
4. Why the euro experiment is not doomed

TARGET was obviously not the only institution that kept the euro area
afloat. Extraordinary monetary policy interventions were another crucial
factor. How crucial can be inferred from the fact that EU member states
outside the euro area, like Latvia and Hungary, had to seek assistance
from the IMF and the EU Commission almost immediately after Lehman’s
collapse in September 2008, despite better macroeconomic indicators
than Greece.29 Markets did not see those countries as part of the risk pool
and took fright. Swap arrangements among major central banks as well as
the Vienna initiative prevented major currency crises from developing: the
threat was real enough, however, given the high foreign exchange debt
that households and firms in many Central and Eastern European coun-
tries had. If their currencies had devalued abruptly, this debt would have
increased in value and sent households and banks, many of them foreign
subsidiaries, into insolvency. The effects could easily have spread to
countries like Austria and Sweden with their high credit exposure to these
economies.

The EU and the euro area have gone through a phase of frantic institu-
tion building since 2009. While the immediate response to the crisis was
ostentatious tightening of fiscal rules, with a supposedly muscular “Six
Pack” and a Fiscal Compact, the new rules have yet to be enforced. There
are good reasons for not enforcing pro-cyclical rules when the economic
recovery is so fragile. The rules tightening was very conspicuous and argu-
ably more for domestic consumption in countries like Germany, the Neth-
erlands and Finland with euro-sceptic popular movements. They have to
be assured that moral hazard is kept under control, ie that there is no ex-
cessive risk-taking now that we know that the no-bailout rule cannot be ex-
ercised when a systemic financial crisis erupts. But there were also two im-
portant innovations. First the permanent emergency funds amounted to
fiscal capacity building, in contrast to the relentless emphasis on fiscal
constraining; and second, the EU worked on tighter financial regulation
that led eventually to a banking union for the euro area.

4.1 How a fragile system was reformed

The following graph gives an overview of how various innovations
helped to interrupt the negative feedback loop between weak banks and
weak government balance sheets. But I will concentrate on the European
Stability Mechanism (ESM) and the European Banking Union (EBU) only.
My focus is on how the political-economic paradox has been overcome in
creating these institutions of monetary solidarity and in what sense they
actually constitute monetary solidarity.
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