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Preface

Social unrest across Europe is growing as Euroland’s economy
collapses faster than the United States), the result of falling exports
and a weaker fiscal response. The controversial title of this brief
is based on a belief that the nature of the euro itself limits
Euroland’s fiscal policy space. The nations that have adopted the
euro face “market-imposed” fiscal constraints on borrowing
because they are not sovereign countries. Research Associate
Stephanie A. Kelton and Senior Scholar L. Randall Wray foresee
a real danger that these nations will be unable to prevent an
accelerating slide toward depression that will threaten the exis-
tence of the European Union (EU).

Euroland’s economic performance has converged to one that
is uniformly poor for all members (i.e., chronically high unem-
ployment and slow growth), a situation consistent with nonsover-
eign nations’ relying on export-led (mercantilist) policy. Moreover,
the capital markets have doubts about the ability of member gov-
ernments to cover their debts. Thus, bond yield spreads have
widened during the downturn, indicating that liquidity and default
risks are expected to rise, and that national defaults are plausible.

The Federal Reserve (Fed) is lending to foreign central banks
via swap lines and acting as the global lender of last resort. The
authors maintain that the Fed does not face currency risk when
it engages in overseas lending and that its actions have been a
form of life support for Euroland. The question is whether there
is sufficient political will for U.S. policymakers to continue this
support as the Fed’s financial services explode.

The authors outline how fiscal policy operates in a sover-
eign nation that issues its own currency. Since a sovereign gov-
ernment spends by crediting bank accounts, its spending is never
constrained by taxes or bond sales. There is no reason for rating
agencies to downgrade government debt, since it is sovereign
debt with no default risk. Moreover, a sovereign government can
bail out its state and local governments. This option as it relates
to the European Parliament is unknown, since the European
Central Bank is practically prohibited from taking over the debts

of member states.

The only way out of this crisis is to use sovereign power and
ramp up government spending. Rather than shoring up investor
confidence, spending increases in Euroland have fueled concerns
about the impact on government debt levels and the future of
the euro. Nearly half of all member states are projected to breach
the 3 percent deficit-to-GDP limit—debt that has to be pur-
chased in (substantially tightened) private capital markets. The
financial markets are expressing an unprecedented preference for
German treasury issues, resulting in a dramatic widening of yield
premiums against the bund. And in response to the threat of
budgetary-related penalties by the EU’s executive arm, some states
may simply abandon the euro.

The authors believe that the Maastricht Treaty does not con-
strain government spending, so any changes to this legislation
would do little to increase fiscal freedom. This argument is based
on the notion that financial markets (by pricing risk) are likely
to discipline governments before the treaty limits are reached.
When a nation is perceived to be a “weak” issuer, the markets can
effectively shut down its ability to stabilize conditions within its
borders—a fundamental flaw that the authors have warned about
since the euro zone’s inception. Unless these nations can avert
such financial constraints—for example, by establishing a sizable
EU budget and giving the European Parliament fiscal authority
on par with that of the U.S. Congress—prospects for stabilizing
the euro zone appear grim. Since such measures are likely to be
politically, culturally, and socially difficult, a trend toward disso-
lution remains a possibility.

As always, I welcome your comments.

Dimitri B. Papadimitriou, President
November 2009
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Can Euroland Survive?

Introduction

Governments worldwide have spent the last year or so trying to
find the right mix of fiscal and monetary policies to deal with
the worst global economic meltdown since the 1930s. Virtually
all central banks have responded by cutting interest rate targets
to historic (or near-historic) levels. Most have also intervened as
lenders of last resort. In the United States, the Federal Reserve
(Fed) has injected massive amounts of liquidity into the banking
system—bank reserves have risen from about $20 billion in
September 2008 to around $800 billion today—and also eased
global liquidity conditions by adding hundreds of billions of dol-
lars to overseas markets through dollar swap-line arrangements.
In addition to central bank lending, treasuries around the world
have turned to fiscal “stimulus” packages like the $787 billion
American Recovery and Reinvestment Act (ARRA) passed by the
U.S. Congress in February 2009. The current estimate is that the
U.S. Treasury and the Fed have committed a total of $8.8 trillion
toward crisis resolution—an amount that still appears too small
for the job at hand.!

In this brief we show that Euroland—comprising the 16, out
of a total of 27, European Union (EU) countries that use the
euro—is in a particularly difficult situation, and not simply
because its policymakers fail to realize the scope of the problem
or that the Maastricht Treaty restricts the size and nature of pos-
sible interventions. Rather, we continue to argue that the nature
of the euro limits fiscal policy space (Bell [Kelton} 2003, Sardoni
and Wray 2006). At the level of individual member states, the
euro is not a sovereign currency, so it imposes serious constraints
on the ability of states to mount a substantial fiscal stimulus. At
the EU level, parliament spending amounts to only 1 percent of
total GDP, an amount far too modest for the job at hand. By con-
trast, the U.S. Treasury spends the equivalent of 20 percent of
GDP, which will climb sharply this year and next.” It is not incon-
ceivable that direct federal spending will rise well beyond 25 per-
cent of GDP as part of the U.S. government’s attempt to restore
economic growth. If so, the rise in spending would represent a
relative increase that is five times the total annual spending of
the European Parliament.

We realize that the euro countries are also increasing govern-

ment spending and are likely to increase budget deficits signifi-

cantly, adding to any stimulus arising from Parliament. We also
recognize that these nations have a greater capacity to deficit
spend than the individual U.S. states, many of which are running
(illegal) deficits and thereby triggering large reductions in spend-
ing that are adding to depressionary pressures in the United
States. Still, we maintain that Euroland’s fiscal policy space (at
both the aggregate and state levels) will be insufficient to deal
with the current crisis. And this problem will be compounded
in the event the Fed imposes lending restrictions on foreign cen-
tral banks, or if the U.S. economy fails to recover quickly.
Meanwhile, there is growing unrest across Europe, signal-
ing the first serious test of the sustainability of Euroland. While
we raise a provocative question in our title—Can Euroland
Survive?—we believe the union’s dissolution is unlikely. Rather,
default on euro-denominated debt by one or more euro nations
is more plausible. Although the probability of default on dollar-
denominated debt (e.g., swap-line commitments) might be
higher, such repercussions will be borne by the United States
(mostly in the form of political fallout), as Americans wonder
why the Fed has been lending hundreds of billions of essentially
unsecured dollars to foreign central banks. The most likely (and
certainly the most desirable) outcome of the crisis in Euroland
will shift greater fiscal responsibility toward the sovereign; that is,
the European Parliament. While the economics of this transition
are fairly easy to discern, the real problem is politics. Even if the
crisis is resolved, the prospects for further expansion of the euro

area seem uncertain at best.

The Global Crisis

The U.S. economy is collapsing at a pace not seen since the early
1980s. Real GDP fell at an annual pace of 6.4 percent in the first
quarter of 2009.” In the same period, fixed investment fell at an
annual rate of 37.6 percent, while personal income fell at an 8
percent pace. As of late summer, the economy had lost almost 7
million jobs since the recession began in 2007. Consumer prices
fell at the fastest clip measured since the quarterly index was
begun in 1947. Consumer spending and spending on durable
goods were down 4.3 percent and 22 percent, respectively, in the
fourth quarter of 2008. Although “big government” and a “big
central bank” will constrain the collapse, this recession will be
remembered as the Great Recession, setting it apart from the
more benign contractions to which we have grown accustomed

since the Great Depression.
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Protests and riots broke out worldwide toward the end of
2008. Social unrest was perhaps most severe on the periphery of
Euroland, with the exception of violent demonstrations in
Ireland in February 2009. Russia imposed import tariffs of 30
percent on automobiles, 15 percent on farm kit, and 95 percent
on poultry above quota levels. More than 10,000 people
protested the Latvian government’s handling of the crisis, which
called for budget cuts of 25 percent (including a government
employee wage cut of 15 percent) and early elections. The protest
turned into a riot, with attacks on police and the parliament
building. GDP in Latvia is projected to fall by 5 percent this year,
following a drop of 2 percent in 2008. In Lithuania, police fended
off 7,000 protestors using rubber bullets. Outside the Icelandic
parliament building in Reykjavik, police used tear gas against
2,000 protestors, culminating a week of violent demonstrations
against the government’s handling of the economic crisis; the
prime minister agreed to resign the following day. Apart from
Iceland, which arguably has the oldest parliamentary democracy
in the world, democracy has at best a shaky foothold in many of
these countries, leading to fears that the widespread unrest could
signal a turn toward authoritarianism.

Japan’s economy is in freefall—perhaps the fastest down-
ward acceleration toward depression ever seen in the developed
world. The World Bank projects that 100 million more people
will fall below the poverty line worldwide, and that 50 million
might lose their jobs over the next year. Euroland is collapsing
faster than the United States because its exports have dried up
and its fiscal response has been weaker. GDP growth within the
EU-16 was down 1.5 percent in the fourth quarter of 2008, a con-
traction of 6 percent on an annualized basis. The sharpest
declines were in Euroland’s three largest economies: Germany
(-2.1 percent), France (-1.2 percent), and Italy (-1.8 percent)
(Pfanner 2009). To address the worsening economic conditions,
the Bundestag (the lower house of the German Parliament)
approved a €50 billion stimulus plan that includes a combina-
tion of tax cuts and increased government spending. German
federal tax revenue actually rose by 8.5 percent in January, thus
squeezing the private sector. The European Commission (EC),
which acts as executive of the EU, projects rising budget deficits
across Euroland that will likely exceed current projections as
economies collapse. Further, markets are punishing these coun-
tries, as exemplified by credit downgrades, rising prices for credit
default swaps (CDSs), and widening interest rate spreads (e.g.,

the 10-year Irish-German spread expanded to 257 basis points

on February 16, even though Ireland’s outstanding government
debt was only 41 percent of GDP). Higher interest rates on gov-
ernment debt “crowd out” other government spending and
reduce fiscal policy space. While Germany might have room for
fiscal stimulus, it is unclear that other nations do.

China is a good example of a country’s swift reaction to the
crisis. GDP grew by only 6.8 percent in the last quarter of 2008
(down from 13 percent in 2007), so Beijing responded by
announcing a two-year stimulus package approaching $600 bil-
lion (nearly as large as that proposed by President Obama), in
the face of projections that 40 million workers would lose their
jobs. The package equals approximately 14 percent of China’s
annual GDP, or more than twice the size of the U.S. package rel-
ative to their respective economies. When exports fell 2.2 per-
cent in November 2008, the government raised export tax rebates
for textiles and clothing to 15 percent (from 14 percent) and
adopted a plan to support equipment manufacturing. Much of
the stimulus focused on infrastructure, especially rail lines in the
cities and in the relatively underdeveloped rural areas. China is
also spending massively on airports, highways, and water treat-
ment plants, in addition to allocating $123 billion to phase in a
universal health care program within two years (rather than over
the next 11 years as originally planned).

This brief argues that an adequate policy response is pro-
hibited by Euroland’s fiscal and monetary arrangements. There
is a real danger that the euro nations will be unable to prevent an
accelerating slide toward depression that will threaten the very
existence of the EU. The next section reviews what the Fed has
done to help the central banks in Europe, then details the prob-
lems with the arrangements in Euroland. We argue that the lack
of full sovereignty in Euroland limits its ability to respond ade-

quately to the current economic and financial crisis.

The Federal Reserve’s Global Response

The dollar is the international reserve currency. In spite of scorn
toward the dollar and the United States in recent years, the Fed
has come to the rescue of central banks worldwide. There have
been two types of response to the global financial crisis. The first
isarun to U.S. dollar assets; in particular, U.S. Treasuries, which are
the most liquid asset. The second is a bit more complicated. In
the face of declining sales revenue and asset values, many inter-
national corporations have had to exchange foreign currencies

and liquidate eurodollar assets to cover dollar losses and meet
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Figure 1 Central Bank Liquidity Swaps,
January 2008 — July 2009 (in billions of dollars)
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their dollar liabilities. This in turn has pressured both foreign
currencies and foreign central banks to secure dollars. In
response, the Fed has expanded its lending facilities. Further, the
fall in the price of oil has resulted in a global “dollar squeeze,”
whereby the shrinking supply of “petro dollars” has made the
rest of the world eager to convert foreign currencies into dollars.

The primary way that the Fed lends to foreign central banks
is via swap lines—a reciprocal arrangement whereby the Fed cre-
ates dollar liabilities and the foreign central banks create liabili-
ties in their own currencies. In terms of the European Central
Bank (ECB), the Fed holds euro deposits and issues dollar
deposits to the ECB, while the ECB holds dollar deposits and
issues euro deposits to the Fed. The ECB is then able to lend dol-
lars to its domestic banks, with the Fed acting as the global lender
of last resort. It is interesting to note that the Fed established
these swap lines immediately following its take-over of insurance
giant AIG in September 2008.* As shown in Figure 1, lending
through this channel skyrocketed shortly afterward.

What risks does this entail? This question captured the
attention of many Americans after Congressman Alan Grayson
(D-FL) grilled Fed Chairman Ben Bernanke following his testi-
mony before the House Financial Services Committee in July.
Grayson accused Bernanke of making bad lending decisions and
pointed to the huge “losses” borne by the Fed as a result of swap-
line activity. But Grayson got it wrong, because the Fed doesn’t
face currency risk when it engages in overseas lending through

swap lines of credit. Swaps are unwound at the same exchange

rate that prevailed when the transaction was made. In other
words, when a foreign central bank draws on its swap line with
the Fed, it sells a specified amount of its currency to the Fed in
exchange for dollars at the prevailing market exchange rate. At
the same time, both central banks enter into a separate contract
that requires them to buy back their own currency on a speci-
fied date at the initial exchange rate. Neither bank faces any
exchange rate risk in the transaction.

But this does not mean that swap lending is riskless. Indeed,
central banks can face significant credit risk due to the possibil-
ity of default by foreign borrowers. With respect to Fed lending,
this exposes the Fed to substantial credit risk, since swap lines
are essentially unsecured loans and foreign central banks cannot
service dollar debts simply by crediting accounts; that is, they
have to come up with dollars in order to complete the swap at the
specified future date. As Perry Mehrling (2008) notes, “These
lending facilities involve substantial credit risk for the Fed, even
when they are collateralized, since eligible collateral now includes
any investment grade security whatsoever.”

We do not mean to imply that foreign central bank defaults
will threaten the solvency of the U.S. Treasury, which can bear
any loss. Rather, this is a political problem. Americans are already
hesitant about spending trillions of dollars to rescue U.S. finan-
cial institutions, and there is little will to rescue foreign institu-
tions. Until recently, most Americans had no idea that the Fed
engaged in such actions, and they do not support the argument
that this type of intervention is necessary to rescue the global
financial system. The public’s reaction is probably why Bernanke
has been reluctant to publicize the amount the Fed is lending
through its swap lines.

Euroland was allowed to remain on life support when these
swap arrangements were extended to the end of October 2009.
From the perspective of Euroland, dollar lending has helped to
cushion exchange rate volatility and allowed individual banks to
meet the demand for eurodollar withdrawals. However, it is not
clear how the central banks will service and retire this debt.
There is no economic reason why the Fed cannot extend lend-
ing beyond October while waiting for the global economy to
recover, so that Euroland can earn enough export revenue to
repay the Fed’s loans. Again, the reason is political. Is there suf-
ficient political will for U.S. policymakers to continue to sup-
port foreign central banks as Treasury and Fed spending,
lending, and guarantees explode? What happens to the euro and

euro nations if it is politically infeasible for the Fed to continue
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its lifesaving measures? Without an answer, Euroland can only
hope for the best.

Finally, the U.S. bailouts have been “passed through” to for-
eign financial institutions, including European banks. Indeed,
many of the funds used to bail out AIG were subsequently sent
to European banks, leading to a public outcry in the United States.
Since the bailout has been shrouded in secrecy, we can only sur-

mise that other such funds have found their way to Euroland.

Fiscal Policy in a Sovereign Nation

We briefly summarize how fiscal policy operates in a sovereign
nation that issues its own currency. It is our claim that individ-
ual euro nations are not sovereign in this sense and therefore
inappropriately face the fiscal constraints that orthodoxy attempts
to apply to sovereign nations. Detailed expositions on this theme
are found in many articles and books (e.g., Bell [Kelton] 2000;
Bell [Kelton] and Wray 2002/03; Wray 1998, 2006, 2007).

A sovereign government spends by crediting bank accounts
and taxes by debiting those accounts. A budget deficit means that
credits exceed debits, which show up as net financial wealth in
the nongovernment sector and as net reserve credits in the bank-
ing system. A budget surplus means the opposite: a reduction of
net financial wealth in the nongovernment sector and of net
reserve debits in the banking system. All else being equal, a per-
petual budget deficit leads to perpetual net reserve credits, which
normally generate excess banking reserves that are offered in the
overnight market. Of course, the excess in aggregate cannot be
eliminated through such lending. All it can do is push the overnight
lending rate toward zero. This pressure is relieved through sales
of government bonds by the central bank and treasury. Over
the short term, such sales are accomplished through the open-
market operations of the central bank. Over the longer term,
such sales are accomplished through new issues by the treasury
and allow the central bank to hit its overnight target rate.

On the other hand, sustained budget surpluses drain
reserves and can eventually cause bank reserve positions to fall
short of what is desired or required. Over the short term, the cen-
tral bank provides needed reserves through open-market pur-
chases. Over the longer term, the treasury rectifies the reserve
drain by retiring outstanding debt. In effect, the public surren-
ders its interest-earning sovereign debt in order to pay “exces-
sive” taxes resulting from budget surpluses that would otherwise

drain reserves from the banking system.

Bond sales (or purchases) by the treasury and central bank
are ultimately triggered by the deviation of reserves from the
desired (or required) position of the banking system that causes
the overnight rate to move away from target (if the target is above
zero). Bond sales by either the central bank or the treasury are
properly seen as part of monetary policy that is designed to allow
the central bank to hit its target rate, which is “administered”
exogenously by the central bank. The central bank sets its target
rate according to its belief about how it will impact a range of
economic variables within its policy objectives. In other words,
setting the rate “exogenously” does not imply that the central
bank is oblivious to perceived economic and political constraints
(whether these constraints and relationships actually exist is a
different matter). The central bank might raise its interest rate
target if, for example, it believes that government deficits will
devalue the currency and cause inflation. However, the interest
rate hike is discretionary and not a direct result of market reac-
tions. (Readers will note that the usual “crowding out” or “loan-
able funds” theories have it wrong: budget deficits place
downward pressure on interest rates, while budget surpluses
push these rates up.)

Banks prefer interest-earning treasury debt over non-interest-
earning (undesired or nonrequired) excess reserves, so there is
no problem selling treasury debt. Also note that if banks did not
prefer to buy government bonds, the treasury (and central bank)
would simply avoid selling them, and, indeed, would not need to
sell the debt, as the banks would prefer to hold non-interest-
earning reserves. In other words, far from requiring the treasury
to “borrow” by selling new issues, government deficits would
only require the central bank and treasury to drain excess reserves
and avoid downward pressure on overnight interest rates. This
means that widespread fear that the “markets” might not buy, say,
Mexican or Pakistani treasury debt if they deem budget deficits
to be excessive is erroneous: bonds are not sold to “borrow” but
rather to drain excess reserves. If the “markets” prefer excess
reserves, then bonds won’t be sold, because there won’t be any
pressure to relieve the overnight rate.

Treasury debt can be eliminated entirely if the central bank
pays interest on reserves (as in Canada and, more recently, in the
United States) or if the central bank’s overnight interest rate tar-
get is zero (as in Japan). In either case, the central bank is able to
hit its target regardless of the size of the treasury’s deficit, and

there is no need for sales of sovereign debt.
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Figure 2 General Government Balance as a Percent of GDP,

1996—-2008
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In conclusion, the notion of a “government budget con-
straint” only applies ex post for a sovereign nation with its own
currency, and it makes a statement about a country’s identity
rather than any economic constraint. At the end of the year, any
increase of government spending will be matched by an increase
of taxes, high-powered money (reserves and cash), and sover-
eign debt held. But this does not mean that taxes or bonds actu-
ally “finance” government spending. A sovereign government
spends by crediting bank accounts, so its spending can never be
constrained by taxes or bond sales (unless it constrains itself
through laws, constitutional amendments, or self-imposed oper-
ating procedures). Nor can one force a sovereign government to
default on its domestic currency commitments, which can always

be met by crediting bank accounts.

What About Euroland?
Sardoni and Wray 2006 showed that, while monetary policy has
not diverged much between the United States and Euroland, fis-
cal policy has differed between the two regions. Before the cur-
rent crisis, U.S. government spending averaged about 20 percent
of GDP, and spending net of taxes swung by nearly 7 percent of
GDP between the Clinton-era peak budget surplus and the 2000
recession peak budget deficit. (We believe that there will be a
swing of more than 10 percentage points over the course of this
downturn.) By comparison, the equivalent to U.S. government
spending by the European Parliament amounts to about 1 per-
cent of GDP. Obviously, cyclical swings are insignificant for such
a “small government” budget, and they cannot stabilize the euro
economy. Most government spending in Euroland is decentral-
ized, carried out by member states and subordinate govern-
ments. Such spending is large relative to national output, since
some countries commonly ran deficits above 3 percent of GDP
even before the crisis. No U.S. state budget or debt relative to
state output is as large as that of the typical Euroland member
state. However, all U.S. states can rely on huge fiscal transfers
from Washington during a crisis (such as Hurricane Katrina),
and the current crisis is no exception: the federal stimulus pack-
age represents hundreds of billions of dollars in relief for state
and local governments.

The Stability and Growth Pact constraint on Euroland
member-state budget deficits has been pragmatically ignored, as
countries routinely exceed the deficit limit of 3 percent. The con-

straint has probably affected the smaller prospective members
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of the EU that have applied fiscal restraints in order to satisfy the
conditions for admission, as well as many member states that
have become more “fiscally responsible” because of perceived
budget constraints. Thus, fiscal policy in Euroland has been sys-
tematically tighter than that in the United States.

Figure 2 shows Euroland government expenditures as a per-
centage of GDP for the 1996-2008 period. Although there was ini-
tially some convergence toward the 3 percent limit specified in the
Maastricht Treaty, there was significant divergence by 2004. And, as
discussed above, the European Commission’s interim report of
January 2009 projects that many countries will soon exceed this
limit by a wide margin, creating an even broader divergence from
the 3 percent limit for the budget deficits of EU members.

Figure 3 shows outstanding government debt as a percent age
of GDP. Apparently, the formation of the euro area has resulted in
some fiscal constraints, since state debt ratios have converged
(mostly downward) toward the Maastricht benchmark of 60 per-
cent of GDP. However, this trend should reverse as declining out-
put and rising deficits force debt-to-GDP ratios higher.

We reiterate that Ireland’s debt ratio is only 41 percent,
which is well below the average for the euro area, yet the coun-
try’s interest rate spread relative to the yield in German bonds
reached 257 basis points in mid-February, based on fears that
Ireland’s rapidly growing deficit could lead to insolvency. This is
an important observation, one that is detailed below: even
though no euro nation has a “large” deficit or debt ratio relative
to what is commonly observed in independent sovereign nations,
a euro nation faces “market-imposed” constraints on borrowing
because it is not a sovereign country.

It is probable that these fiscal restraints on the nonsovereign
member states in the EU have led to a greater reliance on foreign
demand as the engine of economic growth. While the U.S. cur-
rent account deficit has risen steadily over time, Euroland net
exports as a percent of GDP have averaged 1.65 percent between
1999 and 2004. Individual member states have tried to increase
their net exports (both with other EU nations and with the rest
of the world) as their domestic demand declines, but since
exchange rates with other EU members are fixed, their only alter-
native is to maintain or reduce wages and prices internally. This
response reinforces fiscal austerity and slow growth.

As shown in Figures 4 and 5, Euroland’s unemployment and
real GDP growth rates have been subpar. We recognize that many
economists blame “barriers” to the operation of free markets for

this weak performance, but we mostly blame chronically tight

Figure 4 Euroland’s Unemployment Rate, 2000—09
(in percent)

9.75
9.50
9.25
9.00
8.75
8.50
8.25
8.00
7.75
7.50
7.25

7.00 | | | | | | | | |
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Percent

Source: ECB, Seasonally Adjusted Data

Figure 5 Euroland’s Real GDP Growth Rate, 1999—-2010%
(in percent)
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fiscal policy (as noted in Sardoni and Wray 2006). While unem-
ployment improved slightly in the two years preceding the crisis,
unemployment rates have remained high and are trending
upward. And despite some acceleration in growth rates in the
middle of the decade, the majority of annual growth rates have
remained below 3 percent. Moreover, all of the growth rates fell
below 2 percent in 2008.

Thus, the economic performance in Euroland has converged
to one that is uniformly poor for all members (i.e., chronically
high unemployment and slow growth), and the situation has
worsened sharply in recent months. While some people attribute
this situation to labor market institutions (“coddling” labor),
generous social benefits, and so on, we believe that the situation
is consistent with nonsovereign nations relying on export-led
(mercantilist) policy: Euroland’s annual growth rate rose above
3 percent only when the U.S. economy boomed in 2006—07.

Markets impose constraints on Euroland’s members (and
U.S. states) by punishing members that exceed fiscally prudent
spending levels (budget deficits). Debt ratings fall and interest
costs rise when bond raters downgrade state or local government
debt. While rating agencies have at times downgraded sovereign
debt, such as Japan’s (and threaten to do the same with the
United States), they clearly recognize that there is no solvency
problem related to sovereign budget deficits. Any downgrading
is attributed to “country risk”—that is, the risk of currency deval-
uation that might follow from larger budget deficits—and this
risk has little impact on interest rates applied to sovereign debt.
However, there are solvency risks for state and local governments,
so downgrading will impact interest rates on state and local gov-
ernment debt. To be sure, the situation is complex, since mar-
kets also weigh the likelihood that a national government will
bail out a state or local government.

As Bell [Kelton] 2003 has shown, government debt issued
by euro nations has been perceived by markets to be heteroge-
neous, because national interest rates have actually diverged
rather than converged since monetary union, as expected by pro-
moters of the euro. The markets must weigh the risk of default
by individual member states as well as the probability of a bailout
by the EU. Unlike the case where the U.S. federal government
rescued New York State, however, the procedure to bail out a
member state is unknown.” The ECB is practically prohibited
from taking over the debts of member states, and, although it is
impossible to surmise what the ECB might do in a crisis, there is

enough uncertainty to create the possibility of a (bank) run

stemming from an individual member’s debt. And, as discussed,
there is no central fiscal authority that has anything like the
responsibility of the U.S. Treasury. Charles Goodhart (2006)

summarizes the problem:

The federal institutions in the EU have neither the ability,
nor the wish, to guarantee the deficits of the subsidiary state
governments. The ECB is admonished not to support failing
State governments, and there is no fiscal competence at the
federal level either to make inter-regional transfers in
response to asymmetric shocks or to support the ECB in
meeting the burden of bailing out a failing State govern-
ment. So the federal government in the EU neither can, nor
wants to, carry out its part in the kind of implicit bargains

observed in other federal systems. (21-22)

As Goodhart suggests, it really is the flawed fiscal arrange-
ment that poses the most important problem for sustaining
European unification. As pointed out earlier, fiscal policy con-
straints in Euroland have led to consistently sluggish growth and
higher unemployment, and these constraints could lead to a cat-
astrophic financial crisis. If a nation’s debt is downgraded, inter-
est rates and government deficits will rise and threaten to set off
a vicious cycle of recursive downgrading among member states.
The states that are stronger economically will have to provide
lower-cost funding to the troubled members by, for example,
turning to the European Investment Bank or some other multi-
national institution that would purchase the debt from distressed
governments in order to keep prices up and interest rates down.
According to the EU governing treaty, members are not liable for
the debts of other members but they can buy those debts. The
question is whether a strong member such as Germany would
be willing to buy the debt of a downgraded member such as Italy

or, even less likely, that of a periphery nation.

Market Perceptions of the Riskiness of

Government Debt

Predictably, the global financial crisis has affected the perception
of the riskiness of debt, including government debt. One meas-
ure of the market’s perception of the risk of default is the credit
default swap, which is essentially a speculative bet on the prob-
ability of default. First, we look at a measure of the market’s

assessment of U.S. default risk. We repeat: there is no default risk
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Figure 6 Euro Price of Credit Default Swaps for Five-year
U.S. Treasuries, December 2007 — February 2009
(in basis points)
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on sovereign government debt. However, for those who believe
in such a possibility, there is a way to bet on such an event. Figure
6 shows the euro price of CDSs for five-year U.S. Treasuries. The
reason the CDSs are priced in euros is that the dollar would pre-
sumably collapse if the U.S. government defaulted on its obliga-
tions. The price of “insurance” has risen sharply during the crisis,
from less than 10 to more than 60 basis points.

Next, we look at the market’s assessment of risk in Euroland.
EU officials are “deeply worried at widening spreads on bonds
sold by different European countries,” and they are afraid that
“the process could lead to [a] vicious spiral that threatens to tear
both the euro and the EU apart” (Waterfield 2009). This is due
to growing doubts about the ability of governments in Spain,
Greece, Portugal, Ireland, and Italy to cover their debts.

Figure 7 shows the euro price of CDSs for five-year state
government debt. As in the case of U.S. Treasuries, prices have
risen sharply—from a level similar to and then much higher than
U.S. Treasuries. For example, CDS prices were as high as 300 basis
points for Spanish treasuries, 200 basis points for Italian treas-
uries, and 150 basis points for Austrian treasuries. Only
Germany, France, and Finland enjoyed CDS prices as low as
those for U.S. government debt.

It is important to note that CDS prices for U.S. Treasuries
are climbing in the face of government commitments greater
than $8 trillion, or two thirds of GDP. By contrast, CDS prices for

Euroland treasuries are also rising in the context of a crisis, but

Figure 7 Euro Price of Credit Default Swaps for Five-year
Euro State Government Debt, 2006—09 (in basis points)
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with relatively small budget deficits and low debt ratios, and with
little prospect for fiscal and monetary stimulus packages com-
mensurate with those in the United States. In other words, while
we believe markets are wrongly interpreting the possibility of
U.S. government default (which is zero), it is understandable that
some market participants have “voted against” U.S. policies that
have committed huge sums of money to various bailouts (and
the strong likelihood of additional commitments). By contrast,
the much larger increase in CDS prices for some euro nations is
feeding a legitimate fear that these nations might default.
Leading up to the official launch of the euro, Robert
Mundell (1998) conjectured that the government bonds issued in
the post—European Monetary Union era would become “almost”
perfect substitutes. But financial markets never priced them that
way, as evidenced by the persistent (and now sharply widening)
bond yield spreads. Figure 8 shows Euribor spreads for 10-year
government bonds since 2000. Despite the fact that all member
governments issue “identical” (euro-denominated) debt, the cap-
ital markets clearly perceive a difference between countries. Thus,
while every government bond promises to repay euros in the
future, financial markets view some promises as better than oth-
ers. Spreads vary across time and by member, and they have

widened tremendously during the current economic downturn,
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Figure 8 Euribor Spreads* for 10-year Government Bonds,
2000—09 (in percentage points)
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indicating that liquidity and/or default risk are expected to rise.
Further, spreads also increase when a nation’s fiscal position dete-
riorates (presumably for the same reason).

It is impossible to determine precisely how much of each
spread is due to liquidity risk premia versus credit risk premia;
we only know that it must be one or the other, or some combi-
nation of the two. The challenges of sovereign bond issuance are
tied to concerns over rising budget deficits and public debt lev-
els. Commenting on the widening of bond yield spreads during
the second quarter of 2000, the European Commission (EC
2000a) opined that at least part of the divergence was due to “the
renewed focus on liquidity by major investors to the detriment
of smaller bond issues from Member States with limited financ-
ing needs.”

The perceived liquidity of an issuer’s debt reflects the
expected ease with which that issuer’s bond can be converted
into euros at a reasonably certain price. Liquidity is related to
both the quantity of outstanding bonds (i.e., the stock) and the
issuing volume of new debt (i.e., the flow). In the next section, we

try to sort out what determines national interest rate spreads.

Financing Euro Budget Deficits in a Hostile
Environment

Euroland officially entered a recession when its GDP declined
0.2 percent in the third quarter of 2008. As a result, budget
deficits from Berlin to Dublin exploded and governments
adopted countercyclical “stimulus packages” to try to cope with
the deteriorating economic situation (as in the United States).
Unfortunately, these spending increases have fueled concerns
about the impact on government debt levels, and even the future
of the euro, rather than shoring up investor confidence within
Euroland.

Nearly half of all member states are projected to breach the
3 percent deficit-to-GDP limit (some states for the first time).
Some of the impact on public budgets is happening endoge-
nously as tax receipts drop off and automatic stabilizers kick in.
But public finances are also impacted by the adoption of discre-
tionary measures by member states. In total, the EC estimates
that the fiscal stimulus (including nondiscretionary spending)
will amount to about 4 percent of GDP through 2010 and push
Euroland’s deficit-to-GDP ratio to an average of 4 percent. The
expanded deficits, together with sizable “below the line” opera-
tions,® should push debt levels to about 73 percent of GDP in
2009 and 76 percent in 2010 (EC 2009).

But all of this debt has to be purchased in private capital
markets, where financial conditions have tightened substantially
in the wake of the meltdown. This is causing major problems for
member governments that must find buyers for their bonds. The
sharp increase in projected debt levels has intensified competi-
tion between sellers and forced some states to pay markedly
higher rates in order to compensate lenders for the state’s per-
ceived risk and liquidity problems.

Figure 9 shows the projected budget positions for each EU-
16 member state. Only five countries are expected to avoid
breaching the 3 percent budget-deficit rule during the next two
years, but their fiscal positions will also “deteriorate.” As a result,
the demand for credit has risen sharply and the financial markets
have begun to avert certain issues. To some extent, this is old hat:
bond yields on member debts have never converged as predicted
following the introduction of the euro. But financial markets
aren’t just requiring a few extra basis points here and there; they
are expressing an unprecedented preference for issues of the
German treasury.

The heightened preference for the bund has undoubtedly
been influenced by the rating agencies (Standard & Poor’s, Fitch,

Public Policy Brief, No. 106 12



Figure 9 Projected EU-16 Budget Positions, 2009—10
(in percent)

Table 1 Five-year Credit Default Swap Rates: Bid/Ask Prices,
February and August 2009 (in basis points)
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and Moody’s), which have fueled concern over the sustainability
of public finances (and hence, the servicing of public debt).
Concerns heated up on January 14, 2009, when Standard &
Poor’s cut Greece’s rating from A to A- and placed Ireland,
Portugal, and Spain on “negative credit watch.” Days later, it
dropped Spain’s rating from AAA to AA+, citing concerns over
the government’s ability “to prevent years of weak growth and a
ballooning deficit” (Hay 2009). On January 21, it dropped
Portugal’s rating from AA- to A+. This string of downgrades
fueled speculation that the future of the 16-member currency
bloc was in doubt, and caused markets to raise the premium on
non-German issues.

As shown in Figure 10, the result has been a dramatic widen-
ing of yield premiums against the German bund. An increase in
bond-yield spreads indicates a relative preference for German
issues and raises the cost of borrowing by other governments.
Financial markets have required steep price increases to com-
pensate for the heightened risk of default and for the reduced
liquidity of financial assets in general. The difference between
German and Spanish yields has reached its widest spread since
the introduction of the euro in 1999. Unfortunately, there are
negative feedback loops because of the nature of the euro, so a
rising deficit can lead to the downgrading of public debt and
induce the financial markets to demand higher premiums, which
raises interest costs and increases the deficit.

In addition to the discipline being imposed by rating agen-

cies and financial markets, member governments may soon face

February 2009 August 2009
Austria 245/260 61/65
Belgium 152/162 33/37
Finland 87/97 21/25
France 88/95 22/26
Germany 88/92 21/24
Greece 250/270 102/106
Ireland 360/380 140/150
Italy 185/197 62/66
Netherlands 118/132 33/38
Norway 50/60 19/23
Portugal 138/150 46/50
Spain 144/154 57/60

Source: Bloomberg

pressure from the European Parliament. France has requested
that members be given additional leeway to deal with the eco-
nomic downturn but Joaquin Almunia, the EU’s monetary
affairs commissioner, has warned that Parliament may act against
states that “have recorded or plan deficits above the three per-
cent barrier,” adding that they intend to defend the “procedures
established in the [EU] treaty” (EUbusiness.com 2009). No
action has been taken so far, but the EU’s executive arm is plan-
ning to scrutinize the budgetary positions of France, Germany,
Greece, Ireland, Malta, the Netherlands, and Spain, among other
countries, to determine whether action is needed.

These statements intensify frustration among member states
and fuel speculation that some states may simply abandon the
euro. Financial markets can hedge against the risk of default (as
a consequence of leaving the euro) by purchasing CDSs. As indi-
cated in Table 1, the markets have been concerned mostly about
the possibility of default in Ireland, Greece, and Austria, where
the price of protection on five-year bonds has risen 360, 250, and
245 basis points, respectively (as of February 23, 2009).

As the market liquidity crisis appeared to attenuate, and in
response to many recent optimistic reports of “green shoots” in
the United States and abroad, the price of CDS “insurance” has

fallen, as shown in the final column of Table 1. Still, the price of
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Figure 10 Ten-year Government Bond-yield Spreads (German Benchmark), January 2000 — June 2009 (in percent)
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“insurance” for Ireland is more than six times higher than that
for Finland, France, Germany, and Norway (which is on the
periphery of the euro zone and the EU and therefore fares much
better). Since members of the EU-16 no longer issue a sovereign
currency, they are at the mercy of financial markets when it
comes to exercising discretion over fiscal policy.

Although the price of CDS insurance on Irish bonds
remains relatively high, ECB President Jean-Claude Trichet
insists that Ireland is not the euro area’s “weak link” (The Irish
Times 2009). Unfortunately for Ireland, the markets disagree.
Once markets begin to perceive a nation as a “weak” issuer, they
can effectively shut down a nation’s ability to stabilize conditions
within its borders. This is the fundamental weakness of the euro
zone that we have warned about since its inception. This means
that bonds issued by Greece, Portugal, Ireland, and Italy are per-
ceived to be instruments with less liquidity than those issued by
Germany, France, or Finland. Even though the government debt
of all member states is homogenous in terms of denomination,
bonds issued by the smaller countries “will not have the same
liquidity as those of larger countries” (The Irish Times 2009). As
a result, investors demand additional protection from smaller
issuers in the form of a liquidity premium, thereby causing
bond-yield spreads to diverge. As Jerry Jordan (1997) recognized

long ago, this creates a vicious cycle:

The risk for the fiscal authorities of any member country is
that the “dismal arithmetic” of the budget constraint leaves
few palatable alternatives. If the yield on government secu-
rities demanded by markets exceeds a country’s nominal
income growth, then interest expense on the outstanding

debt must become a relatively larger burden. (3)

In a country like the United States, this prospect should
never cause financial stress, because the U.S. government can
always meet any dollar-denominated commitments that come
due by crediting bank accounts. But markets clearly recognize
that things work differently in the euro zone, where governments
can no longer “print money.” As a result, the bonds issued by
these governments resemble those issued by state and local gov-
ernments in the United States (or by provinces in Canada or
Australia), where yields often differ by a sizable amount.

Several studies of U.S. state bond markets show that yields
mainly reflect the market’s assessment of default risk. For exam-

ple, Bayoumi, Goldstein, and Woglom 1995 and Goldstein and

Woglom 1992 conclude that bond yield differences are correlated
with the quantity of outstanding state debt and the state’s fiscal
balance. Specifically, they find that lenders are likely to calculate
the probability of default at a relatively high rate when state debt
levels are relatively high, thereby increasing premiums on bonds
issued by these states. If individual U.S. states interpret rising
yields to signal market resistance, then default premia can play a
“positive role in disciplining irresponsible, sovereign borrowers”
(Bayoumi, Goldstein, and Woglom 1995, 00).

Within the euro zone, fiscal discipline is supposed to be
ensured by the Stability and Growth Pact. The Pact, which was
ratified at the June 1997 Amsterdam Summit, strengthens the
surveillance of member states by forbidding countries from run-
ning deficits in excess of 3 percent of GDP or carrying debts in
excess of 60 percent of GDP. In the event that a country does not
fulfill these fiscal criteria, the Excessive Deficit Procedure pur-
suant to Article 104(c) will apply. Under this procedure, deficits
above 3 percent of GDP are subject to a fine imposed by the
European Council, based upon a report by the European
Commission and a judgment by the Monetary Committee.

Some groups (e.g., the European Council) adamantly
believe in the necessity of the limits imposed by the Stability and
Growth Pact. They argue that the limits “mark an essential con-
dition for sustainable and non-inflationary growth and a high
level of employment” (Spiegel 1997, 1). Others (Eichengreen and
von Hagen 1995; de Grauwe 1996; Pasinetti 1997; Arestis and
Sawyer 1998; Arestis, Khan, and Luintel 2002) suggest that the
limits are too restrictive and that member states should be free to
pursue independent fiscal policy without arbitrary limits or
penalties. A third group (Wray 1998; Mosler 1999; Bell [Kelton]
2002) believes that the Pact and the Excessive Deficit Procedure
probably don’t constrain government spending, so increasing (or
dispensing with) the arbitrary limits would do little to increase
fiscal freedom. This argument is based on the notion that finan-
cial markets (by pricing risk) are likely to discipline member gov-
ernments even before the Maastricht Treaty limits are reached.
This notion appears to be the case, with market sentiment influ-
enced by the global financial collapse.

While some argue that member states can still service higher
debt levels because they retain the power to alter tax rates (e.g.,
Eichengreen and von Hagen 1995), others recognize that euro
governments are seriously constrained in this regard. Jordan
argues that “the prospect of higher taxes would cause the factors

of production to migrate . . . [so that] higher tax rates could,
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eventually, shrink the tax base” (1977, 3). Christopher Taylor
agrees, suggesting that, despite “their substantial revenue-raising
powers,” member states will “be increasingly constrained by the
pressure of ‘fiscal competition™ (1999, 16). Further, higher taxes
lead to declining economic performance, which increases the
deficit and leads to another sort of vicious cycle.

This “fiscal competition” is the direct result of Article 104.
Because member states can no longer create spendable deposits
internally (i.e., “print” money), they must compete for euros by
selling bonds to private investors (including private banks), who
clearly do not view the various obligations as perfect substitutes.
Thus, governments must float bonds on the capital market,
where they vie with debt instruments offered by other govern-
ment (and nongovernment) entities. Some nations compete for
benchmark status (e.g., Germany and France), while others
jockey for relative advantages in the pricing of risk. To the extent
that policymakers pursue these objectives vigilantly, they assign
a less important role to goals such as stabilizing output and
employment.

We note that even as spreads have widened in Euroland,
market assessment of risk on local government debt in the
United States has actually declined—a rather remarkable con-
trast. Why is this happening? Although we are not sure, perhaps
it is a vote of confidence in the stimulus and bailout packages in
the United States. Historically, defaults on municipal debt are
rare (an exception is Orange County, in California), and there is
the expectation that the federal government can and will rescue
state and local governments. There is no such assurance in

Euroland.

Conclusion
Following the switch to the euro, most economists expected
yields on sovereign bonds issued by euro-zone governments to
converge. With a massive euro-denominated market for sover-
eign debt and no country-specific exchange rate risk or currency
risk, dealers were expected to view the issues of Euroland gov-
ernments as more or less homogeneous. But things did not
unfold as expected. There was convergence to slower economic
growth and higher unemployment, and, initially, to tighter fiscal
stances.

Markets continued to differentiate between issues on the
basis of liquidity. As evidence, even AAA-rated bonds issued by

small governments with limited issuing volumes were “still

obliged to offer investors a spread over bonds from benchmark
issuers” (EC 2000b). While this probably accounts for some of
the persistence in yield differentials, it seems clear that credit risk
has emerged as the primary cause of the divergence of bond-yield
spreads—especially as the global financial crisis unfolded. And
since ratings agencies made it clear that they would take into
account possible increases in fiscal deficits when assigning credit
ratings to EU state governments, fiscal competition intensified.
Until something is done so that these states can avert such finan-
cial constraints—for example, establishing a federal (EU) budget
or a new lending institution (to aid states in pursuing a broad
set of policy objectives)—the prospect for stabilizing the euro
zone appears grim.

The European Commission presented its “European
Economic Recovery Plan” in November 2008. It cautioned that
Euroland could experience a deep and protracted recession unless
“swift and decisive” policy action was taken (EC 2009). The prob-
lem is that Euroland lacks a fiscal entity such as the U.S. Treasury
that has the ability to provide a significant budgetary stimulus.
The Plan calls for a fiscal stimulus that translates to only 1 per-
cent of GDP—a small amount that cannot provide the “decisive”
policy action needed to prevent a downward economic spiral.
Thus, Euroland must depend on a combination of automatic sta-
bilizers and discretionary fiscal stimulus policies at the state level
to stimulate an economic recovery.

The European Commission is fairly optimistic in forecasting
a “certain recovery of growth” beginning in the second half of
this year. Specifically, it projects that real GDP will contract by
about 2 percent in 2009 in both the EU and the euro zone before
turning slightly positive in 2010. Although GDP is predicted to
rebound, the Commission’s unemployment forecast is far less
rosy, with an average unemployment rate that could exceed 10
percent by next year. The Commission notes that its forecast
“depends crucially” on the passage of a sufficiently large fiscal
stimulus package (5.5 percent or more) in the United States,
which has already emerged as the lender of last resort by extend-
ing hundreds of billions of dollars to the ECB through swap-line
arrangements. As we have argued elsewhere (Bell [Kelton] 2003,
Sardoni and Wray 2006), the problem for EU governments is
inherent in the nature of the monetary arrangement itself.
Without support from the United States as the lender of last
resort, in combination with sizable U.S. current account deficits,

Euroland economic recovery remains uncertain.
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Rating agencies have not proven very prescient over the past
decade in giving AAA ratings to securitized junk—a business
model that we now know was nothing more than a massive Ponzi
scheme. And even now, these agencies continue to error in rat-
ing government debt. For example, Standard & Poor’s indicated
that its decision to downgrade Spanish debt was based on the
belief that the Spanish government would be unable “to prevent
years of weak growth and a ballooning budget deficit” (Hay
2009). By contrast, Fitch left its rating of Spanish debt unchanged,
citing the country’s beneficial membership in the euro zone. But
this membership in its current form locks governments into years
of weak economic growth. Since the crisis cannot be addressed
without ballooning budget deficits, the downgrading of EU-
member debt is adding to the cost of borrowing, and reducing
the likelihood that the crisis can be mitigated by a sufficiently
large fiscal expansion.

Following the downgrading of Greek, Spanish, and
Portuguese debt, Standard & Poor’s indicated that its decision
was based, at least in part, on concerns about deteriorating pub-
lic finances and persistently low growth. But low growth will be
the norm as long as governments are unable to expand their bal-
ance sheets without restraint in the face of insufficient aggregate
demand. A spokesperson for Standard & Poor’s explained the

agency’s rationale for downgrading Portuguese debt:

In our opinion, Portugal faces increasingly difficult chal-
lenges as it tries to boost competitiveness and lift persist-
ently low growth. . . . This, together with a heavy general
government debt burden, leads us to believe that Portugal is
unlikely to make the necessary structural improvements to

remain in the AA peer group.” (Bugge 2009)

Rating agencies have also threatened to downgrade U.S.
treasury debt due to “ballooning” budget deficits and various
commitments associated with the bailout. As we have argued
throughout this brief, there is no reason to downgrade U.S. gov-
ernment debt because it is sovereign debt with no default risk.
The only way out of this mess is to use sovereign power that
exists in countries such as the United States, the UK, and China,
and ramp up government spending. By contrast, the outlook for
Euroland is bleak unless it forms a “more perfect union” by
investing in the fiscal authority of the European Parliament, so
that this authority is on par with the U.S. Congress. This action

is easy enough in terms of economics, accounting, and budget-

ing. However, it could be politically, culturally, and socially dif-
ficult, and the degree of difficulty has increased commensurate
with Euroland’s expanding membership.

In some respects, allowing lower-income periphery nations
to join the euro zone is similar to the United States’ encouraging
Mexico to join a dollar union. On the one hand, we admire the
willingness of the EU and Euroland to embrace its new mem-
bers. On the other hand, we suspect that expansion has made the
prospects for changing the structure of the union virtually
impossible. Hence, there remains the possibility of a trend

toward dissolution rather than greater unification.

Notes

1. A broader measure totals $23.7 trillion, which includes
Treasury and Federal Reserve Bank loans, along with guarantees
of private assets held in the private sector.

2. The Obama administration has proposed a $2.94 trillion
budget for fiscal year 2009 and a $3.55 trillion budget for fiscal
year 2010.

3. Early estimates for the second quarter showed GDP falling at
an annual rate of 1 percent, but this rate appears to be highly
inconsistent with other data (e.g., the number of hours worked
in the second quarter declined at a 7 percent pace). Although we
expected GDP to be revised downward, this apparently was not
the case, as second-quarter GDP was recently revised upward, to
minus 0.7 percent.

4. As Mehrling (2008) explains, “The Fed stepped in to take over
AIG, the ailing insurer, on September 16. The next day the
Treasury announced what it called its ‘Supplementary Financing
Program’ and the day after that the Fed announced the estab-
lishment of currency swap lines with other central banks.”

5. Joaquin Almunia, the European commissioner for economic
and monetary affairs, recently announced that there is a “secret”
plan to deal with euro area member states threatened with
default. We do not know if his plan is any more substantial than
President Nixon’s secret plan for ending the war in Vietnam.

6. Below-the-line operations include actions taken to rescue
troubled financial institutions such as the recapitalization of

banks and loans to private enterprises.
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