
   July 17, 2012!
   
 
 Joshua Rosner 
  646/652-6207 
  jrosner@graham-fisher.com 
 
 
 

 

Please refer to important disclosures at the end of this report. 

EXECUTIVE(SUMMARY(
(
As#the#global#financial#and#economic#crisis#drags#on#European#regulators#and#policy7makers#are#
continuing#in#their#attempts#to#find#a#path#from#crisis#toward#stability,#while#balancing#the#public#
interests# of# independent# sovereign# nations# desirous# of# a# deeper# financial,# economic,# political#
and# fiscal# union.# # Concurrent#with# these# attempts,# the#media# and# government# officials# in# the#
core# of# Europe# are# characterizing# the# crisis# as# one# stemming# from# profligate# borrowing# and#
reckless#spending#by#peripheral#Eurozone#economies.###
#
Past#Eurozone#growth,#particularly#in#Germany,#did#not#come#from#meaningful#improvements#in#
productivity,# but$ rather$ on$ the$ back$ of$ household$ wage$ reductions$ and$ industry5friendly$
reforms$to$the$labor$market$–$the$Hartz$reforms$–$which$transferred$wealth$from$the$people$to$

the$banking$and$export5driven$sectors$of$the$economy.##
#
While$German$and$French$ taxpayers$are$ justifiably$angry,$ their$anger$ is$ largely$misdirected.#
Rather( than( embracing( the( false( narrative( blaming( only( peripheral( nations( for( requiring(
bailouts,(the$anger$should$more$rightfully$be$directed$at:$

#
! Designers( of( the( European(Monetary(Union(who,( at( the( creation( of( the( EMU,( ignored(

regular(and(repeated(warnings,(from(noted(academics,(analysts(and(policy(advisors,(that(
structural(weaknesses(would(lead(us(to(the(crisis(we(now(face;#
#

! Banks,( in( the( core,( with( weak( internal( controls( and( excessive( leverage,( which( were(
profligate(lenders( in(search(of(yield,(to(weak(private,(corporate(and(sovereign(creditors(
in(the(peripheral(countries;#
#

! Those( officials( and( technocrats( who( failed( to( properly( regulate( the( domestic( banking(
industry( and( allowed( bankers( to( treat( all( sovereign( debt( as( equal( regardless( of( the(
differing(debt(capacity(of(the(issuer;#
#

! Rating( agencies( that( failed( to( offer(meaningful( analysis( of( sovereign( credit( capacities(
and( also( assumed( that( tooCbigCtoCfail( financial( institutions( ratings( should( reflect( an(
implied(or(explicit(guarantee(by(their(home(country;#
#

! Political( leaders( who,( since( the( beginning( of( the( crisis,( downplayed( its( ultimate( costs(
and,(thus,(delayed(its(resolution(and(increased(the(ultimate(costs(to(taxpayers;#
#

With#this#as#a#backdrop,# it# logically# follows#that#the#German#government#and#central#bank#are#
seeking# to# protect# the# markets# for# German# exporters# and# the# German# banking# sector.#
Accordingly,#the#German#government#will#be#forced#to#choose#either#a#large#share#of#the#costs#
of#supporting#a#further# integration#of#the#European#Monetary#Union#or,#alternately,# the# larger#
economic# and# social# costs# of# its# failure,# including# the#massive# costs# of# recapitalizing# German#
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banks# and# financial# support# for# German# industry# Either# approach# will# lead# to# German# debts#
rising#markedly#while#its#economy#contracts.#The#costs#will#be#astounding.##
#
The# longer# it# takes# for# political# leaders# to# offer# their# constituents# full# disclosure# and#
transparency,# the#more# costly# any# solution#will# be.# For# this# reason,# Eurozone#political# leaders#
must#act#decisively.#

This# paper#will# not# suggest# a# particular# path.# Rather,# this# paper#will# show# the# constraints# on#
choosing#a#path#forward#are#the#results#of#a#lack#of#political#will,#not#economic#ability.#The$lack$
of$will$is$a$failure$of$politicians$to$lead$and$of$technocrats$reticent$to$deliver$unwelcome,$but$

necessary$news$to$the$German$people.##
#
In#Germany,#where#real#wage#declines#early#last#decade#robbed#households#of#consumption#and#
represented#a#transfer#of#income#to#domestic#exporters#and#banks,#the$news$that$taxpayers$will$
now$ be$ responsible$ for$ bailing$ out$ these$ firms,$ while$ accepting$ reductions$ in$ national$

sovereignty$will$be$a$particularly$bitter$pill$to$swallow.$$

$

In#several#Eurozone#countries#rising#nationalistic#sentiment#threatens#to#derail#the#Euro#project.##
A# disorderly# collapse# will# result# in# an# outcome# far# more# costly# to# core# countries# than# fully#
recognizing#losses,#recapitalizing#financial#institutions#and#integrating#Eurozone#economies.##This#
paper#will#explore:(((
#

! Why,( in( the( wake( of( unification( of( East( and( West( Germany,( Germany( was( uniquely(
poised(to(benefit(from(a(monetary(union;#
#

! The(role( that(Germany(and( its(banking(sector(played( in(setting(the(stage( for(a(crisis( in(
the(periphery;#
#

! Germany’s( current( economic( and( fiscal( condition( and( existing( commitments( to( the(
periphery;#
#

! The( possible( German( debt( to( GDP( implications( of( various( crisis( management(
approaches;#
#

! The( likelihood(German(bond(yields(will(no( longer(remain(detached(from(fundamentals;(
and#
#

! A(fair(basis(on(which(to(consider(German(obligations(to(the(periphery.(

The# longer# leaders#wait#and#the# less#decisive#their#approach,#the#greater#the#risk#that#German#
bunds#and#German#banks#will#lose#their#status#as#the#“safe#haven”#assets#of#Europe.#These#risks#
are#already#on#the#rise#as#witnessed#by#recent#the#deterioration#of#global# investor#appetite#for#
German#government#and#bank#securities.##
(
( (
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Maastricht:(Union(that(Foresaw(its(Failure(but(Closed(its(Eyes(
(

Although# the# European# Monetary# Union# is# barely# a# teenager,# its# conception# and# gestation#
precede#its#birth#by#decades.#Its#first#conceptual#roots#trace#back#to#the#end#of#World#War#II.#The#
first#substantial#movement#toward#a#common#economic#and#monetary#union#among#members#
of#the#European#Communities#commenced#in#1969,#when#government#leaders#met#in#the#Hague#
to#craft#a#plan#for#the#implementation#of#a#union#by#the#late#1970’s.#This#effort#was#doomed#by#
currency# volatility# resulting# from# the# global# oil# price# shocks# of# 1972# and# the# collapse# of# the#
Bretton#Woods#agreement# resulting# from#U.S.#President#Nixon’s#decision# to#abandon# the#gold#
standard.##

It#was#not#until#June#1988,#when#the#European#Council#mandated#the#creation#of#a#commission#
to# “study# and# propose# concrete# stages# leading# towards# economic# and#monetary# union”i# that#
planning#for#the#current#EMU#began#in#earnest.#On#April#17,#1989,#this#commission,#the#Delors#
Commission,# composed# of# twelve# European# Central# Bank# presidents,# three# independent#
experts,#the#European#Council#President#and#another#European#Council#Commissioner#drafted#a#
report# detailing# the# steps# toward# such# a# union# and# unanimously# agreed# on# its# contents.# It# is#
questionable# as# to#whether# there#was# enough#meaningful# public# debate# on# its# contents# until#
after# the# signing# of# the# Treaty# on# European# Union# (Maastricht# Treaty),# which# incorporated#
nearly#all#of#the#recommendations#put#forward#by#this#group#of#central#bankers.#It#was#thus#that#
European# governments# transferred# their# national# sovereignty# over#monetary# policy# to# a# new#
European#Central#Bank.ii##

While#the#commission#report#provided#for#a#map#toward#integration#and#a#proposed#timeframe#
it# also# recognized# several# “problems# and# perspectives”,# problems# that# are# among# the# most#
significant# causes# of# the# current# crisis.# The# report# recognized# that# increases# in# economic#
interdependence# between# members# and# the# creation# of# a# ‘single# market’# would# reduce# the#
room# for# independent# policy# maneuvers# and# thus# amplify# the# cross# border# effects# of#
developments#originating#in#each#member#country.iii# #With#“full#freedom#of#capital#movements#
and# integrated# financial#markets”# the#report#continued,#“the# integration#process# thus#requires#
more( intensive( and( effective( policy( coordination,iv# even# within# the# framework# of# the# present#
exchange# rate# arrangements,# not# only# in# the# monetary# field# but# also# in# areas# if# national#
economic#management#affecting#aggregate#demand,#prices#and#costs#of#production.”##

Recognizing# that# many# decisions# on# wages,# production,# savings,# investment,# social# security#
education# and# other# government# revenue# and# spending# would# remain# with# each# sovereign#
government# the#report#warned#that#“uncoordinated#and#divergent#national#budgetary#policies#
would#undermine#monetary#stability#and#generate#imbalances#in#the#real#and#financial#sectors#of#
the#Community.”##

Where#prior#attempts# to#create#a#monetary#and#economic#union#had# failed,#European# leaders#
pushed# forward#even# in# the# face#of#an#event#within# the#community#which,#by# its#very#nature,#
was#tectonic#in#scale#and#threatened#to#sow#the#seeds#of#imbalance#into#the#roots#of#the#union.#

( (
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German(Reunification(and(the(Seeds(of(Imbalances(in(the(Community(

$“As$ regards$ wage$ formation$ and$ industrial$ relations,$ the$ autonomous$ negotiating$ process$

would$ need$ to$ be$ preserved,$ but$ efforts$ would$ have$ to$ be$ made$ to$ convince$ European$

management$and$labor$of$the$advantages$of$gearing$wage$policies$largely$to$improvements$in$

productivity.$Governments,$for$their$part,$would$refrain$from$direct$ intervention$ in$the$wage$

and$price$formation$process”$–$Delors$Commission$Report$

In# May# 1989,# only# one# month# after# the# Delors# Commission# report# was# delivered,# Hungary#
removed#its#border#fence#and#opened#a#literal#and#figurative#hole#in#Iron#Curtain.#By#the#end#of#
the#year#the#Berlin#Wall#had#fallen#and#in#August#1990#the#Federal#Republic#of#Germany#(West#
Germany)#and#the#German#Democratic#Republic#(East#Germany)#signed#a#unification#agreement.#
The#process#of#German#reunification#did#not#delay#plans#to#create#a#European#Monetary#Union,#
sowing#the#seeds#of#Germany’s#current#crisis,#and#the#fiscal,#social#and#economic#imbalances#of#
the#Eurozone.#

Before# the# reunification# West# Germany# was# large# net# capital# exporter# with# large# current7
account# surpluses.# All# of# this# changed,# almost# overnight,# as# reunification# commenced.# The#
former#West#Germany#redirected#capital#to#investment#in#domestic#infrastructure#needs#and#the#
social#programs#necessary#to#absorb#the#former#eastern#bloc#nation.#The#withdrawal#of#German#
capital# from# the# rest# of# Europe# led# neighboring# economies# into# recession#while,# at# the# same#
time,#the#redirecting#of#that#capital#domestically#drove#an#economic#boom#at#home.#Each#year#
between#1991#and#2003#the#west#spent#four#to#five#percent#of#GDP#on#the#east.v##

As$a$result$of$the$new$labor$capacity$from$reunification,$Germany$was$faced$with$high$levels$

of$ unemployment$ to$ which$ they$ responded$ by$ creating$ massive$ training$ and$ job$ creation$

programs.#The#government#also#instituted#a#program#of#unemployment#benefits#that#sought#to#
maintain# a# worker’s# social# status# during# unemployment# (rather# than# as# a# safety# net)# by#
providing#6732#months#of#benefits#at#a#compensation#rate#of#67%#of#the#workers#last#net#income#
(with# a# maximum# of# €4,250/month)# for# workers# with# children# and# 60%# for# those# without#
children.#Even#after#a#worker#had#exhausted#these#benefits#Federal#taxes#were#used#to#provide#
benefits# of# 57%# of# their# last# net# income# for# an# unlimited# period# (53%# for# those# without#
children).vi##

When# the# Monetary# Union# finally# came# into# existence,# Germany$ found$ itself$ with$ the$

reunification$ boom$ dissipating,$ high$ levels$ of$ unemployment,$ unprecedented$ government$

debt,$ high$ wages$ relative$ to$ productivity$ and$ a$ currency$ that$ had$ materially$ appreciated$

relative$ to$ its$ European$ trading$ partners.
vii
$ Given# the# weakness# in# their# economic#

circumstances,# relative# to# their# EMU# peers,# and# social# demands# limiting# the# pace# at# which#
austerity# could# be# implemented,# Germany’s# Chancellor# Schröder# sought# to# undermine# key#
portions#of#the#EMU’s#“Stability#Pact”viii#which#obliged#members#to#maintain#budget#deficits#at#or#
below# 3# percent# of# GDP# and# a# sovereign# debt# load# less# than# 60# percent# of# GDP.# Ironically,$
Germany’s$profligate$spending$a$decade$ago$now$represents$significant$bailout$obligations$for$

German$taxpayers$as$they$confront$the$unbridled$growth$in$peripheral$debt$that$resulted$from$

their$own$actions.$
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As#domestic#investment#and#consumption#slowed,#and#austerity#programs#took#hold,#the#effects#
of#German#reunification#represented#an#asymmetric#shock#to#the#country’s#Europe#neighbors.ix#x##

While# Germany’s# entry# into# the# EMU# at# an# overvalued# exchange# rate# led# to# several# years# of#
suboptimal# domestic# economic# performance,# it# also# set# the# stage# for# an# export# boom# largely#
financed#by#German#banks,#lasting#through#the#crisis.##

#

#

Sourcexi##

In#2002,#with#the#unemployment#rate#at#8.7%#and#still#increasing,#German#Chancellor#Schroeder#
asked# his# friend# Peter# Hartz,# former# Human# Resource# Director# at# Volkswagen,# to# chair# a#
commission# tasked#with# restructuring# the#German# labor#market.#Under$Hartz’s$ leadership$ the$
commission$redefined$the$German$workforce,$ reducing$traditional$ full5time$employment$and$

introducing$the$concept$of$“minijobs.”#These$so5called$“minijobs”$provided$German$companies$

with$the$ability$to$hire$short5term$workers$without$restrictions$on$hours$worked$and$who$were$

terminable$at$will.$While$“minijob”$workers$did$not$pay$taxes$on$earnings;$the$earnings$maxed$

out$at$a$meager$€400.$

( (
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Actual(Hours(Worked(per(Worker(

#

OECD#data#

From# 2002# to# 2005,# the#German# public# and# private# sectors# embarked# on# a# series# of#massive#
Hartz# reform#austerity#measures# focused#on#using#the#high# levels#of#unemployment# to#extract#
meaningful#wage#reductions#from#public#and#private#labor.#Even#though#the#Delors#Commission#
report,# the# intellectual# basis# of# the# monetary# and# economic# union,# specifically# stated# that#
governments# should# convince#business# and# labor#of# the# advantages#of# “gearing#wage#policies#
largely#to# improvements# in#productivity”#rather#than#direct# intervention# in#the#wage#and#price#
formation#process,#the#German#government#interpreted#this#language#in#ways#the#authors#never#
intended.#

The$ cuts$ in$ real$ wages$ for$ German$ workers,$ and$ reductions$ in$ Government$ programs,$

benefitted$ the$ German$ financial$ sector$ and$ exports.# They# also# indirectly# but# substantially#
supported# the# country’s# low# cost# of# funds,# giving# German# business# a# competitive# advantage#
relative#to#its#EMU#peers.##

Germany’s$success$during$the$last$decade$resulted$from$its$current$account$surplus$within$the$

Eurozone$ supported$ by$ pressure$ on$ pay$ and$ working$ conditions$ rather$ than$ superior$

productivity$growth.
xii
$
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#

Unfortunately$ for$ the$German$population,$while$German$business$profited$handsomely,$and$

German$ Banks$ exported$ capital$ to$ the$ rest$ of$ the$ world,$ the$ costs$ were$ borne$ by$ German$

workers$who$faced$wage$pressure.$German$households$never$reaped$the$fruits$of$their$labor.$

The$ imbalances$ that$ Delors$ warned$ about$ were$ being$ built$ into$ the$ very$ structure$ of$ the$

Eurozone$by$the$German$government’s$sole$focus$on$protecting$domestic$business$interests$at$

the$expense$of$their$own$population.$

#

#
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OECD#

The$German$population$has$been$led$to$believe,$over$the$past$decade,$that$they$are$frugal$and$

that$frugal$is$good.$German’s$are$indeed$frugal,$but$not$entirely$by$choice.$This$is$a$perverse$

spin$ on$ the$ real$ situation,$ the$ German$ people$ have$ been$ deprived$ of$ wage$ increases$ and$

therefore$of$consumption$of$goods.$$

(
( (
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German(Banks(and(the(Search(for(Yield(
(

While#many# agree# the# global# economic# crisis# was# triggered# by# a# crisis# in# the# funding# of# U.S.#
structured# securities# backed# by# residential#mortgage# debt,# there# is# little# consideration# of# the#
role# that# banks# in# the# core# economies# of# Europe# played# in# stoking# the# asset# bubble# in# that#
market#and# in#fomenting#unsustainable#expansions#of#debt# in#peripheral#European#economies.#
Without#considering# the# role#of#core#European#banks# in# the#global#economic#crisis#we#are# left#
with#an#incomplete#picture.##
#
As#much#as#the#current#European#crisis#can#be#correctly#viewed#as#a#crisis#of#over7borrowing#in#
the#periphery#it#must#also#be#recognized#as#a#crisis#of#negligent#and#excessive#lending#by#banks#
in#the#core#of#Europe.#Through$this$lens$the$nature$of$the$current$bailouts$becomes$clearer$and$

populations$in$the$core$can$better$understand$why$political$leaders$and$economic$policymaker$

efforts$ are$ less$ about$ a$ transfer$ of$wealth$ to$ the$ periphery$ than$ a$ transfer$ from$ the$ core’s$

public$sector$to$core’s$banks$and$exporters.$

#
By# the# time# the# U.S.# subprime# market# crisis# hit,# European# banks# had# amassed# enormous#
exposures#to#U.S.#subprime#assets.#Deutsche#Bank,#the#4th#largest#issuer#of#these#securities,#had#
helped# spread# these# toxic# assets# throughout# Europe# including# placing#many# of# them# directly#
with#the#state#owned#Landesbanks#that#had#newfound#pressures#to#deal#with.#
Early#in#the#last#decade#the#European#Commission#demanded#the#German#government#remove#
its#guarantees#from#the#Landesbanks.#German#Landesbanks’#cost#of#capital#increasingly#reflected#
the# real# risks# of# ratings# downgradesxiii# because# existing# portfolios# lacked# regional# and# asset#
diversity#and#they#no#longer#received#government#support.#With#a#higher#cost#of#equity#capital#
Landesbanks# had#more# reason# to# reach# for# yieldxiv# in# an# effort# to# support# the# “stand# alone”#
ratings#they#would#likely#garner#when#privatized.#
#
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#
#

With# weak# oversight# by# banking# regulators# German# banks# chased# yield# through# increases# in#
leveraged# lendingxv# into# riskier# assets# including# those# of# U.S.# subprime# securitiesxvi# and#
investments#in#peripheral#economies.##

When$the$US$subprime$market$collapsed$German$banks$had$enormous$exposures$to$losses$on$

these$ subprime$ assets.# By# January# 2008# four# German# state# banks# had# already# amassed# a#
combined# exposure# to# subprime# securities# of# almost# €80#billion.xvii# The# salesmen#of# subprime#
securities#were,#at#best,#amoral#and#the#buyers#were,#at#best,#clueless#to#the#possibility#that#the#
ratings#agencies#might#be#wrong.##
#
Faced$with$seemingly$few$options$and$without$a$full$understanding$of$the$scale$of$the$losses,$

the$German$government$accepted$the$obligation,$on$behalf$of$ their$ taxpayers,$ to$guarantee$

the$ losses$ and$ fund$ the$ recapitalization$ of$ IKB,$ Sachen,$ BayernLB$ and$WestLB.$ To# do# so,# in#
2008,#the#government#set#up#a#€480#billion#financial#market#stabilization#fund.###



   
J 

 
 
 - 11 - 

It$ was$ not$ only$ the$ Landesbanks$ that$ sought$ government$ guarantees$ and$ assistance,$

Commerzbank,$ HypoReal$ and$ HSH$ Nordbank$ and$ others$ also$ required$ various$ forms$ of$

assistance$ from$ German$ taxpayers.# # Subsequently,# the# SofFin# transferred# the# assets# of#
HypoReal#to#a#“bad#bank”,#FMS#Wertmanagement,#to#manage#the#wind7down#of#€176#billion#of#
assets.# While# the# ultimate# amounts# of# losses# to# be# recognized# are# as# yet# unknown,# SofFin#
recently#announced#another#$17.4#billion#(FMS#$12.6#billion)#for#2011.xviii#xix#
#
When#the#focus#shifted#from#the#U.S.#subprime#real#estate#crisis#to#the#unsustainable#peripheral#
EMU# country# debt,# the# German# government# continued# to# perpetuate# the# false# notion# that#
German#banks’#exposure#to#the#U.S.#crisis#was#manageable.##
#
Beyond# the# risks# of# subprime,# a# ‘one# size# fits# all’# rate# structure# created# by# a# single# currency#
further#endangered#the#risk#management#practices#of#German#banks#by#lowering#the#borrowing#
costs#to#peripheral#borrowers#and#thus#providing#opportunities#for#German#banks#and#business#
to#expand#their#reach#into#the#periphery#for#diversification#and#incremental#yield.#By#the#end#of#
2009# French# and# German# bank# exposure# to# Greece,# Ireland,# Portugal# and# Spain# equaled# 16#
percent#and#15#percent#of#GDP,#respectively.xx##
#
German# banking# authorities,# like# banking# authorities# in# most# of# the# world,# chose# to# ignore#
growing#risks#by#allowing#their#banks#to#hold#sovereign#debts#of#weaker#economies#without#any#
consideration#of#the#higher#risks#of#default#that#these#often#underperforming#and#overextended#
economies#posed.#While# the#Basel# Committee# agreements#had#allowed(national# regulators# to#
treat#sovereign#debt#as#a#riskless#asset#they# intentionally# left# the#decision#to#do#so#to#national#
regulatory#authorities#and#the#German#bank#regulators#had#turned#a#blind#eye#to#imprudent#risk#
management.# The# European# Central# Bank’s# easy# money# policyxxi# and# standardized# collateral#
rules,#which#until#recently#treated#all#sovereign#debt#to#the#same#zero#risk#weighting,xxii#further#
incentivized#arbitrage#activity#of#banks#in#the#core#investing#in#higher#yielding#sovereign#debt#of#
peripheral#issuers.##

#
By# June#of# 2010# French# and#German#banks# had#held# almost# 61%,# or# $950#billion,# of# the# $1.6#
trillion# of# Spanish,# Portuguese,# Irish# and#Greek# debt# held# by# banks#within# the# Eurozone.#Only#
$174# billion# of# the# German# and# French# bank# exposures# were# sovereign# obligations# of#
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aforementioned#peripheral#states,#the#balance#were#from#corporate#and#individual#obligations#in#
these#countries.xxiii##
#
As#market#funding#for#troubled#peripheral#governments#and#their#banks#dried#up,#governments#
in#the#core#and#European#leadership#demanded#peripheral#borrowers#and#taxpayers,#rather#than#
core#creditors,#assume#the#risks#even#on#private#obligations.##
#
As#example,#instead#of#perpetuating#the#false#notion#that#German#banks’#had#limited#exposure#
to#Irish#banks#and#then#forcing#Irish#taxpayers#to#support#Irish#bank#debts#that#resulted#in#losses#
to#German#banks#as#creditors,#in#a#manner#inconsistent#with#market#best7practices,#the#German#
government#should#have#demanded#the#orderly#liquidation#of#Irish#bank#assets.#This#would#have#
enabled#the#return#of#some#assets#to#German#banks#and#other#creditors.# #Thereafter,#creditors#
should#have#been#required#to#write#off#any#remaining#uncollectible#debts.##
#
Instead,# Market# participants# increasingly# came# to# an# understanding# that# these# peripheral#
countries,#rather#than#the#German#or#French#banks#or#their#governments,#would#have#to#stand#
behind#these#debts.# Investors#began#to#flee#both#the#bank#debt#and#the#sovereign#debt#of#the#
peripheral#economies.# #As#a# result,#over# the#past# few#years,#and#more#significantly# in# the#past#
year,# problems# in# these#peripheral# economies#have# led# to# large# scale#deposit# flight# as# foreign#
investors#and#domestic#populations#moved#their#deposits#out#of#peripheral#banks#and# into#the#
core#banks#of#France,#Belgium#and#Germany.xxiv##
#

#
#
Consequently,# capital# flowed# from# the# periphery# into# ‘safe7haven’# German# and# French# banks#
and#governments,#to#the#benefit#of#these#core#countries.#
#
By#pushing# for#government#guarantees#of# troubled# institutions#European# leadership#continued#
to#pretend# the#crisis# confronting#banks#and# the#sovereigns# themselves# resulted# from#a# lack#of#
liquidity.# If# liquidity# was# really# the# underlying# problem,# the# argument# follows# that# providing#
sufficient# liquidity# would# allow# funding# channels# to# normalize# and# losses# to# be# avoided.#
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Unfortunately,#with#all#of# the#support#and# liquidity#offered#by#the#ECB#and#various#emergency#
programs# this# has# not# proven# to# be# the# case.# If,$ however,$ the$ underlying$ belief$ of$ European$
leadership$is$incorrect$and$the$problems$are$problems$of$insolvency$rather$than$liquidity$then$

these$guarantees$will$result$in$real$losses$to$taxpayer$in$each$guaranteeing$country.$

#
While# the# “troika”# has# required# several# countries# to# stand# behind# the# obligations# of# their#
domestic#banks,#current#negotiations#surrounding#a#€100#billion#package#to#support#the#Spanish#
banking# system# suggest# a# possible# reversal# of# this# approach.# These# reversals# may# be# a# step#
toward# either#mutualization# of# debt# and# a#willingness# of# the# ECB# to# regulate# and# recapitalize#
European# banks.# Still,#many# voices#within# the#German# government# continue# to# oppose# these#
changes#without#clearer#centralized#fiscal#agreements#from#member#countries.#
$

Recently,$ ECB$ leadership$has$pressed$ for$ lenders$ to$accept$ losses.
xxv
$ Even$ though$ these$ calls$

were$ rejected,$ the$ increasing$ stresses$ in$ the$ Eurozone$ and$ ongoing$ failure$ of$ the$ German$

government$ to$ properly$ regulate$ or$ even$ recognize$ the$ risks$ of$ their$ poorly$ performing$and$

overleveraged$banks$ suggest$ that# at# some#point# the$German$public$may$again$be$ forced$ to$

massively$ subsidize$ Germany’s$ banks.# This# outcome# will# occur# if# either# German# banks# are#
forced#to#accept#losses#or,#on#the#other#hand,#there#is#an#agreement#to#mutualize#debt#without#
the#ECB#becoming#the#regulator#and#source#of#funds#for#the#recapitalization#of#European#banks.##
Profitability# of# the# German# banks,# regardless# of# whether# they# are# Landesbanks,# savings#
institutions#or#commercial#banks,# is# low#when#compared# to# their#European#peers.xxvi#Deutsche#
Bank,# as# example,# is# 40%# larger# than# it#was# in# 2006# and# is# now# 80%# as# large# as# the#German#
economy.#Though#the#company#distorts#their#leverage#ratio#by#netting#out#derivative#exposures#
(“target# definition”)xxvii,# their# leverage# ratio# (assets# to# Tier# 1# capital)# is# close# to# 40x,#Deutsche#
Bank#is#now#almost#50%#more#leveraged#than#Lehman#was#when#it#failed.#
#
If$ one$ looks$ at$ the$ relative$ exposures,$ loss$ provisions$ and$ leverage$ of$ the$ German$ banking$

sector,$German$taxpayers$have$rational$basis$for$concern.
xxviii

$$

#
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# #
$

Simply$ put,$ regardless$ of$ the$ path$ that$ European$ leaders$ pursue$ to$ manage$ the$ crisis,$ the$

public$ cost$ of$ supporting$ the$German$ banking$ sector$ is$ likely$ to$ be$ extraordinary.# The# least#
costly#outcome#will#only#result#from#an#honest#accounting#of#the#exposures.#Rather#than#relying#
on#the#kick7the7can#and#hide7the7ball#approach,#Germany#must#consider#the#increased#costs#to#
German# banks# and# their# export# customers# if# Greece,# Portugal,# Ireland,# Spain,# Italy# choose# to#
default.# Careful# consideration#of# these# costs#will# help#move# the#German#popular# view# toward#
the# intended# burden# sharing# originally# envisioned# in# the# Maastricht# Treaty’s# economic# and#
monetary#union.$
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#
#
As# Karl# Otto# Pohl,# former# head# of# the# German# Bundesbank# pointed# out,# the# 2010# rescue#
package#for#Greece#“was#about#protecting#German#banks,#but#especially#the#French#banks,#from#
debt#write#offs.”#xxix#The#losses,#to#which#German#and#French#banks#could#be#exposed,#result#less#
from#funding#of#peripheral#sovereign#borrowers#than#peripheral#households#and#private#sector#
borrowers.# By# the# end# of# 2008# only# 17%# Spanish# external# debt# was# government# debt,# in#
Portugal#that#number#was#26%#and#in#Greece#it#was#53%.xxx#

#
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Several#sources#of#funding#stress#induced#by#capital#flight#from#peripheral#banking#systems#are#
slowly#spreading#to#Germany.#Perhaps#this# is#due#to#an# increased#understanding#of#Germany’s#
necessary#and#significant#role#in#funding#the#stabilization#of#the#Eurozone.##Moreover,#there#is#an#
increasing# awareness# that# the# problems# of# peripheral# borrowers# ultimately# may# reside# with#
German#lenders.#
#
Since# the# beginning# of# the# global# crisis# cross7border# claims# on# banks# have# contracted#
dramatically.# In# its#most# recent#quarterly# report,# the#Bank# for# International#Settlements#noted#
that#cross7border#claims#on#banks#in#the#Euro#area#fell#$364#billion#dollars,#representing#57%#of#
the#global#contraction#in#cross7border#claims.#Where#these#contractions#were#more#pronounced#
in# the# peripheral# banks,# foreign# banks# are# now# reducing# exposures# to# the# German# banking#
sectorxxxi#and#thus#raising#funding#risks#to#German#firms.##
#
In# early# June,# in# the#wake# of# an# ECB# interest# rate# cut# several# U.S.# firms,# including# JPMorgan,#
BlackRock#and#Goldman#Sachs#announced#they#were#no#longer#accepting#new#money#for#several#
European#money7market#funds#given#that#the#rate#cut#“will#almost#certainly#move#cash#bids# in#
short7dated# instruments# into# negative# territory,# and# so# we# have# taken# the# step# to# restrict#
subscriptions# and# switches# into# the# funds# in#order# to#protect# existing# shareholders# from#yield#
dilution.”xxxii##
#
By#their#nature#most#money#market#funds#are#invested#in#short#term#liabilities#of#sovereigns#or#
banks.#Banks#typically#fund#with#short7term#liabilities,#including#these#short7term#debt#issuances#
or# demand# deposits.# Banks# then# use# short7term# funds# to# make# loans# or# investments.# A#
reduction#in#the#willingness#of#money#market#funds#to#invest#in#the#short7term#debt#of#European#
banks# represents# a# reduction# in# available# funding# and# creates# an# increased# risk# of# liquidity#
problems# if# depositors# demand# their# money# or# money# market# funds# choose# to# withdraw#
funding#of#these#debts#through#redemptions.##
#
Barring# new# central# bank# support,# if# banks# lose# access# to# short7term# debt# markets# and# face#
redemptions,# this# will# trigger# the# liquidation# of# longer7term# investments,# leading# banks# to#
realize# losses# or# to# fail# to# honor# redemption# requests.# As#we# saw# in# 2011,#when# investors# in#
money#market#funds#grew#concerned#about#money#market#funds’#exposure#to#European#banks,#
the#withdrawal#of#liquidity#or#willingness#to#fund#only#shorter#and#shorter#durations#exacerbated#
the# problems# faced# by# European# banks.# Moreover,# as# demonstrated# by# Chernenko# and#
Sunderamxxxiii#these#impacts#pose#a#risk#to#funding#other#non7financial#firms#in#the#region.#
#
The# closure# of# these# funds# to# new# investors# appears# likely# to# cap# the# short7term# funding# for#
German#banks.# In#a#worse#outcome,# if#money#market#fund#investors#become#concerned#about#
their# funds# exposures# to# German# banks,# these# same# investors# might# actually# reduce# bank#
liquidity,# leading# to# spillover# effects#which# compromise# the# ability#of# banks# to# invest#or#make#
new# loans.# Banks# are# among# the# largest# purchasers# of# sovereign# debt,# and# more# recently#
German# sovereign# debt.# This,# coupled#with# BlackRock# and# PIMCO# becoming# net# sellersxxxiv# of#
German#bunds,#increases#the#possibility#of#funding#problems#soon#impacting#core#German#banks#
and# bond# markets.# # Incremental# movements# away# from# German# assets# are# not# limited# to#
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German#bank#obligations,#official#and#private#sector#investors#are#increasingly#diversifying#away#
from#German#bunds#as#well.#
#
In#the#recent#past,#due#to#the#Swiss#National#Bank#(SNB)#pegging#their#currency#to#Euros#at#1.20,#
the#SNB#would#buy#German#Bunds.#This#relationship#was#evident#in#market#prices.#This#appears#
to#no#longer#be#the#case#as#evidenced#by#a#recent#SNBxxxv#release.##
#
SNB#policy#is#to#maintain#EUR#exposure#at#around#50%;#however,#it#appears#the#SNB#has#recently#
scaled#back# its#EUR#position#and# is#now#likely#to#be#rebalancing#their#exposuresxxxvi# toward#the#
British# pound,# Australian# dollar,# Swedish# krona,# Norwegian# krone# and# Singapore# dollar.# Even#
with# regard# to# their#euro#exposures# it# is#being# suggested# that# that# the#SNB#may#no# longer#be#
buying#German#Bunds# and#may# be#moving# toward# short7term#Dutch# paperxxxvii# in# an# effort# to#
reduce#the#duration#of#their#foreign#securities#portfolio#below#the#current#4#years.#Recently,#as#
the#Bundesbank’s#release#of# its#May#balance#sheet#suggests,#even#Germany#herself#appears#to#
be#focused#on#reducing#exposures#to#Europe.xxxviii##
#
It# is# unclear# whether# these# incremental# reallocations# away# from# the# German# Bund# and# the#
Eurozone# to# other# assets# will# result# in# a# full7blown# liquidity# run.# What# is# clear# is# that# the#
essentially# risk7free# rate# at# which# the# German# government# has# recently# been# able# to# issue#
appears# to# have# been# supported# not# by# German# fundamentals# but# rather# by# the# “flight# to#
safety”# movements# of# bank# deposits,# central# bank# allocations# and# institutional# reallocation.$
According#to#recent#analysis,#German#107year#yields#should#be#almost#twice#their#current#level#or#
around#2.4%.xxxix##
#
Posing#further#and#longer#terms#risks#is#the#possibility#that#Chinese#authorities#may,#in#the#next#
few#years,#allow#global#central#bankers#to#further#diversify#their#reserves#by#acquiring#reserves#in#
the# onshore# CNY# bond# market,# a# market# that# is# bigger# than# the# German# or# British# bond#
markets.xl##
#
Looking$at$ the$credit$default$ swaps$chart$below$ (CDBR1U5),# it$ is$ clear$ that$markets$and$ the$

German$ people$ are$ coming$ to$ the$ realization$ Germany$ will$ ultimately$ bail$ out$ a$ large$

peripheral$government$or$its$banks,$or$risk$exposure$to$a$more$costly$outcome$–$the$breakup$

of$ the$ monetary$ union.# While$ the$ ability$ to$ price$ the$ ultimate$ costs$ of$ any$ of$ these$

eventualities$ is$ impossible,$German$bonds$clearly$do$not$reflect$the$burden$of$costs$to$which$

the$Germans$are$already$committed$or$the$costs$of$a$resolution.##
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#

#
Source:#Bloomberg#
#
Accordingly,# one# must# consider# the# prospect# that,# with# no# movement# toward# a# resolution,#
Germany’s# recent# easy# access# to# global# capital# could# reverse,# leaving# the# country# unable# to#
manage# its# own# costs# or# play# a# constructive# role# in# the# resolution# of# the# Euro7crisis.# As# the#
Delors#report#pointed#out#so#many#years#ago:#
#

“Experience(suggests(that(market(perceptions(do(not(necessarily(provide(strong(
and(compelling(signals(and(that(access(to(a( large(capital(market(may(for(some(
time(even( facilitate( the( financing(of(economic( imbalances.(Rather( than( leading(
to( a( gradual( adaptation( of( borrowing( costs,( market( views( about(
creditworthiness(of(official(borrowers(tend(to(change(abruptly(and(result( in(the(
closure(of(access(to(market(financing.(The(constraints(imposed(by(market(forces(
might( either( be( too( slow( and( weak( or( too( sudden( and( disruptive.( Hence(
countries( would( have( to( accept( that( sharing( a( common( market( and( a( single(
currency(area(imposed(policy(constraints”(–(Delors(Commission(Report(xli(

( (
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Germany:(Both(Feet(Already(in(the(Pool(
(

While$ future$ costs$ of$ German$ taxpayer$ support$ for$ the$ German$ banking$ industry$ are$

important$ considerations,$ the$ obligations$ the$ German$ government$ has$ already$ assumed$ in$

management$of$the$crisis$are$more$responsible$for$the$increasing$costs$of$German$CDS.$$

$

There# is# neither# a# clear# path# toward# resolution# of# this# crisis,# nor# is# there# the# political# will#
necessary# to# take# decisive# steps# to# meaningfully# manage# the# integration# of# Eurozone#
economies,#banking#systems#and#fiscal#systems.#Since#Germany#has#already#committed#itself#to#a#
massive#series#of#commitments#tied#to#the#current#“kick#the#can”#approach,#it#is#unable#to#effect#
a#more#orderly#withdrawal#of#EMU#members.##
#
The# lack# of# transparency# and# lack# of# clarity# concerning# the# funding# mechanisms# for# certain#
programs#make#it#difficult,#if#not#impossible;#to#fully#assess#the#commitments#that#Germany#has#
already# accepted.#Moreover,#with# no# explicit# or# consistent# disclosure,# little# information# exists#
regarding#the#netting#of#TARGET2#exposures.##This#lack#of#disclosure#increases#the#uncertainty#of#
cost#estimates#of#a#default#by#one#or#more#members.##Additionally,#there#is#greater#uncertainty#
with#regard#to#the#severity#of#loss#in#the#event#of#a#breakup#of#the#EMU.#Below#we#have#offered#
what#we#believe#is#a#reasonable#initial#analysis#of#claims#to#date.#
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The(Least(Costly(Solution(is(Costly(
(

With#the#crisis#continuing#to#unfold#and#tensions#continuing#to#rise#between#European# leaders#
about#the#most#acceptable#path#forward,#the#most#basic#truth#is#that#the#crisis#is#today#a#political#
crisis#more#than#an#economic#one.#The#political#divide#between#the#north#and#south#of#Europe#
stems# from# diverging# views# between# those# who# seek# to# complete# the# Delors# Commission’s#
vision#of#creating#a#full#union#and#nationalist#interests#who#view#a#union#as#too#costly#to#national#
interests.##
#
Perhaps,$through$the$fair$assessment$of$the$imbalances$built$into$the$structure$of$the$EMU$at$

its$ beginning$ it$ may$ become$ more$ clear$ that$ Germany’s$ economic$ performance$ since$ the$

creation$ of$ the$ EMU$ provided$ significant$ benefits$ to$ German$ business$ relative$ to$ both$ the$

other$members$of$the$Eurozone$and$even$relative$to$the$German$people.$$

$

Regardless$ of$ the$ outcome$ of$ the$ crisis,$ it$ is$ an$ unfortunate$ reality$ that$ the$ structural$

imbalances$that$provided$many$of$these$benefits$will$require$repair,$with$at$least$some$of$the$

costs$borne$by$the$German$people,$again.#The#politics#preventing#any#meaningful#resolution#are#
being#made#more#difficult#by#“Euro#skeptics”#xlii#within#Germany#who#argue#that#Germany#should#
not#be#held# responsible# to#bear# the# costs#of# “bailing#out”# the#periphery.#Unfortunately,# these#
skeptics# ignore# the# reality# that# the# costs# to#Germany#of# a# collapse#of# the#Euro#project#will# be#
higher,# in#economic,# social#and#political# terms,# than# the#mutualization#and#harmonization#of#a#
Union.#Unfortunately,$with$a$lack$of$political$leadership$willing$to$provide$the$German$people$

with$an$accounting$of$the$relative$costs$of$each$outcome,$because$they$are$all$quite$costly,$the$

costs$are$rising$and$the$political$lines$becoming$more$complicated.$

#
The#most#likely#outcomes#from#here#can#be#broadly#characterized#as#follows:#
#

! A(full(collapse(of(the(European(Monetary(Union;(
(

! The( exit( of( one( or( more( southern( EMU( members( so( that( they( could( be( free( of( the(
constraints( of( a( single( currency( and( devalue( their( new( currency( in( an( effort( to( regain(
competitiveness;(
(

! The(exit(of(one(or(more(northern(EMU(members( to(protect( their( fiscal(position(and( to(
allow(the(remaining(members(to(revalue(the(single(currency;(
(

! A( continuation( of( kickCtheCcan( policies( where( individual( problems( are( addressed( in(
piecemeal(form(with(no(overarching(solution;(
(

! Mutualization(of(debts(and(movement(towards(an(eventual(financial,(political,(and(fiscal(
union.(

#
#
#



   
J 

 
 
 - 22 - 

Break#it#up#–#A#Full#Collapse#of#the#EMU#
#
If#the#European#Monetary#Union#collapsed,#either#by#choice#or#a#domino#effect#of#one#or#more#
members#leaving,#the#implications#would#be#dire#for#Germany.##
#

#
#
While#Germany#might#see#an#immediate#inflow#of#capital#seeking#the#relative#safety#of#the#new#
Deutsche#Mark,# it# is# likely# these# benefits# will# be# fleeting.# # A# severe# domestic# slowdown# will#
result#in#either#a#further#migration#of#assets#from#Germany#to#non7Euro#economies,#or#cause#an#
increase#in#yields#on#German#bunds.##
#
In# this# situation#Germany#would#have#a#difficult# time#maintaining#exports#as# the#currencies#of#
trading# partners# devalued# and# German# goods# became# more# expensive.# According# to# the#
Bundesbank,# in# 2010# German# companies# sold# €218# billion# of# goods# to# Italy,# Spain,# Portugal,#
Greece,# Ireland# and# Cyprus.# That# same# year,# Germany’s# foreign# direct# investment# into# these#
countries# totaled# €90# billion.xliii# According# to# a# once# secret# analysis# prepared# by# the# German#
Finance#Ministry,#the#loss#of#exports#and#tax#revenues#would#result,#in#the#first#year#alone,#in#a#
ten7percent#contraction#in#the#economy#and#an#unemployment#rate#above#10%.xliv##
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#
#
Apart#from#the#impact#on#German#exporters,#the#large#international#German#banks#will#grind#to#
a# standstill# as# counterparty# defaults# will# almost# certainly# require# the# German# government# to#
stabilize#them.#An#analysis#by#Credit#Suisse#estimates#that#under#such#a#scenario#Deutsche#Bank#
would#suffer#a#€35#billion#capital#shortfall.#Even#if#it#were#possible#to#avoid#that#likely#outcome,#
Deutsche#Bank#alone#has#€30#billion# in#direct#credit#exposure# to# Italy#and#Spain.#This#analysis,#
however,#fails#to#assess#the#correlation#on#related#indirect#exposures.#Furthermore,#according#to#
this#same#analysis,# insurer#Allianz#holds#€31#billion#of# Italian#government#bonds#on#which#they#
will#take#significant#losses#if#the#Italians#choose#to#default#in#full#or#in#part.#
#
Under# this# scenario# it# is# unlikely# Germany# will# see# full# repayment# of# monies# transferred# in#
support#of#stabilization#programs#to#date.#The#likely#result#would#be#default#or#a#severe#haircut.#
The#German#Bundesbank#will# also# recognize# several#hundred#billion#Euros#of# loss#on# their#net#
exposures#to#the#TARGET2#system.#While#some#argue#that#the#Bundesbank#could#merely#replace#
these# losses# on# their# balance# sheet,# doing# so# would# result# in# damage# to# the# credibility# of#
Germany’s#central#bank.# #This#will#place#Germany# in# the#unenviable#position#of#considering# its#
own#devaluation.##
#
Beyond# the# ensuing# fiscal# and# economic# apocalypse,# as# well# as# the# attendant# societal# costs,#
there#will#be#considerable#uncertainty#regarding#nearly#all#domestic#and#cross7border#contracts#
written#in#the#past#15#years,#as#the#terms#are#all#denominated#in#Euros.#
#



   
J 

 
 
 - 24 - 

This# possible# outcome# it# is# clearly# the#most# costly# and#must# be# prevented# at# all# costs# or# the#
sizable#German#economy#with#its#significant#trade#balances#and#highly#leveraged#banking#system#
will#become#the#largest#loser#in#Germany,#decimating#the#German#Treasury.##
(
Somebody#leaves#
#
It#is#difficult,#if#not#impossible#to#properly#estimate#the#ultimate#costs#of#any#country’s#exit#from#
the#EMU#or#the#knock#on#effects#on#trade,#bank#losses,#unemployment#and#tax#receipts.#There#
have,# however,# been# some# attempts# to# calculate# the# losses# that#would# be# generated# just# on#
exposures#to#existing#programs.##
#
Earlier#this#year#Eric#Dor,#head#of#research#at#the#IESEG#School#of#Management#in#Lille,#offered#
several#reports#assessing#the#possible#costs#of#a#Greek#exit.xlvxlvi#In#his#analysis,#Dor#suggests#that#
if# Greece# exits# and# it# therefore# unable# to#make# payments# on# existing# obligations# the# cost# to#
Spain#might# reach# €39# billion.# These# losses#will# certainly# complicate# an# already# Spanish# debt7
financing# environment# and# result# in# demands# for# further# EMU# support# for# Spain# itself,# even#
though#Dor#does#not#directly#consider#this#point.##
#
Even# without# considering# these# knock7on# effects# or# the# risk# that# they# lead# to# a# larger# crisis#
threatening#a#full#collapse#of#the#EMU,#Dor#offers#a#reasonable#assessment#of#the#likely#costs#to#
Germany#and#France#of#a#Greek#exit#(chart#below).#Dor#suggests#his#estimated#losses#are#“upper#
bound”#losses,#though#it# is#possible#that#a#Greek#devaluation#could#reach#70%,#rather#than#the#
50%#he#posits.##
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# #
#
While# Dor’s# analysis# appears# reasonable,# it# does# not# attempt# to# estimate# the# impact# on#
Germany# or# France# resulting# from# declines# in# trade# or# support# of# domestic# banks.# Greece#
represented#only#2.3%#of#Euro7area#GDP#in#2011,#leading#one#to#believe#the#impact#is#likely#to#be#
manageable.##
#
Again,#without# consideration# of# either# a# domino# effect# that# could# result# from# the# exit# of# one#
weak#country#on#other#weak#economies#ability#to#avoid#exit#and#default#or#the#collateral#damage#
these#exposures#are#still#large#and#will#continue#to#grow.#After#all,#there#has#been#no#resolution#
to#the#Greek#economic#problems,#nor#any#solution#to#their#financing#gap.##
#
This#is#particularly#troubling#given#Spain#and#Italy’s#massive#and#unresolved#debt#funding#needs.#
If# one# considers# that# Spain# represents#11.5%#and# Italy#16.8%#of# European#GDP,# the#particular#
distress#of#the#Spanish#banking#system#(and#their#greater#interconnectedness#to#Germany’s#and#
France’s#banking#sectors)#the#€90#billion#dollars#that#Germany#would#likely#suffer#on#a#Greek#exit#
should# provide# clearer# lens# through# which# to# consider# the# potential# costs# and# impacts# on#
German#debt#that#an#Italian#or#Spanish#exit#from#the#EMU#would#represent.#
#
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In#addition#to#the#incremental#costs#of#saving#their#own#banks,#these#costs#will#add#to#the#more#
than#half#a#trillion#Euros#of#obligations#Germany#has#accepted#to#date.#
#
Muddle#Through#/#Kick#the#Can#
#
Thus#far,#to#date#the#European#approach#to#the#crisis#has#been#of#one#of#waiting#for#a#funding#
crisis# in# a# peripheral# market# and# then# cobbling# together# an# approach# acceptable# to# the#
consensus# of# European# leaders.# Depending$ on$ the$ analysis$ used,$ this$ flawed$ approach$ has$
already$cost$German$taxpayers$more$than$€500$billion.#As#the#European#parliament#correctly#
noted:#“The#muddling7through#approach#European#politicians#have#chosen#to#“solve”#the#euro#
debt#crisis#has#failed#to#tackle#the#fundamental#problems#of#competitiveness#and#other#types#of#
economic#divergence#within#the#monetary#union.”#xlvii#

(
“But(even( if(governments(made(ultimately(optimal(decisions,( the(noise(around(
the(decision(making(process(will(raise(the(cost(of(a(bailout(more(than(it(would(be(
if( the( decision( making( authority( were( centralized( at( the( level( of( a( European(
economic( government.( A( centralized( European( economic( government( could(
minimize(these(costs(by(eliminating(collective(action(problems(and(reducing(the(
noise( and( uncertainty( in( the( bailout( process.( By( contrast,( the( cost( of(
decentralized( governance( shows(up( in( the( high( yield( differentials( on( sovereign(
debt(between(deficit(countries(and(the(benchmark(German(Bund,(in(the(need(for(
larger(bailouts(and( the(higher( risk(of(bank( failure.( It( follows( that(a( centralized(
macroeconomic( government( is( in( the( interest( of( all( European( tax( payers,( as( it(
reduces( the( cost( of( bailouts( and( risks( of( defaults( and( bank( crises( (Collignon, 
Esposito and Lierse).”(xlviii(
(

The#general#premise#of# this#statement# is#quite#correct#but# it#misses#the# implicit# risk# in# its#own#
logic,#namely#that#the#longer#it#takes#to#come#to#a#centralized#solution#the#greater#the#risk#that#
investors# begin# to# recognize# that# the# incremental# increases# in# the# costs# of# a# solution# will#
translate# into#a#higher#cost#of#funding#not#only#for#peripheral#economies#but#for#Germany#and#
for#its#highly#exposed#banking#system.#
#
To# date# slow,# ineffectual# and# fundamentally# flawed# responses# have# failed# to# address# the#
immediate#and#intended#needs#of#the#EMU.#The#programs#designed#to#fight#the#peripheral#bank#
and#funding#problems#are,#due#the#political#nature#of#their#design,#either#inadequate#to#the#task#
–#such#as#the#not#yet#ratified#and#controversial#€500#billion#European#Stabilization#Mechanism#
which#would#theoretically#address#the#nearly#€1.5#trillion#funding#needs#of#Italy#and#Spain#(not#
to#mention#other#countries#needs)#–#or,#like#the#EFSF,#partial#solutions#that#risk#creating#a#run#on#
even#those#economies#seen#as#fiscally#strongest#and#most#resilient.xlix#l#

(
As#Benjamin#Franklin#observed#“time#is#money.”#Each#day#European#leaders#waste#arguing#over#
the#structure#of#a#banking#union,#debt#monetization,#fiscal#compact#and#the#relative#balance#of#
necessary#stimulus#or#austerity,#is#another#day#for#market#participants#to#find#reason#to#pull#back#
from#the#funding#of#European#assets,#thereby#increasing#the#ultimate#costs#of#any#solution.##
#
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This# approach# will# likely# result# in# the# EMU# moving# toward# disorderly# debt# workouts#
accompanied#by#the#secession#of#one#or#more#members,#bringing#us#full7circle#and#leading#once#
again#to#the#most#costly#outcome.#
#
Decisive#agreement#on#a#union#
#
In#the#past#two#weeks#reasonable#discussions#regarding#a#decisive#solution#have#occurred#within#
political#circles.”#li#A#broad,#but#timely#commitment#to#full#unification#will#be#a#giant#step#toward#
the#least#costly#solution.##
#
The#creation#of#a#banking#union#under#the#supervision#of#the#ECB#would#provide#a#mechanism#
for# the# ECB# to# provide# liquidity# to# solvent# institutions# and# begin# the# orderly# resolution# of#
fundamentally#insolvent#institutions.##An#ECB#supervised#banking#union#will#also#provide#support#
for#the#troubled#sovereign#debt#obligations#of#those#institutions#as#the#EMU#moves#toward#the#
fiscal# compact# that# would# support# mutualization# of# Eurozone# sovereign# debts.# Moreover,#
discussions# of# a# deposit# insurance# scheme# for# banks# within# the# EMU,# while# not# new,lii# will#
support#the#separation#of#bank#debt#from#sovereign#debt.#
#
It$is$plain$to$see$domestic$politicians$and$technocrats$are$choosing$not$to$inform$the$German$

public$of$the$relative$costs$of$the$possible$outcomes$and$the$risks$these$outcomes$pose$to$the$

global$economy.$Furthermore,$ rather$than$advise$their$population$of$ the$ultimate$costs$ they$

would$ bear$ from$ a$ failure$ and$ the$ necessary$ bailouts$ that$ would$ be$ required$ for$ of$ their$

largest$financial$institutions,$German$politicians$and$technocrats$continue$to$support$the$Euro$

skeptics’$false$narrative$placing$the$burden$of$bailing$out$the$periphery$on$the$German$people.$$

Once$ again,$ as$ evidenced$ by$ Wolfgang$ Schaeuble’s$ recent$ comments,
liii
$ the$ German$

government$ is$ risking$ the$ economic$ future$ of$ Germany$ by$ failing$ to$ embrace$ a$ realistic$

solution,$which$will$limit$the$ultimate$costs$to$the$German$people.$$The$longer$this$crisis$goes$

unresolved$the$greater$the$risk$the$German$people$will$bear$the$brunt$of$a$Eurozone$collapse.##
( (



   
J 

 
 
 - 28 - 

Conclusion(
(

As#detailed# in# this# paper,# the#problems#underlying# the# current# crisis# in# the#Eurozone# reflect# a#
series#of#structural# imbalances#built# into#the#European#Monetary#Union#at# its# inception.#These#
imbalances# are# the# direct# result# of# the# costs# associated#with# the#German# reunification# at# the#
time# of# entry# into# the# EMU,# unfair# labor# practices# which# resulted# from# social# dislocations#
resulting# from# the# reunification,# structural# changes# in# the#German#guarantees#of# the# formerly#
state# owned# Landesbanks# and# incentives# to# arbitrage# the# weaker# access# to# markets# that#
borrowers#in#the#periphery#faced.#
#
Germany’s# dominance# in# the# past# several# years# stemmed# not# from# fundamental# increases# in#
productivity,#but#rather#from#wage#concessions#forced#upon#its#workers#and#a#desire#to#replace#
weaker#domestic#demand#with#exports.#
#
Regardless$ of$ how$ the$ crisis$ is$managed,$ German$ taxpayers$will$ again$ be$ called$ to$ provide$

significant$ amounts$ of$ taxpayer$ support$ for$ its$ resolution.# The$ unwillingness$ of$ German$

politicians$and$business$ leaders,$as$well$as$of$Eurozone$leaders,$to$support$a$full$detailing$of$

these$costs$are$resulting$in$increasing$levels$of$political$tension$and$are$becoming$an$obstacle$

to$ the$ least$ costly$ solution$ for$ German$ taxpayers.#When$German$ taxpayers$ understand$ the$

crisis$ is$ one$ caused$ by$ German$ lenders$ and$ exporters$ they$ will$ likely$ accept$ the$ less5

burdensome$ hardships$ of$ taking$ least$ costly$ path$ –$ specifically,$ the$ creation$ of$ a$ complete$

fiscal,$financial$and$economic$union.##
#
In$ order$ to$ avoid$ the$ most$ costly$ scenario,$ German$ politicians$ must$ detail$ and$ take$ the$

necessary$ steps$ to$ mitigate$ the$ cost$ to$ German$ taxpayers.# # Unfortunately,$ if$ Germany$

continues$ to$see$weaker$demand$ for$ its$bank$debt$and$government$bonds,$ there$may$be$no$

possible$outcome$other$than$the$most$costly$one$for$taxpayers.$

$

$ $
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#

47 Past#performance#should#not#be#taken#as#an#indication#or#guarantee#of#future#performance,#and#no#representation#or#
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