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The ECB as Lender of Last Resort: Banks versus Governments

Abstract

With the OMT program the ECB has de facto taken over the role as a
lender of last resort (LoLR) for euro area governments. While this has
been welcomed by some, many policymakers and economists, in
particular in Germany, have strongly criticized the ECB for taking this
step, even though it has been motivated by the same monetary policy
considerations as the ECB’s role as a LoLR for banks. This paper
addresses four arguments that are used to explain why it is acceptable to
have the ECB as a LoLR for banks, while a LoLR role for governments
has to be rejected. Overall we find that the arguments fail to convince. At
the same time, all of them suggest that decisive steps towards fiscal and
banking union are needed for the ECB to act as a successful LoLR for
governments in the medium and long term.

Key words: lender of last resort, central banking, monetary union

JEL classification: E52, E58, F36

Contact:

Adalbert Winkler

Professor fiir Development Finance
Leiter Centre for Development Finance
Frankfurt School of Finance & Management gemeinniitzige GmbH
Sonnemannstrasse 9-11

60314 Frankfurt am Main

Deutschland / Germany

Tel: +49 69 154008 - 776

Fax: +49 69 154008 - 4776
a.winkler@fs.de



1. Introduction®

The survival of the euro has been the most hotly debated topic in monetary economics
over recent years. In Germany? the debate even reached the Constitutional Court,
when several economists as well as representatives of the ECB and the Bundesbank
exchanged arguments in the ESM/ECB hearings of the Bundesverfassungsgericht.® In
essence, the OMT controversy is a debate on whether the ECB should assume the role
of a lender of last resort (LoLR), (historically speaking the raison d’étre of central
banks (Goodhart 1988)), not only for banks but also for governments. As is well
known, in the global financial crisis the ECB performed the role of a LoLR for banks,
mainly via the full allotment policy. This policy met substantially less resistance
among economists and the general public, than has the OMT, even though the OMT
addresses the same monetary policy challenge — a disruption of the monetary policy
transmission mechanism — as the full allotment policy. Indeed, as argued in Winkler
(2014), it is inconsistent to apply ordo-liberal economic reasoning in making the case
against the OMT and the ECB’s role as a LoLR role for governments (Deutsche
Bundesbank (2012), Fuest (2013), Konrad (2013), Sinnn (2013), Weidmann (2013b),
but implicitly disregarding ordo-liberal views when the ECB performs the role of a
LoLR for banks.

Against this background, this paper tackles the question whether there might be good
reasons that justify a position accepting the LoLR logic for banks, i.e. for the inter-
bank market, but rejecting it for governments, i.e. sovereign bond markets. Some of
these arguments were debated in the Constitutional Court, others have been put
forward in the public debate on whether the ECB’s LoLR role should be limited to
banks (Issing 2013b*) or applied to governments as well (De Grauwe 2011a,b,

! This is a substantially revised version of Section 5 of the Frankfurt School Working Paper 206 “Der
lender of last resort vor Gericht”” which was published in German in autumn 2013 (Winkler 2013a).
Moreover, it follows up on Winkler (2014). | thank Ulrich Bindseil and Charles Goodhart for helpful
comments and suggestions.

2 The peculiarity of the German debate on the euro crisis is taken up by llling et al. (2012) and Winkler
(2013Db).

® On 7 February 2014 the German Constitutional Court handed the case to the European Court of
Justice (ECJ). However, in its decision (BVerfG 2014) the Court majority clearly communicates that it
considers the OMT as a violation of the ECB’ mandate. It reaches this conclusion by endorsing the
economic arguments made by Deutsche Bundesbank (2012), Fuest (2013), Konrad (2013), Sinn (2013),
and Weidmann (2013b). Concretely, the Court majority argues that the OMT has characteristics —
conditionality, selectivity, parallelism with fiscal/economic policy, circumvention of fiscal/economic
policy, (unlimited) volume, market price, market logic (free market), default risk, no preferred creditor
status, incentivizing market participants to purchase bonds on primary market — that disqualify the
program as a monetary policy measure. Instead, the OMT is seen as a fiscal or economic policy
instrument. Since fiscal and economic policies are prerogatives of the member states, the ECB exceeds
its powers. In addition, the OMT violates the prohibition of monetary financing. Finally, in referring
the case, the German court merely asks the ECJ whether it agrees in regarding the OMT as a non-
monetary policy measure and as a violation of the monetary financing prohibition. Thus, in any case,
the final ruling on whether the OMT violates the German constitution will be made in Karlsruhe.

* Issing (2013b) explicitly refers to Bagehot (1873) when making his case that a central bank should
operate as a LoLR for banks only. However, this interpretation is inconsistent with Bagehot’s view
according to which “the holders of the cash reserve must be ready not only to keep it for their own



Winkler 2011, Buiter and Rahbari 2012, De Grauwe 2013).> Concretely, we address
four arguments that have been used to explain why it is acceptable to have the ECB as
a LoLR, while a LoLR role for governments has to be rejected, even though the lender
of last resort logic runs counter to fundamental ordo-liberal principles for banks as
well. The arguments run as follows:

1. As a LoLR for governments the ECB lacks a fiscal backstop which would
allow it to play this role successfully.
2. The LoLR is the right policy instrument in an acute, short-term crisis

situation. Such a situation arose in the months after the collapse of Lehman
Brothers. The euro crisis, on the other hand, has been dragging on for
years, and thus the LoLR role is not appropriate.

3. The example of the United States shows that a currency area does not need
a LoLR for its sub-states.
4. Economic history, particularly in Germany, shows that central bank

purchases of sovereign bonds ultimately always cause inflation.

The paper is structured in sections that discuss these arguments one by one. Overall
we find that the arguments fail to convince in defending a position that the ECB
should act as a LoLR for banks only. Instead, they suggest that the ECB needs a much
stronger partner at the level of the euro area as a whole in order to be a successful
LoLR for governments. Thus, we conclude that decisive steps toward fiscal and
banking union are absolutely necessary in order to stabilize the euro area in the
medium and long term.

2. Argument 1: As a LoLR for governments, the ECB lacks a fiscal backstop
which would allow it to play this role successfully

The euro area has a unique governance structure among mature economies as there is
no single euro area government (James 2011). Thus, as a LoLR for euro area
governments, the ECB lacks a fiscal backstop which would allow it to play this role
successfully given the inherent risks of default related to LoLR activities (Goodhart

liabilities, but to advance it most freely for the liabilities of others. They must lend to merchants, to
minor bankers, to this man and that man, whenever the security is good.” (Bagehot 1873, 51 — quoted
from Madigan 2009). Clearly, Bagehot did not want the central bank to play the LoLR role for banks
only but for the financial system as whole. Thus, applying the Bagehot principles requires one to take
into account structural changes in the financial system (Bernanke 2014). European Monetary Union
represents such a structural change, and indeed it is highly unlikely that Bagehot, when writing
Lombard Street, was envisaging the possibility that several sovereign states would set up a monetary
union with a governance structure as laid down in the Maastricht Treaty, i.e. a monetary area with no
central government, but large and independent member states that have issued debt in a dimension that
makes government debt a key element of the financial system. Against this background, while Bagehot
did not explicitly mention governments as possible beneficiaries of LOLR activities, today he might
consider euro area governments as being part of “this man and that man” that he referred to 140 years
ago.

® For an early overview of the debate see Cohen-Setton (2011).



1998). This is a serious failure of European monetary union (Sims 2013), vindicating
the position taken by the Bundesbank according to which any currency union is
ultimately “an irrevocable joint ... community which, ..., requires a more far-reaching
association, in the form of a comprehensive political union, if it is to prove durable.*
(Deutsche Bundesbank 1990, p. 40). By assuming the role of a LoLR for euro area
governments, the ECB implicitly forces euro area governments to create a central
government by effectively mutualizing extensive government solvency risks via the
central bank balance sheet (Weidmann 2013b). However, the ECB lacks the necessary
authorization and legitimacy to do so (Sinn 2013, 64). Thus, the LoLR of the ECB for
euro area governments has to be rejected, whereas the LoLR for banks is acceptable if
the respective member states can provide the necessary fiscal backing.

On a very general level, the argument has a valid point: There is still no euro area
government that could provide the needed fiscal backing for the ECB in its role as a
LoLR for governments. At the same time, the argument overlooks that first steps
towards a common euro area government have already been taken, most importantly
in the form of the ESM, on which the OMT program is explicitly based. Moreover,
the ESM was explicitly founded for the same purpose as that on which ECB accepts
the role as a LoLR for governments, namely maintaining financial stability in the euro
area as a whole. In this way, the ESM plays the same role in the euro crisis which the
Financial Market Stabilization Fund (Sonderfonds Finanzmarktstabilisierung,
SoFFin) and other stabilization funds played in the global financial crisis: In both
cases, the funds, limited in volume, are not primarily concerned with “rescuing” a
bank or a country (although both funds do so de facto), but rather with “stabilizing
financial markets” and safeguarding “the financial stability of the euro area as a
whole”. There are, therefore, good reasons to see the ESM as the same kind of fiscal
backstop for the ECB as a LoLR for euro area governments, managing the euro crisis,
as SoFFin and other stabilization funds were fiscal backstops for the ECB when
engaging in the role of a LOLR in combatting the global financial crisis (Figure 1).
Accordingly, the LoLR role for governments, as it is exerted via the OMT program, is
based on the same institutional design as the LoLR role was for banks in 2008/2009,
exerted via the full allotment policy. As a result, the very fact that there is no euro
area government fails to convince as an argument for rejecting the LoLR for
governments, but accepting a LOLR role for banks.

In terms of democratic legitimacy, it may be noted that, by linking eligibility for an
OMT program to an ESM program, the ECB is placing the decision as to whether the
LoLR for governments will be activated at all in the hands of the ESM. Thus, any
mutualization of solvency risks by the ECB via the OMT is explicitly based on a
decision of an institution granted its powers through due democratic process, and
founded by the parliaments of the member states with the explicit goal of maintaining
the financial stability of the euro area as a whole. Thus, the LoLR function of the ECB
for governments is activated by an institution that is authorized and has democratic



legitimacy and not — as argued by Sinn (2013, 64) — by a “committee of experts”
(Sinn 2013, 64) within the ECB that lacks such authorization and legitimacy.

Figure 1: The government as partner of the lender of last resort
a) Financial stability — Banks, 2008/2009
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Accordingly, the OMT program leads to liability risks for the ECB and thus for the
ECB’s owners, but these risks are being managed in the same way that they were in
the financial crisis in 2008/2009. Moreover, the risk entailed in failing to act must be
taken into account.® It is these costs, and not any compulsion created by ECB actions
(Sinn 2013, 38), that moved governments and parliaments of euro area member states
to found the ESM with the goal to “safeguard the financial stability of the euro area as
a whole”. Financial stability is a public good (Goodhart 1999) which is produced
jointly by the central bank and the government.

The interpretation of the ESM as a rudimentary version of a suitable partner in the
euro area for the LoLR activities of the ECB does not inevitably have to be accepted.
Thus, it could be useful to challenge this view before the Constitutional Court because
such LoLR requires a legitimate partner if it is to be able to function successfully.
This would mean, however, that a court decision against the OMT program could lead
to only two logical results: either give up the euro, or quickly establish a legal
framework which would allow the OMT program to pass the legal test.

Neither option, however, reflects the opinion of many economists that reject a LOLR
for governments based on principled ordo-liberal concerns. They would like to
strengthen their interpretation of the Maastricht Treaty, most importantly their
interpretation with regard to the principle of stable money and their interpretation of
the liability principle which should be strictly enforced at the national level (Feld
2012, Feld et al. 2012).” From this point of view, a challenge to the OMT in court
based on the LoLR perspective would oppose the very economic reasoning on which
they would like European Monetary Union to be based. Indeed, fundamental ordo-
liberal considerations lead to a rejection of any step towards a euro area government,
including those aspects that are needed to have an appropriate counterpart for the ECB
when it engages in LoLR activities. A central bank that has no government
counterpart can issue a currency that comes close to the concept of a “depoliticized
currency” (Issing 2011), i.e. a currency that promises a substantially higher degree of
monetary stability, exactly because it does not have to fear interference from a

® These costs are often not mentioned when the ECB is criticized as taking over as LoLR for
governments, for example they are not mentioned by the OMT opponents in court. This contrasts not
only with Eichengreen (2010), who envisages the collapse of the euro as the mother of all financial
crises, but also with official declarations made by central bankers in the 2008/2009 crisis when
defending the ECB’s role as a LoLR for banks. For example, Weber (2009b, 6) argues that the rescue
of the German Hypo Real Estate was “without alternatives™ because “the collapse of a further
institution which was too big to fail would have led to serious upheaval within the German financial
system*.

" Weidmann (2013b) takes a more cautious approach in that he neither rules out, nor supports moving
towards, a fundamental “deepening of European integration, for example in the form of joint liability or
joint financial and economic policies” (i.e. he does not explicitly reiterate the view expressed in
Deutsche Bundesbank (1990)). His skepticism regarding such tendencies becomes clear only in an
aside, namely in his comment that steps in this direction must be adequately authorized “in any event,
regardless of how much sense they may make”.



government as occurs in the usual set-up within a nation.® Thus, the argument that the
LoLR in the form of the OMT program should be rejected because it lacks a
government as partner, is inconsistent with the theoretical foundation on which the
economic logic against a LoLR for governments is built upon. Indeed, the argument
that the ECB lacks a suitable partner as a LoLR in euro area government bond
markets only makes sense from a LOLR perspective.

3. Argument 2: The lender of last resort is the right policy instrument in an
acute, short-term crisis situation only

A second argument that is used to justify the ECB’s role as a LoLR for banks but
rejecting such a role for governments is the length of the euro crisis itself. While
fundamental ordo-liberal reasoning leads to the conclusion that a LoLR for banks
violates the liability and monetary stability principles established by Eucken (1990) as
much as a LoLR for governments, the former role can be defended on the grounds
that in an acute crisis, such as the one observed in 2008/2009, there is “no alternative”
(Weber 2009b, 6) to a LoLR role vis-a-vis banks. Thus, as a short-term instrument
and facing a temporary spike in systemic risk to a degree never before seen (Barbier
2008), the ECB’s role as a LOLR is acceptable even from an ordo-liberal perspective.
The global financial crisis was then also quickly brought to an end and the crisis
measures expired, at least in the United States (Madigan 2009). The euro crisis,
however, already has lasted for more than three years. Thus, a LoLR role for
governments cannot be justified as an emergency policy such as a LoLR role for
banks in 2008/2009.°

There is little doubt that economic efficiency and growth suffers if policies are run in
crisis mode over an extended period of time. However, the argument that the short-
term nature of the banking crisis in 2008/2009 justifies a LOLR role for banks, while
the long-term nature of the euro crisis that started in 2010 suggests that a LOLR role
for governments is inappropriate, is reversing cause and effect. For the rapid
mastering of the global financial crisis largely reflects the fact that the ECB response
to the interbank market turmoil in 2008/2009 was decisive, rapid and partly
undertaken with unusual measures (Weber 2009a). This was not the case in 2010
when sovereign bond markets were severely distressed.

® This view goes back to Menger (1892) who essentially sees money as the expression of a “ private
sector, market-oriented response to overcome the transaction costs inherent in barter” and not as a debt
instrument in whose issuance the government has always played a key role (Goodhart 1998, 408; see
also Richter 2013). Sims (2013) provides further arguments that challenge the view that a
“depoliticized” currency has a stability advantage.

® Consistent with this line of reasoning, Weidmann (2013e) calls for an end to measures supporting the
banking sector as soon as possible, given that they have been in use for a long time and hence might
lead to financial dominance, i.e. violating the principles of stable money and liability.



In 2008/2009 the policy response to the crisis was largely based on the unlimited
deployment of the lender of last resort'® and financial market policy instruments in the
form of various stabilization funds (and in the German example in the form of an
unconditional guarantee of all bank deposits by the Chancellor and the Finance
Minister, for an unlimited period of time and in an unlimited volume). These decisive
steps were credible because the use of these instruments went almost unquestioned,
whether by monetary and fiscal policymakers, politicians, economists or public
opinion, even though it was implicitly acknowledged that the measures were hardly
compatible with ordoliberal views.'* However, in public, no one (repeatedly) noted
that not anything goes, even in a crisis (Weidmann 2013c) and no chairman of a
parliamentary group called for the ECB to refrain from financing banks whose
solvency was put in doubt once a fiscal mechanism for crisis management, i.e. in
Germany the SoFFin, had been founded.'? At that time, all confidence enhancing
measures were deemed appropriate because only a revival of confidence would
prevent the collapse of the German (and of the international) financial system.

In early 2010, however, when the euro crisis began with the revision of Greece’s debt
and deficit statistics, the proven instruments for combatting a crisis were replaced by
calls for the strict enforcement of the principle of liability and the primacy of stable
money. Only once it became clear in early May 2010 that this strategy would lead to
an implosion of the financial system and of the euro (Irwin 2013) was the European
Financial Stability Facility (EFSF) set up, and the LoLR, via the SMP, activated.
However, practically starting on the next day, this course of action faced severe
criticism (see Weber 2010, Franz et al. 2010, Advisory Council [Wissenschaftlicher
Beirat] 2011). Partly in light of this criticism,*® the ECB refrained from consistently
carrying out its LoLR function and acquired sovereign debt instruments to a limited
extent only, thereby violating the “to lend freely” principle set by Bagehot (1873). At
the same time, efforts for private sector involvement (PSI) in the restructuring of
public debt gained momentum, reflecting the idea of upholding the principle of
liability.

The point that was overlooked was that enforcement of the liability principle would
lead to an even greater loss of confidence in the debtors concerned, i.e. the euro area
crisis countries. Thus, it undermined the boost to confidence that was triggered just
months before by founding the EFSF. Accordingly, when, following the German

10 Moreover, this response — seen at the time as an indisputable monetary policy measure — was
accompanied by expansionary fiscal policies in all mature economies.

1 gee, for example, Stark (2009).

12:5inn (2013, 25) quotes the CDU/CSU parliamentary group chairman Volker Kauder, who put the
EFSF into this perspective: “I would like to explicitly state on behalf of our coalition: Once we have
established, in the framework of setting up the EFSF, that bonds can be bought up on the secondary
market under certain conditions, then we do not want the ECB purchasing such bonds in the future any
longer.”

2 1t will be shown below that this was not the only reason for foot-dragging in the deployment of
LoLR.



Federal Chancellor’s legendary walk with the French President in Deauville, France,
PSI became official EU policy — the right decision in ordoliberal terms —, investors
responded by selling the sovereign debt instruments of the crisis countries. One month
later, Ireland which had come under suspicion of insolvency as the crisis in the
banking sector deepened, applied for an EFSF rescue package. Again, a comparison
with 2008/2009 is telling. At that time no such contradictory steps were taken. Neither
did the ECB stop its full allotment policy at the start of 2009, nor did the German
Federal Chancellor and Finance Minister make a joint television appearance in March
2009 announcing that the guarantee for bank deposits was being withdrawn, and
instead, in the future, banks would be allowed to go bankrupt and bank creditors
might suffer losses.

One year later, in autumn 2011, the haircut for Greece was agreed. The principle of
liability was thus maintained. Immediately, bonds of euro area member states with a
risk of default came under renewed pressure. At the same time, strong demand for
safe haven assets, such as German government bonds and bank deposits, set in. A
parallel step in the global financial crisis of 2008 would have been for the German
government to organize a haircut for the liabilities of Hypo Real Estate (HRE),
Commerzbank and various public banks [Landesbanken] in order to reinstate or
ensure the solvency of these institutions. By doing so it would have maintained the
principle of liability. However, instead of strengthening confidence in the functioning
of the financial system and the market economy as a whole, most likely it would have
destroyed the system, as German savers and investors would have responded by
withdrawing their deposits and loans from the affected banks and transferring them to
those considered safe, e.g. the savings and loan institutions [Sparkassen] and
cooperative banks [Genossenschaftsbanken]. As a result, the crisis banks would have
been forced to turn to the ECB for funding. With massive implications for the ECB’s
balance sheet, as was the case after the Greek haircut to which the ECB responded by
its 3-year long-term refinancing operations.

Overall, it can be concluded that the difference between the financial crisis in
2008/2009, in comparison to the euro crisis from 2010 onwards, does not lie in the
short duration of the crisis after the bankruptcy of Lehman Brothers. Rather the
difference is found in the decisiveness and credibility with which policymakers
deployed the instruments that allowed the ECB to act as a successful LOLR in
2008/2009 while rejecting both, a LoLR role for the ECB and the very instruments
that are needed to perform this role successfully in 2010. From an economic point of
view, there is no justification for this different approach, regardless of which concept
one supports: From an ordoliberal viewpoint, any financing of crisis banks by the
ECB should have been rejected in 2008 with the same vigor as the financing of crisis
countries under the SMP or OMT; from a lender of last resort perspective, every
indication was for fast and decisive intervention both in 2008/2009 and in 2010.



There is one key difference that can, at least partly, explain the inconsistency with
which the crises were tackled. It lies in the lack of an institutional framework for euro
area crisis management, which made decisive and credible action of the kind taken in
2008 almost impossible in 2010. The Maastricht Treaty simply did not provide for the
institutions and instruments needed to conduct proper crisis management (Winkler
2011, Buiter and Rhabari 2012, Schmieding 2013). This institutional framework has
now been created by setting up the ESM as a permanent stability mechanism. The
OMT program uses this framework in order to defuse the crisis with the same
decisiveness for governments as was seen in 2008/2009 with the full allotment policy
for the banking sector. The result tells its own tale: Since the ECB embraced the
LoLR role for governments via the OMT program (i.e. since the speech of ECB
President Draghi in London (Draghi 2012)), the euro crisis as a financial crisis has
almost disappeared from public view,'* just like the global financial crisis after the
ECB acting as a LoLR for banks via the full allotment policy.*® Thus, the argument
that LoLR policies were appropriate in the acute, short-term global financial crisis but
inappropriate to fight the long lasting euro crisis fails to convince.

4. Argument 3: The example of the United States shows that a currency area
does not need a lender of last resort for its sub-states

A key argument supporting the view that the ECB should act as a LoLR both for
banks and for governments is the notion that euro area governments, like banks,
perform maturity transformation and could therefore be exposed to a run (Diamond
and Dybvig 1983, Giavazzi and Pagano 1990, Cole and Kehoe 1996, Buiter and
Rahbari 2012). The example of the US currency union, however, suggests that this
line of argument falls short.'® When some states actually defaulted in the period prior
to the US Civil War (Wallis et al. 2004) the no-bailout clause was strictly enforced.
Thus, US states in financial difficulties cannot count on receiving support, neither
from the federal government (or a stabilization fund similar to the ESM) nor from the

1 The macroeconomic crisis in the euro area, in contrast, continues. With the ECB — like the Federal
Reserve in 2009 — being confronted with the zero bound, efforts are under way to adapt the set of
monetary policy instruments, including communication policy, to this situation. However, as stressed
by Bernanke (2014), these efforts are not part of financial crisis management but constitute monetary
policy once the zero bound has been hit.

15 Even the surprising outcome of the elections in Italy in February 2013 did not change this. It was the
negotiations regarding the rescue package for Cyprus, and the results of these negotiations, that fueled
the euro crisis anew. And once again, the reason was that the euro crisis managers wanted to enforce
the principle of liability, at least in part (and ultimately did manage to enforce it). The fact that Cyprus
has had a “special” banking sector with a high volume of deposits from non-euro area residents reduced
what little inclination there was to suspend creditor liability and replace it with a liability borne by the
European taxpayer. In the process, however, the crisis managers made the fatal error of including
creditors with deposits of less than EUR 100,000 under the first rescue package, i.e. creditors who were
protected by deposit insurance. This led to a considerable loss of confidence. At least in Germany, the
government assessed this loss as large enough to reaffirm the guarantee for all deposits which had been
issued in October 2008.

18 The comparison between the euro area and the US, sometimes illustrated by the examples of Greece
and California, is an essential component of the debate on whether the ECB is right in performing a
LoLR role for governments. See, for example, Fuest and Peichl (2012) and Bertola et al. (2013).
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central bank. It is possible to have a monetary union without a central bank acting as a
LoLR for governments. As a result, while the LoLR role both for banks and also for
governments might be based on the same kind of economic reasoning, namely
fragilities related to maturity transformation and asymmetric information, this does
not necessarily lead to the conclusion that central banks should perform both roles. In
the US monetary union, at least, the Federal Reserve is available for US banks and the
US financial system as a LOLR, while it rejects such a role for individual US states.

This argument has a valid point, but it overlooks three decisive differences between
the US and the euro area which explain why the Federal Reserve does not have to
play the role of a LoLR for governments within the US monetary union.

1. The US, in contrast to the euro area, is a fiscal union, i.e. it has a central
government whose budget amounted to 36% of US GDP in the pre-crisis period
(to compare: the EU budget has a size of around 1% of EU GDP). This means that
the impact of a US state default on economic activity in that state would
presumably be substantial, but not dramatic, because all federal obligations —
including transfers to the state themselves — would continue to be met.
Unemployment insurance, organised at the federal level, would even provide for
an anti-cyclical effect (Krugman 2011).

2. The US, in contrast to the euro area, is a banking union.*’ The systems providing a
safety net at the federal level include deposit insurance (the Federal Deposit
Insurance Corporation, or FDIC), which — together with the regulatory authorities
of the individual states and the Federal Office of the Comptroller of the Currency
— is responsible for the liquidation of bankrupt banks. Accordingly, state-level
banking crises are managed at the federal level. Situations such as those in Ireland
and Spain, where doubts as to the governments’ solvency were a result largely of
(executed or anticipated) government rescue measures for the banks, are not
possible in US states (Krugman 2011, Gros 2012).

3. Confronted with a financial crisis, the US government and the Federal Reserve
have been pursuing an extremely expansionary fiscal and monetary policy for the
currency union as a whole. The goal of these policies was to prevent a repeat of
the Great Depression (Bernanke 2014). As a result US government debt climbed
from 66% of gross national product in 2007 to 106% in 2012 (to compare: the
corresponding figures in the euro area were 66% and 93%).® The Federal Reserve

17 Prior to the Great Depression, bank resolution, restructuring and deposit insurance were based at the
state level, just as in the euro area in the present day. However, state authorities were overwhelmed in
the 1929-1933 financial crisis. As a result, the FDIC was founded, whose effectiveness is based not
least on the fact that “if ever needed, the FDIC can draw on a line of credit with the US Treasury. FDIC
deposit insurance is backed by the full faith and credit of the United States government. This means
that the resources of the United States government stand behind FDIC-insured depositors.” Aizenman
(2012); see also Gros and Schoenmaker (2012).

%8 In light of this fiscal policy course, the Federal Reserve has consistently called for a credible long-
term consolidation strategy which would also address the structural problems in the healthcare area and
the aging of society. At the same time, it has continued to emphasize that the cyclical effects of a
transition to a more restrictive fiscal policy must be taken into account (see — for example — Bernanke
2013, 2014).
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aggressively lowered the federal funds rate which — since the end of 2008 — has
stood at 0.25%. On top of this, there have been three quantitative easing programs.

These differences are of considerable significance when assessing the need for a
LoLR for governments in the US compared to the euro area. For a strong federal
government, comprising a fiscal and a banking union, and a central bank which are
aware of their macroeconomic and systemic responsibilities, create an institutional
and economic environment in which the systemic effects of defaults by individual
states or banks are limited and manageable (O’Rourke and Taylor 2013). This is
because, given this environment, the risks of contagion are limited. Creditors of states
or banks do not necessarily interpret the bankruptcy of an individual state or bank as a
signal of the likelihood of a bankruptcy of another state or bank.'® “A real financial
crisis [characterized by excess demand for base money — author’s note] occurs only
when institutions do not exist” (Schwartz 1986, 12). In the US these institutions have
been in place since 1913 (with the founding of the Federal Reserve)?® and 1933 (with
the founding of the FDIC and the federal government assuming and expanding its
responsibility for macroeconomic stability (DeLong 1998, Bordo et al. 2013)). The
US is also willing to tackle residual systemic risks directly, as shown by the example
of the AIG bailout and the forced capitalization of banks after the Lehman bankruptcy
(Hoshi and Kashyap 2013). Thus, successful systemic crisis management allows the
US to maintain the no-bail out clause for state governments and to uphold the
principle of liability. Once the systemic part of the crisis has been overcome, the same
applies for non-systemic banks, as evidenced by the more than 400 bank failures in
the US since 2007. As a result a “zombification” (Fuest 2013b) of the banking system
has been avoided.

In the euro area, however, there is no institutional environment comparable to that in
the US: There is neither a fiscal union nor a banking union. Moreover, fiscal and
monetary policy have been more restrictive in Europe in recent years than in the US.
However, most economists arguing against the ECB’s role as a LoLR for
governments, point to the US no-bailout clause in support of their case, largely
rejecting the notion of taking any steps to bring Europe closer to the US example in
institutional terms (Feld 2012, Feld et al. 2012) and in terms of macroeconomic policy

19 Ang and Langstaff (2011) show that “there is much less systemic risk among U.S. sovereigns than
among Eurozone sovereigns” and interpret this result as suggesting that “systemic sovereign risk has its
roots in financial markets rather than in macroeconomic fundamentals”, which supports the view that
institutions and the institutional set-up of a currency union matter. Henning and Kessler (2012) note
that without the expansionary, anti-cyclical fiscal policy of the federal government, fiscal consolidation
at the level of the individual state, i.e. a procyclical behavior similar to that observable in the euro crisis
states (IMF 2013, 40), would be very difficult or even impossible to achieve.

20 James et al. (2013) argue that before the founding of the Federal Reserve the US barely qualified as
an “enduring” monetary union. The monetary union was again put at risk in the Great Depression when
the Federal Reserve failed to carry out its LOLR role appropriately and to provide liquidity in sufficient
amounts; see Friedman and Schwartz (1965) and Schwartz (1986).
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making.?* As a result, the reference to the US as a functioning monetary union with a
credible no-bailout clause for states (and banks) is highly selective. While the US
does strictly apply the principle of liability for the states, it has, at the same time,
founded institutions which to a large extent pool liabilities of governments and banks
at the federal level of the monetary union. Thus, at the federal level policy makers are
prepared and willing to tackle systemic crises “decisively, quickly and by means of
exceptional measures” by fiscal, financial market and monetary policies.
Paradoxically, the US example shows that these policies have strengthened the
enforcement of the liability principle because there is a “credible fiscal backstop”
(Pisani-Ferry and Wolff 2012) anchored in a strong federal government.?

Overall, we conclude that it is inconsistent to point to the US as a benchmark when it
comes to rejecting a LOLR role for the ECB with regard to euro area governments but
ignoring the US example with regard to institutional environment and macroeconomic
policy making. In total, the US model is unsuited to serve as an argument against the
ECB performing a LoLR function for governments. Rather, the comparison with the
US serves to indicate that the LoLR function for governments via the OMT program
(and the ESM) are necessary pillars of a stable monetary union which, in terms of its
governance structure, is very differently designed than the US monetary union today.
At best, the US example gives a sense that current euro area arrangement can only
function as a “temporary bridge” (llling 2013, 11) on the way towards “more Europe”.
US economic history suggests that repeated financial crises triggered a move towards
“more centralization”, ultimately creating the federal institutions which make the no-
bailout clause for states credible in a modern democracy with a highly developed and
integrated financial system (O’Rourke and Taylor 2013). Thus, the US example
signals that a return to the original Maastricht design of EMU will not stabilize the

2 For example, among the economists testifying against the OMT in court, Konrad, Sinn and Uhlig
have signed an open letter against the banking union (Krdmer 2012). Fuest (2012) and Weidmann
(2013e) are in favor of a banking union, but are skeptical with regard to a fiscal union. The US
approach to fiscal and monetary policies is largely rejected. Sinn (2013, 49) speaks of “excessive
federal deficits” in the US”. Weidmann (2013d) and Stark (2012) implicitly refer also to the Federal
Reserve, the Bank of England and the Bank of Japan in their critical review of monetary policy in the
post-crisis period by using the term “central banks”.

22 This does not mean that creating such a backstop in Europe will be an easy task. Indeed, US history
provides evidence for this as well, as the move toward a strong US fiscal union proved to be more
“dynamite than cement” (Bertola et al. 2013, 97). Thus, European monetary could be shattered by steps
towards fiscal union. However, those who argue that in the medium to long-term a substantially deeper
integration in fiscal terms will be indispensable to make monetary union in Europe sustainable are not
naively believing that a fiscal union in Europe is easily built and will solve all problems. The opposite
is true: those who argue that steps towards fiscal union cannot be taken — for example, because they
believe that voters in euro area member states will not accept this (Issing 2013a) — avoid an answer to
the question that the US example clearly suggests, namely whether from a purely economic point of
view steps toward a fiscal union are not the only way to stabilize EMU in the face of the kinds of
shocks which have led it into an existential crisis in recent years. Indeed, the argument can be put on its
head: only a move toward fiscal union will provide Europe with an ultimate answer to the question
whether its citizens indeed have a “shared belief system” (Richter 2013, 145), i.e represent the joint
community referred to in Deutsche Bundesbank (1990), which is necessary for the successful issuance
of a common currency. If a shared belief system is not in place, the euro should be given up as
unviable.
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euro area, while the ECB acting as LoLR for governments, as laid down in the OMT
program and backed by the ESM, appears to be an interim solution on the long
journey to greater centralization of fiscal and financial market policies in the euro
area.

5. Argument 4: Economic history, particularly in Germany, shows that
central bank purchases of sovereign bonds ultimately always cause
inflation

A final argument, which might justify the view that the ECB’s role as a LoLR for
banks is acceptable while taking over the LoLR role for governments should be
strongly rejected, is that the purchase of sovereign bonds by a central bank ultimately
always causes inflation, while this is not the case with the purchase of bank debt.
German economic history provides an impressive illustration of this with the
hyperinflation of 1922/1923. The experiences of several of today’s euro member
states in the inflationary 1970s also support this argument (Stark 2014). It was
precisely this experience which led to the inclusion of an explicit ban on monetary
financing in the Maastricht Treaty, while the lender of last resort function vis-a-vis
banks was not mentioned at all.

This argument overlooks the fact that the Maastricht Treaty also in principle allows
the purchase of sovereign bonds on the secondary market for monetary policy
purposes. Moreover, other central banks, most prominently the Federal Reserve, have
been conducting monetary policy via the purchase and sale of sovereign bonds for
decades without inflation being substantially above the level of countries that issue
base money via lending to banks. Finally, there are a number of examples
demonstrating that inflation, and even hyperinflation, may also reflect a lax attitude
towards refinancing of the banking system, i.e. financial dominance.? Thus, rejecting
a LoLR function for governments does not necessarily guarantee price stability while
arguing in favor of a LoLR role for governments is not necessarily inconsistent with a
central bank maintaining price stability.

That said, however, the trauma of the German hyperinflation of 1922/23 is referred to
again and again, whether explicitly or implicitly, with reference to the euro crisis and
the monetary policy responses of the ECB, most notably with regard to its new role as
a LoLR for governments via the OMT (O’Callaghan 2012). This is the case even
though inflation in the euro area has remained in the target range for the ECB since
the start of the global financial crisis (just under 2% over the medium term) and
inflation expectations are well anchored. Despite all the warnings and critical voices
which have repeatedly been heard since 2008, the ECB has consistently fulfilled its
mandate of maintaining price stability.

2 One such example being the ruble zone in the years 1992-1993, recently chosen by Mayer (2013b)
for a comparison to the euro area (see also Becker 2013).
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The experiences of 1922/23 seem to suggest, however, that a stable inflation rate in
the present is not a guarantee that it will continue to remain stable in the future.
Rather, expectations of inflation and inflation itself can spiral very rapidly if citizens
lose confidence in the stability of the currency (Cagan 1956). This risk rises when the
central bank purchases sovereign bonds, finances public-sector budget deficits and,
moreover, announces that it will do so on an unlimited basis: “The apparent lack of
alternatives [because otherwise the euro threatens to collapse — author’s note] leads to

. a conclusion that monetary policy must act, regardless of legal, economic and
institutional barriers to action. Monetary policy actions in such a situation can
strengthen the impression on the part of the governments that fobbing off the pressure
to act onto monetary policy is a worthwhile strategy from a national perspective,
because the costs connected with it can thus be reduced or shifted away entirely. The
lack of alternatives for the central banks’ actions thus become a self-fulfilling
prophecy.” (Bundesbank 2012, 14f.) Accordingly, “policymakers should not assume
that they are on safe ground just because inflation expectations are firmly anchored.
Only if agents expect deviations from a “virtuous regime” of monetary dominance to
be short-lived — say, because policymakers still enjoy high credibility — will inflation
expectations remain well anchored. However, if agents learn that the deviation is
going to last for longer than initially expected, their inflation expectations will
change. And this might happen very suddenly.” (Weidmann 2013a)

The argument is compelling: A monetary policy which no longer recognizes any
limits (Stark 2013) leads to inflation, because the private sector is no longer willing to
hold base money. Due to fiscal dominance, the central bank loses its credibility in
maintaining price stability (Weidmann 2013a). This sows the seed for a vicious cycle
in which rapidly rising expectations of inflation are confirmed by rapidly rising
inflation rates, which then increases inflation expectations still further, leading to an
even higher inflation rate. The strong expansion of base money in the crisis years will
then be followed by a rising money multiplier. The money supply thus rises and,
driven by an increasing velocity of circulation, as the private sector no longer wishes
to hold money, hyperinflation sets in.
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Figure 2: Inflation in the German Reich, January 1915 — August 1923

1000%

900% J !

800% ]T

700% I '

600%

—e&— Inflationsrate (GroRhandelspreise)

500% —#— Inflationsrate (Lebenshaltungskosten) 7€

|
A\ Il

[ [

) [r

AN

SRR TN

DA RXRIRRRRRR D DD D> DD DD DDA

R PR PR Y $ 70T $ 7T R $
PP A S S ol Nl I Wl O S Wl el G S i

LRI
VNN
S

Source: Holfterich (1986) and own calculations

Figure 3: Real Discount Rate* in the German Reich,
January 1915 — August 1923
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This was precisely the case in 1922/23: the government increased spending — in order
to support striking workers in the Ruhr area — but was reluctant to cut other
expenditures or to increase taxes. Instead, it made use of the Reichsbank (Teutul
1962, 45). However, after four years of monetary war financing and a post-war period
in which year-on-year inflation (as measured by the wholesale price index) fell below
4% in only nine out of a total of 84 months (Figure 2), the Reichsbank had lost its
credibility. Thus, the private sector did not want to hold base money any longer, also
because it was supplied at a dramatically negative real interest rate. The Reichsbank
had maintained the discount rate at an unchanged level of 5% p.a. despite inflation
rates of up to 50% p.a. during the First World War and three-digit inflation rates in the
first years after the war, only then to raise it too slowly, during hyperinflation, to a
fully inadequate 90% p.a. As a result, real interest rates were strongly negative, i.e. in
most months in double-digit territories and reaching more than -500% p.a. in mid-
1920 and in the final months of the hyperinflation episode in 1923 (Figure 3).

The example seems to suggest that in the end central bank purchases of government
bonds will always lead to hyperinflation. However, this is a premature conclusion,
because the hyperinflation episode in the 1920s was the result of monetary policy
rapidly expanding the supply of base money when there was no demand for base
money. Moreover, there was no shock that triggered a rise in such demand. The late
1910s, early 1920s — as bad as they had been in political and economic terms— were
not characterized by a “real” financial crisis (Schwartz 1986) that would trigger such a
rise in demand. Without such a crisis, however, any strong expansion of base money,
regardless whether it reflects the purchase of government bonds or bank lending, is a
departure from the “virtuous regime”. Accordingly, the price of money (measured in
goods) declines, inflation and — if the central bank fails to take drastic measures® —
hyperinflation sets in.

In the financial and euro crisis, however, the expansion of the ECB’s balance sheet
reflects an increase in the demand for liquidity. The non-bank private sector and the
non-crisis banks wanted to sell assets, sovereign debt instruments, claims on banks
and other financial instruments which they had purchased voluntarily in the pre-crisis
period (Goodhart 1987, Calomiris and Gorton 1991). The non-bank private sector and
the non-crisis banks wished to exchange these assets, issued by debtors whose
solvency had been put in doubt, against assets that were considered as safe, such as
bonds and bills issued by stabilization funds or base money. The ECB, therefore, has
not been forcing base money on the private sector, as the Reichsbank did when it
financed government expenditures and thereby started the hyperinflation of
1922/1923; rather the expansion of base money has reflected a substantial rise in the
private sector’s demand for such base money. The fact that no inflation has resulted
from the rapid and strong expansion of central banks’ balance sheets — charcterizing

24 The monetary policy of the Federal Reserve under Paul Volcker (1979-1982) is an example of such
measures. At that time, the real federal funds rate was raised to previously unknown levels.
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all mature economies since late 2008 — is therefore due not to the (evidently)
continued credibility of the ECB and other western central banks. Rather, the lack of
inflation is due to the fact that central banks have not done anything more, to date,
than to adjust the supply of base money to meet the increase in demand.

Failing to satisfy the demand for base money in a financial crisis is deflationary,
however. This lesson has been taught by the example of the Great Depression, when
the Federal Reserve failed to act because it believed it had to respond to the same
anxieties about inflation which have been repeatedly put forward in the contemporary
debate over the monetary policy of the ECB and other western central banks, notably
the Federal Reserve (Bernanke 2014).25 The misunderstanding, which, then as now,
made an expansionary monetary policy appear inflationary in an essentially
deflationary environment, centers on the accumulation of excess reserves (Calomiris
1993, Keister and McAndrews 2009, Sheard 2013). While it represents the demand of
the non-crisis banks for liquidity, many observers interpret excess reserves as a
potential for a (sudden) increase in credit supply. Given the decline in output, in the
Great Depression of the early 1930s and the Great Recession after 2008, this must
inevitably lead to inflation. Moreover, crisis management by central banks, acting as a
LoLR for banks and/or for governments, plants the seed for a new credit boom or an
asset price bubble, thereby creating the same problem that started the current crisis.
Accordingly, the central bank, in carrying out its crisis policies, must not lose its sense
of proportion - this is the argument which was put forth in the early 1930s (Bernanke
and James 1991, James 2002, White 2008), and it is the argument that has been put
forth today (Borio 2012, White 2012).

This interpretation of excess reserves is false. Excess reserves do not reflect a
potential for inflation in the future, but rather the depth of the present crisis of
confidence, notably with regard to the value of assets the private sector has
accumulated in the pre-crisis period (sovereign debt instruments, deposits and other
liabilities of crisis banks) and hence a demand for liquidity. The promise to provide
“unlimited” credit if necessary, which has been fulfilled by the ECB acting as a LOLR
for banks under the full allotment policy and announced by the ECB acting as a LOLR
for governments under the OMT program, therefore serves not as an invitation to
crisis governments or crisis banks to run unchecked into debt (Konrad 2013, 438),%
but rather as a means of satisfying the demand for base money by non-crisis banks
and the non-bank private sector. As this promise creates confidence, the non-bank
private sector and the non-crisis banks either refrain from selling claims on crisis
banks or crisis countries and exchanging them for base money or return to the market
by lending to crisis banks and countries anew. The success achieved by the

% See Friedman and Schwartz (1965) who strongly criticized the Federal Reserve for listening to these
voices in the early 1930s and thereby failing to respond to the increase in base money demand at the
time with a monetary policy expansion. In the spirit of Friedman and Schwartz (1965) Hetzel (2013)
provides a critique of the too restrictive ECB policy in the post-crisis period.

%8 Sinn (2014) even (mis-)interprets this as a "soft budget constraint®.
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announcement leads, therefore, not to an increase in, but rather to a decline in base
money growth and levels.

Figure 4: Eurosystem lending to / liabilities to euro area credit institutions
related to monetary policy operations denominated in euro
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This is exactly what happened after the ECB assumed the role of a LoLR for banks in
October 2008 and as a LoLR for governments in July 2012 (Figure 4): The volume of
base money provided through monetary policy operations declines quickly after their
establishment, i.e. after October 2008 (global financial crisis) and after July 2012
(euro crisis), because the base money demand of the private sector and the non-crisis
banks fell.?’ The frequently evoked exit problem, i.e. how to roll back these
extraordinary monetary policy measures, does not arise. With confidence returning,
the supply of liquidity falls with the decline in demand for liquidity. This underscores
the symmetry between a central bank operating as a LoLR for banks and for
governments: Just as a decline in base money was observed after implementation of
the full allotment policy and the subsequent return to confidence on the inter-bank
market, so also there was a decline in base money after the announcement of the OMT
program and the subsequent return to confidence on the sovereign bond market.?

7 It is the “magic of OMT” (Giavazzi et al. 2013) that, in contrast to its role as a LOLR for banks, the
ECB was able to create this confidence without having had to buy a single sovereign bond to date.

28 Sinn (2013, 11) argues with regard to the TARGET2 balances — which to a large extent reflect the
pattern of Eurosystem lending to euro area credit institutions during the asymmetric euro crisis (Figure
4) — that 23% of their decline after the announcement of the OMT program can be attributed to loans of
euro area governments to the crisis countries. Thus, it is not the confidence effect created by the OMT
but the substitution of ECB credit with credit by the ESM and other inter-governmental rescue funds,
including IMF lending that explains the decline in ECB credit to euro area banks. However, this is a
normal phenomenon and actually very close to the experience in the symmetric and global financial
crisis 2008/2009. For example in the case of Germany, Bundesbank lending to crisis banks in Germany
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The risk of inflation arises, therefore, not due to the OMT program or the full
allotment policy, but rather when the central bank, once the crisis has been overcome,
actively aims at preventing the supply of base money falling with demand (Sheard
2013). This is the red line which a stability-oriented monetary policy must not cross:
forcing the private sector to accept base money which it does not wish to hold. This
means, however, that a possible rise of inflation in the future is independent of crisis
management policies: Failing to engage in crisis management, i.e. giving up the goal
of price stability when crisis conditions are tending to lead to deflation,?® and does not
help to guarantee price stability in the future.

There are two further arguments which are used to reject a LoLR role for
governments, while accepting it for banks, linked to the general notion that any
purchase of government bonds will in the end lead to inflation. The first argument
runs as follows: With the OMT program — in the event that it were to be activated —
the ECB might not only buy sovereign bonds which had been purchased by the
private sector voluntarily prior to the crisis; it could in fact — via the shortcut of the
secondary market — also finance new deficits. This could trigger inflation as the
budget deficits in the crisis countries are still high, even if they have been declining in
most countries, as a percentage of GDP as well as in absolute amounts (see Table 1).

There are two reasons for rejecting this argument as invalid. The first reason is based
on an analysis of conditions in government bond markets. In 1915/1923 (and in the
inflationary 1970s), the Reichsbank (the central banks of the respective countries)
created base money by purchasing government bonds even though the private sector
would have bought newly issued sovereign bonds carrying an appropriate yield
(Teutul 1962, 439). However, the German government did not want to incur any (or
only very limited) costs in financing the additional expenditures, and in consequence

led to an overall increase of the Bundesbank’s outstanding claims against the banking sector by EUR
117 billion (an increase of about 65%) between August and October 2008. Loans outstanding started to
decline after the full allotment policy was announced, i.e. after the ECB assumed the role of a LoLR for
the banking sector. However, just as after July 2012 for the Eurosystem, the decline partly reflected a
substitution of Bundesbank loans with instruments provided by the SoFFin. Capital injections to crisis
banks alone amounted to EUR 25.7 billion (FMSA 2013) as of the end of 2009, or just under 22% of
the increase in lending by the Bundesbank to German banks in the crisis months. Moreover, the full
allotment policy provided the same kind of costless insurance for the creditors of crisis banks, who
responded to this insurance by returning to the market and lending again to the crisis banks, as the
OMT provides insurance for new private cashflows “for the purchase of new government bonds of the
southern [European] countries.” (Sinn 2013, 36) However, while Sinn (2013) strongly criticizes this
costless insurance by calling it “regional fiscal policy” conducted by the ECB, in the global financial
crisis of 2008 policy makers welcomed the return of inverstors as this was precisely what they wanted
to achieve via acting as a LoLR for banks (Deutsche Bundesbank 2009).

2 The fact that price stability was achieved in the years 2008 — 2013 is an indication that the euro area
would have fallen into deflation if the ECB had listened to those who, since October 2008, had been
stating that ECB policies were inflationary (and therefore not in keeping with the ECB’s mandate) and
called for them to quickly be scaled back or repealed. In the meantime, more than three years have
passed, i.e. a period of time which is usually described as “the medium term”, and for which the ECB
undertook to ensure price stability. There are no signs that any risks to price stability materialized.
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was unwilling to issue sovereign bonds at such an interest rate. The situation facing
euro area crisis countries from 2010 onward is different, because with rising interest
rates investors were less and less inclined to buy bonds, as higher rates were seen as
evidence that the issuing entity would be or is insolvent.*® Demand does not increase
for bonds at a lower price (higher rates), but rather declines. In May 2010, Greece
could have offered any interest rate and its bonds still would not have been purchased,
precisely because the country was ready to acquire debt at almost any interest rate.
Any financing of new deficits through the OMT program would therefore represent a
direct consequence of the financial crisis, i.e. the inability of the crisis countries to
roll-over outstanding debt. However, as already mentioned, there was no financial
crisis and no roll-over problem either in 1915/23 or in the 1970s.

Table 1: Government Net lending / borrowing of Crisis Countries, 2007 — 2013
Country | Unit 2007 2008 2009 2010 2011 2012 2013
Greece | % of GDP | -6.8 9.9 -15.6 -10.8 -9.6 -6.3 -4.1
Ireland | % of GDP 0.1 -7.3 -13-8 -30.5 -13.1 -7.6 -7.5
Italy %of GDP | -1.6 2.7 5.4 -4.3 -3.7 -2.9 -3.2
Portugal | % of GDP | -3.2 3.7 -10.2 -9.8 -4.4 -6.4 5.5
Spain | % of GDP 1.9 -4.5 -11.2 9.7 9.6 -10.8 6.7
Greece | EUR bn -15.1 -23.1 -36.1 -24.1 -20.0 -12.2 -7.5
Ireland | EUR bn 0.1 -13.2 -22.4 -48.3 -21.3 -12.5 -12.6
Italy EUR bn -24.7 -42.1 -82.4 -67.3 -58.2 -45.7 -50.5
Portugal | EUR bn 5.4 -6.4 -17.1 -17.1 -7.5 -10.6 9.0
Spain EUR bn 20.2 -48.9 -117.1 | -1014 | -1004 | -111.6 -68.3

Source: IMF, WEO Database,October 2013, 2013: estimated figures.

The second reason why a possible financing of budget deficits via the OMT program
is unlikely to trigger inflation, as it was the case in the 1920s, refers to the differences
in the conduct of fiscal policy in the countries under review. When Germany entered
hyperinflation in 1922/1923, the Reichsbank financed the expansion of nominal
government spending driven by a political crisis, namely the Ruhr crisis.

In the euro area crisis countries, by contrast, nominal government spending has
declined or has seen much slower growth than in the pre-crisis period (Table 2). This
is due (though not exclusively, as the case of Spain shows) to the adjustment
programs associated with ESM support. From this perspective, it is appropriate that
the ECB has made any activation of the OMT dependent on an ESM program,

0 Of course, this argument echoes the one for the inter-bank and deposit market justifying a central
bank’s role as a LOLR (Freixas and Rochet 2008, 243, Deutsche Bundesbank 2009).

%1 On a more general level Bordo (1986, with reference to Capie (1986)) claims that any hyperinflation
in the 20th century was associated with situations of extreme social unrest or civil war, i.e. not financial
crises.
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because ESM conditionalities are meant to enforce the needed adjustment process. At
the same time, the proviso that an ESM program is a necessary, but not a sufficient,
eligibility requirement ensures that the ECB can decide independently whether to start
the program at all or to discontinue with the program if the adjustment is not seen as
sufficiently deep by the ECB (Fuest 2013a, 4).

Table 2: General Government Expenditures and Rate of Growth of General
Government Expenditures in Crisis Countries, 2007-2013

Country Unit 2007 2008 2009 2010 2011 2012 2013
Greece EUR bn 106.0 118.0 124.7 1143 108.3 97.6 86.3
Ireland EUR bn 69.5 77.0 78.4 103.4 76.7 69.0 71.2
Italy EUR bn 740.3 765.5 788.4 782.0 787.0 792.5 797.6
Portugal | EUR bn 75.1 77.0 83.9 89.0 84.4 78.4 80.3

Spain EUR bn 412.9 450.9 484.8 485.4 480.1 493.7 454.1

Greece % p.a. 12.3 11.3 5.7 -8.3 -5.2 -9.9 -11.6
Ireland % p.a. 13.8 10.8 1.8 31.9 -25.8 -9.9 3.2
Italy % p.a. 2.3 3.4 3.0 -0.8 0.6 0.7 0.6
Portugal % p.a. 5.2 2.6 8.8 6.1 -5.1 -7.2 2.5
Spain % p.a. 9.3 9.2 7.5 0.1 -1.1 2.8 -8.0

Source: IMF, WEO Database, October 2013,2013: estimated figures, author’s calculations.

The second argument which is used to reject a LoLR role for governments, while
accepting it for banks, based on the supposed inflationary risks of purchasing
government bonds, is closely related to this last observation. Some critics of the LoLR
role of the ECB for euro area governments point to the risk that the ECB would not be
able to withstand the political pressure to continue with purchases of sovereign bonds
even should they begin to have an inflationary effect (Bundesbank 2012, 12f.). In this
regard they point to an inconsistency within the program design which runs as
follows: The ECB will not be able to terminate the OMT program in case of
insufficient adjustment efforts by a member state because this is likely to trigger the
very crisis which the OMT program is trying to prevent (Konrad 2013, 438).

The first risk is of a fundamental kind: The ECB is not trusted to keep to its mandate.
However, by being of such a fundamental nature, the objection can be raised at any
time, i.e. it is again independent of crisis management policies. It applies whenever
economic developments in one member state — or in a group of member states —
appear to justify a different monetary policy than that of the euro area as a whole. It
can be argued, for example, that the only episode of “inflation” in the history of the
euro to date, in the period 2006-2008 when the inflation rate rose to 4% p.a. in June
and July 2008, was a consequence above all of the delayed and hesitant interest rate
increases in the previous years, and that this interest rate policy was primarily
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reflecting the recession in euro area core countries, namely Germany and France. The
example shows that inflation can always arise when a central bank, in this case the
ECB, takes interest rate decisions — for whatever reason — that in the end are not
compatible with price stability. Thus, this fear is not an argument against the OMT
program, but rather an argument against European monetary union itself.*

The second argument is implicitly based on the assumption that there will be a
conflict between financial and price stability that confronts the ECB with the dilemma
of having to choose between the two goals. Regardless of how probable one considers
it to be that this dilemma will arise, exactly the same dilemma applies with regard to
the ECB’s LoLR role for banks. Here as well, banks — confident that they will have
access to unlimited central bank credit — can engage in unchecked lending and thus
create inflation.®* The argument thus confirms the undisputed fact that in the end any
central bank that aims at maintaining price stability depends on the sound conduct of
fiscal and financial market policy, which means preventing fiscal and financial
dominance. No central bank has the “magic bullet” in its arsenal with which it can
achieve price stability, financial stability and growth at all times (Orphanides 2013).

Overall, we find that the argument according to which a LoLR for governments
necessarily leads to inflation, while such concerns are negligible or non-existent when
a central bank focuses on the LoLR role for banks only, fails to convince. Any type of
LoLR will trigger inflation if ultimately financial market and fiscal policies are unable
to ensure the solvency of the banks operating in the financial system and the solvency
of countries of which the monetary union is composed. However, if this is assumed,
then it is not the ECB’s role as a LoLR that should be rejected but the euro and
European Monetary Union as a whole. For ultimately, a “sufficiently developed state”
(Richter 2013) that is able to ensure the solvency of banks and governments is always

32 As such, this fear is not new, since it had been put forward by many German economists way before
the euro area was established: “Despite the fact that it is largely independent, the European Central
Bank will not be able to enforce price stability in Europe because, due to the differing interests of
decision-makers in the various countries, there will not be a strong enough incentive for it to want to do
50.” (Ohr and Schafer 1992)

* This dilemma assumes a situation in which inflation rises although financial markets — here:
sovereign bond markets — are still operating in crisis mode. The author does not know of any example
in modern economic history in which this situation was observed when the financial crisis
encompassed (primarily) assets which were denominated in the domestic currency and the domestic
currency had a flexible exchange rate vis-a-vis other currencies. By contrast, things are different — and
were different in the various emerging market crises of the 1980s and 1990s — when banks and
governments whose solvency was put into doubt — borrowed in foreign currency (original sin) in the
pre-crisis period, or the country was running a fixed exchange rate regime. In such cases, investors do
not want to exchange the assets which they now regard as uncertain for local base money, but rather for
hard currency, usually U.S. dollars. Thus, expansion of the domestic base money leads to inflation
because the central bank — in its response to crisis — supplies an asset the original investors do not want
to hold (see the discussion in Chang and Velasco 2000 and Obstfeld et al. 2010).

3 Weidmann (2013e) explicity refers to the risk of an emerging “financial dominance”.
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required to allow an independent central bank to successfully fulfill its mandate of
ensuring price stability.*®

6. Summary and Conclusions

The ECB’s role as a LoLR for governments has been severely criticized. Much of this
criticism is based on economic reasoning, grounded in the Gernman ordo-liberal
tradition, that in principle rejects the LoLR role of central banks throughout, i.e. not
only for governments, but for banks as well. Thus, if the economic reasoning is valid,
then serving as a LoLR for banks is as objectionable as serving as a LoLR for
governments. By contrast, if this economic reasoning is rejected, serving as a LOLR
for governments addresses the same monetary policy challenge — a disruption of the
monetary policy transmission mechanism — as acting as a LoLR for banks. However,
there are arguments which might lead to the conclusion that a LoLR role for banks is
acceptable while a LoLR role for governments should be rejected. In this paper the
validity of four of these arguments has been discussed. We find that none is
convincing:

1) The objection that the ECB lacks a single European government, or an
appropriate fiscal backstop, as a partner in its LOLR activities for euro area
governments is refuted by the ESM to which the OMT is explicitly linked.

2) The argument that a LoLR role for banks is appropriate because it is a short-
term measure, while the LoLR role for governments is inappropriate given the
length of the euro crisis, does not take into account that, with the start of the
OMT program the ECB (as a LoLR for governments) achieved a comparable
impact on conditions in sovereign bond markets to the ECB as a LoLR for
banks on conditions in the interbank market, within a very short period of
time.

3) Reference to the example of the United States as a monetary union with a no-
bailout clause and no LoLR function for the individual states is not convincing
because the US is a fiscal and banking union which does not (yet) exist in the
euro area.

4) A LoLR for governments, as designed via the OMT program, does not
constitute inflationary financing of government expenditures of the kind
carried out by the Reichsbank in the early 1920s. The risk of inflation does not
arise from an expansion of base money per se, but rather from an expansion of
base money for which there is no corresponding demand on the part of the
private sector. The possibility that the ECB might adopt an inflationary course

% In this context, the comparison between the euro area and the ruble zone, as put forth by Mayer
(2103b), is informative. For although there is almost no single relevant variable, whether in economic
terms (development of output, development of inflation, depth of the financial system, financial crisis,
economic system etc.) or in monetary terms (growth in the money supply, money multiplier and
velocity of circulation, (real) interest rates, etc.) which would suggest such a comparison, the ruble
zone in the period 1992/1993 was a “state” with the above-mentioned characteristics: unwilling and
unable to ensure the solvency of its sub-states and banks.
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therefore exists independently of performing the roles of LoLR for banks and /
or governments as it is solely reflected in an inappropriate monetary policy
stance with regard to the level of interest rates. Thus, rejecting the ECB’s role
as a LoLR for governments does not reduce the risk of inflation in the future.

Overall it can be concluded that, instead of convincingly rejecting a LoLR for euro
area governments, the analysis of the four arguments considered lead to the finding
that the ECB acting as LoLR for governments needs a much stronger partner at the
level of the euro area as a whole in order to be successful in the medium to long-term.
This means that decisive steps toward fiscal and banking union are absolutely
necessary in order to stabilize the euro area in the medium and long term (Buiter and
Rahbari 2012, Obstfeld 2013). Under the current governance structure of the euro area
both are necessary: The ESM and steps towards fiscal and banking union to limit the
risks of a permanent bailout, which would lead to persistent slow growth, and
ultimately inflation; and the ECB as a LoLR for banks and governments to mitigate
the risk of a return of the euro crisis.
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