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It is not widely realised that the EU concept is on its last legs. The bureaucratic inefficiencies
and bad leadership were fully exposed last week over the inability of the EU to distribute vaccines
and the attempts to blame everyone else. But a larger problem is hidden in the euro structure,
comprised of banking and TARGET2 settlement systems.
This article discusses the precarious financial position of the commercial banks and the gaming of the
TARGET2 system by national regulators to hide bad debts. The bad debt situation is now set to
deteriorate at a faster pace thanks to the economic consequences of coronavirus lockdowns and is
not helped by lack of vaccines, which defers the return to economic normality.
It is no exaggeration to conclude that the failure of its settlement system will bring down the
ECB and the national central banks. The ECB will be gone, and NCBs will reform to administer
new national currencies — there can be no other outcome.
With the euro failure the European Commission is likely to cede power to national interests, heralding
a new era of immense political uncertainty as new currencies and government financing
arrangements are devised.

Introduction
At a political level there appears to be frightening levels of ignorance about the economic
consequences of punishing Britain for Brexit at a time when the EU’s own economy is teetering on
the edge of a financial crisis.
Last week Britain’s remaining Remainers were revealed by the extraordinary behaviour of the
European Union to have been little more than tilting at windmills. Without consulting the Irish or the
British, the Commission triggered Article 16 of the Trade and Cooperation Agreement, in effect
putting a customs border between Ireland and Northern Ireland. This was in direct contravention of
earlier promises to respect the Good Friday agreement by not doing so. It was at the EU’s insistence
that no border should exist onshore, separating Northern Ireland from the rest of the UK for customs’
purposes. Despite this breach of an agreement upon which the ink was barely dry, the British
government managed to keep its cool and persuade the EU to reconsider and back down.
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The reason for recounting these events is to make the point that the EU system apparently has been
designed to promote and appoint the unelectable in a grand-scale parody of the Peter principle. This
origins behind this particular foul-up were bureaucratic. The EU was determined to take covid vaccine
distribution out of the hands of member states and then procrastinated for three vital months while
other nations such as the UK and US placed advanced orders for hundreds of millions of vaccines.
Policies, mostly political without much regard to economic consequences, get mired in EU
bureaucracy, plus the need often to consult 27 different member states and print labels in all their
different languages. Consequently, the European Medicines Agency, which reportedly was closed on
holiday between 23 December and 4 January in the middle of the pandemic, only approved the
AstraZeneca vaccine last Friday, by which time Britain had already vaccinated millions.
Far fewer Europeans proportionately have been immunised, with dire political consequences for
Europe’s national leaders, particularly those with elections looming, such as in France. The Italian
government has fallen, yet again, with its handling of the coronavirus crisis very much to blame. And
unusually for the normally tolerant Dutch public, even they have rioted in the streets.
This is not the only post-Brexit teething problem. The UK government refused to accord diplomatic
status to the EU on the basis that member nations are represented in London already and that the
EU is not a state, but a commission. Logistics are still being fouled up between the UK and France by
weaponised bureaucracy, which is already leading to further friction at senior government levels.
Behind it all appears to be an overriding desire to punish the UK for Brexit. To the other 27 nations
remaining in the EU the UK must be shown to suffer from the disadvantages of independence. This is
why the British success in vaccinating its own population and the ineptitude of the EU rankles so
much. If the focus on punishing the UK for Brexit continues, it may hurt the British economy, but more
importantly it will hurt the EU even more, bearing in mind trade imbalances between the two favour
the EU’s exports.
The EU is sacrificing its own economy when it can least afford to do so. But while we are deflected by
the politics, there are far deeper issues to do with economics and money.

The monetary error behind the EU concept
The concept underlying the EU can be summed up as the socialising of the wealth of the northern
states to subsidise the southern and less developed member nations. In keeping with its post-war low
political profile, Germany went along with the European project’s evolution from being a trading bloc
into a currency union.
The euro was intended to be a leveller, enabling nations like Italy, Spain and Greece to piggyback on
Germany’s debt rating, on the statist argument that being issued by a sovereign nation tied into a
common currency and settlement system, there is little difference between owning German and
Italian, or even Greek sovereign debt. The consequences were that through investing institutions
Germany’s savers directly and indirectly subsidised debt issued at levels that fail to compensate for
the borrower’s true risk. The FRED chart below shows the effect on the Italian 10-year benchmark
bond yield.
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In the run up to the replacement of national currencies by the euro the Maastricht rules for
qualification were ignored, otherwise Italy’s level of sovereign debt would have disqualified its entry.
The market rate for Italy’s 10-year government bond was a yield of 12.4% when the Maastricht treaty
setting the conditions for entry into monetary union came into effect in 1992. Germany’s equivalent
benchmark yielded 8.3%. Today the German benchmark yields minus 0.62% and the
Italian plus 1.07%. Not only has the gap converged to less than 2%, but by the end of 2020 the
quantity of Italian government debt had increased to over 150% of GDP.
Similar examples can be made of the other PIGS — Portugal, Greece and Spain. Clearly, the
evidence is that markets are not pricing sovereign risk as they should, and their yields are being
heavily suppressed. The outlook for budget deficits in these nations is simply dire, even leading to
recent speculation that the ECB will have to cancel some of its huge holdings of the PIGS’s
government debt.
That this is the case leads us to define the basic flaw in the euro system: it is not an economically
determined project at all; it is simply a political construction to deliver political objectives.

The ECB and its impossible task
In the introduction we laid bare the lack of bureaucratic urgency over vaccination procurement and
the subsequent panic in Brussels. By way of contrast, the ECB’s president served as Chair of the IMF
and before that held a number of roles in the French government, including economy and finance
minister. She was appointed to the ECB as a safe pair of hands. And as such, she has inherited an
impossible position, because she has no mandate to moderate the inflationary policies she inherited
More correctly, she inherited two impossibilities. The first is to continue to distribute Germany’s
national savings to support the PIGS, and the second is a banking system that is well and truly
broken. Table 1 shows the relationship between the Eurozone G-SIBs’ balance sheet totals, their
balance sheet equity and market capitalisations to illustrate the latter point.

G-SIB is the acronym for a global systemically important bank, which has extra capital buffers
designed to ensure it does not create or spread counterparty risk. By implication, smaller banks are
less secure, so these Eurozone G-SIBs should be better capitalised in terms of available liquidity.
Yet, when one observes that Société Générale’s equity valuation in the market is only 21.1% of its
book value, giving shareholders a market leverage of 101.4 times its balance sheet one must take
note. And in taking note the true level of non-performing loans should also be established as well as
any off-balance sheet liabilities. Other Eurozone G-SIBS are less operationally geared for their
shareholders, but there is little doubt that their market ratings inform us that after taking account of
undeclared NPLs many of them are not only technically insolvent but shouldn’t be trading.
Much of the devil is to be found in those non-performing loans. It has become routine for national
regulators to deem them performing so that they can act as collateral for loans from the national
central bank. When they then become lost in the TARGET2 settlement system they are forgotten,
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and miraculously the commercial bank appears solvent again. But TARGET2 becomes riddled with
those bad debts and imbalances arise as the next chart from the ECB’s data warehouse shows.

This is one way Germany’s national savings are being redistributed to the PIGS. At end-December,
Germany’s Bundesbank was “owed” €1,136bn, an amount that has increased by 26% in 2020. At the
same time, the greatest debtors, Italy, Spain, Greece and Portugal increased their combined debts by
€242bn to €1,180bn. But the most rapid deterioration for its size is in Greece’s negative balance,
more than doubling by €54.6bn from €25.7bn at end-2019. Spain’s deficit is also increasing at a
worrying pace, up from €392.4bn to €500bn, and Italy’s from €439.4bn to €516bn.
If one national central bank runs a Target2 deficit with the other central banks, it is because it has
loaned money to its commercial banks to cover payment transfers, instead of progressing them
through the settlement system. The loans to commercial banks appear as an asset on the national
central bank’s balance sheet, which is offset by a liability to the ECB’s Eurosystem through
TARGET2 — hence the PIGS’ deficits. But under the rules, if the TARGET2 system fails, the costs
are shared out by the ECB on the pre-set capital key formula based on the equity ownership of ECB
shares by the national banks.
The ECB itself has a deficit of €342bn arising from non-transfer of bond purchases by national central
banks on its behalf, reducing apparent deficits among the debtors and suppressing the amount owed
to NCBs like the Bundesbank. In other words, the ECB’s negative balance means that the
seriousness of the situation in underrepresented by the statistics.
It is in the interest of a national central bank to run a greater deficit in relation to its capital key by
supporting the insolvent banks in its jurisdiction. That way, if TARGET2 fails, its write-off becomes
greater than its contribution to the ECB’s recapitalisation. Along with Luxembourg, Germany is the
obvious loser in the arrangement. Germany’s equity ownership in the ECB is 26.38% of the euro-area
national banks’ total equity interest. If TARGET2 collapsed, the Bundesbank would lose the trillion
plus euros owed to it by the others and the ECB itself, and additionally have to pay up to €400bn of
the net losses, based on current imbalances. That is currently a notional cost for the Bundesbank of
at least €1.536 trillion, wiping out its own balance sheet.
To understand how and why the problem arises, we must go back to the earlier European banking
crisis following Lehman, which has informed current regulatory practices at national levels. If the
national banking regulator deems loans to be non-performing, the losses would be a national banking
problem. Alternatively, if the regulator deems them to be performing, they are eligible for the national
central bank’s refinancing operations. A commercial bank using the questionable loans as collateral
borrows from the national central bank, which in turn borrows to cover by withholding payments into
the TARGET2 system. Insolvent loans are thereby removed from the PIGS’ national banking systems
and lost in the Eurosystem.
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In Italy’s case, the very high level of non-performing loans peaked at 17.1% in September 2015 but
by mid-2020 had been reduced to 6.5%. Given the incentives for the regulator to deflect the nonperforming loan problem from the domestic economy into the Eurosystem, it would be a miracle if any
of the reduction in NPLs is genuine. And with all the covid-19 lockdowns, Italian NPLs will be soaring
again and much of this increase is yet to be reflected in the commercial banks’ accounting systems.
In the member states with negative TARGET2 balances such as Italy, there have been long
established and growing trends towards liquidity problems for legacy industries, rendering many of
them insolvent for decades without the drip feed of additional credit. With the banking regulator
incentivised to not admit these recorded and unrecorded NPL problems in the domestic economy,
loans to these insolvent companies have been continually rolled over and increased by funding them
through TARGET2. The consequence is that new businesses have been starved of bank credit for
lack of balance sheet and banking enthusiasm. The system which has turned commercial banks into
zombies along with the majority of their borrowers could not be more calculated to cripple the Italian
economy and restrict its prospects for recovery.
Officially, there is no problem, because the ECB and all the national central bank TARGET2 positions
net out to zero, and the mutual accounting between the central banks in the system keeps it that way.
To its architects, a systemic failure of TARGET2 is inconceivable. But because some national central
banks are now accustomed to using TARGET2 as a source of funding for their own insolvent banking
systems, the coronavirus crisis threatens to increase imbalances even further, threatening to bring
the euro-settlement system down.
The Eurosystem member with the greatest problem is Germany’s Bundesbank, now owed well over a
trillion euros through TARGET2. The risk of losses is now set to accelerate rapidly as a consequence
of repeated rounds of Covid lockdowns in the PIGS. The Bundesbank is right to be very concerned.
This is a direct quote from Professor Sinn’s paper referenced in endnote iii:
“… the Target issue hit political headlines when the new President of the German Bundesbank, Jens
Weidmann, voiced his concerns over the Bundesbank’s target claims in a letter to ECB president
Mario Draghi. In the letter Weidmann not only demanded higher credit rating criteria for collateral
submitted against refinancing loans, but also called for collateralisation of the Bundesbank’s soaring
Target claims. Weidmann wrote his Target letter after several months of silence on the part of the
Bundesbank, during which it conducted extensive internal analysis of the Target issue. This letter
marked a departure by Weidmann from the Bundesbank’s earlier position that Target balances
represent irrelevant balances and a normal by-product of money creation in the European currency
system.”
So Weidmann knows precisely the danger described in this article. As a mechanism that permits the
PIGS to shelter nonperforming loans in increasing quantities, the TARGET2 setup has become rotten
to the core. And now, thanks to the economic impact of the coronavirus, sooner rather than later the
settlement system will blow up. To balance the asset side of its balance sheet the Bundesbank has
liabilities of €2,227bn owed into its commercial banking system, and insufficient equity to absorb
TARGET2 write-offs. Nor have the PIGS central banks the capital to cover them. In other words, if
TARGET2 collapses, all Eurozone central banks including the ECB will simply fail.
Until then, TARGET2 is a devil’s pact which is in no one’s interest to break.
The sheer scale of a TARGET2 failure makes a resolution appear impossible. Current imbalances
over the whole system total €1.621 trillion, but actually more when the ECB’s own borrowings through
the system are taken into account. As mentioned above, according to the capital keys, in a systemic
failure the Bundesbank’s net TARGET2 assets of €1.136 trillion would be replaced by liabilities up to
€400bn, the rest of the losses being spread around the other national banks.[v] No one knows how it
would work out because failure of the settlement system was never contemplated; but many if not all
of the national central banks would have to be bailed out, presumably by the ECB as guarantor of the
system. But with only €7.66bn of subscribed capital the ECB’s balance sheet equity is miniscule
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compared with the losses involved, and its shareholders will themselves be seeking bailouts in turn to
bail the ECB. A TARGET2 failure would appear to require the ECB to effectively expand its QE
programmes to recapitalise itself and the whole eurozone central banking system.
Now that really would be a crisis, the likes of which has never been seen before, where a central
bank prints money purely to save itself and its regional agents.
The ending of TARGET2 is therefore likely to be a complete write-off for the national central banks
and also will mark the end of the ECB, at least in its current form. Assuming the status of the euro as
a medium of credit and exchange is to continue, a different and formulaic system of currency
management designed to recapitalise the national central banks and keep the currency moderately
scarce throughout the Eurozone would have to be implemented. And its implementation would have
to be instantaneous, and probably prove to be impossible.

The EU’s future following the ECB’s failure
The failure of TARGET2 would require national central banks to address their relationship with their
commercial banking networks properly. It is beyond our scope to see how this might be done in
individual jurisdictions, being more interested in the bigger picture and the prospects for the euro and
its successors.
If the TARGET2 system collapses, loans denominated in euros will be called in. To the extent that EU
corporations have deposits and liquid investments in foreign currencies, they will inevitably become a
source of funds, driving the euro’s exchange rate higher against those other currencies. Furthermore,
foreigners who use the euro as the basis of a carry trade, for example to back positions in the fx
swap market, will also have their positions unwound, leading to further demand for euros on the
foreign exchanges. This phenomenon, which is usually associated with the US dollar, is often
described as a crisis-driven dash for cash.
Given the extent to which the dollar is currently over-owned by foreigners and while the euro is
under-owned internationally, it is the dollar which is likely to suffer most from a eurozone monetary
crisis, at least initially. This will be the background against which Germany’s Bundesbank will be
considering its options.

The case for a new mark
An imminent failure of the Eurosystem, which we can now see is becoming inevitable, is also being
seen as a danger by the Bundesbank. This is the logical conclusion from Weidmann’s letter to Mario
Draghi at the ECB. It therefore follows that there is a Plan B being developed, which at the least will
be intended to insulate the Bundesbank from the difficulties faced by other national central banks and
the ECB itself. This can only be achieved with a new currency, based on the Germany mark before it
was folded into the euro. That way the euro-based Bundesbank can be written off as the Eurosystem
collapses, while a mark-based Bundesbank emerges.
Germany will not want to resuscitate old enmities. The Bundesbank will be acutely aware what its
own survival would mean for the PIGS, and especially for France whose to be dashed eurozone
ambitions are essentially political. Interest rates in the replacement currencies for these nations
would almost certainly rise sharply, collapsing their bond markets, undermining any surviving
commercial banks, and national finances. These nations would have no practical alternative but to
seek the shelter of a better form of money than the euro in order to stabilise their bond markets, and
with a view to having continuing access to credit. In short, the monetary consensus would move from
an overtly inflationary monetary system gamed by the national central banks and their regulators to
one based on a sounder form of money.
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Instead of fully abandoning inflationary habits, the intention would always be to resume inflationary
funding. The Bundesbank is therefore likely to resist moves which in effect leaves it in the position of
the defunct ECB, taking on responsibility for the circulation of all money in the former eurozone.
Admittedly, the German government might view the situation differently, but even it is likely be aware
of the political implications of appearing to have escaped a euro crisis relatively unscathed compared
with the other nations, and then taking over control of the defunct eurozone’s money.
The obvious solution is to return to a credible gold standard, and to encourage other member states
to do the same. Figure 2 shows the official gold reserves of key member states, assuming for our
purposes that they actually exist, there is no double counting, can be repatriated where necessary
and are not leased out to or swapped with other parties.

The ECB’s gold reserves were originally created by transfers from national central banks, so we can
assume its 504.8 tonnes will be mostly transferred back to them, because other than central banks
outside the eurozone they are the ECB’s only creditors. That being the case, the top ten eurozone
holders will have up to 10,702 tonnes between them. The gold is, however, unevenly distributed, with
Germany, Italy and France possessing significant reserves. But Holland and Portugal have ample
reserves for their size as well.
All these nations, including Germany, are likely to be reluctant to mobilise their gold to back new
currencies. Germany recovered from two currency collapses in the last century without doing so, and
the Bundesbank is likely to take the view that possession of its gold reserves will be enough to
convince its citizens that a new mark will be stable and credible money. Furthermore, it is not
sufficient to turn fiat into gold exchange currencies without addressing government spending. Not
only does a successful gold standard require balanced budgets, but a deliberate reduction in overall
spending must be maintained for the standard to stick over time. The failure of the Maastricht treaty
in this respect illustrates the difficulties of fiscal discipline.
Politically, it requires a reversal of the European social democratic ideal, risking a political vacuum,
threatened to be replaced by various forms of extremism.
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International influences
The political and monetary evolution of a post-euro Europe will not be determined solely by
endogenous events. Elsewhere, I have written about the likely fate of the US dollar, which in this
inflationary era is likely to be dramatic for different reasons. Obviously, the implications of two
separate developing crises for each other and the timings involved cannot be predicted with any
certainty, but there are common threads. The most notable is the suppression of interest rates and
government bond yields by the ECB and the Fed in their respective jurisdictions.
Both central banks have maintained these objectives by monetary inflation, allowing debt creation to
proceed and consequently inflating asset bubbles. These bubbles have different characteristics, the
ECB imposing negative interest rates while the Fed has respected the zero bound. With the US
economy being more financial in nature and the dollar being the international reserve currency, the
dollar’s inflation is the primary driver of global commodity prices and esoterica such as
cryptocurrencies — all of which are now inflating rapidly.
A common linkage between the two is through the G-SIBs. A failure in the eurozone’s banking
system will almost certainly undermine that of the US, as well as others. History has shown that even
a minor bank failure in a distant land can have major consequences worldwide. In this context, it is to
be hoped that by exposing the faults in both the TARGET2 system and the eurozone’s commercial
banks that a greater understanding of the monetary dangers faced by us all has been achieved. And
for citizens in the EU, the regaining of national power from the Brussels bureaucracy should be an
improvement on the current situation — assuming it is used wisely.
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