 

upon the new currency the status of legal tender;
29

 

d. The regulations would prescribe an initial substitution rate
30

 for the Euro/redenominated currency, so 

debtors will know how much they will pay in redenominated currency in order to secure a complete 

discharge of obligations previously contracted in Euros. In practice, legislation of this kind will often apply 

to debts payable within a seceding State but not to Euro debts payable in third countries; 

e. The regulations would include a mandatory conversion of all Euro deposits held with a seceding StateȭÓ 

banks into the new currency at the prescribed substitution rate; 

f. Further regulations would include the standard features of exchange controls, including (i) an obligation to 

surrender foreign currency to the central bank, (ii) a prohibition against the export of the domestic 

currency, (iii) a prohibition against holding accounts with foreign banks;
31

 

g. In an effort to place the best Ȱspinȱ on the situation and to contain the inevitable market reaction, the 

Council of Ministers issues a statement noting the action taken by a seceding State, regretting the need for 

its secession,
32

 and expressing support and an intention to work with it to resolve its problems.
33

 

To achieve this, we propose that in the hours before redenomination a seceding State convene a conference call 

with interested parties, putting before them a draft standstill agreement such that signatories enjoy preferences in 

its application. Failing full agreement, a seceding State should assume the liberty to declare such a moratorium with 

limited signatories or unilaterally, leaving it open for others to sign up subsequently. Ex ante agreement may be 

particularly desirable in the case of international capital providers, whether European or global. 

The standstill will apply from the moment of redenomination until the resolution described in the following chapter. 

We would envisage the seceding State drawing attention to its rights under law, with fallback positions as follows: 

Á Mutual agreement to a workout, at a stated time and place;
34

 

Á To be convened by the seceding State; 

Á A commitment by the seceding State to honour all obligations as agreed with its debtors. This would be 

both to support the position of the European Council of Ministers set out above and to pre-empt claims 

under CDS agreements, or at least provide grounds for dispute by those called upon to honour such 

obligations. 

Á Agreed concessions to signatories to the standstill agreement, as set out below. 

  

                                                                    
28 &ÏÒ ÃÏÎÖÅÎÉÅÎÃÅȟ ÔÈÅ ÌÅÇÉÓÌÁÔÉÏÎ ×ÉÌÌ ÂÅ ÒÅÆÅÒÒÅÄ ÔÏ ÁÓ ÔÈÅ ÓÅÃÅÄÉÎÇ 3ÔÁÔÅȭÓ monetary law. 

29 In terms of cash, this could be achieved either by printing newly issued currency notes or through the stamping of Euro notes physically 
located within the country.  

30 In monetary law terms, this is described as the recurrent link between the outgoing and the incoming currency. The intention would be to 
cease exchange controls as soon as possible. Once convertibility was reintroduced, the value of the currency would be set by the markets.  

31 Exchange control reduces the incentive for FDI and promotes bribery and corruption. We have not modelled this as we see capital injections 
as vital to economic recovery. 

32 It may be that the secession would be described as temporary. 

33 The importance of this aspect of the process is explained at Foreign Courts below. 

34 Set out in detail in the chapter following on Resolution. 
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Legal steps for the introduction of new currency 

As noted above, secession from the Eurozone will constitute a breach of the Treaties. In theory, therefore, a 

seceding State could be taken to the European Court of Justice at the instance of the Commission or other Member 

States
35

 and fined for its actions. This is, however, unlikely to occur if secession occurs with the de facto acceptance 

of the other Member States.
36

 This makes it possible to proceed to the next stage: the implementation of the 

secession under a seceding StateȭÓ ÄÏÍÅÓÔÉÃ ÌÁ×Ȣ 4ÈÉÓ ÃÏÎÓÉÓÔs of the creation of the seceding StateȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× 

and the imposition of exchange or capital controls.
37

 

The seceding StateȭÓ monetary law 

The seceding StateȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× ×ÉÌÌ ÃÒÅÁÔÅ ÁÎÄ ÅÓÔÁÂÌÉÓÈ a new currency as the replacement unit of account
38

 and 

prescribe the substitution rate for existing obligations expressed in Euros. This may seem a relatively 

straightforward exercise and to a large extent that is the case. There remains, however, a major complication, that is 

how should the law identify those particular obligations to which the redenomination arrangements apply? It is not 

open to a seceding State to convert all Euro obligations into new currency, for the single currency will itself continue 

to exist and will remain the appropriate vehicle for numerous transactions. 

This gives rise to an often overlooked issue. This is understandable, as the present crisis is a result of excessive 

liabilities incurred by the seceding StateȭÓ ÇÏÖÅÒÎÍÅÎÔȢ In consequence, the principal question is usually whether 

debts incurred by the seceding StateȭÓ ÇÏÖÅÒÎÍÅÎÔ ÏÒ Á seceding StateȭÓ ÅÎÔÉÔÉÅÓ will be validly converted into 

redenominated currency, or remain outstanding in Euros? This is the primary concern for international markets, but 

it is necessary to consider the asset side of the equation: that is, will debts owing by others to a seceding StateȭÓ 

entities also be converted, or remain payable in Euros? No doubt, in spite of an intuitive desire for national solidarity, 

many a seceding StateȭÓ ÌÅÎÄÅÒÓ ÏÒ ÃÒÅÄÉÔÏÒÓ ×ÏÕÌÄ ÁÒÇÕÅ ÆÏÒ ÔÈÅ ÌÁÔÔÅÒ ÏÐÔÉÏÎȢ 

We see that a law which appears simple may create difficulties of application in particular circumstances. Each case 

will be fact-specific, with the following general observations applying: 

a. Laws of this type apply to debts payable within the territory of the State concerned. The seceding StateȭÓ 

monetary law would apply at least for this category of cases;
39

 

b. The redenominated currency will apply to Euro-denominated obligations intended for jurisdiction under the law 

of the seceding State. This follows from the fact that (i) the initial identification of the currency in which 

payment is to be made
40

 is determined by the law which governs the contract as a whole;
41

 and (ii) it is 

accordingly open to a seceding StateȭÓ ÌÁ× ÔÏ ÖÁÒÙ ÔÈÁÔ ÁÓÐÅÃÔ ÏÆ ÔÈÅ ÃÏÎÔÒÁÃÔ;
42

 and 

c. The interpretation of the seceding StateȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× ×ÉÌÌ ÇÅÎÅÒÁÌÌÙ ÂÅ Á ÍÁÔÔÅÒ ÆÏÒ the seceding StateȭÓ 

courts.
43

 

  

                                                                    
35 On the respective procedures, see arts 259 and 260, TFEU. 

36 It should be emphasised that this analysis presupposes that the blessing of other Member States is effectively obtained before secession is 
ÁÎÎÏÕÎÃÅÄȢ 5ÎÉÌÁÔÅÒÁÌ ÃÏÍÍÉÔÍÅÎÔÓ ÇÉÖÅÎ ÂÙ ÔÈÅ ÓÅÃÅÄÉÎÇ 3ÔÁÔÅȭÓ ÇÏÖÅÒÎÍÅÎÔ ÔÏ ÔÒÙ ÔÏ ÎÅÇÏÔÉÁÔÅ Á ÓÏÌÕÔÉÏÎ ÆÏÌÌÏ×ÉÎÇ ÉÔÓ ÓÅÃÅÓsion will not 
affect the fact that the secession has occurred without the consent of its European partners. Unless and until the other States approve a 
ÓÅÃÅÄÉÎÇ 3ÔÁÔÅ΄Ó ÁÃÔÉÏÎ ÁÔ Á ÌÁÔÅÒ ÓÔÁÇÅ ɉ×ÈÉÃÈ ÍÕÓÔ ÂÅ ÕÎÌÉËÅÌÙɊȟ Á ÓÅÃÅÄÉÎÇ 3ÔÁÔÅȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× ×ÉÌÌ ÎÏÔ ÂÅ ÒÅÃÏÇÎÉÓÅÄ ÅØÔernally on this 
basis. 

37 For convenience, the latter aspect is considered under Exchange Controls, p35 below. 

38 It may be noted that money is generally regarded as a legal creation, in part because the force of law is required to confer upon it the status 
of legal tender. As a result, money can only be created by legislative means. This is generally referred to as the State theory of money. 

39 There is scope for difficulty because the place of payment can be an elusive concept. For example, a US dollar deposit held on the books of a 
London branch of a bank is repayable to the customer in London, even though actual settlement may have to be effected through CHIPS in 
New York: see Libyan Arab Foreign Bank v Bankers Trust Co [1989] QB 728. 

40 The law of the country that issues this currency is usually referred to as the lex monetae. This is discussed in more depth below. 

41 The identification of the money intended by the parties is a matter of interpretation and hence determined by the applicable law:  
article 12 (1) (a), Rome I. 

42 This principle also has a wider application in the context of ÓÏÖÅÒÅÉÇÎ ÄÅÂÔ ÓÕÂÊÅÃÔ ÔÏ Á ÓÅÃÅÄÉÎÇ 3ÔÁÔÅȭÓ ÌÁ×ȡ ÓÅÅ ÔÈÅ ÄÉÓÃÕÓÓÉÏÎ ÁÔ Standstill 
p35 below. 

43 Although the extent to which foreign courts would accept that interpretation may be limited: see the discussion at Foreign Courts, p31 
below. 
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When does redenomination validly occur? 

Against the background set out above, the core question for a party to a monetary obligation, debtor or creditor, will 

be whether the seceding StateȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× has validly redenominated obligations into the new currency, or 

remains payable in Euro? The answer to this question may differ according to (i) the forum in which the question is 

posed and (ii) the manner in which a seceding StateȭÓ ÓÅÃÅÓÓÉÏÎ ÆÒÏÍ ÔÈÅ Eurozone is achieved. 

Position before a seceding StateȭÓ courts 

We take it that secession from the Eurozone will constitute a breach of the treaties on the part of a seceding State, 

since participating Member States have irrevocably ceded their monetary sovereignty to the European Union
44

. In 

theory, the seceding StateȭÓ ÃÏÕÒÔÓ ÓÈÏÕÌÄ ÄÅÃÌÉÎÅ ÔÏ ÒÅÃÏÇÎÉÓÅ ÔÈÅ seceding StateȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× ÉÎ ÔÈÅ ÌÉÇÈÔ ÏÆ ÔÈÅ 

supremacy of EU law.
45

 Alternatively, it should seek the opinion of the European Court of Justice under the referral 

procedure set out in the Treaties.
46

 It would, however, be rash to entertain the notion that the seceding StateȭÓ 

courts would adhere to such purism at a time of national crisis. We take it that they would adopt the line that, 

although EU law is intended to prevail over domestic law, that supremacy is based on the domestic legislation 

providing for the original accession to the Union. In consequence it remains open to a seceding State to amend the 

domestic legislation that was enacted to that end.
47

They would be fortified in their outlook in view of the baseline 

scenario set out above, namely that the other Member States would have accepted the secession, however 

grudgingly. Under these circumstances, we take it that the seceding StateȭÓ ÃÏÕÒÔÓ ×ÏÕÌÄ ÔÒÅÁÔ ÔÈÅ ÎÅ× ÍÏÎÅÔÁÒÙ 

law as one of mandatory application.
48

 In other words, they would apply the provisions of that law to contracts 

governed by foreign as well as domestic law. 

Given this, the only question goes to the scope of the seceding StateȭÓ ÍÏÎÅÔÁÒÙ ÌÁ×ȟ ie, to which particular 

obligations is it intended to apply? We take it that the seceding StateȭÓ ÃÏÕÒÔ ×ÏÕÌÄ ÁÐÐÌÙ ÔÈÅ ÒÅÄÅÎÏÍÉÎÁÔÉÏÎ ÔÏ 

retail deposits held with branches of banks within a seceding State, since these are repayable within the country and 

will be governed by a seceding StateȭÓ ÌÁ×.
49

 In contrast, interbank deposits will often have been raised from foreign 

banks in the international markets and repayable at the relevant branch of the lending bank. We take it such 

deposits remain payable in Euros.
50

 

We take it that the seceding StateȭÓ ÃÏÕÒÔÓ ×ÏÕÌÄ ÈÏÌÄ ÔÈÁÔ ÔÈÅ ÍÁÊÏÒÉÔÙ ÏÆ ÄÅÂÔÓ ÇÏÖÅÒÎÅÄ ÂÙ Á seceding StateȭÓ ÌÁ× 

or payable within a seceding State will be covered by the new monetary law. They will thus be redenominated at the 

prescribed substitution rate. We take it that this will depend on the explicit terms of the monetary law, as well as 

considerations of policy. The seceding StateȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× ×ÉÌÌ ÂÅ Á ÒÁÄÉÃÁÌ ÒÅÓÐÏÎÓÅ ÔÏ ÔÈe crisis; it will accordingly 

be the duty of the seceding StateȭÓ ÃÏÕÒÔÓ ÔÏ ÇÉÖÅ ÉÔ ÔÈÅ ×ÉÄÅÓÔ ÐÏÓÓÉÂÌÅ ÅÆÆÅÃÔȢ 

Whatever the difficulties confronting the seceding StateȭÓ ÃÏÕÒÔÓȟ ÔÈÅÉÒ ÐÏÓÉÔÉÏÎ will be the more straightforward to 

the extent that the new monetary law will be directly binding upon them as part of their national legal system. We 

now turn to the position where the issue is raised before a foreign court, eg, in the case of a bond issue governed by 

English law and which incorporates a submission to the jurisdiction of the English courts. 

Foreign courts 

If a state secedes from the Eurozone in an unilateral and hostile manner, we take it that courts sitting in other EU 

Member States will disregard redenomination and the associated monetary law. This will follow from the fact that 

the seceding StateȭÓ ÁÒÒÁÎÇÅÍÅÎÔÓ ×ÉÌÌ ÈÁÖÅ ÂÅÅÎ ÃÒÅÁÔÅÄ ÉÎ ÄÉÒÅÃÔ ÁÎÄ ÆÌÁÇÒÁÎÔ ÃÏÎÔÒÁÖÅÎÔÉÏÎ ÏÆ ÔÒÅÁÔÙ ÏÂÌÉÇÁÔÉÏÎÓ 

owed to the other Member States, with the result that recognition would be contrary to public policy.
51

 It would 

                                                                    
44 See the discussion under Secession and EU Treaties, above. 

45 The supremacy of EU law over the national legal systems of Member States is a long established principle: as previously, see Van Gend en 
Loos [1963] ECR 1. 

46 Article 267 TFEU. allows national courts to refer EU law issues to the European Court of Justice for a ruling. 

47 This is not an argument of great strength but may be sufficient to the needs of the hour. 

48 On laws of this type, see article 9, Rome I Contracts Regulation. 

49 See article 4 (1) (b).Rome I. 

50 This view is reinforced by (i) interbank deposit arrangements do not generally include an express choice of law and (ii) under generally 
accepted principles of private international law, such deposits would be governed by the law of the country in which the lending bank is 
ÂÁÓÅÄȟ ÎÏÔ ÂÙ Á ÓÅÃÅÄÉÎÇ 3ÔÁÔÅȭÓ ÌÁ×ȡ ÓÅÅ ÁÒÔÉÃÌÅ 4 (1) (b)., Rome I. 

51 Article 21, Rome I. 
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follow that courts sitting in other EU Member States would hold that obligations contracted in Euros remain payable 

in that currency. The redenomination could not be recognised for any purpose.
52

 

We are, however, working on the hypothesis that secession occurs with the acceptance of other Member States, 

even though the Treaties may not have been formally amended at this stage.
53

 This means that the public policy 

objection to recognition of the seceding StateȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× ×ÏÕÌÄ ÆÁÌÌ Á×ÁÙȟ so courts in other EU Member States 

would recognise the creation of the new currency. Recognition of the seceding StateȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× ÃÁÎÎÏÔ ÂÅ 

some hollow or empty gesture by the court; it must have some practical, legal effect. How will this manifest itself? 

Lex monetae 

If the English courts are confronted with a Euro-denominated obligation owed by a seceding StateȭÓ ÅÎÔÉÔÙ ÁÎÄ 

governed by English law, they must decide whether that obligation remains payable in Euros or has been validly 

redenominated. The lex monetae principle plays a leading role in these deliberations. The practical effect of the 

principle is that a monetary obligation is discharged by payment in whatever is legal tender for debts in that 

currency at the time when payment falls due (ie, not at the time when the contract was made). To take a simple 

illustration, if in 1967 a debtor contracted to make a payment of 19 shillings and six pence in 1975, he could only 

discharge that debt in 1975 by payment of 97.5 pence.
54

 Specifically, he could not discharge his debt by delivery of 

19s 6d in the old money, for it had ceased to be legal tender by the time of payment. 

This illustrates the effect of the lex monetae principle, but does not help in the larger situation now before us. The lex 

monetae principle assumes that the currency of account is clear, but in the present case there are two competing 

leges monetae. The question is: which of them is to prevail? 

The choice of the intended currency or lex monetae is a matter of interpretation of the contract, designed to 

ascertain the intention of the parties. For these purposes, the question must be ɀ did the parties intend to contract 

by reference to EU monetary law, in which event the debt must remain payable in Euros. Or did they intend to 

contract by reference to the monetary law of a seceding State, in which case the obligation would be 

redenominated into new currency at the substitution rate prescribed by the ÓÅÃÅÄÉÎÇ ÓÔÁÔÅȭÓ ÍÏÎÅÔÁÒÙ ÌÁ×? 

To state this question is to appreciate its air of unreality. The court will have to review the surrounding 

circumstances in order to ascertain the parties presumed intention, had they thought of the matter. Artificial though 

this process may seem, it is familiar to lawyers and frequently has to be invoked where a contract does not deal with 

the particular circumstances that have arisen. What will be the outcome of this process in the present case? 

A financial contract is likely to be held to have been contracted with reference to an EU lex monetae and will thus 

remain payable in Euros, if it has been contracted in the international financial markets with a view to taking 

advantage of the breadth and liquidity of the Euro as a single currency. Thus, if a seceding StateȭÓ ÂÏÒÒÏ×ÅÒ ÈÁÄ 

raised a large, syndicated Euro loan in the London market under documentation governed by English law, the 

borrower could only discharge its payment obligations by payment in the single currency. On the other hand, where 

a Euro loan was provided by a seceding StateȭÓ ÂÁÎË ÔÏ Á ÌÏÃÁÌ ÂÏÒÒÏ×ÅÒ ÔÏ ÆÉÎÁÎÃÅ Á ÄÅÖÅÌÏÐÍÅÎÔ ×ÉÔÈÉÎ the 

seceding State, it would be inferred that the parties had intended to contract by reference to local monetary law. 

This would mean that the borrower could validly discharge his repayment obligations by payment in new currency. 

These examples lie at extreme ends of the spectrum; most cases will lie in the grey area between them. They 

illustrate, however, the approach that the court would adopt in identifying the applicable lex monetae. 

The greatest difficulty stems from a seceding StateȭÓ ÓÏÖÅÒÅÉÇÎ ÂÏÎÄÓȢ We take it that 

a. A seceding StateȭÓ ÇÏÖÅÒÎÍÅÎÔ ÃÏÕÌÄ ÐÁÓÓ ÎÅ× ÌÅÇÉÓÌÁÔÉÏÎ ÃÏÎÖÅÒÔÉÎÇ ÉÎÔÏ redenominated currency such of 

its debt stock as is governed by its own law;
55

 and 

                                                                    
52 This public policy consideration could not apply to courts sitting in countries outside the EU since they are not parties to the relevant 

treaties. #ÏÎÓÅÑÕÅÎÔÌÙȟ ÉÎ ÔÈÉÓ ÓÉÔÕÁÔÉÏÎȟ ÔÈÅÙ ×ÏÕÌÄ ÒÅÃÏÇÎÉÓÅ ÔÈÅ ÎÅ× Á ÓÅÃÅÄÉÎÇ 3ÔÁÔÅȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× ÉÎ ÌÉÎÅ ×ÉÔÈ ordinary principles of 
private international law. 

53 See the baseline scenario, p30 above. 

54 That is, by virtue of the decimalisation arrangements introduced pursuant to the Decimal Currency Act 1969. 

55 Article 12 (1), Rome I. As stated, external courts are unlikely to recognise the introduction of the newly issued currency if this step is taken 
unilaterally. In any event, there may be relatively few circumstances under which an external court could assume jurisdiction over a seceding 
State in relation to debt instruments of this kind. It is understood that approximately 90 percent of Greek debt stock is governed by Greek 
law. 
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b. Bonds governed by English (or other overseas) law and floated in international markets would remain 

outstanding in Euro, and the seceding StateȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× ÃÏÕÌÄ ÎÏÔ ÖÁÌÉÄÌÙ ÒÅÄÅÎÏÍÉÎÁÔÅ them.
56

 

Subject to issues bearing upon confiscation/expropriation of property,
57

 the conclusion of (a) above poses significant 

issues for large-scale holders of a seceding StateȭÓ ÓÏÖÅÒÅÉÇÎ ÄÅÂÔȢ 4ÈÉÓ ÉÓ ÅÓÐÅÃÉÁÌÌÙ ÔÈÅ ÃÁÓÅ ÇÉÖÅÎ ÔÈÁÔ ÓÏÍÅ ίΦ 

percent of Greek debt stock is understood to be governed by its own law. 

The selection of a seceding StateȭÓ ÌÁ× ÔÏ ÇÏÖÅÒÎ ÏÕÔÓÔÁÎÄÉÎÇ ÂÏÎÄÓ ÍÁÙ ÈÁÖÅ further implications for investors, as 

it is open to the legislature to vary the terms of bonds more extensively, eg, by unilaterally prolonging the tenor. 

Such legislation could hinder enforcement in other respects. The legislature could introduce collective action clauses 

into bond issues from which they are absent; or reduce the percentage vote required to coerce acceptance of revised 

terms (or raise the percentage required to sanction class actions). It will be very difficult for bondholders to 

challenge moves of this kind, and the lack of legal avenues may provide an incentive to bondholders to settle on 

more favourable terms than would otherwise be the case.
58

 

Conclusions on monetary obligations 

We take it that obligations undertaken by the seceding StateȭÓ ÇÏÖÅÒÎÍÅÎÔ ÏÆ ÏÒ ÏÔÈÅÒwise to a seceding StateȭÓ 

obligors payable outside the country and governed by an external system of law will generally remain payable in 

Euros, notwithstanding the seceding StateȭÓ ÒÅÄÅÎÏÍÉÎÁÔÉÏÎȢ (Ï×ÅÖÅÒȟ ÍÏÓÔ ÏÂÌÉÇÁÔÉÏÎÓ ÍÁÙ ÈÁÖÅ ÔÏ ÂÅ ÌÉÔÉÇÁÔÅÄ 

and enforced before the seceding StateȭÓ ÃÏÕÒÔÓ ÁÎÄ converted into new currency. 

Contagion 

Estimating the spill-over effects of secession and the accompanying default upon the European banking system is a 

profoundly conjectural exercise. 

Á We calculate the local losses by applying the haircuts we have assumed in table 12 for international holders. 

Of course the local settlement may differ from the international agreement. 

Á Table 4 sets out our comparison of these to local banking capital. For this we use a surrogate of the panel of 

banks undergoing the 2011 EBA stress test of systemically important banks, as capturing the 

preponderance of banking assets in each territory. 

Table 4 Selected countries, comparison of losses on domestic holdings with  ÂÁÎË ÃÁÐÉÔÁÌȟ ΏÂÎ 

 

 
Sources: Authors and as noted. 

We see a disparity which is certainly alarming but may not be relevant, as local issues are held widely 

outside the banking system. Nonetheless it suggests the scale of the risks impinging upon a State wishing 

to shore up its banks in the event of poorly controlled secession. We do not take this analysis further. 

                                                                    
56 As a general rule, an obligation is created by English law cannot be varied or extinguished by laws passed in another country: see article 12, 

Rome I and Adams v National Bank of Greece and Athens SA [1961] AC 255. 

57 See Confiscation/expropriation, p37 below. 

58 )ÎÔÅÒÎÁÔÉÏÎÁÌ ÉÎÖÅÓÔÏÒÓ ÍÁÙ ÇÏ ȰÆÏÒÕÍ ÓÈÏÐÐÉÎÇȱ ɉÐÁÒÔÉÃÕÌÁÒÌÙ ÉÎ ÔÈÅ 53Ɋ ×ÉÔÈ Á ÖÉÅ× ÔÏ ÐÒÅÓÅÒÖÉÎÇ ÔÈÅÉÒ ÒÉÇÈÔÓ ÁÎÄȟ ÉÎ ÐÁÒÔÉcular, seeking 
injunctive relief against any assets of the seceding State in that jurisdiction. Different classes of holders will have their own interests: eg, a 
local bilateral lender may be relaxed/resigned to redenomination; an agent bank in a syndicate may be nervous about making decisions on 
something so fundamental without approval of syndicate members; a vulture fundȭÓ ÓÔÒÁÔÅÇÙ ÍÁÙ ÂÅ ÔÏ ÃÁÕÓÅ ÔÒÏÕÂÌÅ ÏÎ ÔÈÅ ÂÁÓÉÓ ÔÈÁÔ ÉÔȭÓ 
the squeaky wheel which gets the grease. This calls for the ad hoc approach outlined in the following chapter. 

Losses on domestic holdings Greece Ireland Italy Portugal Spain Notes

Domestically held debt 467.0 601.0 4,353.0 493.0 3,071.0 a

Haircut to be expected 76% 88% 44% 49% 40% b

355.4 528.7 1,915.6 239.5 1,237.6 

Compare bank capital 23.3 7.2 87.6 16.9 162.7 c

Notes

a

b

c

Assumptions from Table 12 p50.

Nordvig, Currency risk in a Eurozone break-up - Legal 

Aspects, 18 November 2011, Nomura.

Results of the 2011 EBA EU-wide stress test. Core Tier 

1 capital after the effects of mandatory restructuring 

plans publicly announced and fully committed before 

31 December 2010.  Baseline scenario, 2012.
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Á We take losses for international holders from table 5. We then apply these to overseas banks using material 

provided by the BIS and set out at table 2 in the chapter on the optimal currency configuration, going 

through further iterations to end up at the presumptive ultimate destinations of contagion, France and 

Germany. 

Table 5 Selected countries, comparison of 
 ÃÏÎÔÁÇÉÏÎ ×ÉÔÈ ÂÁÎË ÃÁÐÉÔÁÌȟ ΏÂÎ 

 
Sources: Authors and as discussed in text. 

These figures apply more directly to the banking sector and the comparison with banking capital should be 

taken seriously. They confirm that banking contagion is a real risk and that the German banking sector is 

particularly exposed. This adds an economic explanation to the principled reluctance of German policy-

makers to offer unconditional support to their neighbours. They have to keep their powder dry. 

Our containment and workout proposals are intended to abate contagion by creating institutions which crystallise 

and stabilise the risks which are uncertain at the moment, also bringing in the regulatory forbearance, economic 

support and reform required to re-establish good order. 

Panel 3 Contagion and the insurance sector 

Discussions with industry representatives and advisors tell us 

that the insurance industry regards itself as aloof from 

contagion stemming from sovereign default or devaluation. 

This is because the preponderance of insurance contracts is 

written in local currency under local law. 

Reinsurance contracts follow the same course, in the main 

written in the currency of the purchaser for interpretation by 

local courts under local law. On the rare occasions that they are 

written under foreign law, provided agreed redenomination 

occurs, jurisdiction is unimportant. This is because of the 

ȰÆÏÌÌÏ× ÔÈÅ ÆÏÒÔÕÎÅÓȱ ÐÒÉÎÃÉÐÌÅȟ ×ÈÉÃÈ ÍÅÁÎÓ ÔÈÁÔ ÉÆ ÔÈÅ ÉÎÓÕÒÅÒ 

has paid out in new currency it cannot seek to make a windfall 

by pursuing a claim against the reinsurer in Euros. 

Greek and Italian insurers find themselves facing sovereign 

risk. They have been encouraged by local regulators to hold 

their capital in sovereign bonds. These are marked to market, 

but the local regulator will exercise regulatory forbearance on 

reserve deficiencies arising as these crystallise over many 

years.  

If insurers do fail the precedent is that local governments step 

in, presumptively selling to foreign enterprises when asset 

prices or the insurance cycle recovers. 

Where they can, international insurers are declining to 

purchase newly issued sovereign or bank bonds, particularly in 

countries at risk. They are letting holdings run down on expiry, 

rather than selling aggressively. 

The insurers are no longer writing Credit Default Swap (CDS) 

contracts; some may have taken them as hedges. We have 

been unable to ascertain the position on bank exposure on 

CDS contracts to Greek banks, which we address on pp 46-7. 

In the absence of evidence of the risk of contagion stemming 

from the insurers, our proposals are silent as to the sector 

narrowly defined. 

As to the banking sector, we take it that at present insurers are 

disinclined to subscribe for new bank capital. This cuts off the 

usual source of cyclical recapitalisation, amplifying the 

challenges caused by the banking contagion discussed above.  

 

  

France Germany Spain

Greece, directly 66.6 25.6  - 

Ireland directly  - 162.6  - 

Italy, directly 143.2 55.6  - 

Portugal directly 9.4 13.1 59.7 

Portugal, via Spain 8.7 10.2 na

Spain, directly 92.1 59.7 na

320.0 425.6 59.7 

Compare bank capital 188.7 122.5 162.7 

Greece, Italy, Portgal and 

Spain via France
na 98.8 na

Destination of contagion
Source of contagion
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Standstill  

As part of a sovereign default, we take it that the country concerned will impose some form of unilateral standstill 

on payment of debts. This leads us to explore the effectiveness of such emergency regulations: 

a. In proceedings within a seceding State itself, the moratorium will be applied to all bonds and other 

obligations irrespective of their governing law, the basis being that the application of those regulations will 

be mandatory in any event;
59

 

b. In proceedings in England and other external courts, the moratorium laws will be given effect as part of the 

law applicable to the contract, where the relevant obligations are governed by a seceding StateȭÓ ÌÁ×.
60

 In 

the baseline scenario, there is no basis for disregarding the moratorium legislation on public policy 

grounds;
61

 and 

c. Where the relevant contract or obligation is governed by English law, the debt will remain payable on its 

initially contracted due date. This follows from the doctrine that an obligation governed by English law 

cannot be varied by a law passed in another country.
62

 

This, if the majority of the seceding StateȭÓ ÓÏÖÅÒÅÉÇÎ ÄÅÂÔ ÓÔÏÃË ÉÓ ÇÏÖÅÒÎÅÄ ÂÙ its own law, it could unilaterally 

introduce new legislation to defer the maturity date of its bonds for a period of its choosing. In principle, this should 

not constitute an event of default because payment would not become overdue until the moratorium period 

expired. 

Equally, the imposition of a moratorium merely delays the due date of payment in respect of pre-existing 

obligations. In and of itself, this is not a form of exchange control, (discussed explicitly below), since it merely delays 

the date on which payment is due. It may therefore be argued that such an arrangement does not contravene the 

Ȱfree movement of capitalȱ rules in the TFEU. 

Exchange controls 

We take it that exchange control will be necessary for at least long enough to restrain capital flight around the 

moment of secession. The impact of such controls may be taken to vary according to the law applicable to the 

contract: 

a. Where the obligations are governed by a seceding StateȭÓ ÌÁ×ȟ ÔÈÅ ÎÅ× ÅØÃÈÁÎÇÅ ÃÏÎÔÒÏÌ ÒÅÇÕÌÁÔÉÏÎÓ ×ÉÌÌ ÆÏÒÍ Á 

part of that law and will be applied in the usual way.
63

 Thus, if exchange control approval is withheld, payment 

will be unlawful and the obligation to discharge the debt will be deferred until such consent is obtained; 

b. Where, however, the obligations are governed by English law, then a seceding StateȭÓ ÅØÃÈÁÎÇÅ ÃÏÎÔÒÏÌÓ ÁÒÅ ÉÎ 

principle irrelevant, since they do not form a part of the applicable law. Consequently, if a seceding StateȭÓ 

obligor is due to make a payment to a London bank in Euro under such a contract, the obligor will be in default if 

he fails to pay on the due date, even though he is in fact unable to pay because approval has not been 

obtained.
64

 

By way of derogation from the points made in (b) above, it is open to argue that the English court should not enforce 

the obligation in the light of article VIII (2) (b) of the Articles of Agreement of the International Monetary Fund, 

which requires that courts in member countries should not enforce Ȱexchange contractsȱ which have been entered 

into as a means of avoiding a country's system of exchange control. This cannot, however, apply to obligations 

under bonds or agreements issued or entered into before redenomination. A contract which is not an Ȱexchange 

                                                                    
59 On mandatory rules of this kind, see article 9 Rome I. The point has already been noted in a different context: see Foreign Courts, above. 

60 Article 12, Rome I. 

61 Let it be repeated that we are working on the basis that other Member States assent to a seceding State's secession and the measures taken 
in connection with it. It is possible that other EU courts would disregard the standstill if a seceding State had left the zone on a unilateral 
basis. 

62 Article 12, Rome I; Adams v National Bank of Greece and Athens SA [1961] AC 255. 

63 This invokes the risk that as soon as any secession becomes apparent there will be a rush by international creditors to grab as many assets as 
possible in jurisdictions where they are located (particularly in the US), leading ÔÏ ÄÉÓÒÕÐÔÉÏÎ ÏÆ ÔÈÅ ÓÅÃÅÄÉÎÇ 3ÔÁÔÅȭÓ ÉÎÔÅÒÎÁÔÉÏÎÁÌ 
operations. This gives rise to the need for provisional arrangements to delay legal audience along the lines set out under Provisional 
arrangements, p39. 

64 Kleinwort & Sons v Ungarische Baumwolle Industrie [1939] 2 KB 678. 
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contractȱ when made cannot retrospectively mutate into such a contract when exchange controls are subsequently 

imposed.
65

 

The imposition of exchange and capital controls will flatly contradict Treaty rules on the free movement of capital 

and payments.
66

 There are some exemptions for crisis situations, but these can only be invoked with the approval of 

EU institutions. In any event, these exceptions can only apply to external capital movements, and not to intra-EU 

transfers.
67

 There may, however, be more general provisions that could be invoked: for example, under the heading 

ȰEconomic Policyȱ, Article 122 (1) states that 

ȣÔÈÅ #ÏÕÎÃÉÌȟ ÏÎ Á ÐÒÏÐÏÓÁÌ ÆÒÏÍ ÔÈÅ #ÏÍÍÉÓÓÉÏÎȟ ÍÁÙ ÄÅÃÉÄÅȟ ÉÎ Á ÓÐÉÒÉÔ ÏÆ ÓÏÌÉÄÁÒÉÔÙ ÂÅÔ×ÅÅÎ -ÅÍÂÅÒ 

States, upon the measures appropriate to the economiÃ ÓÉÔÕÁÔÉÏÎȣ 

This widely drawn formulation could be applied to sanction the temporary imposition of capital and exchange 

controls by a seceding State for the duration of the crisis. 

By way of comparison, a similar provision in the European Free Trade Agreement was recently held to justify a ban 

on the repatriation of Icelandic krona purchased at a depressed price during the climax of the financial crisis in that 

country.
68

 The provision was invoked when Iceland acted unilaterally; by contrast the exceptions contemplated by 

the TFEU can only be invoked by EU institutions. Even so, the baseline scenario assumes that other EU Member 

States accept a seceding State's position. This opens up the possibility that they regard themselves as compelled to 

accept the logic of its consequences and that the Council would invoke article 122 (1) to sanction the seceding 

StateȭÓ ÅØÃÈÁÎÇe controls. 

Finally, article VIII (2) (a) of the Articles of Agreement of the International Monetary Fund states that 

ȣÎÏ ÍÅÍÂÅÒ ÓÈÁÌÌȟ ×ÉÔÈÏÕÔ ÔÈÅ ÁÐÐÒÏÖÁÌ ÏÆ ÔÈÅ &ÕÎÄȟ ÉÍÐÏÓÅ ÒÅÓÔÒÉÃÔÉÏÎÓ ÏÎ ÔÈÅ ÍÁËÉÎÇ ÏÆ ÐÁÙÍÅÎÔÓ ÁÎÄ 

ÔÒÁÎÓÆÅÒÓ ÆÏÒ ÃÕÒÒÅÎÔ ÉÎÔÅÒÎÁÔÉÏÎÁÌ ÔÒÁÎÓÁÃÔÉÏÎÓȣ 

We therefore take it that the introduction of exchange controls would be unlawful both under the EU Treaties and 

under the IMF Agreement. Nevertheless, a waiver of both of these obstacles is in the hands of organisations which 

we take to be involved in assisting a seceding State. This means they would wish to act to enable secession from the 

Eurozone to occur on the most orderly basis possible: the necessary consents from the EU and IMF would be 

forthcoming and a seceding State would be in a position to administer an effective system of exchange controls. 

Foreign courts may episodically refuse to apply such controls simply on the basis that they do not form a part of the 

law applicable to the contract. Even so, minor and sporadic exceptions will not detract from the overall effectiveness 

of an exchange control regime. 

Termination of contracts 

It is open to argue that a monetary dislocation of this kind has the effect of terminating an English law contract 

through the doctrine of frustration. This would alarm lenders and other creditors because it would cast doubt upon 

their entitlement to full recovery.
69

 

The doctrine of frustration may apply where an unforeseen change of circumstances occurs rendering the 

performance of the contract radically different from that originally contemplated.
70

 However, all that occurs in the 

present case is that there may be uncertainty as to the currency in which the obligor is required to discharge his 

debt. This can be resolved by the application of the lex monetae principle discussed earlier. Even if this results in an 

increased cost to the debtor, this will not usually be sufficient to bring the doctrine of frustration into operation.
71

 

                                                                    
65 Support for this approach may be drawn from the decision in J Zeevi & Sons Ltd v Grindlays Bank (Uganda) Ltd (1975) 37 NY 2d 220, where a 

letter of credit legitimately issued by a Ugandan bank was not converted into a prohibited exchange contract when the necessary exchange 
control approval was subsequently revoked. 

66 See article 63, TFEU. 

67 Article 64, TFEU. 

68 Case E-3/11, Sigmarsson v Central Bank of Iceland (EFTA Court, 11 December 2011). Article 40 of the EEA Agreement provides for free 
movement of capital, whilst articles 43 (2) and 43 (4) allow an EEA State to take protective measures if capital movements lead to 
disturbances in the capital markets or threaten the balance of payments. 

69 If the doctrine of frustration applies, then the parties may be required to make compensating payments under the terms of the Law Reform 
(Frustrated Contracts) Act 1943, but the Act is unsatisfactory in certain respects. 

70 Davis Contractors Ltd v Fareham UDC [1956] AC 696. 

71 Davis Contractors, above. 
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This means that the continuity of contracts will not be prejudiced by a seceding StateȭÓ ÄÅÐÁÒÔÕÒÅ ÆÒÏÍ ÔÈÅ 

Eurozone. Disputes may arise as to the identity or amount of payments due under contract, but this will not bring 

agreements to an end. This is a nontrivial conclusion in that secession will not cause a meltdown of commercial 

arrangements between a seceding StateȭÓ ÅÎÔÉÔÉÅÓ ÁÎÄ ÆÏÒÅÉÇÎ ÃÏÕÎÔÅÒÐÁÒÔÉÅÓȢ 

Confiscation/expropriation 

If a debtor is entitled to discharge his obligations through the payment of redenominated currency in line with the 

principles discussed earlier, then the creditor may suffer immediate losses. This is because he will receive 

depreciated currency in respect of an asset that he had funded in Euros. He will have no recourse against the debtor, 

who will have discharged his obligations under the requirements of the lex monetae. This would cause the creditor to 

explore his recourse against the seceding StateȭÓ ÇÏÖÅÒÎÍÅÎÔ ÉÔÓÅÌÆȟ ÏÎ ÔÈÅ ÂÁÓÉÓ ÔÈÁÔ its monetary law has 

effectively deprived him of his property. He could pursue four avenues. 

European Convention on Human Rights 

The European Convention on Human Rights prohibits the deprivation of property by the State, except in certain 

narrowly defined circumstances. However, the deprivation would occur as a result of market forces affecting the 

new currency immediately following a seceding State's departure from the Eurozone. It is difficult to characterise 

this as a Ȱdeprivationȱ by the State. In any event, there have been decisions by the European Court of Human Rights 

to the effect that domestic inflation may reduce the value of cash deposits but this does not amount to a taking by 

the State. In other words, the rule does not require a State effectively to index-link the value of its own currency or 

domestic savings.
72

 

Bilateral Investment Treaties 

Where bondholders are resident in countries that have bilateral investment treaties with a seceding State, it may be 

argued that (i) the bonds contain an implicit guarantee that they will be paid in Euro and (ii) the conversion of the 

bonds into new currency constitutes a breach of that guarantee. Arguments of this kind may be mounted in reliance 

on recent arbitral decisions flowing from the collapse of the Argentine currency, but those cases involved an explicit 

guarantee of convertibility of the peso into the US dollar on a one-for-one basis.
73

 We take it that in the absence of 

explicit provisions of this kind, a tribunal is unlikely to infer such an undertaking. 

Customary International Law 

Customary international law prohibits the taking of the property of aliens unless prompt, adequate and effective 

compensation is paid. In this instance, however, the currency substitution would be non-discriminatory as between a 

seceding StateȭÓ ÎÁÔÉÏÎÁÌÓ ÁÎÄ ÆÏÒÅÉÇÎÅÒÓ. In any event, it is generally recognised that a State is entitled to manage 

and control its own monetary system.
74

 Once again, it appears unlikely that the seceding StateȭÓ ÍÏÎÅÔÁÒÙ ÌÁ× 

would effect a taking of property for the purposes of this principle. 

Other legal avenues 

Other arguments relying on international treaties to which a seceding State is a party include: 

a. Article IV of the Articles of Agreement of the International Monetary Fund requiring members to 

ȣavoid manipulating exchange rates or the international monetary system in order to prevent the 

effective balance of payments adjustment or in order to gain an unfair competitive advantage over 

ÏÔÈÅÒ ÍÅÍÂÅÒÓȣ 

We take it that one of the principal purposes of the redenomination would be to gain a competitive 

advantage, but doubt that the introduction of a new currency per se, would be held to amount to a 

Ȱmanipulationȱ of exchange rates for these purposes. This is because the value of the new currency would 

be determined by market forces and not by action on the part of the seceding StateȭÓ ÇÏÖÅÒÎÍÅÎÔ. 

  

                                                                    
72 Rudzinska v Poland (1999) ECHR-VI 45223/97. The decision has been followed on a number of subsequent occasions. 

73 See, for example, CMS Transmission Co v Argentine Republic ICSID Case No ARB/01/03. 

74 Serbian and Brazilian Loans Case (1929) PCIJ Ser A Nos 20-21, 44. 
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b. The General Agreement on Tariffs and Trade seeks to regulate the provision of subsidies which might offer 

advantages to its export trade. However, the Agreement suggests that Ȱsubsidyȱ refers to a product- or 

market-specific arrangement. It seems unlikely that a wholesale currency substitution could be a Ȱsubsidyȱ 

within this definition. 

Conclusion 

Our analysis conveys a general absence of remedies against a seceding State in respect of private losses incurred as 

a result of the secession. This is a substantial conclusion, as any obligation on the part of the Government to 

compensate creditors for resultant losses would undermine the purpose of the redenomination in the first place. 

Provisional legal arrangements 

We propose that the seceding State establish provisional tribunals to provide summary adjudication of disputes and 

uncertainties arising under the standstill, to operate with the express priority of maintaining economic continuity; 

giving preference to parties to the standstill agreement; a recognition of international best-practise including 

UNCITRAL protocols; an understanding that rulings set no precedents; and discretion to defer issues to the 

resolution described in the following chapter. 

Resolution is likely to take several years to agree. Until then, we propose that the seceding State take the lead in 

promoting ad hoc international arrangements to minimise the threat of turmoil. In particular we propose that the 

seceding State canvass jurisdictions governing bond issues to agree memoranda of understanding (MOUs) intended 

to preserve good order by discouraging vexatious litigation.
75

 Such MOUs would either invoke public policy or 

regulatory forbearance with a view to deferring legal audience for owners of capital instruments who are minded to 

act prematurely as plaintiffs enforcing Credit Default Swaps or invoking minority rights under Collective Action 

Clauses. 

Economic proposals 

We propose that over this period the seceding State adhere to best-practice in such circumstances by introducing 

economic liberalisation and reform; and by engaging in countercyclical monetary and fiscal policies to ease 

adjustment. These policies would contribute to the outcomes set out in the following chapter on resolution. 

Micro-economic reforms 

We propose that seceding States enter into reforms to free up the economy. These would specifically include asset 

sales. Principal elements in such sales would include: 

Á Greece Sundry privatisations have been ÅÓÔÉÍÁÔÅÄ ÁÓ ÇÅÎÅÒÁÔÉÎÇ ΏΫΫÂÎ ÂÙ ΨΦΧΫ.
76

 Other figures embrace 

ÌÁÎÄ ×ÏÒÔÈ ΏΩΫÂÎ ɉ×Å ÄÉÓÃÏÕÎÔ ÍÏÒÅ ÁÍÂÉÔÉÏÕÓ ÅÓÔÉÍÁÔÅÓ ÏÆ ΏΧΨΫÂÎɊȠ ÌÉÓÔÅÄ ÁÎÄ ÎÏÎ-listed companies 

×ÏÒÔÈ ΏέÂÎ ÁÎÄ ÉÎÆÒÁÓÔÒÕÃÔÕÒÅ ÏÐÅÒÁÔÉÎÇ ÒÉÇÈÔÓ ×ÏÒÔÈ ΏίÂÎȢ 

Á Ireland The government has set up a commission to report on privatisation which has identified targets in 

ÔÈÅ ÅÎÅÒÇÙȟ ÁÉÒÐÏÒÔ ÓÅÁÐÏÒÔȟ ÔÒÁÎÓÐÏÒÔ ÁÎÄ ×ÁÔÅÒ ÓÅÃÔÏÒȟ ÓÕÍÍÉÎÇ ÔÏ ΏΫÂÎ.
77
 To this we have added a similar 

sum for the workout value of banking and real estate assets in government hands. 

Á Italy )Î 3ÅÐÔÅÍÂÅÒ ΨΦΧΧ ÔÈÅ -ÉÎÉÓÔÒÙ ÏÆ %ÃÏÎÏÍÙ ÁÎÄ &ÉÎÁÎÃÅ ÅÓÔÉÍÁÔÅÄ ÔÈÁÔ ÔÈÅ ÃÏÕÎÔÒÙȭÓ ÓÔÁÔÅ-owned 

ÅÎÔÅÒÐÒÉÓÅÓ ÈÁÄ Á ÔÏÔÁÌ ÖÁÌÕÅ ÏÆ ΏήΦ ÂÎ.
78

 )Î ÁÄÄÉÔÉÏÎ ÔÈÅÒÅ ÉÓ ÓÃÏÐÅ ÔÏ ÇÅÎÅÒÁÔÅ ΏέΦÂÎ ÆÒÏÍ ÃÏÎÃÅÓÓÉÏÎÓȟ 

ΏΧΦÂÎ ÆÒÏÍ ÔÈÅ ÓÁÌÅ ÏÆ ÅÍÉÓÓÉÏÎ ÒÉÇÈÔÓȟ ÁÎÄ ΏΪΨÂn from redundant real estate out of a total of such holdings 

ÏÆ ΏΦȢΪΨÔÎȢ 

                                                                    
75 US legal precedent is discouraging on this score. Past such attempts were abandoned after advice that the New York courts would view them 
ÁÓ ȰÔÏÒÔÕÏÕÓ ÉÎÔÅÒÆÅÒÅÎÃÅ ×ÉÔÈ ÃÏÎÔÒÁÃÔȱ ÁÎÄ ÓÅÔ ÔÈÅÍ aside. When some bond-holders held on to debt with the intention of requiring the 
sovereign to pay in accordance with the contractual terms, their challenges held up in court, so the countries settled privately and 
ÃÏÎÆÉÄÅÎÔÉÁÌÌÙ ÏÕÔÓÉÄÅ ÔÈÅ 0ÁÒÉÓ #ÌÕÂȢ 4ÈÉÓ ÈÁÐÐÅÎÅÄ ÉÎ ÁÌÌ ÔÈÅ "ÒÁÄÙ ÄÅÁÌÓ ×ÅÌÌ ÁÓ ×ÉÔÈ )ÒÁÑȭÓ ÄÅÂÔ ÒÅÓÔÒÕÃÔÕÒÉÎÇ ÉÎ ΨΦΦΫȢ In the last case, some 
of this debt was held by neighbouring sovereigns so the one-off settlements were political and confidential. 

76 Economic Adjustment Programme for Greece. Fourth Review - Occasional Papers 82. p. 30ff, Spring 2011; cited by Brauniger, Revenue 
privatisation growth, Deutsche Bank 1 December 2011. 

77 Review Group on State Assets and Liabilities, April 2011; cited by Brauniger ibid.  

78 Scalera, Stefano (2011). La valorizzazione del patrimonio delle Amministrazione Pubbliche. Dirigente Generale, Direzione VIII. Dipartimento del 
Tesoro. Rome. 29 September 2011; cited by Brauniger ibid. 
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Á Portugal Holdings for privatisation include the airline TAP Portugal, airport operator ANA, utilities Galp 

Energia and REN power grid, the TV broadcaster RTP, postal service Correios de Portugal, railway freight 

company CP Carga and water utility, Aguas de Portugalȟ ÃÏÌÌÅÃÔÉÖÅÌÙ ÖÁÌÕÅÄ ÁÔ ΏάȢΫÂÎȢ
79

 

Á Spain Holdings for privatisation include Madrid Barajas and Barcelona El Prat airports of Aena Aeropuertos, 

where 20 year licences have been ÖÁÌÕÅÄ ÁÔ ΏΫȢΩÂÎȟ ×ÉÔÈ ÔÈÅ ÏÖÅÒÁÌÌ ÃÏÍÐÁÎÙ ÅÓÔÉÍÁÔÅÄ ÔÏ ÂÅ ×ÏÒÔÈ ΏΩΦÂÎ 

in early 2011. The lÏÔÔÅÒÙ ÈÁÓ ÂÅÅÎ ÖÁÌÕÅÄ ÁÔ ΏΨΫÂÎ. The state also owns the post and telegraph system and 

the rail network, including its freight business. We place a rough and ready ÖÁÌÕÅ ÏÎ ÔÈÅÓÅ ÏÆ ΏΨÂÎȢ 

These privatisations bear upon the outcome in workout negotiations described in the chapter following on 

ȰResolutionȱ, summarised in Table 6. 

Table 6 Selected countries, assets for privatisationȟ ΏÂÎ 

 
Sources: $ÅÕÔÓÃÈÅ "ÁÎËȟ ÁÕÔÈÏÒÓȭ ÅÓÔÉÍÁÔÅÓ 

We propose a campaign of deregulation to bring business practises up to the first quartile for the Eurozone as 

tabulated in ÔÈÅ 7ÏÒÌÄ "ÁÎËȭÓ ȰDoing Businessȱ. Table 7 illustrates the scope for improvement: potentially seceding 

States occupy fourth quartile ranks in eleven out of thirty-five entries. 

Table 7 Selected countries, rank out of 16 Eurozone countries for selected business efficiency measures 

Measures 
State 

Greece Ireland Italy Portugal Spain 

New business formation (tail of three ranks) 15 10 10 7 16 

Construction permit (tail of three ranks) 13 5 15 14 9 

Registering property (tail of three ranks) 16 11 12 12 11 

Getting credit (tail of four ranks) 10 15 12 10 12 

Protection of investors (tail of four ranks) 6 16 12 10 12 

Enforcing contracts (tail of three ranks) 14 12 16 8 16 

Insolvency procedures (tail of three ranks) 9 7 16 11 15 

Source: Doing business ɀ 2012, World Bank 

Interim monetary and fiscal easing 

We propose that seceding States engage in interim programmes of monetary and fiscal easing, the latter supported 

by emergency subventions subscribed by capital-surplus States from the Eurozone or elsewhere. We would prefer 

the ECB to provide leadership for such subventions. As we discuss at length below, however, we recognise that this 

may not be possible.
80

 Failing this, we propose the formation of ad hoc bank-like bodies, the Resolution Funds which 

we specify in the following chapter.
81

 The extent of such action is set out in Table 8, suggesting a policy easing 

ÒÅÑÕÉÒÅÍÅÎÔ ÏÆ ΏΧΪΦÂÎ ÏÖÅÒ ÆÉÖÅ ÙÅÁÒÓ, in addition to whatever might be required to stabilise banks. 

  

                                                                    
79 Programa de Estabilidade e Crescimento 2011-2014. March 2011, cited by Brauniger ibid. 

80 See Chapter 4, Containment, Economic proposals. Institutional arrangements, p54. 

81 See Chapter 4, Containment, Economic proposals, Resolution Funds, pp55-6. 

Greece Ireland Italy Portugal Spain Total

Real estate 35.0 5.5 42.0  -  - 82.5 

Publically owned  industries 7.0 5.0 80.0 6.5 57.0 155.5 

Capital value of other negotiable income flows 9.0  - 80.0  -  - 89.0 

Total 51.0 10.5 202.0 6.5 57.0 327.0 
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Table 8 Selected countries, proposed monetary and fiscal easing, ΏÂÎ ÐÁ 

 

 
Source: Authors 

Priority for signatories 

We propose that the seceding State negotiate with other signatories during the hours before redenomination such 

that signatories to the standstill agreement enjoy preferences including: 

Á ȰMost favouredȱ creditor, ie, treatment as well as the most favoured creditor; 

Á Early audiences with provisional tribunals, for the purposes of resolving uncertainties of implementation of 

the standstill; and 

Á Priority in asset sale negotiations, for example Ȱfirst-lookȱ and time-limited exclusivity. 

We also propose that if need be, the bodies leading the resolution process offer further preferences to capital-

surplus countries so as to incentivise them to subscribe to the Resolution Funds which we describe the following 

chapter. 

Conclusion on containment 

As a matter of practical politics, a seceding State would have to draw back from the fullest extent of its legal claims 

in order to secure the acceptance of its actions by other Member States as discussed above. We take it, however, 

that these fallback legal positions offer significant bargaining chips in any negotiations that are necessary to that 

end. These open the door for international co-operation in interim programmes of monetary and fiscal easing and 

participation in micro-economic reform, in particular privatisations. The following points support such bargaining 

positions: 

Á In so far as its outstanding debt stock is governed by a seceding StateȭÓ ÌÁ×ȟ its government has legal tools 

at its disposal to mitigate the consequences of its Eurozone secession; 

Á In particular, it can redenominate those obligations into the new currency and validly extend the maturity 

date of bonds governed by its own law through the imposition of a moratorium or through other, specific 

legislation; 

Á Although creditors would suffer significant losses as a result of the redenomination, it appears unlikely that 

they could recover those losses or any other compensation either under the terms of their contracts or 

through other proceedings against the seceding StateȭÓ 'ÏÖÅÒÎÍÅÎÔȠ 

Á Indebtedness governed by English or otherwise overseas law will generally remain outstanding and payable 

in Euros. The due dates cannot be validly deferred by a seceding StateȭÓ ÍÏÒÁÔÏÒÉÕÍ ÏÒ ÅØÃÈÁÎÇÅ ÃÏÎÔÒÏÌ 

legislation; and 

Á Secession creates uncertainty as to the currency in which an obligation is to be discharged, but does not 

have the effect of frustrating or otherwise terminating contracts involving a seceding StateȭÓ 

counterparties. 

  

Greece Ireland Italy Portugal Spain Total Note

GDP 230.0 156.0 1,549.0 173.0 1,063.0 3,171.0

Change in broad money growth target 23.0 15.6 154.9 17.3 106.3 317.1 a

Est change in bank liabilities arising (policy easing) 7.7 5.2 51.6 5.8 35.4 105.7 b

Est fiscal easing 1.2 1.6 15.5 1.7 10.6 31.7 c

Total policy easing 8.8 6.8 67.1 7.5 46.1 137.4 

Notes
a

b

c Taken as half of policy fiscal adjustment, ie 0.5% pa.

Taken as ten percent per annum; no allowance made for GDP 

growth. Compare IMF mean 1.681x ch in reserve money over 3yrs.

Ratio of change in broad money growth: change in bank liabilities 

taken as 3x.
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Variations for strong seceding state  and general dissolution 

Strong seceding State 

Economic consequences embrace risks to export markets, local and second-order banking dislocation and second-

order effects on deficit countries; our modelling suggests that these effects are immaterial for a small country. Legal 

consequences are very much as laid out for the baseline case, by way of legacy commercial and financial contract. 

Reputational issues would embrace maintaining amicable relations with remaining members and neighbours in 

general. Our policy proposals are as in the following chapter, to the extent that spill-over effects bear upon capital-

deficit states, though there would be additional legal complications in unwinding legacy relationships with the ECB 

and other European central banks. 

General dissolution 

The possibility of a complete dissolution of the Eurozone cannot be excluded. The legal problems arising are, 

naturally, a multiple of the complexities already discussed. Nevertheless, the court would have to find a solution in 

the sense that it would have to determine the currency in which a Euro-denominated contract is payable even after 

that currency has completely ceased to exist. 

Ultimately, this will have to be decided by reference to the presumed intention of the parties. For example, if a 

French buyer has contracted to purchase goods manufactured in Germany, then it may be inferred that the price 

originally contracted in Euro was intended to reflect the cost of producing those goods in Germany and to yield a 

profit. In such a case, the court should find that the Euro price is henceforth payable in the new German currency at 

the substitution rate prescribed by German law. This may be unfortunate from the perspective of the French buyer 

but a principled solution has to be identified and there can be no guarantee that this would always operate fairly in 

each individual case. 

Equally, if a German borrower has taken a Euro-denominated loan from a French bank, then it may be inferred that 

the pricing was intended to reflect the bank's cost of funding in France. This, coupled with the fact that the borrower 

had elected to access the French financial markets, would lead to the conclusion that the obligation to repay the 

loan we present this as a principled solution recognising that it will not operate fairly in all cases. 

Macro-economic consequences encompass piecemeal sovereign delinquency; collapse in export markets of surplus 

economies, local and second-order banking dislocation; and other second-order effects in deficit countries. Legal 

consequences are very much as laid out for the baseline case, by way of legacy commercial and financial contracts, 

the treatment of pari passu, CACs and CDS contracts. Reputational issues encompass maintaining relations with 

creditor communities, former members of the Eurozone and neighbours in general; as well as addressing 

demoralisation among European opinion-formers and the populace in general. 

Our policy proposals are for reform bearing upon capital-surplus States and official lenders as in the following 

chapter. Legal complications would arise out of the need to unwind legacy relationships with European central 

banks and generally to allocate legacy ECB assets and liabilities. The proposals in the following chapter for 

negotiations in ad hoc forums would apply to these circumstances. 
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4 Resolution 

In this chapter we set out our proposals for the resolution phase, embracing the customary policies of regulatory 

forbearance, workout, and monetary and fiscal easing. We take it that the shock of secession causes all concerned to 

recognise that problems can no longer be minimised as illiquidity; they are fairly and squarely insolvency. In the 

previous chapter we touched on the complications attaching to secession from the Euro, which called for 

innovations in the customary containment process. They continue to apply to the resolution process, together with 

the additional complications we discuss below. 

Complications in the resolution process 
Schematic 1 The four-way pull on resolution 

 
Source: Authors 

Schematic 1 depicts the conflicts inherent in developing a successful workout for a country seceding from the Euro. 

Essentially it is a matter of control. Both old and new lenders will wish to be assured that the seceding State does 

not become a serial defaulter. The latter will wish to surrender as little sovereignty as possible. The EUȭÓ 

commitment to an ever more perfect union further complicates this: its principal monetary institution, the ECB, is 

incompetent under its statutes from assuming leadership and its member states are themselves conflicted. We 

expand on this in Panel 4. 

European Central Bank 

The ECB presents several challenges. It cannot be held wholly responsible for its one-handed approach to crisis 

management since 2007. It is hampered by its statutes which prevent it from issuing bonds on behalf of Member 

States. Indeed the ECB Governor has shown some ingenuity in developing ways round some of these constraints, for 

example participating in secondary markets and repo operations. Unfortunately these have been imperfectly 

effective, we would argue not so much because of lack of firepower or commitment, but because the underlying 

problem has gone beyond the capacity of firepower and commitment to address it. We explore this too in Panel 4. 

The ECB presents, moreover, other unresolved issues which threaten the good order of a workout. 

Á The ECB will claim locus, but faces a mismatch between its responsibilities and its capabilities. This goes not 

merely to its equivocal call upon and application of capital, but also the nature of its expertise, which lies in 

central banking not sovereign default. For the latter it must call upon others, specifically the IMF. 

  

ÁUsual source of 
leadership, US, 
disengaged 
ÁThird-party cap-surplus 

countries unincentivised
to participate

ÁLenders unwilling to
agree resolution without
fiscal supervision 
ÁAny such resolution
(á la IMF) requires political 
leadership and capital  

ÁCapital-deficit states
unwilling to tolerate 
fiscal supervision
ÁLarge states (UK, France)

equivocal about such 
supervision

Á%#"ȭÓstatutes prevent
lending directly to
member states
ÁGermany profoundly

committed to central
bank independence
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Panel 4 The institutional dilemma at the heart of the Euro - 1 

Governance of the Eurozone has been bedevilled by two 

ÃÏÎÓÔÒÁÉÎÔÓȢ &ÉÒÓÔȟ ÔÈÅ %5ȭÓ Stability and Growth Pact of 1997 

which enjoins fiscal discipline on the members of the 

Eurozone.
82

 Second, the statutes of the EU and the ECB 

itself: article 123 of the TFEU prohibits the bank issuing 

bonds for the direct account of Member States. This is 

restated in article 21 of the fourth protocol on the Statute of 

the European System of Central Banks and of the European 

Central Banks.
83

 

In fact the Stability and Growth Pact was violated at its 

outset, inter alia by its now most ardent defender, Germany. 

This happened when the continuing costs of integrating the 

provinces from the former East Germany pushed the Federal 

ÂÕÄÇÅÔ ÏÖÅÒ ÔÈÅ ÐÁÃÔȭÓ ÌÉÍÉÔÓȢ 

Even so, Table 11 shows that since the end of 2002 - the first 

year in which the Euro was legal tender - the balance sheet 

of the ECB has grown by 14% pa, over five times the rate of 

growth of the underlying Eurozone economy. It now stands 

ÉÎ ÁÔ ΏΨȢέÔÎ ÏÒ Ψίϻ ÏÆ ÔÈÅ EurozoneȭÓ '$0 ɉΨΦΦΨ - 11%), 

Although the overall loan to asset ratio has barely moved at 

72% (2002 - 73%), the ratio of the loan book to financial 

institutions is nearly twice as high, up from 32% to 57% of 

the total. 

Table 11 ECB Balance sheets 

 
Sources: ECB, authorsȭ ÅÓÔimate for 2011 GDP (2010 = ΏίȢΧίÔÎɊȢ 

This is because in practice the statutory restrictions are 

imperfectly effective. The bank takes action ostensibly 

confined to promoting liquidity: purchase and repo 

operations in the secondary market, buying sovereigns both 

directly and through emergency support programs offered 

through national central banks. Both programmes are 

politically controversial - particularly in Germany; it is this as 

much as statutory prohibitions which hold back such 

measures. 

The bank supports commercial banks with two programmes. 

Á SMP: The ECB purchases government bonds from the 

Euro-area financial sector in exchange for one-week 

deposits; 

Á LTRO: 4ÈÅ %#" ȬÂÏÒÒÏ×Óȭ ÇÏÖÅÒÎÍÅÎÔ ÂÏÎÄÓ ÁÎÄ ÏÔÈÅÒ 

issues from the Euro-area banking sector in exchange for 

three-year loans. These are loans at low rates (currently 

1%) backed by acceptable assets and subject to a 

Ȱhaircutȱ ÏÎ ÔÈÅ ÁÓÓÅÔÓȭ ÖÁÌÕÅ ÔÏ ÒÅÄÕÃÅ ÃÒÅÄÉÔ ÒÉÓËȟ 

though it remains unclear if the haircuts are enough to 

serve. This programme has helped liquidity, also reducing 

spreads paid by several Eurozone governments on new 

sovereigns, as commercial banks use them as collateral 

to raise liquidity from the ECB. 

Such facilities are taken to be less inflationary than the direct 

purchase of sovereigns on issue or in the secondary market. 

This is because the comparatively early repayment 

represents an automatic mechanism for mopping up 

liquidity. By contrast, programmes of long term purchase of 

sovereigns schematically defer realisation until markets 

return to normal function. Chart 15 shows that there is 

currently no evidence of increase in broad money creation 

across the Eurozone. 

Chart 15 Change in Eurozone m3 ɀ Jan 2002 to Jan 2011 

 

Source International Monetary Research Ltd 
 

                                                                    
82 The pact is embodied inter alia in Article 121 of the Treaty (ex Article 99 TEC) - the multilateral surveillance (basis for the stability and 

convergence programmes and the early warning mechanism) ; Article 126 of the Treaty (ex Article 104 TEC) ɀ the Excessive Deficit 
Procedure (EDP); Protocol (No 12) on the excessive deficit procedure annexed to the Treaty; Council Regulation (EC) 479/2009 on the 
application of the Protocol on the EDP; Resolution of the European Council on the Stability and Growth Pact, Amsterdam, 17 June 1997; 
European Council Presidency conclusions of 22-23 March 2005 endorsing and including the ECOFIN Council report of 20 March 2005 on 
Improving the implementation of the Stability and Growth Pact; Consolidated version of Council Regulation (EC) 1466/97 on the 
strengthening of the surveillance of budgetary positions and the surveillance and coordination of economic policies - the preventive arm of 
the Stability and Growth Pact ; the Code of conduct - Specifications on the implementation of the Stability and Growth Pact and guidelines 
on the format and content of stability and convergence programmes, endorsed by the ECOFIN Council on 7 September 2010. 

83 The text reads,  

 Overdraft facilities or any other type of credit facility with the European Central Bank or with the central banks of the Member States 
ɉÈÅÒÅÉÎÁÆÔÅÒ ÒÅÆÅÒÒÅÄ ÔÏ ÁÓ ȬÎÁÔÉÏÎÁÌ ÃÅÎÔÒÁÌ ÂÁÎËÓȭɊ ÉÎ ÆÁÖÏÕÒ ÏÆ 5ÎÉÏÎ ÉÎÓÔÉÔÕÔÉÏÎÓȟ ÂÏÄÉÅÓȟ ÏÆÆÉÃÅÓ ÏÒ ÁÇÅÎÃÉÅÓȟ ÃÅÎÔÒÁÌ Çovernments, 
regional, local or other public authorities, other bodies governed by public law, or public undertakings of Member States shall be 
prohibited, as shall the purchase directly from them by the European Central Bank or national central banks of debt instruments. 

Assets 29 Dec 2002 10 Jan 2012 Change p.a.
Gold etc 131                          423                         13.9%
Forex claims on o/s residents 249                        246                        -0.1%
Forex claims on Eurozone residents 20                           96                           19.0%
Euro claims on o/s residents 4                              25                           22.6%

Euro lending to financial counterparties 236                         836                         15.1%
Other claims on Euro credit institutions -                         67                            n.a. 
Euro securities 33                            619                         38.5%
Gen govenrment debt 66                           34                            -7.1%

Other 93                            342                         15.6%

832                        2,688                  13.9%

Liabilities 29 Dec 2000 10 Jan 2012 Change p.a.
Banknotes in circulation 375                         884                        10.0%
Euro liabilities to Eurozone financial conterparties 129                         832                         23.0%
Debt certificates issued 2                              1                               -7.4%
Other Eurozone liabilities 55                           91                            5.8%
Liabilties to overseas residents in Euro 9                              124                         33.8%

Forex liabilties to Eurozone residents 1                               6                              22.0%
Forex liabilties to overseas residents 20                           8                              -9.7%

Counterparty to IMF SDRs 7                               56                           26.0%
Other 64                           210                         14.1%
Revaluation accounts 106                         394                         15.7%

Capital and reserves 64                           82                           2.8%

832                        2,688                  13.9%
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Panel 4 The institutional dilemma at the heart of the Euro - 2 

Bond purchases expose the ECB to credit risk; for example, 

Greece is in negotiations to reduce interest and principal 

payments to private bond-holders such that expected losses 

are anticipated to amount to between 50% and 60% of their 

value. This is consistent with market prices, with the bonds 

trading at between 30% and 40% of their nominal value. 

Current ECB direct holding of Eurozone government bonds 

ÉÎÃÌÕÄÅ ÓÏÍÅ Χί ÐÅÒÃÅÎÔ ÏÒ ΏΪΦ ÂÉÌÌÉÏÎ ÏÆ 'ÒÅÅÃÅȭÓ ΏΨΧΧ 

billion of outstanding bonds.
84

 The ECB claims protection as 

ÁÎ ȰÏÆÆÉÃÉÁÌ ÃÒÅÄÉÔÏÒȱȢ )Æ ÔÈÅ ÂÁÎË ÇÏÔ ÉÎ ÁÔ Ðar, a 60% write 

ÄÏ×Î ÏÎ 'ÒÅÅÃÅȭÓ ÓÏÖÅÒÅÉÇÎÓ ×ÏÕÌÄ ÃÒÅÁÔÅ Á ÌÏÓÓ ÏÆ ΏΨΧȢΫ 

ÂÉÌÌÉÏÎȟ ÁÒÏÕÎÄ ÏÎÅ ÑÕÁÒÔÅÒ ÏÆ ÔÈÅ %#"ȭÓ ÃÁÐÉÔÁÌ ÁÎÄ ÒÅÓÅÒÖÅÓ 

ÏÆ ΏήΧÂÎȢ
85

 But it is hard to see how this might apply to 

purchases in the secondary market. Indeed, in that the bank 

has bought below par, full protection up to redemption 

would generate exceptional gains, which cannot be the 

intention. 

The ECB has not been alone is supporting capital deficit 

members of the Eurozone. Chart 2 shows that the 

Bundesbank has increased its exposure to European financial 

ÉÎÓÔÉÔÕÔÉÏÎÓ ɉÉÅȟ ÎÁÔÉÏÎÁÌ ÃÅÎÔÒÁÌ ÂÁÎËÓɊ ÆÒÏÍ ÃΏΨΫÂÎ ÉÎ ΨΦΦά 

ÔÏ ÓÏÍÅ ΏΫΦΦÂÎ ÁÔ ÐÒÅÓÅÎÔȢ 

Chart 16 Bundesbank, selected assets, 2006-2011 

 
Source: Tornell and Westermann, Voxeu.org, 6 Dec 2011 

Those calling for monetary easing would have the ECB 

further violate its statutes by issuing its own bonds. The 

argument is that these would benefit from de facto joint and 

ÓÅÖÅÒÁÌ ÇÕÁÒÁÎÔÅÅÓ ÆÒÏÍ ÔÈÅ ÂÁÎËȭÓ ÓÕÂÓÃÒÉÂÅÒÓȢ )Ô ÉÓ ÎÏÔ ÃÌÅÁÒ 

how persuasive this is. The reserves of the ECB are already 

depleted, with the ratio of capital and reserves to total 

balance sheet down from 7.7% after one year of full 

operation to 3.1% at present. Its subscribers are not as 

creditworthy as formerly: some 77% of its capital comes from 

just four subscribers, Germany, France, Italy and Spain. On  

13 January, S&P downgraded three of these: indeed two - 

3ÐÁÉÎ ÁÎÄ )ÔÁÌÙȟ ÒÅÐÒÅÓÅÎÔÉÎÇ Ψίϻ ÏÆ ÔÈÅ ÂÁÎËȭÓ ÓÕÂÓÃÒÉÐÔÉÏÎ 

pool- are profoundly compromised by the current crisis. 

Recent downgrades also compromise the formation of the 

%ÕÒÏÚÏÎÅȭÓ ÉÎÔÅÎÄÅÄ ÓÕÐÐÏÒÔ ÆÁÃÉÌÉÔÙȟ ÔÈÅ %&3&Ȣ 4ÈÅÙ ÆÁÌÌ ÏÕÔ 

of three perceived failings. 

Á Institutional weakness: both the countries concerned 

and the Eurozone of which they are a part are hampered 

by the institutional failings of the Stability and Growth 

Pact and article 123 of the TFEU. This leads to defective 

decision making processes. 

Á Implausible commitment to fiscal balance: there is a 

profound risk that Euro-wide leadership will continue to 

be conflicted. So too that leadership in one or another of 

the Member States will turn out to be fundamentally 

ineffective, possibly following political turmoil attaching 

to one of the countries with unelected leadership. 

Á No growth path: the current emphasis upon fiscal 

discipline drives austerity to the exclusion of all else, 

notwithstanding the requirement for growth and the 

threat of dislocation calling for emergency fiscal and 

monetary easing. The latter seems close to impossible 

given the existing institutional configuration.
86

 

Conclusion: no magic bullet 

This chapter contains our proposals to address these 

institutional failings. It would seem to go with the grain for 

the EU to follow precedent in other such crises by exercising 

regulatory forbearance in respect of the Stability and Growth 

Pact and for the ECB to do so by issuing bonds. We would 

not rule out the former, but find it hard to see the latter. Nor 

do we believe that Germany will ride to the rescue, as much 

for lack of means as the lack of inclination which is deeply 

rooted in the foundation of the country.
87

 

In this light we have no alternative but to resort to 

institutional innovation. Below we propose recognising the 

de facto incapacity of the EFSF and replacing it with country-

ÓÐÅÃÉÆÉÃ Ȱ2ÅÓÏÌÕÔÉÏÎ &ÕÎÄÓȱȟ ÁÄ ÈÏÃ ÂÁÎË-like bodies, 

ÓÕÂÓÃÒÉÂÅÄ ÂÙ ȰÃÏÁÌÉÔÉÏÎÓ ÏÆ ÔÈÅ ×ÉÌÌÉÎÇȱȢ 4ÈÉÓ ÂÏÄÙ ÏÒ ÂÏÄÉÅÓ 

would sell bonds benefitting from joint and several 

commitments from the subscribers and issue them to global 

capital-surplus buyers. If the instruments were rated below 

AAA, buyers would be incentivised by the enhancement, 

economic or political concessions set out below. 

                                                                    
84 Reuters, 26 January 2011. The figures in table 12, p51 allow for holdings by the Bundesbank. 

85 Reserves are attributable to the countries of the Eurozone rather than the ECB itself and are held on account at the National Central Banks. 

86 Long term critics of the Euro point out that austerity and growth need not be contradictions. see J J Rosa. http://jjrosa.blogspot.com/; 

 What is needed now, and urgently, is an across the board decline in public spending and in taxes on labour to stimulate supply at the 
same time. But this requires first a return to growth and a reduction of the bloated public debts (a public deleveraging). ThÁÔȭÓ ×ÈÙ 
monetary policy and exchange rates are so important at this point. One has to remember that the first countries to exit the gold 
standard and devalue their currencies in the 1930s were those that returned to growth earlier than the laggards. 

87 See the commentary on Table 15 below, comparing the sums required to German GDP; and appendix (d) for the history of the Zollverein. 

http://www.voxeu.org/index.php?q=node/7391
http://jjrosa.blogspot.com/
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Á The ECB may be less than perfectly aligned with the IMF. The latter is bound to involve itself in a workout 

and knows enough not to throw its weight around unnecessarily, particularly as European nations stand in 

ÆÏÒ ÓÏÍÅ Ψίϻ ÏÆ ÔÈÅ )-&ȭÓ ÃÁÐÉÔÁÌ.
88

 It is likely, however, to have different perspectives from the ECB, for 

example on accounting for impaired assets.
89

 We take the view that unless this can be resolved, the ECB 

will eventually face negotiations with its subscribers and the IASB to regularise the position. 

Á In particular, the very standing of the ECB needs to be established. Central banks normally present 

themselves to workouts as debtors; indeed it is close to a necessary condition of a sovereign default that 

the central bank has exhausted its credit. In this instance, however, the ECB is a creditor. What is more it 

has conducted itself as though it expects to be treated as an official creditor, with its claims senior to all but 

other such creditors, generally the international financial bodies. But it is not clear that this would be 

universally recognised.
90

 This has implications for a successful workout. 

Capital market instruments 

Sovereign bonds are an increasing element in national balance sheets, often the predominant element on the 

liability side. In the case of the southern-tier states plus Ireland, they have been estimated as 55% of the foreign debt 

outstanding.
91

 If these bonds are governed by New York or English law, they will contain Ȱcollective action clausesȱ 

(CACs). The effect of these is that a proportion of holders over the threshold set in the bond terms may bind all 

holders.
92

 The corollary is that holders will not be bound if a majority over the threshold cannot be assembled. In the 

event, delinquent bonds are sold in the secondary market so that some fall into the hands of hedge, Ȱdistressed-

debtȱ or Ȱvultureȱ funds, who will go to court to enforce their rights unless coerced by a majority meeting the 

conditions of the CAC. This threatens good order during a workout negotiation. In recent years, much scholarly and 

practitioner attention has been devoted to creating an orderly environment for dealing with sovereign bondholders 

in the event of a major default. In 1995, the IMF examined the issue in depth, without however coming to any 

conclusion.
93

 So far debate has been theoretical, but the urgency of events is likely to break new ground. 

Credit Default Swap policies (CDS) offer indemnity against default in a credit instrument. Mainly used by lenders to 

hedge their risk, they have also become a source of speculative income to financial organisations which have taken 

the view that default by a Eurozone sovereign is unthinkable. This threatens the systemic risk which analysts of CDS 

predicted when they first emerged.
94

 French banks are said to be particularly exposed, presumably after assurances 

ÆÒÏÍ ÌÕÎÃÈÅÏÎ ÃÏÍÐÁÎÉÏÎÓ ÆÒÏÍ ÔÈÅ "ÅÒÌÁÙÍÏÎÔ ÏÒ 1ÕÁÉ Äȭ/ÒÓÁÉ, but we lack reliable figures. As the risk of a Greek 

default has mounted, the objection has been heard that these policies were taken promiscuously by persons without 

                                                                    
88 This is after the full operation of the post Singapore reform of quotas. See IMF Quota and Governance Reform, 31 October 2010. 

89 It has proved impossible to obtain a definitive view of this matter, despite extensive enquiries to the accounting bodies and the principals. 
Presumably it is on the too hard pile, pending either an emergency or the advent of agreement between the Sherpas. For the conventional 
view, see Dalton and Dziobek, Central bank losses and experiences in selected countries, IMF, April 2005. But we could not be certain of the 
prevalence seven years later of their generally hawkish stance:  

 Accounting standards require that any interest payments received on securities issued by the government to cover central bank losses 
be recognised as income and recorded as such in the income statement. They should not be credited directly to a balance sheet 
account. Once a profit has been determined, such profits may then be allocated toward redemption or amortization of assets created 
to cover the losses. In this regard, a feature of central bank law in some countries is that when government securities have been issued 
to cover past central bank losses, any future profits are first allocated to the redemption of such securities. Related to this is the more 
general accounting principle that all payments and receipts that are in the nature of interest must be recognised in the income 
statement for the determination of net profits. Failure to do so results in financial statements that are not comparable with those of 
other organizations, and which also lack transparency in terms of presenting the true position and results of central bank operations. 

90 Nor is it clear that it would not. This is another topic on which a profound miasma applies. Again no definitive answers have come to the 
attention of the authors, with nothing from the IMF and equivocation on the topic from the dusty archives of the World Bank: Demirgui-
Kunt and Fernandez-Arias, Burden-sharing among Official and Private Creditors, World Bank, August 1992. 

91 Nordvig et al, op cit. 

92 See Bradley and Gulati, Collective Action Clauses for the Eurozone (Draft), Duke, 4 October, 2011. 

 The most frequently employed CAC is one that applies to the modification of payment terms. These modification CACs come in a 
variety of forms depending on the percentage of votes needed to change the bondȭs payment terms. While 75% is the typical 
requirement, there are modification CACs that require a favourable vote by as many as 85% and as few as 18.75% of the outstanding 
bondholders. 

93 Morais, Legal framework for dealing with Diverting Debt Defaults. Chapter 13, Current legal issues affecting central banks, Volume 3, 
International Monetary Fund, 1995. 

94 For a grim view on this, see Verdier, Credit Derivatives and the Sovereign Debt Restructuring Process, Harvard Law School, 27 April 2004. 

 ȣÁÔ ÔÈÅ ÉÎÔÅÒÓÅÃÔÉÏÎ ÏÆ ÓÏÖÅÒÅÉÇÎ ÄÅÂÔ ÁÎÄ ÃÒÅÄÉÔ ÄÅÒÉÖÁÔÉÖÅÓȟ ÔÈÅ ÐÒÏÂÌÅÍÓ ÏÎÅ ÏÂÓÅÒÖÅÓ ÁÒÅ ÔÈÅ ÓÁÍÅ ÁÓ ÉÎ ÔÈÅÓÅ ÉÎÄÉÖÉÄÕÁÌ markets, 
but they compound each other to a considerable degree. The brittleness of the current restructuring process makes it vulnerable to 
the destabilizing effect of credit derivatives. In turn, the legal uncertainties associated with credit risk transfer activities may amplify 
ÔÈÅ ÓÙÓÔÅÍÉÃ ÒÉÓË ÃÒÅÁÔÅÄ ÂÙ ÔÈÅ ÆÌÏ× ÏÆ ÃÁÐÉÔÁÌȣ 
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an insurable interest.
95

 Regardless of the rights and wrongs of this argument, much energy has been devoted to 

ensuring that arrangements with Greece are so configured that CDS policies are not triggered for payment. There is, 

therefore, an incentive for a creditor to seek to invoke the jurisdiction of a foreign court - either as a genuine attempt 

to resolve a dispute or as an attempt to improve its position (for example by seeking to avoid the effect of a CAC 

imposed by local law). In order to make its claim more effective such a creditor may also seek to restrain the assets 

of the debtor in one or more foreign jurisdictions. While such action could not be taken in England (or the courts of 

any other EU state) where a local court has taken jurisdiction those restrictions would not apply elsewhere 

(particularly in the US). 

The risk of such creditor action threatens uncertainty, particularly if creditors seek to restrain the assets of a 

seceding State. As noted, provided local courts have taken jurisdiction in a particular matter it is no longer possible 

for the courts of another EU country to take competing jurisdiction. It would seem logical, therefore, for any 

seceding government (or any other obligor in a seceding country who has Euro denominated obligations) to take 

action as promptly as possible to ensure that local courts take jurisdiction over as many Euro denominated 

obligations as possible. 

To date, efforts have been made to show that any haircut taken by investors is assumed on a Ȱvoluntaryȱ basis, so 

that no credit event will be deemed to have occurred and, hence, no demand can be made on the protection seller. If 

a seceding State unilaterally changes its law to impose a moratorium on its bonds, then it will be very difficult to 

maintain the argument that the arrangements are Ȱvoluntaryȱ for these purposes. It may, however, be open to a 

seceding State to secure agreement - however grudging - through a threat to use its law-making powers to reduce 

the face value of the bonds by 75 percent. In the face of that, bondholders may well determine that agreeing to a 

seceding State's wider proposals would be in their best interests. A simple reduction of the principal amount of the 

bonds in this way may well amount to a deprivation of property for which compensation may be sought
96

. Even so, 

the prospect of years of difficult and uncertain litigation suggests the merit of a more accommodating attitude on 

the part of creditors. Systemic loss is threatened if secession triggers default clauses in speculative CDSs where the 

seller has taken a market position betting against default.
97

 If all else fails, the treaty process can be attempted to 

oblige participants to pass national laws prohibiting enforcement of such contracts.
98

 

This issue is the complement of the position taken by creditors who are refusing a haircut on 'ÒÅÅÃÅȭÓ debt, claiming 

that they would prefer a default which will trigger indemnity under their CDS contracts. It makes more sense to see 

their quarrel as with ÔÈÅ %#"ȭÓ ÃÌÁÉÍÓ ÁÓ ÁÎ ÏÆÆÉÃÉÁÌ ÃÒÅÄÉÔÏÒȢ #$3 ÃÏÎÔÒÁÃÔÓ ÁÒÅ ÉÓÓÕÅÄ /4#ȟ ×ÉÔÈÏÕÔ ÁÎÙ ËÉÎÄ ÏÆ 

central registry, leaving us unable to obtain definitive figures for the ownership of contracts for specific 

contingencies; and no basis for estimating. As we are unable to rule out systemic risk, our proposals address it. 

  

                                                                    
95. The International Swaps and Derivatives Association (ISDA) has obtained an opinion that CDS policies are not insurance business and this 

remains the generally accepted view.  

96 See the discussion under European Convention on Human Rights, above. 

97 The ISDA states, 

 4ÈÅ ÄÅÔÅÒÍÉÎÁÔÉÏÎ ÏÆ ×ÈÅÔÈÅÒ ÁÎÙ ÁÃÔÉÏÎ ÃÏÎÓÔÉÔÕÔÅÓ Á ÃÒÅÄÉÔ ÅÖÅÎÔ ÕÎÄÅÒ #$3 ÄÏÃÕÍÅÎÔÁÔÉÏÎ ×ÉÌÌ ÂÅ ÍÁÄÅ ÂÙ )3$!ȭÓ EMEA 
Determinations Committee on the basis of the specific facts and if a market participant requests a decision from the DC. Generally, 
however, the inclusion of a CAC would not, in and of itself, be expected to trigger a Credit Event. On the other hand, the use of such a 
clause to effect a reduction in coupon or principal or one of the other events set out in the definition of the Restructuring Credit Event 
could trigger if the other requirements of the Restructuring Credit Event were met (for example decline in creditworthiness), as its 
effect would be to bind all holders of the relevant debt.  

http://alea.tumblr.com/post/16019351037/isda-updates-greek-sovereign-debt-q-a?goback=%2Egde_4223684_member_90304757 

98 Overall, this may not be as worrisome as our treatment suggests. After weeks of market rumours of hold-out hedge-funds, the most recent 
on dit is that most holders for value have sold out and little has been bought by Vulture Funds who are now said to find it unlikely they will 
win cases based on such claims. 
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Workout 

Workout covers the process of debt rescheduling. In principle this could occur without secession from the Euro, but 

for the purposes of this essay we are assuming that secession occurs. 

Attitudes of participants 

First, we turn to an examination of the attitudes on the key issues of the principal parties to a workout. We explore 

the positions of the seceding State itself; the IMF, as the lead body in or at least the most experienced party to a 

workout; the ECB and other European institutions; the US, acting for these purposes as a surrogate for other non-

European sovereigns; and private sector creditors. This excludes several parties who may come to play a role, 

among them international regulatory and standard-setting bodies and global capital-surplus nations. Nonetheless, 

the key issues are captured with the five participants set out above. 

Á Forum for negotiation The interests of the seceding State lie in making the negotiating process as inclusive as 

possible in order to enlist the support of non-creditors. This will cause it to favour an ad hoc forum, possibly 

extending to an out and out treaty negotiation. The IMF and other official creditors will incline to the familiar 

Paris club process, as it is proven and expeditious. They may however see the need for ad hoc participation 

beyÏÎÄ ÎÁÒÒÏ×ÌÙ ÃÒÅÄÉÔÏÒÓȭ ÇÒÏÕÐÓȢ !ÌÔÅÒÎÁÔÉÖÅÌÙȟ ÔÈÅÙ ÍÁÙ ×ÉÓÈ to retain the integrity of the relatively narrow 

Paris Club process. In either case they will be willing to entertain an ad hoc forum. European bodies are likely to 

prefer ad hoc arrangements, mindful of the untested position of the ECB; no doubt they will push for a 

European lead, though this could end up as no more than venue. The US together with other non-European 

sovereigns will wish to follow the lead of the IMF, with private sector creditors likely to follow the lead of 

sovereign creditors. 

Á Third parties in room We noted above that the seceding State would incline to an inclusive list of participants. 

In particular, it would wish for regulatory forbearance going beyond the immediate period of resolution well into 

the medium term, as set out in greater detail below. This may call for the participation of the Bank of 

International Settlements (BIS), the International Accounting Standards Board (IASB) and possibly others, if EU 

regulators feel that they have insufficient discretion to act alone. The IMF and other official creditors would 

prefer something as simple as possible but would almost certainly allow non-creditors to participate in such 

sessions to move the process on. As with the issue of the forum for negotiation discussed above, European 

bodies are likely to prefer ad hoc arrangements, while the US will follow the lead of the IMF, with private 

creditors once again following the lead of sovereigns. 

Á Priority of ECB This is likely to prove a particularly contentious topic, particularly in the absence of clear 

precedents. The seceding State will wish the ECB - almost certainly its principal creditor - to be treated as other 

banks, ie, fully qualifying for haircuts. The IMF and other official creditors will be conflicted. In the absence of a 

precedent, they will wish to avoid creating one by placing a central bank in their preferred position; on the other 

ÈÁÎÄȟ ÔÈÅ %#" ÉÓ ÎÏ ÄÅÂÔÏÒ ÁÎÄ ÉÔÓ ÓÕÂÓÃÒÉÂÅÒÓ ÒÅÐÒÅÓÅÎÔ ÍÕÃÈ ÏÆ ÔÈÅ )-&ȭÓ ÃÁÐÉÔÁÌ ÁÎÄ ÖÏÔÅÓȢ /Î ÂÁÌÁÎÃÅ ×Å ÓÅÅ 

them inclining at the outset to see the ECB as an official creditor, but non-European subscribers will have to be 

persuaded that it is in their interests to stand shoulder to shoulder with the ECB if it is obliged to take a haircut. 

This will depend from country to country on how much their IMF subscriptions would be offset by whatever 

their distressed assets might recover; as well as - in general - by whatever scope there might be to recapitalise 

the ECB. Our proposals on page 54ff for Resolution Funds, ad hoc bank-like bodies, address failure on this score. 

Á Priority of bond-holders In many respect this is akin to the preceding issue, as most of the seceding StateȭÓ 

obligations are likely to be bonds held by the ECB. Nonetheless, the balance of interests is not identical. The 

seceding State is almost bound to start out with the negotiating position that bond-holders should be treated as 

other financial creditors and qualify for an identical haircut. This is another way of getting the ECB to shoulder 

the pain. The IMF, other official creditors, the ECB and other Euro institutions will wish bonds to be senior to 

other debt, reflecting precedent and the interests of the ECB as bond-holder. The US and other non-Euro 

sovereigns will follow the private sector consensus, facing more than one way as private sector creditors will 

have different interests reflecting the class of instrument which they hold. Bondholders predominate so are 

likely to outvote other classes. 
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Alternative forums  

In the section above we touched on the forum for negotiation, which will determine the likely character of the 

workout process. It is worth dwelling briefly on the distinctions between the familiar Paris Club venue and an ad hoc 

setting. 

The benefits of the Paris Club are that it follows thirty years of precedent, there is an expert secretariat at the French 

Ministry of Finance and that although the famous one-day process may stretch to slightly more than that in reality, 

its agreements generally stick. It goes with the grain of officials and private sector practitioners, a matter to which 

we attach great weight. On the other hand, its legal force is relatively weak; in particular its agreements are junior to 

national and contract law. In addition its participants are drawn from the narrow group of debtor, creditors, and 

secretariat, although international bodies have observer status. 

An ad hoc process undoubtedly violates precedent, as the Paris Club has become the institution for sovereign 

workout. On the other hand, the Paris Club may not be sufficient. The complications of disappointed political 

ambitions, violated treaties, conflict of jurisdictions, the equivocal character of the ECB, prolonged or conflicted 

regulatory forbearance and novel capital market instruments, not to say the sheer scale of the issue involved, may 

be seen to call for something which goes beyond the scope of existing institutions. This is our reluctant conclusion 

on the premise set out above: that systemic threats invoke the precedent of going against the grain. Indeed, we see 

the most effective outcome of a workout in these circumstances as not the conventional Agreed Minute of the Paris 

Club, but a full-blown treaty. 

Process 

In this section we set out details of the workout process we envisage for a Ȱweak seceding Stateȱ, as this is the most 

likely event and it serves as our baseline scenario. We then explore how the baseline scenario would be altered for a 

Ȱstrong seceding Stateȱ or general dissolution. 

Participants The parties to the workout would be the convening (ie, seceding) state; creditor states, national central 

banks and other interested public bodies; the ECB and possibly other European institutions extending to 

representatives of the European Court, Council of Ministers and Parliament; the international financial institutions, 

that is essentially the IMF, though also embracing other international bodies in particular including regulators. This 

is because we see the need to bring in the Basel process to provide medium-term regulatory forbearance, desirable 

to mitigate the current pro-cyclical policy of reducing capital to asset ratios; and to enhance the liquidity of defeased 

or collateralised exchange instruments by making them acceptable as Tier 1 capital (see below). It is likely also be 

essential to bring in such other interested parties as major trading partners and the US; and we could envisage a 

place in the room for global capital-surplus States. 

Heads of agreement  

The eventual outcome of the workout process will be two classes of agreements, a financial and a legal settlement. 

Resolution will be based on the premise that it would be irresponsible to offer unconditional support. The following 

is offered as a template, based on the customary IMF/Paris Club process and to some extent on the exchange 

instruments known as ȰBrady Bondsȱ. It should be seen as illustrative rather than a definitive specification. 

A financial settlement would have heads embracing 

Á Sustainability In the first instance, negotiators need an accurate picture of the condition of seceding States to 

a) Drill down to an accurate view of the sustainability or carrying capacity of their economies, the sovereign 

equivalent of Ȱfree cash flowȱ or Ȱprimary surplusȱ; and then 

b) Compare this ÔÏ ÔÈÅ ÔÁÌÌÙ ÏÆ ÔÈÅ ÓÔÁÔÅȭÓ ÏÂÌÉÇÁÔÉÏÎÓȢ 

Neither of these is easily done. Table 10 sets out estimates of the indebtedness of selected Ȱweak seceding 

Statesȱ, though these should be regarded as indicative as they are based only on secondary sources and our 

own estimates. 
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Table 10 Selected Ȱweak secedingȱ states, indebtednessȟ Ώbn 

 
Sources: .ÏÍÕÒÁȠ ÁÕÔÈÏÒÓȭ estimates of ECB/Bundesbank holdings 

Table 11 sets out our preliminary analysis of the primary surplus and haircut by way of principal arising for the 

selected Ȱweak secedingȱ states. These figures include privatisations which may also serve as collateral as 

closing proceeds would go to retire exchange instruments. 

Table 11 Selected Ȱweak seceding Statesȱ, primary surplus and haircut, ΏÂÎ 

 

 

Á Haircut The central element in a workout is the exchange of legacy obligations for a new instrument or 

instruments at formulas reflecting the agreed haircut. The current issue facing the Greek negotiators is the 

disinclination of the official creditors to accept a haircut. Table 12 illustrates that on the assumptions we make 

for the holdings of the ECB or the Bundesbank, then if the official creditors hold out for haircuts in principal of 

below 75% for Greece and 50% for Ireland, they will wipe out all private obligors. 

  

Original Greece Ireland Italy Portugal Spain Total

Total foreign debt 411.0     787.0     1,483.0  349.0     1,867.0  4,897.0  

Foreign bank credit 87.0       410.0     509.0     125.0     427.0     1,558.0  

Com'l bonds held o/s 151.0      329.0     816.0     148.0     1,293.0  2,737.0  

Sov bonds held o/s 173.0      48.0       198.0     49.0       147.0     615.0     

Total bonds held o/s 324.0     377.0      1,014.0  197.0     1,440.0  3,352.0  

Private holders 81.0       188.5     344.8     98.5       720.0     1,432.8  

ECB/Bundesbank holdings 243.0     188.5     669.2     98.5       720.0     1,919.2  

Greece Ireland Italy Portugal Spain Total Note

GDP 230.0 156.0 1,549.0 173.0 1,063.0 3,171.0 a

Fiscal debt as reported, 2010  (144.9)  (92.5)  (118.4)  (93.3)  (61.0)  (510.1) b

Deduct increment for 2011  (30.0)  (11.0)  (12.0)  (5.0)  (10.0)  (68.0) c

Est debt end 2011  (174.9)  (103.5)  (130.4)  (98.3)  (71.0)  (578.1)

Gross deficit as reported for 2010  (10.6)  (31.3)  (4.6)  (9.8)  (9.3)  (65.6) a

Deduct increment for 2011  (19.4) 20.3  (7.4) 4.8  (0.7)  (2.4) c

Add back

Fiscal adjustment 11.5 7.8 na 8.7 53.2 158.6 c

Est interest expense 13.1 6.7 7.2 6.4 3.9 37.3 d

Est privatisation proceeds over four years 12.8 2.6 50.5 1.6 14.3 81.8 e

Est primary surplus after adjustments 7.4 6.2 45.7 11.7 61.3 132.2

Real long term sovereign rate 7.50% 6.50% 5.50% 6.50% 5.50% 5.7% f

Carrying capacity 98.2 94.7 830.4 179.5 1,114.6 2,317.4 

Actual  foreign debt 411.0 787.0 1,483.0 349.0 1,867.0 4,897.0 g

Overall haircut arising (%) 76% 88% 44% 49% 40% 53%

Sources and notes

a Sourced from  Eurostat.

b Sourced from  ECB.

c Authors' estimate.

d Based on default rate of 2.5% plus spreads as follows.

Greece 5.0% Ireland 4.0%

Italy 3.0% Portugal 4.0%

Spain 3.0%

e Taken as one percent of GDP pa for five years. 

f

g Taken from table 10 above

Taken as default rate of 2.5% plus spreads stated in (d) above; 

column 6 is average
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Table 12 Selected Ȱweak seceding Statesȱ, haircuts for classes of obligor on selected assumptions 

 

 

The position is less adverse in the case of the other states, where even if official creditors insist on no haircut 

whatsoever, private sector obligors end up with 20%, 32% and 21% of the par value of their holdings in the cases 

of Italy, Portugal and Spain respectively. 

Á Exchange instrument We propose one or several exchange instruments with characteristics depending upon 

the objectives of the legacy holder. They may ÂÅ ÄÅÎÏÍÉÎÁÔÅÄ ÉÎ ÔÈÅ ÃÕÒÒÅÎÃÙ ÏÆ ÃÒÅÄÉÔÏÒȭÓ ÃÈÏÉÃÅ ÁÎÄ ÔÏ ÉÎÃÌÕÄÅ 

terms such that pari passu is waived and CACs are reconfigured to bring in holdout bondholders. 

Core economics It is unrealistic to hope that these might offer economic characteristics which make holders 

whole, but they should offer economics which make up for the haircut (which may include any or all of a 

prolongation of tenor, interest holidays or reductions or grace periods on principal repayments) with enhanced 

coupon, security, quality, liquidity and economic upside. We do not dwell upon coupon, both because the 

calculations are mechanical and because there is a limit to what coupon enhancement can achieve with haircuts 

at Greek levels. This makes the other incentives all the more important. 

Security This is best established by depositing interest payments in an escrow account - eighteen months 

would be the precedent. In the past the US Treasury has served such purposes but would probably not be 

acceptable in a European setting. The Bundesbank offers satisfactory security, but may be seen as too much 

parti pris; so too the ECB. The Swiss Central Bank would serve as an acceptable depository; it is a nominally 

private company, but as an agency of the Swiss Government it shares the immunity from attachment of the US 

Treasury. Alternatively the BIS may be seen as best qualified to serve, provided that it is held to be adequately 

capitalised. 

Quality  Holders will wish to persuade themselves and their rating agencies that they have obtained a higher 

quality instrument, so as to justify any concessions on coupon, augment the quality of their balance sheets and 

qualify for the liquidity enhancements described below. Quality may come by collateralisation or defeasance. 

It would be relatively straightforward for the seceding State to put up collateral by placing publically owned real 

estate or other income-producing flows or assets in trust, but this lacks precedent. Nor is it clear that every 

seceding State has sufficient realisable assets to collateralise its debt. In addition, there is bound to be political 

resistance to such moves, possibly to the extent of making them impracticable. 

The principal precedent for defeasance adding to the quality of an exchange instrument occurred in 1990, when 

the US Treasury issued zero-coupon bonds to Mexico on concessionary terms. The zero-coupons were 

configured to redeem the principal of outstanding instruments on maturity, bond for bond, thus serving as 

collateral.
99

 In this schema, we propose fees payable in exchange instruments at par. The identity of the 

underwriting body presents complications. Neither the US nor the IMF has reason to get involved as other than 

a facilitator. For political reasons, neither the Bundesbank nor the ECB would be acceptable, indeed the latter 

lacks capacity without altering its statutes and new subscriptions. The EFSF as envisaged is insufficient for the 

purpose and faces uncertainties since the 13 January downgrades. This suggests that the most likely 

underwriters would be ad hoc intergovernmental groups of Europeans, acting as a Ȱcoalition of the willingȱ for 

weak seceding State. It would be desirable to introduce global capital-surplus States into such groups, 

incentivised by the preferences described below. 

                                                                    
99 The US Treasury obtained consideration for these bonds, but as Mexico was unable to pay for them in full, the US pressed the World Bank 

and the IMF to break their own rules by advancing loans to cover them.  

Greece Ireland Italy Portugal Spain Total/ave Note

ECB/BuBa holdings of foreign bonds 75% 50% 66% 50% 50% 57% a

Global haircut 76% 88% 44% 49% 40% 53% b

ECB haircut 60% 50%  -  -  - 12% c

Haircut for other obligors 100% 100% 80% 68% 66% 79% d

Sources and notes

Holdings sourced from Nomura except where stated below.

a. Authors' assumptions.

b. From Table 11, p50.

c. Authors assumptions to test obligors' poition; see text.

d. See text.
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None of this makes sense unless at least official creditors accept enhanced quality as a qualification for a lower 

coupon. Finally, at present the cost of zero-coupon bonds is several times that prevailing in 1990, so 

collateralisation may return to the fore as an alternative. 

Enhanced liquidity Exchange instruments of this kind will follow precedent if they provide for enhanced 

liquidity by qualifying for negotiation at par for taxes, privatisations or tier 1 bank capital. This would require the 

BIS to offer derogations from Basel III for the last of these to take effect. This is at odds with current policy, but 

may be seen as required by new circumstances as well as of a piece with the regulatory forbearance customary 

in workouts of this kind. 

Preferences Incentives for underwriting or issuing a defeasance instrument include Ȱfirst lookȱ or time-limited 

exclusivity in purchasing assets against exchange instruments, access to preferential finance for such purchases 

from the ȰResolution Fundsȱ, the ad hoc bank-like bodies described below; as well as - in the case of global 

capital-surplus States - the promise of higher quotas at the international financial bodies. 

Economic upside Exchange instruments of this kind follow precedent by providing for warrants tied to a 

variable economic indicator. In the past these included the price of export commodities for example oil or 

agricultural commodities. There is however, no reason why they should not be tied to the inverse of the oil price 

if the seceding State is an oil importer, or to privatisation proceeds or exchange rates - in both instances above a 

threshold. Whether warrants should be detachable is a matter for negotiation. Once again escrow 

arrangements apply. 

The elements of the financial settlement above are a template rather than a prescription. As we have stressed 

throughout, a successful workout will go with the grain of institutions interests and precedents, subject always to 

recognising when emergencies call for breaking new ground. 

Legal settlement 

The financial settlement described above requires legal backing. Secession constitutes a breach of the treaties; on 

the basis of current documentation it is something of a legal Ȱblack holeȱ. This makes the best route a formal 

amendment which itself had the status of a treaty. Treaty amendments are politically sensitive and time-

consuming, but this should be less controversial as it would regularise a state of affairs which had become a fait 

accompli. In addition, it would not involve a transfer of additional powers to the European Union. This makes the 

issue less sensitive at a national level, for example, the United Kingdom could sign up without the requirement for a 

referendum under the terms of the European Union Act 2011. A treaty amendment of this kind is likely to include 

the following features: 

a) The secession would be recognised and ratified, with immediate consequences; specifically it would: 

i. Restore monetary sovereignty to the seceding State, and thus remove any objection to the recognition of 

the new currency law by other Member States. 

ii. Acknowledge the necessary imposition of exchange/capital controls, and stipulate that these should be 

exempted from the general rules on free movement of capital. A mechanism could be included for the 

Commission and the seceding State to monitor the progress of the latter's economy with a view to 

dismantling the controls as soon as new conditions allow. 

iii. Restore the seceding country to the status of a "Member State with a derogation", the treaty expression 

used to describe a member that has not yet qualified for Eurozone membership. We take it that this will be 

essential from a political perspective; it will be important for the seceding State to be placed, so far as 

possible, on a pari passu basis with other Member States. From the perspective of other countries, it will be 

important that the departing State is not seen to receive preferential treatment. This has a several legal 

consequences. For example, article 142 TFEU requires a Member State with a derogation to treat its 

exchange rate policy as "a matter of common interest". This may be a matter of some delicacy because this 

formulation must generally prohibit a competitive devaluation when, in fact, that must be one of the prime 

objectives of secession. It may be that the point can be rationalised as in the "common interest" of all 

Member States to see a revival in the fortunes of the State concerned. 

iv. Waive breaches of the treaties flowing from the secession, thus insulating that state from financial claims 

and penalties that might otherwise be imposed by the European Court of Justice. 
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b) The restoration of the seceding State to "derogation" status would also solve, in one fell swoop, the legal and 

technical issues arising from the withdrawal. Article 139, TFEU provides that a Member State with a derogation 

falls outside the Treaty provisions on Euro area economic guidelines, coercive provisions dealing with the 

excessive deficit, the Eurosystem and other matters. 

c) As part of the new treaty, it would be necessary to negotiate the financial terms of the Member State's 

departure. This revolves principally around the financial relationship between Eurozone Member States and the 

Eurosystem itself. 

i. The first difficulty is posed by article 28 of the ESCB Statutes, which provides that national central banks 

are the sole subscribers to the capital of the ECB and that such shares are generally non-transferable. 

Transfers are only allowed to deal with changes in a Member State's key ratio and ɀnaturallyɂthere is 

currently no provision for adjustment based on secession from the Eurozone. A settlement would 

presumably involve the purchase of such shares on a pro rata basis among the remaining Eurozone central 

banks. 

ii. Foreign reserve assets pose greater difficulty. The National Central Bank of each participating Member 

State has a claim against the ECB equivalent to its contribution of reserve assets to the system (article 30.3, 

ESCB Statutes). In principle, that claim should be repaid to the national central bank concerned on 

withdrawal. The treaty does not, however, contemplate withdrawal so does not create such a right of 

repayment. As the ECB might expect to suffer losses on sovereign bonds held by it and which are caught by 

the redenomination exercise, we take it that the quantum of refund will be the subject of intricate 

negotiations. On the other hand, the seceding State will need foreign reserves to support its new currency 

and it may not be in the interests of the EU as a whole if the new currency is excessively weak as against the 

Euro. 

We take it that treaty amendments can only achieve a settlement between the seceding Member State, other 

Member States the EU and its institutions. They may ultimately bind creditors and other parties in the EU through 

the implementation of the treaties into national law. Nonetheless, they cannot bind creditors resident in (say) the 

United States and holding obligations governed by New York law. In the final analysis, this may not much matter, as 

creditors will be bound by the restructuring arrangements through contractual ɀ as opposed to treatyɂ

arrangements. This will be achieved through something akin to the exchange programme we have described. 

Sidebar agreements 

We take it that as in the case of Argentina, ȰÈÏld-outȱ creditors would be prepared to litigate for an improved deal. 

This opens the door for collective action clauses frustrating such maverick creditors, particularly if jurisdictions 

governing such clauses co-operate with the workout process, thorough interim MOUs and sidebar agreements as 

part of treaty negotiations. 

If need be, similar such sidebar agreements would effect regulatory forbearance for official bodies in respect of 

accounting treatment of impaired assets by way of sovereign borrowings; and rebalancing subscription and voting 

rights attaching to international financial bodies to recognise global capital-surplus States. 
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Economic proposals 

Table 13 illustrates assumptions about monetary and fiscal easing together with microeconomic facilitation, 

essentially funding privatisations, to which we add ÔÈÅ ÌÏÓÓÅÓ ÏÎ ÔÈÅ %#"ȭÓ ÂÏÏË ÆÏÒ Á ÔÏÔÁÌ ÏÆÆÉÃÉÁÌ ÆÕÎÄÉÎÇ 

requirement ΦÆ ΏΦȢίΫÔÎ. 4ÏÇÅÔÈÅÒ ÔÈÅÓÅ ÁÄÄ ÕÐ ÔÏ Á ÓÈÏÒÔ ΏΧȢΫÔÎȢ 

Table 13 Selected Ȱweak seceding Statesȱ, illustrative  budgets for recovery, ΏÂÎ 

 

 
Source: Authors. 

These figures exclude the BundesbankȭÓ ÈÏÌÄÉÎÇÓ ÏÆ ÃΏΦȢΫÔÎ ÏÆ ÉÍÐÁÉÒÅÄ ÁÓÓÅÔÓ ÁÎÄ ÁÎÙ ÁÌÌÏ×ÁÎÃÅ ÆÏÒ ÒÅÃÁÐÉÔÁÌÉÓÉÎÇ 

ÂÁÎËÓȟ ×ÈÅÒÅ ÉÎ ÔÈÅ ×ÏÒÓÔ ÃÁÓÅ ÔÈÅ 'ÅÒÍÁÎ ÂÁÎËÓ ÃÏÕÌÄ ÂÅ ÆÁÃÉÎÇ ΏΦȢΪΨÔÎ ÏÆ ÌÏÓÓÅÓ ÁÇÁÉÎÓÔ ΏΦȢΧΨÔÎ ÏÆ ÔÉÅÒ Χ 

capital.
100

 To place this in context, iÎ ΨΦΧΦ 'ÅÒÍÁÎÙȭÓ '$0 ×ÁÓ ΏΨȢΫÔÎȟ ÉÔÓ ÁÃÃÕÍÕÌÁÔÅÄ ÄÅÂÔ ×ÁÓ ΏήΩȢΨÂÎ ÁÎÄ ÉÔÓ 

ÄÅÆÉÃÉÔ ÆÏÒ ÔÈÅ ÙÅÁÒ ×ÁÓ ΏΪȢΩÂÎȢ 4ÈÅÓÅ ÆÉÇÕÒÅÓ may give further pause to those arguing that German generosity is all 

ÔÈÁÔ ÉÓ ÎÅÃÅÓÓÁÒÙ ÔÏ ÓÏÌÖÅ ÔÈÅ %ÕÒÏÚÏÎÅȭÓ ÐÒÏÂÌÅÍÓȢ 7Å ÎÏ× ÔÕÒÎ Ôo our proposals. 

Instititi0nal arrangements  

The central institutional relationship is between the international financial community, represented by the IMF and 

European bodies, presumptively led by the ECB. Given the mix of skills and resources, it makes sense for the IMF to 

offer technical knowhow and the ECB to corral the funding; also possibly to split responsibilities so that the IMF 

leads for country transition and the ECB for banking system transition. Certainly our preference is to go with the 

grain of existing institutions. 

This is not impossible. The governors of the ECB may prefer a part leading the resolution of the crisis to adherence 

to monetary orthodoxy. Alternatively ÔÈÅ ÂÁÎËȭÓ subscribers and sponsors could offer to bargain forbearance on the 

ÂÁÎËȭÓ ÂÁÌÁÎÃÅ ÓÈÅÅÔȟ ÉÎ ÐÁÒÔÉÃÕÌÁÒ ÃÁÐÉÔÁÌ subscriptions and the asset book, for regulatory forbearance under CRD4 

by ÔÈÅ %#"ȭÓ ÁÕÄÉÔÏÒÓ ÏÒ, if need be, the BIS on the accounting treatment of sovereign holdings already to hand or in 

prospect. Any such departure would, however, violate the statutes and the culture of the ECB and its principle 

sponsor, the Bundesbank. The record tells us that their supervening commitment to orthodoxy is likely to prevail.
101

 

This obliges us to resort to institutional innovation, specifically the ad hoc bank-like bodies, which we call Resolution 

Funds. These would be differentiated from the ECB by being free of the restrictions of its articles; and from a 

hypothetical ȰEuro firewallȱ by being open to capitalisation from a broader group of ad hoc subscribers. 

  

                                                                    
100 See table 5, p35. 

101 For a cogent and authoritative expression of this view see Neumann.  
http://www.emergingmarkets.org/Article/2929497/Manfred-Neumann-The-ECBs-dangerous-game.html 

 The ECB can be proud of having achieved and maintained price stability over a period of 12 years. But the recent innovation of the 
securities programme has weakened the long-run foundations of monetary stability in the Eurozone. An open-ended programme of 
sovereign debt acquisition is an invitation to investors to care less about sovereign risk, and a hidden invitation to governments to 
ÃÏÎÔÉÎÕÅ ×ÉÔÈ ÌÏÏÓÅ ÆÉÓÃÁÌ ÐÏÌÉÃÉÅÓȢ 4ÈÅ ÌÏÎÇÅÒ ÔÈÅ ÐÒÏÇÒÁÍÍÅ ÉÓ ËÅÐÔ ÏÐÅÎȟ ÔÈÅ ÌÁÒÇÅÒ ÔÈÅ %#"ȭÓ ÆÕÔÕÒÅ ÄÅÂÔÓ ×ÉÌÌ ÂÅÃÏÍÅȢ Given the 
ÌÅÓÓÏÎÓ ÏÆ 'ÅÒÍÁÎÙȭÓ ÍÏÎÅÔÁÒÙ ÈÉÓÔÏÒÙȟ ÉÔ ÓÈÏÕÌÄ ÂÅ ÎÏ ÓÕÒÐÒÉÓÅ ÔÏ ÁÎÙÏÎÅ ÔÈÁÔ ÔÈÅ ÍÁÊÏÒ ÏÐÐÏÓÉÔÉÏÎ ÐÁÒÔÉÅÓ ÁÒÅ ÃÌÏÓÉÎÇ ÒÁÎËÓ in 
rejecting the idea that a European reserve fund, be it the current European Financial Stability Facility (EFSF) or the future European 
Stability Mechanism (ESM), should have unlimited access to refinancing by the ECB. Apart from the danger of laying the ground for 
ÌÁÓÔÉÎÇ ÉÎÆÌÁÔÉÏÎȟ ÔÈÅÒÅ ÉÓ ÊÕÓÔÉÆÉÅÄ ÃÏÎÃÅÒÎ ÔÈÁÔ ÔÈÅ %#"ȭÓ ÓÅÃÕÒÉÔÙ ÐÒÏÇÒÁÍ ÍÁÙ ÂÅ ÍÉÓÕÓÅÄ ÔÏ ÕÎÄÅÒÔÁËÅ Á covert redistribution of 
resources between nations.  

Greece Ireland Italy Portugal Spain Total Note

Losses on ECB book 18.5 16.6 29.5 4.8 29.0 98.3 a

Budget for monetary easing 38.3 26.0 258.2 28.8 177.2 528.5 b

Budget for fiscal easing 5.8 7.8 77.5 8.7 53.2 158.6 c

Budget for facilitating privatisation 25.5 5.3 101.0 3.3 28.5 163.5 d

Total policy easing 88.1 55.6 466.1 45.5 287.8 948.9 

Notes

a

b

c As above.

d

Taken from Table 8, p41. Five years at annual rate; no 

allowance for GDP growth.

Taken from Table 8, p41. Assumes finance for one half of 

total.

Taken from Table 11, p50. Excludes Bundesbank losses, about 

×ÈÉÃÈ ×Å ÏÎÌÙ ËÎÏ× ÔÈÁÔ ÔÈÅ ÔÏÔÁÌ ÅØÐÏÓÕÒÅ ÉÓ ÃΏΫΦΦÂÎȢ 

Excludes private sector losses on CDS contracts.
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Resolution Funds 

If the ECB is unable or unwilling to involve itself, we propose the formation of Resolution Funds for the purpose. 

These would act as follows: 

Á Obtain subscriptions from ad hoc sovereigns to create tier one capital meeting Basel III terms for the fund 

itself. 

Á Take deposits from global capital-surplus sovereigns. 

Á Act as agent to issue the exchange instruments described above and participate as principal in secondary 

markets for them. 

Á Act as principal to issue other debt instruments - generally to global capital-surplus names - and participate 

in secondary markets for them. 

Á Place cash deposits with the ECB or other central banks. 

Á Purchase ECB holdings of sovereign issues in the target country at market prices (note this implies the ECB 

crystallising the haircut implicit in its own market purchases). 

Á Purchase bank issues to support monetary easing in the target country, against first class assets on market 

terms. In order to minimise the risk of inflation, such purchase should be co-ordinated with the national 

central bank, with a view to configuring the tenor of such purchases to meeting national policy objectives. 

Á Purchase sovereign issues to support fiscal easing in the target country against policy measures for reform, 

privatisation etc, and meeting agreed timetables. 

Á Purchase commercial paper to facilitate bona fide privatisations. 

Schematic 2 sets out an illustrative structure for a Resolution Fund. We propose that the Resolution Fund offers to 

ÐÕÒÃÈÁÓÅ ÔÈÅ %#"ȭÓ ÈÏÌÄÉÎÇÓ ÏÆ ÉÍÐÁÉÒÅÄ ÓÏÖÅÒÅÉÇÎÓ ÁÔ ÍÁÒËÅÔȢ 4ÈÉÓ ÇÉÖÅÓ ÔÈÅ %#" ÔÈÅ ÏÐÔÉÏÎ ÏÆ ÓÕÃÈ ÐÕÒÃÈÁÓÅÓȟ ×ÉÔÈ 

a view to upside by participating in the exchange programme. 

Schematic 2 Resolution Fund, illustrative structure 

 
Source: Authors. 

A Resolution Fund would seek capitalisation and funding structures enabling it to issue capital market instruments 

qualifying for AAA ratings. This would dispense with the need for either joint and several guarantees or 

collateralisation/defeasement. This is not to rule out such features as detachable warrants or other political and 

economic incentives for those providing capital and purchasing capital market issues.  

Table 14 illustrates balance sheets for a Resolution Fund for Greece. The composition of liabilities and assets reflects 

ÔÈÅ ÃÏÕÎÔÒÙȭÓ ÒÅÑÕÉÒÅÍÅÎÔȟ ÉÎÃÌÕÄÉÎÇ ÁÓÓÕÍÐÔÉÏÎÓ ÁÂÏÕÔ ÆÉÓÃÁÌ ÁÎÄ ÍÏÎÅÔÁÒÙ ÅÁÓÉÎÇ ÁÎÄ ÐÒÉÖÁÔÉÓÁÔÉÏÎÓȢ 7Å ÈÁÖÅ 

made no assumption about growth rates. 
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Table 14 Resolution Fund, illustrative  five year balance sheet for Greece - ΏÂÎ 

 

 
Source: Authors. 

Subscription to a Resolution Fund 

We propose that subscriptions for the capital of a Resolution Fund follow the precedent of the ECBȭÓ Ȱkey ratioȱ; 

which is based as to 50% on population and GDP; but instead based as to 33.3% on each of bank, import and export 

exposure. Table 15 illustrates how this differentiates a Resolution Fund for Greece from a firewall based on ECB 

subscriptions. Whereas Germany, France, Italy and Spain reÐÒÅÓÅÎÔ Ãέέϻ ÏÆ ÔÈÅ %#"ȭÓ ÃÁÐÉÔÁÌ ÂÁÓÅȟ ÔÈÅÙ ÒÅÐÒÅÓÅÎÔ 

only 51% of the capital of the Resolution Fund; Spain is altogether unrepresented. In addition, the Resolution Fund 

calls upon such non-Euro subscribers as China (6.5%), the UK (6.6%), Russia (6.3%), and six others, including the US 

(2.3%). Different proportions apply to the Resolution Funds for the other countries in the southern tier plus Ireland, 

but the same principle applies. 

Table 15 Resolution fund, illustrative  subscription for Greece 

 

 
Sources: Authors, CIA Factbook as table 1, BIS as table 2 

  

On formation 12 months 24 months 60 months Note

Bond issue  - 9.1 26.0 69.6 a

Capital 7.7 7.7 7.7 7.7 b

7.7 16.9 33.8 77.3

Sovereign paper  - 1.2 2.3 5.8 c

Bank paper  - 7.7 15.3 38.3 d

Commercial paper  - 6.4 12.8 25.5 e

Cash reserves 7.7 1.7 3.4 7.7 f

7.7 16.9 33.8 77.3

Memo: national accounts

Exchange instruments in issue 312.8 306.4 300.0 287.3 g

Cum privatisation receipts  - 12.8 25.5 51.0 h

Notes

a Bond issue to meet year on year requirement 

b Capital subscribed at outset to meet cap ratio of 10% in year five

c On half of fiscal adjustment taken at one percent per annum

d Targeted at M3 increase of 10% per annum, assuming monetary multiplier of 3x

e One half of privatisation receipts in memo line

f Ten percent of liabilities in year 5

g Initial figure from primary surplus calculations; reduced by one half of privatisation receipts

h Taken from table 2; chapter 3 - Containment. 

Note

France 48% 10% 19.2%

Germany 19% 17% 21% 18.9%
Italy 3% 17% 19% 13.1%

UK 11% 8% 0% 6.4%

China 7% 12% 6.5%

Russia 19% 6.3%

Other Euro 9% 19% 19% 15.8% a

Other EU 16% 5.5% b

Other 3% 15% 6.1% c

US 7% 2.3%

Total 100% 100% 100% 100.0%

Subscriber
Basis for subscription

Bank 

exposures

Exports      

to

Imports 

from Total

Notes

a

b Bulgaria, Poland.

c Switzerland, Turkey.

Austria, Belgium, Cyprus, Netherlands, 

Portugal.
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Comparison of debt instruments 

Resolution Funds are intended to issue innovative instruments with characteristics similar to but not identical to the 

exchange instruments described above. Panel 5 compares the characteristics of the exchange instruments described 

above with the other debt instruments issued by the Resolution Fund. 

Panel 5 Features of selected debt instruments  

Feature 
Exchange instrument 

(Old money) 

Resolution Fund issues 

(New money) 

Coupon 
Reflects core economics of 
original instruments, and 
carrying capacity of issuer  

Reflects rating 

Security 
Escrow in acceptable  

central bank 
No escrow 

Quality Collateralised/defeased AAA rating 

Liquidity 
Acceptable at par for taxes, 

privatisations or 
 Tier 1 bank capital 

Secondary market 

Preferences Offered to early subscribers  Offered to early subscribers 

Economic upside Detachable warrants  Detachable warrants 

Source: Authors 

Greece 

!Ô ÔÉÍÅ ÏÆ ×ÒÉÔÉÎÇȟ ÔÈÅ %#"ȟ 'ÒÅÅÃÅȭÓ ÇÏÖÅÒÎÍÅÎÔ ÁÎÄ ÐÒÉÖÁÔÅ ÃÒÅÄÉÔÏÒÓ ÁÒÅ ÎÅÇÏÔÉÁÔÉÎÇ ÔÅÒÍÓ ÆÏÒ Á ÓÅÔÔÌÅÍÅÎÔ 

intended to fall short of formal default. As is customary, from time to time one or another party threatens impasse 

to the press. This posturing obscures an accurate sense of events, but illustrates the apparently ineluctable conflict 

ÂÅÔ×ÅÅÎ ÔÈÅ ÌÁÃË ÏÆ ÉÎÓÔÉÔÕÔÉÏÎÁÌ ÌÅÁÄÅÒÓÈÉÐȟ ÔÈÅ %#"ȭÓ ÄÉÆÆÉÃÕÌÔÉÅÓ ÉÎ ÔÁËÉÎÇ Á ÈÁÉÒÃÕÔȟ ÔÈÅ ÁÂÓÅÎÃÅ ÏÆ ÆÕÎÄÓ ÆÏÒ ÆÉÓÃÁÌ 

or monetary easement, domestic anxiety about dislocation, and the bloody-mindedness of private sector holders 

who can only be mystified at the poorly-managed process in which they find themselves. It calls strongly for the 

proposals we set forth in this essay; a standstill; the engagement of the IMF as lead facilitator; the creation of new 

institutions if need be; and resolution by treaty. 

Would an explicit Greek default be sui generis or the canary in the mine? More prosaically what is the risk of 

contagion? The underlying risk profiles differ from one to another country: for example Greece presents a high risk 

of moderate turmoil; by contrast Italy presents a moderate risk of great turmoil. Little actuarial skill is required to 

see the need to take both seriously. We find little guidance from the sages of the airport bookstall: in the current 

Foreign Affairs, Feldstein refers to his longstanding scepticism about the Euro but writes, Ȱ'ÒÅÅÃÅȭÓ ÄÅÐÁÒÔÕÒÅ ÎÅÅÄ 

not tempt Italy, Spain or others to leaveȱ.
102

 On the other hand a few pages away, Eichengreen writes Ȱ[restoring 

financial stability] will require [European policymakers] to acknowledge that not just Greek debt but those across 

much of southern Europe are unsustainable.
103

 Those arguing against the risk of contagion may point out that bond 

markets draw a distinction between Greek risk and that elsewhere. But markets are given to move; and contagion 

has its own dynamic. Meanwhile, private sector haircuts risk cutting Greece off from working capital and trade 

finance, not to say undermine other southern-tier sovereigns.  

We have the impression that policy-makers are relying sotto voce on the prospect that the pressures of an 

emergency will break down roadblocks and bring forth effective policy. Even given the ardour of decision-makers' 

commitment to the Euro project, this could be a long-odds bet in the context of today's stances and conflicts. 

.ÅÇÏÔÉÁÔÉÏÎÓ ×ÉÔÈ 'ÒÅÅÃÅ ÈÁÖÅ ÒÅÁÃÈÅÄ ÔÈÅ ÐÏÉÎÔ ÏÆ ÃÏÎÔÅÍÐÌÁÔÉÎÇ Á ȰÆÉÎÁÎÃÉÁÌ ÃÏÍÐÁÃÔȱȟ ÔÏ ÃÏÍÐÅÌ ÅÃÏÎÏÍÉÃ 

reform. It is hard to see this without believable penalties. Sanctions are contemplated by the Pact on Stability and 

Growth, but these are fines which make no sense as they simply make a bad situation worse. It is unrealistic to 

imagine that they would be applied. The comments in Panel 6 suggest that political sanctions may have more 

traction. But first, the EU has to develop a plan beyond temporary relief. 

  

                                                                    
102 Feldstein, The Failure of the Euro, Foreign Affairs, January 2012, p116. 

103 Eichengreen, When currencies collapse, ibid , p134. 
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Panel 6 Breaking precedent in 1989 and 2012 

Comments made to the authors by Richard Bloom, former 

Senior Vice President of Bank of America and lead negotiator 

for the banking group during the Mexican workout. 

In 1989, it became apparent that any attempt to resolve 

Mexico successfully would call for new thinking and substantial 

policy changes all round. This became all the more evident as 

the framework of a viable workout took shape. The policy 

changes were not the least subtle: they violated the way in 

which all concerned did their business. But they had to happen. 

To touch on just a few critical elements: 

Á The IMF had to create a major, long term, public sector 

reform program with Mexico and monitor it for years, on 

the basis that its failure would constitute default. 

Á Mexico had quietly to surrender a degree of its 

sovereignty to this external discipline; this was a 

tremendously courageous decision by the borrower. 

Á The US had to issue zero coupon bonds as defeasement 

instruments for the benefit of a third-party State, 

although the US Government had no requirement for 

them and notwithstanding that all US Treasury debt is 

fungible. 

Á The lead regulator of the US commercial banks, the 

Federal Reserve, had to support US banks ex ante on a 

broad front, to enable them to participate in a complex 

exercise embracing debt reduction, defeasance, asset 

improvement and future reserve requirements. 

Á The IBRD
104

 had to break its own rules by lending money 

to Mexico to buy the defeasement instruments. 

The question arose as to the leadership of the negotiations. 

Only the US Treasury qualified, as the body most closely 

aligned with all participants in the process, as well as enjoying 

virtually independent power to form policy. 

This came to a head late one Friday afternoon towards the end 

of July 1989. The Secretary of the Treasury, Nick Brady, 

summoned the co-chairmen of the Banking Advisory 

Committee (BAC)
105

 to Washington to meet him. The BAC 

delegation was made up of Citibank, Bank of America and the 

Swiss Bank Corporation. They met Brady together with the 

Mexican Minister of Finance, the lead Mexican negotiator, 

their senior lawyer, the chairman of the Federal Reserve, Allan 

Greenspan, the Head of the New York Fed, Gerald Corrigan, 

and senior representatives of the IMF. 

The Secretary of the Treasury was brief, telling the meeting. 

Ȱ4ÈÅ 53 4ÒÅÁÓÕÒÙ ÉÓ ÏÆ ÔÈÅ ÏÐÉÎÉÏÎ ÔÈÁÔ ÔÈÅ -ÅØÉÃÁÎ 

Government and the banks are very near a deal but at an 

impasse to close it. We now want to see this done in this 

ÍÅÅÔÉÎÇ ÓÔÁÒÔÉÎÇ ÎÏ×Ȣȱ 

Ȱ7Å ÕÎÄÅÒÓÔÁÎÄ ÔÈÁÔ ÔÈÅÒÅ ÁÒÅ ÓÉÇÎÉÆÉÃÁÎÔ ÁÎÄ ÐÏÌÉÔÉÃÁÌÌÙ 

sensitive decisions to be made to build a successful 

program. Here is our position and the powers we are 

assuming. These are intended to ensure necessary policy 

support from the US Treasury to issue the needed bonds; 

the acceptance of this program by the Federal Reserve 

(and Mr Greenspan will speak to that point in a minute); 

the support of the IMF Board for such an expanded 

program which we and major countries commit to support; 

and our acknowledgement of the political courage it will 

take for the Mexican government to sign on to this 

ÐÒÏÇÒÁÍȢȱ 

Ȱ7Å ÎÏ× ÔÕÒÎ ÔÏ ÔÈÅ ÃÏÍÍÅÒÃÉÁÌ ÂÁÎËÓȢ 7Å ÈÏÌÄ ÙÏÕȟ ÔÈÅ 

co-chairmen of the Banking Advisory Committee, 

responsible to conclude this deal here and now, in this 

building and at this table, not with the full participation of 

the rest of the committee nor the entire banking 

ÃÏÍÍÕÎÉÔÙ ÏÆ ÏÖÅÒ ήΦΦ ÂÁÎËÓȢȱ 

So the driver of these negotiations occupied the pinnacle of 

political and financial power; not the Fed as the regulator of 

banks or suppler of funds, nor the IMF as technical lead. 

Remember, only the US Treasury had the political power to 

engage with all those involved and take on the public 

responsibility of having broken policy rules and getting 

everybody to go along. 

Turning to a secession from the Eurozone, this suggests that 

negotiations should be led by those with political power; in the 

first instance the EU (which would mean Germany and France) 

with the ECB and the IMF alongside and supportive. It then 

becomes open for the EU to say to a seceding State, 

Ȱ7Å ÁÒÅ ÇÏÉÎÇ ÔÏ ÂÒÅÁË ÏÕÒ Ï×Î ÒÕÌÅÓ ÔÏ ÃÏÍÅ ÕÐ ×ÉÔÈ Á 

plan to enable you to carry on as a functioning State. You 

need this program, but this means you will relinquish a 

ÄÅÇÒÅÅ ÏÆ ÆÉÎÁÎÃÉÁÌ ÓÏÖÅÒÅÉÇÎÔÙȢȱ 

It may make sense to raise the stakes by going on to say, 

Ȱ7ÅȭÒÅ ÌÉÎËÉÎÇ ÙÏÕÒ ÆÕÔÕÒÅ ÃÏÎÄÕÃÔ ÔÏ ÙÏÕÒ ÐÏÓÉÔÉÏÎ ÉÎ ÔÈÅ 

EU. If you fail, never mind about financial penalties; your 

position in the EU is going to drop to observer status until 

ÙÏÕ ÃÏÍÅ ÇÏÏÄȢȱ 

If the EU is unable to assume such a leadership role directly, 

there is no alternative but intergovernmental leadership in ad 

hoc groups. But the negotiating position of the lending group 

calls for it to be an agency who is able to bind the EU and its 

institutions credibly and legitimately. The absence of such an 

agency seems to me to lie at the heart of the institutional 

dilemma facing the Eurozone. 

This takes us to the scope for a firewall. We have pointed out that this is impossible with present institutions. It is not 

even clear that it is possible with the proposed institution, ÔÈÅ %&3&Ȣ 4ÈÉÓ ÉÓ ÂÅÃÁÕÓÅ ÔÈÅ %&3&ȭÓ intended economics 

have been compromised by the ratings downgrades of 13 January. In addition, even if these institutions were 

realised at the originally intended level they risk being swamped by Greece. The apparent intention of the current 

                                                                    
104 The International Bank for Reconstruction and Development, a subsidiary of the World Bank. 

105 !ÌÓÏ ÒÅÆÅÒÒÅÄ ÔÏ ÁÓ ÔÈÅ Ȱ,ÏÎÄÏÎ #ÌÕÂȱȟ ÔÈÅ ÇÒÏÕÐ ÏÆ ÐÒÉÖÁÔÅ ÓÅÃÔÏÒ ÃÒÅÄÉÔÏÒÓ ×ÈÉÃÈ ×ÏÒËÓ ×ÉÔÈ ÄÅÆÁÕÌÔÉÎÇ ÓÏÖÅÒÅÉÇÎ ÄÅÂÔÏÒÓȢ 
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round of negotiations is to engineer a de facto default without devaluation. Our figures suggest that this is a 

defective solution.  

Our modelling suggests that a Greek financial crisis is inevitable. Eurozone sovereigns are being valued as junk. 

Many borrowers simply cannot support current debt levels, so renegotiation is inevitable. This ends up in a write-off 

of the debt equivalent to a write down in the nominal value of the bonds. This is currently being negotiated in 

something of a dialogue of denial. In a secession however, the debt would undergo forcible devaluation to a New 

Drachma which would enable Greece to trade its way out. 

The model runs assume that all debt in Euros is exchanged for New Drachma, which devalues by 50% against the 

Euro. The model depicts an initial 50% devaluation recovering to eighty percent of its original level over a six year 

period. This reflects the role played by exchange rates in helping a country adjust its economy, though this is not a 

substitute for reform. We have modelled this as a 1% rise in government spending over the scenario in which the 

country stayed in the Euro. This cushions the worst social effects of economic changes but implies reform. The 

model shows that Greece sees a rise in investment (eg, inward investment in the tourist industry) and GDP rises by 

over three percent pa, with the trade balance improving significantly over five to six years. Even so, modelling shows 

Greece with a significant trade and primary government deficit illustrating the merit of the proposals set out above. 

Other scenarios 

General dissolution 

We envisage economic issues embracing sovereign delinquency in selected states, the decline in export sales of 

capital surplus countries within the Eurozone and possible default on receipts; plus second-order dislocation in the 

banking and insouciance sectors. We see the institutional issues as reform bearing upon surplus states and official 

lenders as the baseline scenario; unwinding legacy relationships with European central banks as above; and the 

allocation of legacy ECB assets and liabilities. We see the reputational issues as bearing upon relations with creditor 

communities, former members of the Eurozone and neighbours in general; and European decision-makers, opinion-

formers and populace. If the EU were to revert to separate exchange rates: our modelling suggests that it greatly 

improves performance over policy continuation and suffers a minuscule loss of growth by comparison to fiscal 

union.
106

 

Maintenance of current policies 

Our models indicate that a continuati0n of current policies reduces growth disastrously for the entirety of the fifteen 

years estimated, by comparison with both dissolution and fiscal union. This is because of political and economic 

failings within the Eurozone which skew risks towards lower performance. 

Fiscal union 

Our scenarios suggest that fiscal union delivers marginally better growth than (3) dissolution ɀ some 0.2%, well 

within the margin of error. And to achieve even this, policy-makers need to introduce political and economic reforms 

from which they have so far flinched. 

Variation for a strong seceding State 

We envisage economic issues as a decline in export sales within the Eurozone and possible default on receipts; plus 

second-order dislocation in the banking and insouciance sectors. The legal issues are as for legacy commercial and 

financial contracts; as well as second-order effects on deficit countries. The institutional issues are the requirements 

bearing upon surplus states and official lenders as the baseline scenario; plus unwinding legacy relationships with 

ECB and other European central banks. We see the reputational issues as akin to those if a deficit country secedes, 

                                                                    
106 Our scenarios are set out in full at appendix (g) , on the understanding that modelling is an inexact science, with models themselves 

imperfect and output only as good as the assumptions fed into the calculations. Our use of the NiGEM program fully participates in these 
imperfections, with the dynamic of any equilibrium model risking a roseate outcome by way of the self-righting calculations it embodies. 
Notoriously moreover, macro-economic modelling overlooks the financial sector and the effect of such micro-economic shocks as collapses 
in the banking sector. 

 We make no claim to overcome these problems, though we would argue that our approach to macro-economic shocks - varying sovereign 
risk premia - captures much of the microeconomic risk for a single economy and for the Eurozone as a whole. Even so, we accept that we are 
unable to model spill-over effects of micro-economic shocks originating in large economies. 

 All of this said, our results present surprises. This goes particularly to the worst-case scenario - the economic collapse consequent upon 
maintaining current policies, which we model by maintaining risk premia at current levels and excluding exchange rate adjustments within 
the Eurozone. This defeats the self-righting tendency of the model for fifteen years, confirming the commonsensical view of the 
unsustainabilty of the current regime. 
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though possibly more inflamed as giving rise to suspicion of Ȱbeggar my neighbourȱ policies among remaining 

members and neighbours in general. 

Should the Netherlands leave the Eurozone and revert to EU membership only, then there is a slight increase in GDP 

growth, a marginal improvement in its trade balance and the New Guilder appreciates marginally against the Euro. 

Given these results we have assumed that there is no accompanying financial crisis either for the Netherlands or for 

the remaining Eurozone members. The common sense interpretation of this is that the Netherlands looks like a 

bigger version of Denmark which has a close alignment with Germany but is not a Eurozone member and retains its 

own currency. 

Conclusion on resolution 

Our proposals may seem to sit more readily with a general dissolution, when all will be motivated to co-operate; 

than secession by a single or small number of States, when remaining States may feel less constructive. We accept 

that will be there will be challenges in motivating individuals and institutions. We believe, however, that the very 

fact of placing proposals of this kind in the public domain will add to good order by conditioning the capital markets 

and encouraging all potential participants to draft contingency plans for emergency approaches along the lines 

described in the Containment chapter. 
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5 Conclusion 

A piecemeal approach which adds 

up to a comprehensive solution for 

secession from the Euro 

At the beginning of the chapters on containment and resolution, we set out the issues which complicate a sovereign 

default embracing a Eurozone state. In this conclusion, we summarise how our piecemeal approach engages with 

these complications to add up to a complete solution. 

Politics 

We propose that European institutions and Member States enter into a treaty to regularise secession, with the 

treaty process altogether following EU precedent and serving as the most comprehensive way of tidying up a 

complex matter. In addition it cultivates the reputation of all concerned as lawful entities. We recognise the 

challenge facing European elected and appointed officials, to the extent that they find themselves disconcerted at 

the prospect of reversing the progress of a Ȱmore perfect unionȱ. A more positive construction would be to view 

such policies as an episode of reculer pour mieux sauter, as well as to take satisfaction in the achievement of the 

European project that policy setbacks need no longer be fatal to amicable relations between neighbours. 

ECB 

We propose that either the ECB subscribers or an intergovernmental group broadly equivalent offer defeasance, by 

way of guarantee or other concessionary instrument to sustain the exchange instruments of a workout. This follows 

precedent in case of systemic threats; it may be that the IMF, US or other facilitators will need to promote the 

recognition of alignment on the part of the ECB or its subscribers in preventing systemic banking failure. We also 

propose that the ECB as lender accepts defeasance (or collateralisation) as a qualification for a reduction in coupon. 

There is no precedent as such, not least as the position of the ECB itself is unprecedented. Even so, without such 

acceptance defeasance is a waste of time. Alternatively or additionally, we propose that the ECB accepts the need 

for a haircut on the principal sums held on its books. Once again there is no precedent as such, but precedent exists 

for the international financial bodies among which the ECB wishes to be counted in combining existing with 

concessionary loans for the equivalent effect. The ECB or its subscribers may also be incentivised to break new 

ground in this way with concessions from the IASB (or other regulators) on the treatment of impaired sovereign 

assets held in its books. 

Scale 

We propose the IMF takes a technical lead so that the ECB or failing them ad hoc intergovernmental groups 

subscribe for adjustment funds to be administered by ȰResolution Fundsȱ dedicated to one or several third-party 

states facing banking crises and addressing them in a manner satisfying the IMF. Precedents exist in the case of 

systemic threats. Once again, the IMF, US or other facilitators will need to promote recognition of alignment on the 

part of ECB subscribers. Should this fail or be insufficient, recourse lies in opening up political and economic 

opportunities for global capital-surplus States. 

Seceding state 

We propose the acceptance of exchange instruments at par for privatisations and taxes; as well as (if a defeasance 

instrument is impracticable) offering state-owned assets for collateral. The former follows precedent; the latter not 

and may pose political challenges. 

All bondholders 

We propose that private bondholders follow the ECB as lender on haircut, as well as defeasance and/or collateral. 

There would be no objection to the former and the latter broadly follows precedent. 
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Accounting standard-setting bodies 

We propose the clarification of standards under the pertinent regulations, presumptively CRD IV, for treating 

impaired sovereign assets by the ECB etc; as well as pragmatic regulatory forbearance as required. There are no 

precedents as such and this should be seen as ultimately a political matter as otherwise a workout is difficult to 

achieve in a realistic timescale. 

Banking regulators  

We propose forbearance from the European Banking Authority under CRD IV or if need be from the BIS under Basel 

III to permit use of exchange instruments at par for bank capital in a seceding State. There are no precedents as such 

and this too should be seen as ultimately a political matter as at present such policies are at odds with the thrust of 

Basel III. 

Legal perimeters 

Commercial contracts will be litigated according to the presumed intentions of the parties. This is inherently 

uncertain ex ante. Financial contracts will follow the agreed jurisdiction, failing agreement upon which local courts 

will apply lex monetae, ie, a monetary obligation is discharged by payment in whatever is legal tender for debts in 

that currency at the time when payment falls due. Even in the seceding State, the issue will remain problematic 

because the Euro will still be recognised as a foreign currency. We propose that a seceding State canvass 

jurisdictions for provisional arrangements to discourage vexatious litigation threatening good order ahead of 

complete resolution. 

Capital market instruments 

All bondholders  

We propose that official negotiators put it to bondholders that they accept a reinforcement of CACs to coerce hold-

out distressed debt holders and agree to waive pari passu. CACs are a novelty for workouts on this scale, but pari 

passu has been waived in the past, establishing an indirect precedent. As the ECB and long-only bond funds are 

likely to command a majority, revision could turn out a minor matter though the latter will need to be brought 

onside. In the worst case, the treaty process can be invoked for alterations in national law. 

Third-party holders of CDS policies  

We propose that official negotiators put it to holders of CDS that the workout obviates grounds for indemnity. 

Failing this, the legal settlement should contain provisions providing for national law to be passed to prohibit 

enforcement of such contracts. This is unprecedented and on its face objectionable as undermining prudential 

conduct, but it may be needed to prevent systemic threats triggered by banks which have written CDS policies 

promiscuously. 

Envoi 

The Euro is an ambitious project and setbacks are no disgrace. We may be approaching a moment for opinion-

formers and decision-makers to find the wherewithal to deal with the dilemmas thrown up by secession. If so, our 

essay argues that this can be managed without chaos, using the accumulated experience of many decades and 

accepting the responsibility of developing institutions to accommodate the demands of the situation. Our 

piecemeal solutions do more than offer a realistic way of minimising European turmoil. They also address a problem 

extending beyond EuropeȭÓ ÃÏÎÆÉÎÅÓ, specifying institutions to play a part in the rebalancing purposes of recycling 

capital on a global scale.  
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c  Theoretical bases of Optimal Currency Areas
107

 

Introduction  

We summarise the technical attributes of an optimum currency area (OCA) under 21 heads as follows.
 108

 

Panel 7 Attributes of an optimum currency area 

Variable Theoretical effect 

1. Labour mobility  More labour mobility eases a common currency area. 

2. Wage and price flexibility Wage and price flexibility in a common currency area ease overcoming 
asymmetric shocks. 

3. Openness The more open the economy, the stronger the case for participation in a 
currency union. 

4. Diversification of production/exports As economies diversify, the case for a currency union improves. 

5. Size of economy  The larger the economy, the stronger the case for participation in a 
currency union. 

6. Inflation differential  High inflation differentials between members threaten the exchange rate. 

7. Capital mobility High levels of capital mobility threaten the exchange rate. 

8. International risk sharing Risk sharing in a common currency area paves the way to ameliorate 
rigidities in the area. 

9. Usefulness of money  Joining a currency union enhances the usefulness of money 

10. Effectiveness of monetary policy The legacy of ineffective monetary policy diminishes the loss of monetary 
independence. 

11. Credibility of monetary authorities The legacy of ineffective inflation policy makes a fixed exchange rate a 
nominal anchor. 

12. Endogeneity As business cycles synchronise, this test tends to satisfaction ex post rather 
than ex ante. 

13. Specialisation Increased specialisation may take away from ex ante satisfaction of this 
test 

14. Similarity of shocks Costs of losing independent monetary policy are lower the higher the 
association of shocks between the client (potential member of a common 
currency area) and the anchor is. 

15. Monetary shocks  If a country is facing monetary shocks, having a fixed exchange rate will be 
helpful. 

16. Real shocks  As counties face real shocks (domestic or foreign), a flexible exchange rate 
is helpful. 

17. External nominal shocks If a country is facing external nominal shocks, a flexible exchange rate will 
be helpful. 

18. Effectiveness of exchange rate 
adjustments 

The cost of abandoning exchange rate adjustment varies with its 
effectiveness. 

19. Labour market institutions As labour institutions vary, currency unions may impede adjustment. 

20. Business cycle synchronisation As business cycles synchronise, the need for flexible parities diminishes. 

21. Dominant trading partner A country with a dominant trading partner may find it helpful to form a 
currency union. 

Source Authors, after Broz 

This list is not completely congruent with the benefits attributed to EMU, but the theory of OCA played a major part 

in creating the intellectual climate for the Euro-project. Until the emergence of these theories, scholarly attention to 

monetary topics had focussed upon sound currency and the distribution of the rewards of seigniorage. The new 

theory purported to reframe - more ambitiously to dispel - debate with theory and econometrics. This didn't work for 

everyone but effectively moved scholarly focus. It also wrong-footed opponents of EMU: adherents of monetary 

orthodoxy found themselves courting demonisation as Neanderthals; the Anglophone Eurosceptic school risked 

looking like bad sports; and advocates of fiscal rebalancing seemed to show themselves up as irresponsible. 
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Economics, Ekonomska Politika, Zagreb, 2005; and Horvath, Optimum currency area theory: A selective review, Bank of Finland, 2003. 
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History 

Theories of the Ȱoptimal currency areaȱ emerged at the beginning of the 1960s and came to form the intellectual 

underpinning of the Euro project. A lively debate developed, with dissent from policy based upon the theory coming 

from those who argued that the political underpinning was absent. At the outset, attention was devoted to narrowly 

economic matters. In his pioneering work on the topic, Mundel (1961)
109

 drew attention to the key criterion of labour 

mobility. This was built upon by McKinnon (1963),
110

 with his observations on the degree of openness, which he 

measured as the ratio of tradeables to non-tradeables. The final element in the classic theory was provided by Kenen 

(1969),
111

 who introduced the issue of product diversification. This early work gave rise to commentary, generally 

with a view to refining the earlier work from one or another technical perspective. Corden (1972)
112

 pointed to the 

loss of direct control over monetary and exchange rate policy and argued that wage and price flexibility was 

essential. Mundel (1973)
113

 continued to argue for labour mobility but added asset diversification as a criterion. 

Ishiyama (1975)
114

 advocated multiple criteria; in particular differences in rates of inflation and wage rises. 

Academic attention lapsed for some time, reinvigorated by the commitment of the EU to a common currency. Mélitz 

(1991)
115

 sounded a note of caution on economic grounds, arguing that countries confronted with identical shocks 

may need different policy responses due to differences in initial economic positions. Goodhart (1995)
116

 was one of 

the first to revisit the political dynamic, drawing attention inter alia to the reservations of German economists who 

believed that, 

ȣÍÏÎÅÔÁÒÙ ÕÎÉÏÎ ÃÁÎ ÏÎÌÙ ×ÏÒË ÉÆ ÉÔ ÉÓȣÁÃÃÏÍÐÁÎÉÅÄ ÂÙ ÔÒÁÎÓÆÅÒ ÏÆ ÐÏÌÉÔÉÃÁÌ ÁÎÄ ÆÉÓÃÁÌ ÐÏ×ÅÒÓ ÔÏ Á ÆÅÄÅÒÁÌ 

ÃÅÎÔÒÅȣ 

He pointed out that divergence of view on this score went back to 1969, with Giavazzi and Giovannini (1989)
117

 

noting that at the Hague Summit of 1969, the French wanted, 

ȣÔÈÅ ÉÍÍÅÄÉÁÔÅȣÔÒÁÎÓÉÔÉÏÎ ÔÏ ÉÒÒÅÖÏÃÁÂÌÙ ÆÉØÅÄ ÅØÃÈÁÎÇÅ ÒÁÔÅÓȠ ÔÈÅ 'ÅÒÍÁÎÓ ÔÈÏÕÇÈÔ ÔÈÁÔ ÐÒÅÃÏÎÄÉÔÉÏÎ ÆÏÒ 

a monetary union was the convergence of macroeconomic policies and performances, and the transfer of 

powers in the area of economic policy-making to the EEC Commission.
118

 

3ÃÏÔÔ ɉΨΦΦΪɊ ÃÏÎÆÉÒÍÅÄ ÔÈÁÔ ÔÈÉÓ ÄÙÎÁÍÉÃ ÓÔÉÌÌ ÁÐÐÌÉÅÄ Ô×ÅÎÔÙ ÙÅÁÒÓ ÌÁÔÅÒȟ ÃÏÌÏÕÒÅÄ ÂÙ ÄÅÂÁÔÅ ÂÅÔ×ÅÅÎ Ȱfunctionalistȱ 

and Ȱfundamentalistȱ views.
119

 Buiter (1995)
120

 returned to technical matters with a model for forming a currency 

union which distinguished the character of shocks affecting the economy. His view was that the nominal exchange 

rate flexibility in adjustment to real shocks has a significant impact, by contrast with financial shocks. If monetary 

shocks dominate, a fixed exchange rate provides more stability and if shocks are mostly real or external, a floating 

exchange rate is preferable. Obstfeld and Roggoff (1996)
121

 touched on the political dimension, but placed most 

emphasis on economic matters in identifying the main benefits of forming a currency union as: 

Á Reduced transaction costs from currency conversion; 

Á Reduced accounting costs; 
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Á Greater predictability of relative prices for firms doing business in the countries forming the currency area; 

Á Insulation from monetary disturbances and speculative bubbles which might lead to temporary fluctuations 

in the real exchange rates; and 

Á Less political pressure for trade protection because of sharp shifts in the real exchange rates. 

They pointed to the main costs of a currency union, specifically 

Á Regions in the currency union forgo the ability to use their monetary policy to respond to region-specific 

macroeconomic disturbances; 

Á Regions in the currency union forgo the option to use inflation to reduce the real burden of public debt; 

Á Political and strategic problems may arise in sharing seigniorage revenue; and 

Á Speculative attacks on individual countries 

Frankel and Rose (1997)
122

 resumed a narrowly technical course in suggesting that increased trade in a currency 

union may cause one of two effects. Either there is increased industrial specialisation between regions where they 

have comparative advantage, leading to asynchronous business cycles resulting in industry specific shocks. 

Alternatively increased trade may result in greater correlation between their business cycles if common demand 

shocks prevail or if intra-industry trade accounts prevail. Frankel and Rose adhered to the latter conclusion, arguing 

that international trade patterns and international business cycle correlations are endogenous. 

Alesina, Barro and Tenreyero (2002)
123

 argued that the costs of giving up monetary independence vary inversely with 

the rate of shocks between countries. De Grauwe (2003)
124

 pointed to three types of labour market centralisation; 

highly centralised unions, intermediate union centralisation and decentralised unions. Edwards (1996)
125

 and Collins 

(1996) dwelt on political matters from the point of view of instability and government incentive to inflate.
126

 

The application of OCA theories to European Economic and Monetary Union 

)Î Χίίί ÔÈÅ ÌÅÁÄÉÎÇ ÔÈÅÏÒÅÔÉÃÉÁÎ ÏÆ /#! ÁÎÄ ÔÈÅ ȰÇÏÄÆÁÔÈÅÒ ÏÆ ÔÈÅ %ÕÒÏȱȟ 2ÏÂÅÒÔ -ÕÎÄÅÌȟ ×ÏÎ ÔÈÅ .ÏÂÅÌ Prize in 

Economic Sciences, inter alia for his work on the topic, while cannily noting the central question facing the Euro: 

Will the Euro create a situation that will alter the convergence conditions of exchange rate dynamics, ie, will 

it turn a stable system into an unstable one or aggravate any instability of the existing exchange rate 

system?ȣThere is not to my knowledge any answer to this question in the economics literature.
127

 

He went on to sound a cautious note: 

[t] he Euro ȣ has two weaknesses: it is not backed by a central state, and it has no fallback value;
128

 

but concluded in bullish spirit, 

The Euro should stand up very well. It has two great strengths: a large and expanding transactions size; and 

a culture of stability surrounding the ECB in Frankfurt.
129

 

Within a few years, the theory was being examined more critically. In 2003, Horvath analysed exogenous shocks in 

the Eurozone for the Bank of Finland, using material from the econometric literature as summarised below. 
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127 Mundell, 1998, op cit. 
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Table 16 Correlation of exogenous shocks between Germany  
and selected Western European nations, 1960 -1994. 130 

 Supply shocks Demand shocks Fiscal 
shocks 

a b c a b C c 

Netherlands 0.59 0.51 0.45 0.17 0.47 0.32 0.05 

France 0.54 0.26 0.37 0.35 0.14 0.07 0.37 

Belgium 0.61 0.40 0.21 0.33 0.18 0.04 0.20 

Denmark 0.59 0.31 0.42 0.39 0.24 -0.04 -0.13 

United Kingdom 0.11 0.45 0.37 0.16 0.31 0.00 0.11 

Austria na 0.62 0.26 na 0.34 0.17 0.12 

Greece 0.14 0.21 0.13 0.19 0.22 0.15 0.08 

Italy 0.23 -0.05 0.35 0.17 -0.28 0.09 0.38 

Sweden na 0.35 0.2o na -0.09 0.26 -0.01 

Portugal 0.21 0.14 0.01 0.21 0.22 -0.02 -0.07 

Finland na 0.22 0.12 na -0.01 0.11 0.00 

Norway na -0.06 -0.25 na 0.12 0.22 0.16 

Spain 0.31 -0.25 -0.02 0.07 0.1 -0.12 -0.01 

Ireland -0.06 -0.04 0.07 -0.08 0.16 -0.09 0.12 

Results of structural vector autoregressive estimations; countries reranked by authors by the 
simple sum of coefficients; shadings for emphasis added by authors. 

Sources: a. Bayoumi and Eichengreen (1992) based on yearly data for the period 1960-1988 
b. Funke (1997) based on yearly data for the period 1964-1992. 
c. Dibooglu and Horvath, (1997) based on yearly data for the period 1950 to 1994 

Horvath comments, 

These measurements, which focus on the contemporaneous correlation of shocks, appear to indicate that 

symmetry prevails for a sub-group of countries. It also appears that asymmetry prevails for some countries 

at the geographical periphery.
131

 

He concluded, 

Babetski, Boone and Maurel (2003) meÁÓÕÒÅÄ ÔÉÍÅ ÖÁÒÙÉÎÇ ÃÏÒÒÅÌÁÔÉÏÎÓȣÄÉÆÆÅÒÅÎÔÉÁÔɍÉÎÇɎ ÂÅÔ×ÅÅÎ ÔÈÅ 

overall transition period and the most recent period. [They stated that] their results show an ongoing 

process of demand shock convergence and supply shock divergence (emphasis added by author). 

In 2002, Mongelli covered similar ground for the ECB, going on to note that, 

ȣÔÈÅ Eurozone is not likely to become a single state in the traditional sense in the very near future
132

 

He also ÒÅÆÅÒÒÅÄ ÔÏ ȰÉÎÃÒÅÁÓÉÎÇ ÆÕÎÃÔÉÏÎÁÌ ÐÏÌÉÔÉÃÁÌ ÉÎÔÅÇÒÁÔÉÏÎȣ ɍÔÒÁÎÓÆÅrence of] sovereignty over several elements 

ÏÆ ɍÍÅÍÂÅÒÓȭɎ ÅÃÏÎÏÍÉÃ ÐÏÌÉÃÙȣ ɍÁÎÄɎ ÉÎÃÒÅÁÓÅÄ ÎÅÅÄ ÆÏÒ ÐÏÌÉÃÙ ÃÏÏÒÄÉÎÁÔÉÏÎȱȢ (Å ÃÏÎÃÌÕÄÅÄȟ 

[the] EMU has the character of a collective endeavour both from an institutional and economic standpoint. 

There is a Ȱcoreȱ of countries that could pull towards it the Ȱperipheralȱ ones. It would be interesting to see 

this hypothesis tested in a more detailed model. Furthermore, the trade-channel should be operating in 

addition to other channels such as the nominal anchor effect (i.e. monetary discipline).
133

 

Imbalances since the financial crisis of 2007-8, prompted writers to revisit both the economic and political 

underpinnings of currency unions, with particular reference to the Euro itself. Favero and Giavazzi (2008)
134

 

examined interest rates in the Eurozone to conclude that they 

ȣrespond more to financial shocks, in particular shocks to term premia, than they do to monetary policy 

Ȱshocksȱɂi.e. instances when the ECB deviates from its rule points to the importance of incorporating into 

                                                                    
130 Reproduced from Horvath, op cit, Table 1 

131 Ibid, Table 2 

132 Mongelli, The OCA Approach to Exchange Rate Regimes - What the EMU is telling us, ECB, January 2002 

133 Ibid 

134 Favero and Giavazzi, Should the Eurozone be Run as a Closed Economy, NBER, January 2008 
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the analysis of Euro Area monetary policy of the effects of fluctuations in international asset prices. They 

also suggest that the ability of the ECB to affect macro fluctuations could be limited. 

Others argued that economics alone would not determine the outlook for the currency. Goodhart has recently 

pointed to the fierce determination of decision-makers and opinion-formers in the Euro-zone. 

The current financial crisis has caused many of those whÏ ÉÎÉÔÉÁÌÌÙ ÄÏÕÂÔÅÄ ÔÈÅ ÓÉÎÇÌÅ ÃÕÒÒÅÎÃÙȭÓ ÓÕÃÃÅÓÓÆÕÌ 

introduction now to forecast its imminent dissolution. But just as its original introduction was a matter of 

political will, rather than the result of an economic cost-benefit exercise, so any dissolution would follow 

from a conscious political act of separation, not from purely economic strains.
135

 

going on to say, 

It is hard to see quite how and when this will end, but we doubt if this crisis will end either swiftly or well. 

Europe, or rather the Euro-zone within it, could easily come to appear in tatters, at least temporarily. But 

the European ideal has so much power that crisis and even division will not permanently prevail.
136

 

ȣÓÏ ÓÅÔÔÉÎÇ ÔÈÅ ÃÏÎÔÅØÔ ÆÏÒ ÔÈÉÓ ÅÓÓÁÙȢ 

  

                                                                    
135 Goodhart, Understanding the Euro requires political economy not just economics, EJW, January 2010 

136 Goodhart, Europe after the crisis, Institute for New Economic Thinking, October 2011 
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d  Summary of sovereign defaults since 1970
137

 

 

 

 
                                                                    
137 Reproduced from Laeven and Valencia, op cit. 
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Summary of sovereign defaults since 1970 (cont) 
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Summary of sovereign defaults since 1970 (cont) 
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e  Review of monetary unions  

This appendix draws heavily on the work of others, in particular (in alphabetical order) Bardo and James (2008),
138

 

Bardo and Jonning (1999),
139

 Goodhart (1995),
140

 Graboyes (1990),
141

 Sharp (2008)
142

 and Vansay (1999).
143

 We cite 

them specifically in the following text only to draw out divergences of view. Panel 8 identifies fifteen currency unions 

going back to the American colonies. Columns five and six address the characteristic problem of such unions: 

inflation following loss of control of money supply in the face of the political temptation of promiscuous issue. 

Panel 8 Selected monetary unions over last three hundred years 

 
Dates 

Single or 
multiple 

currencies 

Money supply 
controlled by 

Money supply 
restrained by 

Reason for failure 
of restraint 

Note 

American currency unions       

New England c1660-1750 Multiple 
Individual  
colonies 

Massachusetts as 
dominant member 

Growth of smaller 
colonies 

a 

United States 1776 to date Single Various arrangements ɀ see text na a 

US/Panama 1904-date Single US na a 

Eastern Caribbean Currency 
Union 

1965-date Single 
Union central 

bank 
Peg to US dollar na a 

European currency unions       

German Zollverein 1834-1870 Multiple 
Prussian Central 

Bank 

Prussia as dominant 
member; various 

metallic standards 
na b 

Latin Monetary Union 1867-1920 Multiple 
National central 

banks 
Gold standard 

Collapse of gold 
standard during 

WW1 
a 

Scandinavian Union 1888-1924 Multiple 
National central 

banks 
Gold and silver in 

coins 

Depreciation of 
silver; shocks of 

WW1 
a 

Belgium/Luxemburg c1920-2002 Single Belgium na c 

Switzerland/Lichtenstein c1920-2002 Single Switzerland na a 

France/Monaco/Andora c1920-2002 Single France na c 

Italy/San Marino/Vatican c1920-2002 Multiple Italy/Vatican na na c 

African currency unions       

East African Currency Union 1922-1977 Multiple 
National central 

banks 
Convertibility within 

sterling area 

Collapse of 
sterling 

convertibility 
a 

West African Monetary Union  1994-date 
Single 

National central 
banks 

France na a 
Central African Franc Zone 1945-date 

US/Liberia 1944-1980 Single 
National central 

bank 
US  Civil war a 

Notes 
a. See text. 
b. Evolved into Deutschmark and now Euro; see text. 
c. Evolved into Euro; see text. 

Sources: Graboyes, Authors 

 

  

                                                                    
138 Bardo and James, A long term perspective on the Euro, NBER, February 2008 
139 Bordo and Jonung, The future of EMU - what does the history of monetary unions tells us, NBER, September 1999 
140 Goodhart, op cit 
141 Graboyes, The EMU - forerunners and durability, Economic Review, Federal Reserve Bank of Richmond, July - August 1990 
142 Sharp, The history of monetary unions and the optimal currency area, Copenhagen, March 2005 
143 Vanssay, Monetary unions in historical and comparative perspective, 1999 
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American monetary unions 

American currency unions stem from nation-building by the United States or its predecessor colonies , the 

subsequent provision of central banking services to client states in Latin America (Panama) and Africa (Liberia); and 

the convenience of the 600,000 persons in the Eastern Caribbean Currency Union. 

Colonial New England 

The New England settlements were founded over a fifteen year period following the establishment of the 

Massachusetts Bay colony in 1620 (New Hampshire - 1623; Rhode Island and Connecticut - 1636). Until c1750, a 

monetary union existed among the four colonies. The paper money of each was accepted as legal tender by the 

others for private and public debts, including for tax payments. The union lasted nearly a century and relied on the 

economic dominance of Massachusetts, whose monetary policy was followed by the other colonies. The three 

smaller colonies grew ÔÏ ÃÈÁÌÌÅÎÇÅ -ÁÓÓÁÃÈÕÓÅÔÔÓȭÓ ÅÃÏÎÏÍÉÃ ÐÒÉÍÁÃÙ ÁÎÄ ÂÅÇÁÎ ÔÏ over-issue their own currency in 

the 1730s and 40s. Regional monetary cooperation deteriorated and in 1751 Massachusetts redeemed its paper 

money, resumed a silver standard ÁÎÄ ÃÅÁÓÅÄ ÁÃÃÅÐÔÉÎÇ ÔÈÅ ÏÔÈÅÒ ÃÏÌÏÎÉÅÓȭ ÐÁÐÅÒ money. 

The USA 

The US monetary union was formally created with the signing of the Constitution in 1789. This gave Congress the 

sole power to Ȱcoin moneyȱ and Ȱregulate the value thereofȱ. The Coinage Act of 1792 defined the US dollar in terms 

of fixed weights of gold and silver coins, placing the country on a bimetallic standard, with a national mint 

established in Philadelphia in 1792. 

Although the US Congress was given the exclusive power to coin money, the several States were allowed to charter 

commercial banks as at present. They were also empowered to regulate their note issue, which was controlled only 

by the requirement that they be convertible into specie at the bimetallic standard. Alexander Hamilton founded the 

First Bank of the United States (1791-1811), succeeded by the Second Bank of the United States (1816-1836). Both 

operated as hybrid institutions, privately owned but with functions which we would recognise as central banking. 

Both were sufficiently well capitalised to provide the government with medium-term bridge loans to finance 

shortfalls in tax receipts. Both were also authorised to provide loans to the private sector to spur economic 

development. They were required to hold sufficient specie reserves to maintain convertibility of their notes. One of 

the practices of both banks was to convert note issues by state-chartered banks and to transfer specie between 

regions. Both banks failed, however, discrediting the concept for eighty years. 

After the demise of the Second Bank of the United States in 1836, the country did without a central bank until the 

establishment of the Federal Reserve System in 1914. Over this period the U.S. Treasury served as a monetary 

authority and maintained specie convertibility. The National Banking system was established in 1865, to create a 

uniform national bank note ɀ the Ȱgreenbackȱ. For the next half century, gold coins, silver coins, gold and silver 

certificates, and US notes circulated at par. Throughout this period there was conflict between East Coast creditors, 

pressing for hard currency policies, and Western debtors, campaigning for easier money. The matter was resolved in 

1914, when the Federal Reserve System was established. It was made up of twelve regional Reserve Banks 

coordinated by the Board of Governors in Washington DC. Parenthetically, although bank notes now circulated 

across the country at par, demand deposits did not. Charges for check clearing varied depending on the distance 

from the East coast money centres. The Fed instituted par checking for the member banks (though not non-

members), eliminating the final hurdle to par acceptance of all forms of money. The Reserve Banks initially had a 

degree of monetary independence with the power to set discount rates. Conflicts on this score occurred throughout 

the 1920s and 1930s.The Banking Act of 1935 gave the Board of Governors full power to implement monetary policy. 

Thus full monetary unification of the United States was not complete until 160 years after political unification. 

US and Panama 

The oldest continuing monetary union links the U.S and Panama. Since 1904, Panama has pegged its currency (the 

Balboa) to the U.S. dollar. The U.S. dollar is legal tender in Panama and represents the bulk of the money supply. 

There is a Banco Nacional de Panama, which is not a central bank, issuing Balboa (mainly coins); it maintains no 

ÃÏÎÔÒÏÌ ÏÖÅÒ ÔÈÅ ÃÏÕÎÔÒÙȭÓ money supply. 
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The Eastern Caribbean Currency Union  

The ECCU was established in 1965 by the Organization of Eastern Caribbean States (OECS) as the successor to the 

British West Indies dollar. The member countries use the East Caribbean dollar (EC$). Supply is supervised by the 

Eastern Caribbean Central Bank, with parity pegged at EC$2.7169 to US$1. Six of the states using the EC$ are 

independent states: Antigua and Barbuda, Dominica, Grenada, Saint Kitts and Nevis, Saint Lucia, and Saint Vincent 

and the Grenadines. The other two are British overseas territories: Anguilla and Montserrat. A single OECS member 

the British Virgin Islands, remains outside the currency union. The territory has always been problematic for currency 

purposes due to their proximity to the Danish West Indies which became the US Virgin Islands in 1917. British Guiana 

and Barbados were members of the currency union but withdrew in 1966 and 1972 respectively. Trinidad and Tobago 

had been a member of the earlier British West Indies currency union, but withdrew in 1964. 

European monetary unions 

European currency unions go back 200 years to the Congress of Vienna. The most famous and most successful was 

the fruit of a multi-generation nation-building programme (Prussia and the ZollvereinɊȢ 2ÅÁÃÔÉÏÎÓ ÔÏ 0ÒÕÓÓÉÁȭÓ 

ambitions together with the first episode of globalisation led to a second round of currency unions, the Latin and 

Scandinavian unions. After WW1 caused the collapse of the Latin and Scandinavian unions, there was a third round 

of piecemeal unions (Belgium-Luxemburg, Andora, Monaco), also mopping up incomplete political unifications (San 

Marino, Vatican City). 

The German Zollverein 

In 1815, the Congress of Vienna sanctioned the creation of the German Federation (the Deutscher Bund) containing 

35 independent states and four free cities, which removed restrictions on the internal migration of labour and capital. 

Prussia represented 54% of the population and from 1816 to 1821 integrated newly acquired territories by 

eliminating internal trade barriers. Prussia then set out to establish customs unions with neighbouring states (1831: 

Zollverbund). On January 1, 1834, Prussia formed a customs union (Zollverein) with 25 other states, specifically 

excluding Austria, its rival in the German Federation. Austria and the members of the Zollverein reached an 

agreement on currency exchange in the 1857 Vienna Coinage Treaty, with Austria abandoning its ambitions for a 

gold standard throughout Germany; instead a silver standard was to prevail. Rivalry between Prussia and Austria 

boiled over into the Seven Weeks War of 1866. Prussia defeated Austria and thereupon resumed German unification 

on its own terms. The German Federation was replaced by the North German Federation which outlawed the 

creation of new fiduciary money by its constituent states. The issuing of bank notes was now essentially the 

responsibility of the Prussian Bank, which had been formed in 1847. 

0ÒÕÓÓÉÁȭÓ ÓÔÅ×ÁÒÄÓÈÉÐ ÏÆ ÔÈÅ ÍÏÎÅÔÁÒÙ ÕÎÉÏÎ ÈÅÌÄ the arrangement together until German unification in 1871. The 

Prussian bank then evolved into the Reichsbank, which survived until World War II, and was supplanted by the 

institutions ÔÈÁÔ ÇÒÅ× ÉÎÔÏ ÔÏÄÁÙȭÓ Bundesbank. Graboyes placed weight on two factors as ÒÅÓÐÏÎÓÉÂÌÅ ÆÏÒ ÔÈÅ ÕÎÉÏÎȭÓ 

durability prior to political unification: Prussia had the size, power, and will to enforce compliance upon the smaller 

states; and the enactment of consistent metallic standards depoliticised the currency ÂÙ ÒÅÍÏÖÉÎÇ ÔÈÅ ÐÒÉÎÃÅÓȭ ÁÂÉÌÉÔÙ 

to debase their local coinage. 

The final instalment of German monetary unification came with the creation of the Reichsbank in January 1876. It 

was a transformed Prussian Bank, but with more legislative power. The decision was controversial: the Prussian 

government opposed the creation because it feared a loss of power, influence and seigniorage; the south German 

states were in favour because they hoped to use the Reichsbank to reduce 0ÒÕÓÓÉÁȭÓ monetary predominance. 

Initially, there were 33 regional note-issuing banks as it was not politically feasible to eliminate them. Eventually the 

Reichsbank assumed a monopoly over the issue of bank notes. In theory the Reichsbank was subordinated to the 

government: indeed, the Banking Act ÍÁÄÅ ÔÈÅ 2ÅÉÃÈȭÓ #ÈÁÎÃÅÌÌÏÒ ÔÈÅ ÈÅÁÄ ÏÆ ÔÈÅ Reichsbank. In practice, however, 

the Reichsbank enjoyed considerable autonomy and - with minor exceptions- remained free from government 

interference, which could not use the Reichsbank for its fiscal needs. 

This account of the part played by monetary union in nation-building plays an important part in the world-view of 

every educated German, drawing the following lessons. 

Á The process of German monetary union was gradual and slow, extending over fifty-five years from the Congress 

of Vienna in 1815 to German unification following the Franco-Prussian war in 1870. 
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Á The architects of German monetary union took pains to introduce the necessary economic and political 

underpinning, without which the enterprise would have faced much greater difficulties. 

Á 4ÈÅ ÕÎÄÅÒÌÙÉÎÇ ÁÒÃÈÉÔÅÃÔÕÒÅ ×ÁÓ ÄÅÌÉÂÅÒÁÔÅÌÙ ÒÅÓÔÒÉÃÔÅÄ ÉÎ ÉÔÓ ÔÅÒÒÉÔÏÒÉÁÌ ÁÍÂÉÔÉÏÎȢ 4ÈÉÓ ÒÅÆÌÅÃÔÅÄ "ÉÓÍÁÒÃËȭs 

insight that German unification under Prussia could only occur if its rival, Austria, was excluded from a 

KleinDeutschland - Ȱlesser Germanyȱ, rather than seeking a Großdeutsche Lösung - Ȱgreater German solutionȱ. 

The Latin Monetary Union 

In 1867, a conference was held in Paris to discuss the possibility of universal coinage for industrialised countries. This 

was a time of increasing economic integration with the decline of protectionism in Europe and the world. Even the 

UK, then as now sceptical about losing monetary independence and with a currency dating back over a thousand 

years, was interested. The economist, Stanley Jevons, argued before a Royal Commission that 

We have established free trade with every other country. We have admitted their goods, and we have 

admitted their ships, and we have done everything to promote intercourse; and this scheme of an 

international money is the next great step - as it seems to me - to further communication. 

He was referring to the Latin Monetary Union (LMU), formed in 1865 by France, Belgium, Switzerland and the 

recently united Italy. Greece joined soon afterwards. The basis of the union was gold and silver; each member 

country was permitted to mint unlimited quantities of identical gold and silver coinage which was legal tender in all 

member countries. This was backed by the commitment of each national Treasury to accept coins from any other 

Member State. 

The spurs to the union were the first round of globalisation together with French ambition - if not anxieties. France 

saw the LMU as the nucleus of an international - perhaps global - system based on the franc and Paris, and as a 

counter to the emergence of Prussian power embodied at first in the Zollverein and then in a unified Germany. 

&ÒÁÎÃÅȭÓ leadership was undermined by its defeat in the Franco-Prussian War of 1870-1 and the union never 

recovered its momentum. 

The union also faced technical difficulties. Each country could produce subsidiary silver coins. These were legal 

tender only in the issuing country, although each country was required to accept up ÔÏ ΧΦΦ ÆÒÁÎÃÓ ÉÎ ÏÔÈÅÒ ÃÏÕÎÔÒÉÅÓȭ 

subsidiary coins on individual transactions. This bimetallic system began to be strained when the price of gold 

started to rise relative to silver. This meant that silver was overvalued: in a textbook instance of  'ÒÅÓÈÁÍȭÓ ÌÁ×, 

member countries tried to force silver on each other, leading to the suspension of full silver convertibility. 

The final blow to the LMU was the First World War, when countries began issuing paper currency in order to finance 

their debts and allowed their currencies to depreciate. Silver flowed into whichever country had the least depreciated 

money. By the end of 1920, members refused altogether ÔÏ ÁÃÃÅÐÔ ÅÁÃÈ ÏÔÈÅÒȭÓ ÓÉÌÖÅÒ ÁÎÄ the LMU was officially 

declared dead in the late 1920s. 

The Latin Monetary Union is a disagreeable template for EMU, in that both have as much to do with French anxieties 

as ambitions. The LMU does, however, illustrate the longstanding interest in monetary unions throughout the 

continent, for both economic and political reasons. 

The Scandinavian Monetary Union 

After the Napoleonic wars, Sweden was awarded Norway in compensation for surrendering Finland to Russia. 

Between 1814 and 1905, Sweden and Norway shared a crown, though in most respects they remained 

administratively separate. The currency union between the two and Denmark took place when the three neighbours 

began to experience the dislocations of the first round of economic development: the modernization of agriculture 

gave rise to rural depopulation in particular leading to mass immigration from Sweden. 

Meanwhile trade was growing between the three countries, together with transactions in foreign currency. This gave 

rise to currency inter-circulation, causing banks and locals to accumulate and accept foreign coins. For example, 

Danish coins were freely negotiable in the south of Sweden. The incompatibility of the denominations and weights 

between three currencies led the governments to initiate discussions for currency unification in 1862. In 1888, the 

union was agreed by Convention: subsidiary coins were legal tender in all three countries; paper money (52 % of 

Danish money supply, 70% in Sweden and 74% in Norway) was also rendered fully convertibleȢ %ÁÃÈ ÃÏÕÎÔÒÙȭÓ ÃÅÎÔÒal 

bank accepted bank notes from the other two countries at par and the three central banks established an inter-bank 

mechanism such that debts were settled in gold or draft. 
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The union faced divergences in monetary policy stemming from the First World War. At the start of hostilities, the 

Scandinavian countries suspended convertibility of bank notes. This allowed inflation: Norway and Denmark 

expanded the currency in circulation more rapidly than Sweden, putting a strain on the union. In October 1915 the 

Bank of Sweden (the Riksbank) stopped accepting Danish bank notes at par. In December 1915, it also refused to 

accept Norwegian notes at par. By 1920, the rate of depreciation was 22.95% on Danish notes, and 19.25% on 

Norwegian notes. )Î ÁÄÄÉÔÉÏÎȟ 3×ÅÄÅÎȭÓ ÅØÐÏÒÔÓ ÔÏ ÔÈÅ ÂÅÌÌÉÇÅÒÅÎÔÓ ÃÁÕÓÅÄ ÉÔ ÔÏ ÁÃÃÕÍÕÌÁÔÅ gold. This was 

inflationary, as gold would be converted into local notes. The Riksbank sought to contain the threat by buying 

Scandinavian gold at higher than world prices. After the summer of 1917, it imposed an absolute gold embargo 

preventing trade in gold coins and bank notes at parity between the three countries. This was the effective end of the 

monetary union. 

Belgium and Luxembourg 

Luxembourg was declared autonomous by the treaty of Vienna in 1839 and neutral by the treaty of London in 1867. 

Even so, after 1842 it participated in the Zollverein as an independent state and remained until its formal dissolution 

in 1919. Following the de facto collapse in the Latin Monetary Union, Belgium and Luxembourg signed an agreement 

for a currency union on 25 July 1921. This survived until the introduction of the Euro as legal tender in 2002, Belgium 

and Luxembourg maintained separate currencies (Belgian and Luxembourg francs), linked at par and legal tender. 

Monetary policy was set by the Belgian central bank. 

Switzerland and Liechtenstein 

Since the end of the Latin Monetary Union, the Swiss franc has been legal tender in both countries. Monetary policy 

is managed by the Swiss National Bank. 

France, Monaco and Andorra 

Prior to the introduction of the Euro as legal tender in 2002, both Monaco and Andorra used the French franc, with 

French authorities in control of monetary policy. Andorra also accepted the Spanish peseta as legal tender. 

Italy, San Marino and Vatican City 

Vatican City and San Marino are survivals of religious origin (though the latter is now wholly secular) neither being 

included in Italian unification. Prior to the introduction of the Euro as legal tender in 2002, Vatican City issued its own 

Vatican lira at par with the Italian lira, with both legal tender in both countries. San Marino also used both the Italian 

and Vatican lire and minted some coins of its own. Italian authorities effectively controlled the monetary policies of 

the Vatican and San Marino. 

African currency unions 

East African Currency Area 

British colonial administration established currency boards to exchange colonial money for foreign currency, in 

particular Sterling. In 1922 British East Africa (Kenya, Uganda, and Tanganyika, plus Zanzibar in 1936) adopted a 

common currency, the East African shilling. 

After independence, East Africa remained part of the Sterling Area which guaranteed local currency convertibility 

into pounds. Subsidies to the emerging nations were sufficient to offset their desires for independent monetary 

policies. In 1966, Kenya, Uganda, and Tanzania (the merger of Tanganyika and Zanzibar) each adopted its own local 

shilling, but all three remained legal tender across the region, and all remained convertible into pounds. 

Depreciation of sterling in the late 1960s and early 1970s led to the collapse of the Sterling Area in 1972. Without 

Sterling Area constraints on national monetary policies, the three East African national monetary authorities were 

free to pursue their own policies and in 1977 the East African Currency Area was dissolved. 

West African Economic and Monetary Union (UEMOA) 

Formerly known as the West African Monetary Union (WAMU/UMOA), the West African Economic and Monetary 

Union (UEMOA) was founded on 10 January 1994 in response to the devaluation of the common currency, the CFA 

Franc, on 11 January 1994. The Treaty establishing UEMOA (the Dakar Treaty of 10 January 1994) theoretically came 

into effect on 1 August 1994 after ratification by the seven member countries, thereby also replacing the since then 

dissolved West African Economic Union (WAEU/CEAO). 



THE WOLFSON ECONOMICS PRIZE MMXII 

- 81 - 

The West African Monetary Union is characterised by the recognition of a common monetary unit, the Franc of the 

African Financial Community (CFA F), issued by the Central Bank of West African States (BCEAO). The WAMU 

currently include Benin, Burkina Faso, Guinea Bissau, Côte d'Ivoire, Mali, Niger, Senegal and Togo. The union 

survives to this day and should be seen as a success for its principal sponsor, the French Treasury. 

CFA Franc Zone 

The CFA (Communaute Financiere Africaine) Franc was introduced to the French colonies in Equatorial Africa in 1945, 

replacing the French Equatorial African franc. The Equatorial African colonies and territories using the CFA franc are 

Chad, French Cameroon, French Congo, Gabon and Ubangi-Shari. The currency continued in use when these 

colonies gained their independence. Equatorial Guinea, the only former Spanish colony in the zone, adopted the CFA 

franc in 1984. 

The CFA encompasses most of the former French colonies of West and Central Africa, plus one former Spanish 

colony. The CFA Zone is one of the most successful modern monetary unions, having held a large number of 

geographically, politically, ethnically, and economically disparate nations together for over 30 years. A common 

currency, the CFA franc (equal to one fiftieth of a French franc since 1948) circulates across the region and has 

survived the departure of colonial administration and the establishment in the early 1960s of the modern monetary 

authorities. There are two central banks, responsible for monetary policy in two different groups of countries. 

Member nations of each central bank pool their reserves in the French Treasury. There are few exchange controls on 

converting CFA francs into French francs, though there are some trade and capital controls. Convertibility is 

guaranteed by an overdraft privilege at the French Treasury. 

&ÒÁÎÃÅ ÉÓ ÃÒÕÃÉÁÌ ÔÏ ÔÈÅ ÕÎÉÏÎȟ ÓÔÉÌÌ ÅØÅÒÃÉÓÉÎÇ ÁÕÔÈÏÒÉÔÙ ÏÖÅÒ ÐÏÌÉÃÉÅÓ ÁÎÄ ÐÌÁÙÉÎÇ Á ÒÏÌÅ ÉÎ ÉÎÄÉÖÉÄÕÁÌ ÃÏÕÎÔÒÉÅÓȭ 

economies through direct assistance and subsidies that protect them from outside competition. Gains from 

continued association with the French are viewed as outweighing the negatives of granting France power over 

monetary policy. France has been able to maintain its influence in the area because its economic size makes it the 

dominant partner and its costs are low: the total CFA franc money supply is less than three percent of French money 

supply. Here too, the union survives to this day and should be seen as success for the French Treasury. 

US and Liberia 

In 1944, the Liberian dollar was pegged to the US dollar at par. US banknotes were made legal tender and remained 

the ÓÔÁÔÅȭÓ only circulating paper money until 1980, with Liberian coins minted for use as small change. The link with 

the dollar was broken during the financial disruptions of the civil war. Following the 1980 coup d'état, capital flight 

created a currency shortage, exacerbated when the government began minting $5 coins which resembled already 

existing one dollar pieces. In 1997 a new series of banknotes was issued, with one Liberian dollar currently valued at 

$0.137. 

Lessons to be learned 

The most ambitious unions have always had political motives: nation-building by Prussia and the United States, 

proceeding step-wise and over prolonged periods; or responses to globalisation - possibly to be seen as defensive - 

together with attempts to ameliorate other political predicaments on the part of the sponsors of the Latin and 

Scandinavian Unions. Elsewhere the motives for currency union have been more prosaic: essentially an outsourcing 

of monetary responsibility by client nations in Latin America or Africa to their political or economic sponsor. 

Most observers agree that non-economic considerations are paramount. Graboyes wrote under the auspices of the 

Federal Reserve Bank of Richmond. He largely addressed the traditional problems of soundness and seigniorage, but 

felt obliged to make an excursion into politics in his conclusion. 

First, we observe that all of the fiscal unions were preceded by ÐÏÌÉÔÉÃÁÌ ÕÎÉÏÎÓȣȢSecond, institutional 

development in these federations was driven by exceptional events, often economic disasters... Over issue 

of money [in failed unions] was initially restrained by factors which separated the money from the political 

authorities. In each case, the depoliticizing factor disappeared, leaving the individual political jurisdictions 

free to determine their own money supplies, and leaving monetary authorities vulnerable to political 

pressures. 

Sharp agrees, specifying examples from the nineteenth century 
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The first [point] is undoubtedly the primacy of political motives when forming a monetary union. The Latin 

Monetary Union was in many ways based on the political ambitions of one country, France, but also on a 

foundation of political solidarity as was the Scandinavian Monetary UnionȣWhen France was weakened 

after losing the Franco-Prussian War, the LMU never really recovered. Likewise, the SMU was undermined 

by a collapse in political solidarity due to the differences between Sweden and Norway. 

He reinforces this with reference to other unions, not explored in this survey: 

The short-lived Austro-German monetary union, wÈÉÃÈ ×ÁÓ ÁÂÒÕÐÔÌÙ ÅÎÄÅÄ ÂÙ ×ÁÒȣȢThe Swiss monetary 

union only survived under a united Switzerland. A common currency soon followed in a united Italy. 

He concludes on the same note as Graboyes, linking sound money to political will and institutions. 

Unions fail due to promiscuous issue unless there is effective and politically acceptable control. In the 

modern era this has to be combined with arrangements to avoid social tension; high integrations, mobility 

of labour, or fiscal transfer. Unions attempted for reasons of political ambition need profound cultural and 

institutional underpinning in both the economic and political arena, if they are not to fail. 

Bardo and James incline to a more spacious approach to the EMU - at least at the outset. 

ȣobjections that EMU is not an optimal currency area are misplaced, because the workings of an 

integration process are likely also to induce moves toward a closer approximation to an OCA. 

They do then move to greater circumspection. 

The incomplete transfer of sovereignty on the other hand means that there are substantial political 

pressures that build up in national areas that are no longer also the area of a single currency that can be 

adjusted against external currencies. There may be a momentum toward further fiscal 

integrationȣAnalogies with the monetary unions of Germany, Italy and the US suggest that the process of 

evolving a fiscal union takes a long time. 

They then go on to spell out the problems. 

The EMU has the additional problem that its area will change more dramatically because of the addition of 

new members, and because of the governance issues raised by the non-coincidence of EMU and the EU. 

[It will be] difficult if there is a widespread perception that the international role of the euro is at odds with 

domestic political demands that the currency should be supportive or sustaining of growth. 

Financial sector instability, with a potential need for bank bailouts, could also be a source of difficulty. 

Finally, in addition to all these threats, domestic responses to the challenge of globalization in markets for 

goods and services may also be displaced into a discussion of the euro, with the single currency and the 

central bank that manages it taking the position of fall guy for radicalised and generalised discontent. 

[I]f all these bumps are overcome, and a process of gradual transfer of fiscal responsibility toward greater 

centralization occurs, there is the possibility that the Euro zone will match the achievement of other late 

achievers of monetary unification, such as the United States or Germany. 

Goodhart colours this with cautious remarks about fiscal transfer. 

There is no likelihood whatsoever of transferring overt unconditional redistributive functions to Brussels. 

That is ruled out by the principle of Ȱsubsidiarityȱ, by the fact that regional disparities between EU countries, 

for example Italy, Spain, and the United Kingdom are greater than most disparities between those 

countries, and, above all, by lack of political cohesion. 

This reminds us that the history of monetary unions seems to show that politics may trump economics at the outset 

and with a fair wind for decades of successful operation. But if the economics are or become profoundly unaligned, 

the union will fail notwithstanding the most ardent ambitions of its sponsors. 
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Conclusion 

Our examination of the record shows that Europe has been a hotbed of experiment in monetary union from the 

beginning of the nineteenth century. There is an unbroken path from the success of the Zollverein, to the failures of 

the Latin and Scandinavian Union to the piecemeal unions from the end of WW1 to the advent of the Euro. 

To take a small example first, Belgium has been part of a monetary union for most of its history since its foundation 

in 1830. In 1867, the country entered the Latin Monetary Union. When that collapsed it entered into union with its 

smaller neighbour, Luxembourg, itself a member of the Zollverein from 1842 till its collapse at the end of WW1. The 

currency union between Belgium and Luxemburg survived until the advent of the Euro in 2002. 

To turn to the principal member of the EMU, the very existence of Germany stems from the Zollverein, a monetary 

union which was prosecuted over three generations by far-sighted and ambitious politicians. The Zollverein was 

erected gradually and on firm economic and political underpinnings. The architects of the system deliberately 

confined its geographical extent and when the project reached culmination, they made the independence of the 

central bank a central feature of the completed system. 

The French have their own long involvement in monetary unions. Their ambitions were not so much nation-building 

as defending their interests in the face of a perceived threat of the Prussian-led Zollverein, as well as to respond to 

the first round of globalisation. The Latin Monetary Union foundered on technical failings and political shocks. More 

recently, however, the French can take satisfaction in presiding over two long-standing and successful monetary 

unions in Africa which survive to this day. 

Two centuries of momentum are not lightly to be disregarded. We need to recognise how the history of their own 

participation in monetary unions has given Europeans - in particular the two principal protagonists - very different 

views of the topic and its part in their own history. 
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144 Reproduced from Laeven and Valencia, op cit.  
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