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Michael Menrad (Hungary)

TARGET?2 IMBALANCES:
CAUSES, ASSESSMENTS
AND CONSEQUENCES

Abstract

This research aims to enrich the literature on the threatening topic of Target2 imbal-
ances in the euro area. Using a quantitative time series analysis, the paper examines
and discusses the development of Target2 imbalances and the interrelationships of
the European Central Bank (ECB) activities through market intervention using quan-
titative easing. This paper outlines the scope of central bank activities in different
Eurozone countries and examines how individual debtor and creditor countries, as
well as central banks, will continue to operate. In this context it examines whether the
ECB is working on a problem solution, and what are the risks posed by Target2 imbal-
ances for the euro area, as well as whether the euro is volatile and how the Target2
imbalances will be managed if the euro breaks. This research highlights the ambiguity
of central bank activities, explains the burdens and risks of Germany as the largest
creditor, shows solutions through the communitization or the creation of Target3 to
correct past mistakes and to prevent a further and more severe global crisis. Attention
is drawn to the fact that Italy could put the Eurozone in a critical situation by intro-
ducing mini-BOTs (small government bonds; “titoli di Stato di piccolo taglio”) as the
second currency. Furthermore, it is pointed out that the ECB has adjusted its price
stability objectives to raise inflation expectations in the Eurozone, which is unlikely to
satisfy Target2 demanding countries.

Keywords Target2, public sector purchase program, Eurozone crisis

JEL Classification E42, E58, F45

INTRODUCTION

For more than a decade, various continental economic crises have
emerged, which, when aggregated, have led to the worst global eco-
nomic crisis since 1930 (Kotz, 2009; Stockhammer, 2015). There is con-
sensus that this crisis was caused by the collapse of the US mortgage
market, in particular subprime mortgage finance combined with cred-
it derivatives, followed by the collapse of Lehman Brothers investment
bank (Golub, Kaya, & Reay, 2015; Lane, 2012; Sinn, 2018). Numerous
financial market players and countries are still struggling with the
consequences of the global crisis (Bell & Hindmoor, 2017). The subject
of this paper is the European Union and, more precisely, the Eurozone.
It is recognized that two economic areas within the Eurozone have
emerged with different dynamics: first, the coordinated market econo-
mies, which include Germany, the Netherlands, Belgium, Austria and
Finland and form the core of the Eurozone, and second, the mixed
market economies, which include Greece, Italy, Spain, Portugal and
Cyprus (Dimitriou & Metaxas, 2018). Both areas were equally affected
by the first shock wave in asset-backed securities in 2008, first on the
banking market and followed by the sovereign debt crisis (Lane, 2012).
The primary financial crisis spread to European countries in 2008 as
cross-border financial flows dried up (Milesi-Ferretti & Tille, 2011).
Initially, countries that refinanced themselves on short-term debt
markets were affected, followed by further crisis deterioration due to
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a deficit/GDP perspective that has increased significantly in some countries (Mody & Sandri, 2012). As
a result, credit spreads and yield spreads on sovereign bonds between coordinated market economies
and mixed market economies, which tended to be zero in the pre-crisis period, expanded considerably
over all maturities and fluctuated significantly (Lane, 2012). Italy and Spain were particularly affected in
2011 and 2012, as these countries underwent capital changes due to local crises (Cecchetti, McCauley, &
McGuire, 2012; Febrero, Ux6, & Alvarez, 2019; Merler & Pisani-Ferry, 2012). While Spain suffered a real
estate bubble with substantial credit financing (leading to market distortions and capital flight), prob-
lems in Italy were linked to high public debt and low economic growth, which remain unchanged today
(Febrero, Ux6, & Alvarez, 2019; Quaglia & Royo, 2014). Risks of sovereign default and high investments
in Italy and Spain have led to a significant expansion of yield spreads among sovereign bonds in the
Eurozone (Febrero, Uxd, & Alvarez, 2019). According to Dimitriou and Metaxas (2018), some countries
have achieved a better way out of the crisis, while other countries are still facing significant difficulties.
Various European policy initiatives have differently influenced market assessments of sovereign default
risks and the fragility of the banking sector during the sovereign debt crisis. In particular, mention
should be made of the European Central Bank (ECB) policy actions on monetary and financial support,
as well as EU and domestic austerity programs (Bergman, Hutchison, & Hougaard, 2019).

To limit various problems, central banks have massively eased monetary policy and implemented new un-
conventional measures to stabilize the European situation (Afonso & Jalles, 2019). However, the results of
operations have had an impact on the balance sheets of respective national central banks (NCBs), as will
be discussed below. Regarding these balance sheets, significant structural changes have occurred due to
TARGET?2 (T2) clearing activities (Sinn & Wollmershéuser, 2012). The Trans-European Automated Real-
time Gross Settlement Express Transfer System (TARGET) has the task of processing payments within the
European Monetary Union. Cash flows are aggregated and netted in the settlement of cross-border pay-
ments. The result is an NCB’s claim like the Bundesbank’s (Deutsche Bundesbank, 2017, 2018) one against,
or on the opposite side, a liability to another central bank in the Eurozone with the central counterpart,
ECB. Balance sheet items are not be settled (other assets and other liabilities remain) and may pose a seri-
ous problem for some euro members in the future unless they are not completely cleared.

This article discusses different perspectives on T2 balances in a literature review. It also examines the
role of the ECB in crisis management and the risks of T2 imbalances for the Eurozone. It analyzes what
will happen to T2 balances if the euro breaks, and discusses the measures recently launched by the ECB.
Finally, the paper provides proposals to restrain risks in the Eurozone.

1. LITERATURE REVIEW

became obvious and well-known about the debt
crisis. According to Sinn, T2 favors credit-weak

The first publications on T2 have already ap-
peared from Garber (1998) and Whittaker (2011),
although the publications of Sinn (Sinn, 2011a;
Sinn & Wollmershéuser, 2011) have significantly
increased the importance of the problem in the
area. Since then, T2 imbalances have been dis-
cussed controversially and from different per-
spectives in the scientific literature. Some au-
thors have primarily examined the origin and
technique of the balances and concentrated on
the beginning of the 2008 financial crisis (Auer,
2013; Mayer, Mobert, & Weistroffer, 2012; Sinn,
2011a, 2012b). Sinn (2011a) described T2 borrow-
ing as a serious mistake in the euro system, which
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members of the euro alliance at the expense of
stronger Eurozone countries, which ultimately
leads to the effect that balances bias the coun-
tries’ capital allocation and external debt. As a
result, the ECB’s ability to intervene and control
the situation is severely hampered. Sinn (2011a)
also compares the Eurozone system with the sys-
tem in the USA, where this form of credit has to
be backed each year by gold-collateralized secu-
rities or other marketable, normal-rate securities
using the Inter-district Settlement Account. Thus,
money production in the USA will only be possi-
ble in the long term if real and marketable assets
are transferred and balance sheets are settled.

http://dx.doi.org/10.21511/bbs.15(1).2020.11



Other authors take a different perspective and fo-
cus on economic aspects rather than explaining
T2 (Bindseil & Konig, 2012; Mody & Bornhorst,
2012). Such authors focus on capital flows with-
in the Eurozone and explain strong capital flows
to the Federal Republic of Germany, originating
from the Southern European economies. They
point out that struggling and distressed countries
are experiencing difficulties in capital financing,
leading to high volatility in credit spreads. In con-
trast, Gros (2017) points towards short-term dis-
crepancies rather than countries’ permanent cred-
it spread expansion.

Cour-Thimann (2013), Széceényi (2015) and
Febrero, Ux6, and Alvarez (2019) have provid-
ed an overview and explanation of the account-
ing technique for cross-border payments and
bank funding, as well as the risks of T2 balanc-
es and evaluation by comparison with the USA.
Fahrholz and Freytag (2012) and Sinn (2012a)
have discussed solutions and evaluated the
ECB’s activities from a long-term perspective.
According to Széceényi (2015), opinions in the
literature on the origin of imbalances, the con-
tent of assets and T2 liabilities and reasons for
the structure of the balances are very different.
Febrero, Ux6, and Alvarez (2019) cannot sup-
port the official statement of the ECB (European
Central Bank, 2017a) on the increase in T2 im-
balances, as they argued that the empirical ev-
idence available for Italy and Spain contradicts
the ECB’s explanation.

2. METHOD

Using a quantitative time series analysis, the paper
examines whether the ECB is part of the problem
or does it help to solve the problem?

T2 imbalances in the Eurozone have led to a sig-
nificant balance variance. Although claims by
countries after 2012, the previous peak so far,
have almost halved by mid-2014, the gap be-
tween Germany, Luxembourg, Finland and the
Netherlands vis-a-vis the other Eurozone coun-
tries has widened significantly and reached a
new record level. In particular, mixed market
economies have created significant unsecured
liabilities to the ECB/coordinated market econ-

http://dx.doi.org/10.21511/bbs.15(1).2020.11
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omies. Between mid-2011 and late 2012, there
was a similar development as in mid-2014, but
the reasons for the imbalance are different be-
cause they are more extensive. Although for
economic reasons the development of the T2
balance probably evolved by 2012, another as-
pect has been important since mid-2014. The
ECB has launched the Quantitative Easing (QE)
Programme in several steps. First, corporate
bonds, covered bonds and government securi-
ties were bought by the ECB, followed by oth-
er measures primarily aimed at exerting an up-
ward pressure on inflation to reach a 2% level
and to increase lending within the Eurozone
(Széceényi, 2015). The ECB’s purchase program
was conducted through various individual pro-
grams (not fully shown here) under the auspic-
es of the ECB. For this paper, the essential pro-
grams to consider were:

March 2015: The ECB launched the Public
Purchase Programme (PSPP). Compared to pre-
vious programs, the PSPP allowed NCBs to pur-
chase only their own government bonds to address
concerns about unauthorized monetary financing
(European Central Bank, 2017b).

June 2016: Central banks were allowed to acquire
corporate bonds through the Corporate Sector
Purchase Programme (CSPP) issued by Eurozone
issuers. CSPP purchases are carried out by six
NCBs acting on behalf of the ECB. Unlike govern-
ment bond purchases, central banks were able to
subscribe to or buy corporate bonds directly from
issuers (European Central Bank, 2018a).

It should be noted in this context that in the mid-
dle of 2012, ECB chief Draghi’s speech “‘Whatever
it takes’ again reduced T2 balances and made the
discussed collapse of the Eurozone less relevant.
Both trust and investments were available for al-
most three years according to ECB T2 balances.
Since 2015, with the start of the QE, T2 balances
have again changed a lot. Opinions about debt lev-
els, consequences and possible financial implica-
tions for each country diverge and are described
below in this paper.

With the PSPP implementation, the Bundesbank’s

T2 accounts receivable increased by around EUR
400 billion to EUR 910 billion. The T2 accounts
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Table 1. T2 balances in million EUR between March 2015 and May 2019

Source: ECB’s Statistical Data Warehouse (monthly averages of daily data).

Country March-15 May-19 Delta
Germany * 520,634 * 910,683 * 390,049
Luxembourg 105,311 225,199 119,889
Netherlands 13,980 91520 77,54(:):
Greece -93,283 23,203 70,079
France -69,916 -14,093 55,823
vong o oo sses T se00s
Finland 16,585 49,040 ‘ 32,455
Cyprus -1,657 8,689 10,346
St o s T B
Malta 1,308 4522 5830
Austria 38,437 -38570 32
Estona 704 227 . -AT8
Slovenia 2,553 600 -1,953
- o s B M 7
tithvanig =~~~ -609 3459 ) 72,851"
Belgium -9,476 -15,812 -6,336
Portugal e e 48524 T8EM 30371
ECB 29490 251,678 . 7222,18"8
Spain -187900 -410095 222,195
Italy : -162,303 : -482,646 : 320,344

Table 2. T2 balances in million EUR between December 2018 and May 2019

Source: ECB’s Statistical Data Warehouse (monthly averages of daily data).

. : Delta Delta
Country - December-18 = April-19 |, ember-18to April-19 . MY April19 to May-19

Austria -40,328  © -41,707 -1,379 : 3,137
Belgium -14,869 -11,916 2,953 -3,896
Cyprus o 78967370 526 1,319
GEIMANY ot 932,203 ....B99,867 132,336 210,683 10,816
Luxembourg 213,504 219,255 5,750 225,199 5,944
Netherlands 112653 . 88052 24,602 3,469
Finland 47,200 11,359 9,519
Estonia 206 165 268
France 33,970 26,839 7,661
Greece -28,766 4,608 956
Portugal ¢ -82,185 2,372 919
€8 -249,301 -2,736 359
Spain -403,194 4,917 -11,817
Italy """"""" -481,}390 -5,789 4,733
Ireland I 14,507 5,940 -481
Lithuania 5,136 1,134 543
Latvia B85 1,216 272
Malta 3,550 785 188
Slovenia, o 1167 917 350
Slovakia : 9,582 -43 232

receivable of the Banque Centrale du Luxembourg The T2 balances of the Bundesbank have tempo-
doubled in the same period from EUR 105 billion  rarily recovered when the ECB’s QE program ex-
to EUR 225 billion. At the same time, QE led to a  pired in December 2018 and fell by EUR 32 billion
combined increase in the T2 liabilities of the cen- within four months. Similar development has tak-
tral banks of Italy and Spain of around EUR 550 en place in the Netherlands. While Spain reduced
billion. its obligation, Italy continued expanding its pay-

/I /lo http://dx.doi.org/10.21511/bbs.15(1).2020.11
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Source: ECB’s Statistical Data Warehouse (monthly averages of daily data).

T2 balances - Selected countries - [2001 to May 2019]
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Figure 1. T2 balances in million EUR for selected countries: long-term and by country

ment obligation due to ongoing political tension.
Movements in Finland, Luxembourg and France
are surprising. While France has reduced its T2
payment obligation, Finland and Luxembourg
have built up further receivables. The ECB’s an-
nouncement of the resumption of QE programs
in May 2019 promptly initiated a further balance
move. Nevertheless, the development is again very
different. While the demands of Germany, the
Netherlands and Luxembourg immediately rose
again, Finland and France immediately changed.
Spain and Italy also went differently. However, in
general, the trend remained intact, and the de-
mands of a coordinated market economy are ex-
pected to continue to increase once the ECB re-
sumes the programs. In particular, Germany is
expected to generate an even higher receivable
portfolio, which will reach a significant, diffi-
cult-to-control level (see Figure 1).

In addition to macroeconomic shifts since 2015,
the ECB has purchased around EUR 233.9 bil-
lion in bonds via banks (European Central Bank,
2018a). At the same time, the ECB’s negative T2

http://dx.doi.org/10.21511/bbs.15(1).2020.11

balance was build up to the same level (Figure
1; ECB level). Funds received by those who have
sold the bonds cannot be deposited with the ECB.
Consequently, asset purchases by the ECB will
inevitably result in a negative T2 balance for the
ECB. An adjustment item is then an accumulation
of surplus reserves somewhere in the Eurozone,
with some of the NCBs having a positive (or less
negative) balance as a result of the ECB’s purchas-
es (Gros, 2017).

The ECB began acquiring securities in the fourth
quarter of 2014 as part of the third Covered
Bond Purchase Programme (CBPP3) and Asset-
Backed Securities Purchase Programme (ABSPP;
European Central Bank, 2018). These activities
were continued in the following years. In 2018,
total ECB assets increased by EUR 32.9 billion
to EUR 447.1 billion, mainly as a result of the
ECB’s Asset Purchase Programme (APP). In
2018, growth slowed due to the decline in APP
monthly purchases. As a result of purchases, the
balance sheet item ‘Securities held for monetary
policy purposes’ continued to grow. At the same
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Table 3. ECB balance sheets total and securities held for monetary policy purposes (2014-2018)

Source: ECB extended financial statements (European Central Bank, 2018a,b) and author’s development.

Assets in billions of Euros 2014 2015 : 2016 2017 @ 2018

Foreign reserve 622 674 714 i 657
. s 78778 1608 2084
,,,,,,,,,,,,,,,,,,,, O O O W O~ A

24.8 26.6 26.4
I L2567 3489 | 4142

,,,,,,,, AL T

90.1 93.7
e .1239 19 585

4.7 21.7 234
General risk provision, revaluation account, capital, reservé‘smé'ﬁd net incé‘ruﬁ‘é ..... 413 e 452 e 386 .

time, cash settlements of these purchases via T2
accounts led to a corresponding increase in in-
tra-Eurozone liabilities (European Central Bank,
2018a). If in 2014, the portfolio of securities held
for monetary policy purposes was around 10% of
the total balance sheet (Table 3), in 2018 the pro-
portion increased to over 55%. The majority of se-
curities (78%) originate from the PSPP (European
Central Bank, 2018).

3. RESULTS

3.1. Key risks from T2 imbalances

The high indebtedness of mixed market econ-
omies due to the large current account deficits
could no longer be refinanced in the capital mar-
ket from 2008 onwards during the financial crisis.
The ECB provided cash in the form of refinanc-
ing loans, which were made available, inter alia, by
the Bundesbank through reserves (Febrero, Uxo,
& Alvarez, 2019). Germany was forced to export
money over the Bundesbank, as the existing sys-
tem does not provide for a compensation mecha-
nism or limits (Sinn, 2011b). Because the amounts
are infinite, there are considerable default risks for
lenders in the amount of the imbalance. However,
cross-border debt cannot be reduced without a
substantial foreign trade surplus of T2 debtor
countries and may lead to a dissolution of the euro
in future (Sinn, 2011c). Febrero, Uxd, and Alvarez
(2019) disagree with Sinn (2011b, 2011¢c) and pro-
vide three arguments:

o T2 imbalance risks are refinancing loans

granted by NCBs to banks in their respective
countries. The risk of being inactive and not
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supporting solvent but illiquid banks, even
against collateral and a high Return on Risk
Adjusted Capital (RORAC), is much higher for
the economic system, including the central
bank, than for the central bank as a lender of
last resort.

o The ECB reversed the events following the Greek
crisis in early 2011, the subsequent relocation
of investments to Germany (the ‘supposedly
safe haven’) and the lack of investment in Italy
and Spain, among others, in mid-2012 through
Outright Monetary Transactions (OMT).

o  Provision of reserves for debtor economies ena-
bles creditors (and, indirectly, banks) to redeem
their risky investments in mixed market econ-
omies, while stocks of non-performing loans
must be refinanced by countries in mixed mar-
ket economies on international markets and
thus remain in the balance sheets (of the banks).
Thus, creditor countries (resident banks) signif-
icantly reduce their default risk.

3.2. Is the Eurozone unstable
and do euro area countries face
increasing threats?

There are different opinions, and there is no con-
sensus in the literature as to whether the Eurozone
is unstable and whether euro area countries face
increased financial threats. According to Gros
(2017), the Eurozone is not unstable for the follow-
ing reasons:

o  Risk premiums usually do not increase. Banks

in countries where the target balances have
turned negative face no serious problems

http://dx.doi.org/10.21511/bbs.15(1).2020.11



in accessing interbank and capital markets.
Countries (except, temporarily, Greece), have
had uninterrupted access to the markets.
Meanwhile, Greece has successfully returned
to capital markets as an issuer.

o T2 balances reflect geographical differences in
the distribution of central bank deposits com-
pared to purchases of securities by NCBs and
ECB. As a result, deposits reach those coun-
tries where banks generate the most cash sur-
plus. The largest cash surpluses have flowed
into the countries with the highest current ac-
count surpluses.

o Developmentsin Greece are remarkable, as the
NCB did not participate in PSPP purchases of
securities. If the euro system was significantly
unstable and there was a flight of capital, the
T2 balance of Greece could be expected to de-
teriorate, but that did not happen. T2 balances
have improved sharply since the strong surge
due to political tensions in early 2015.

Euro area Financial markets Data are not fully in-
tegrated and homogenized, which is primarily a
problem for high T2 balances according to Gros
(2017), who discerns no loss of trust and confi-

Banks and Bank Systems, Volume 15, Issue 1, 2020

dence. These accounting records ultimately re-
flect the functioning of the monetary union. T2
balances are a consequence of the decentralized
implementation of the common monetary policy.
According to Gros (2017), if all bond purchases
were made by the ECB (rather than NCBs), most
countries would have to report positive balances.

Other authors find T2 balances much more com-
plex and critical. Blake (2018) noted that this defi-
cit can never be eliminated and, therefore, the euro
can only survive if Germany, in particular, agrees
that the Furozone’s debts will be communitarized,
transforming the Eurozone into a transfer union.
Sinn and Wollmershauser (2011) have argued that
countries with positive T2 balances, like Finland,
the Netherlands, Luxembourg and Germany, face
the risk of losing the claims of their NCBs in case
of a euro breakup.

4. DISCUSSION

4.1. What would happen
to T2 if the euro broke?

According to Sinn (2012b), if the euro breaks, T2
claims will lose their legal base, because they are

Source: ECB’s Statistical Data Warehouse (monthly averages of daily data).

T2 balance -Greece 2001 -2019
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Figure 2. T2 balances of Greece in billion EUR
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claims against a system that would no longer exist
and because there are no legal rules and specifica-
tions in the ECB system to deal with such a case. The
ECB’s equity capital cannot cover current T2 liabili-
ties (European Central Bank, 2018b). This will mean
real capital losses for taxpayers and/or savers in a
surplus country whose present value corresponds to
T2 balances. In this regard, Helmut Schlesinger, for-
mer President of the Bundesbank, requires a higher
penalty interest for T2 liabilities to be paid to credi-
tor countries by debtor countries (Sinn, 2012a). The
Eurozone needs a regulating and dampening buffer
to mitigate and prevent T2 extremes (Sinn, 2012a).
If the euro is dissolved or a withdrawal occurs, the
ECB believes that liabilities must be settled. The
ECB refers to the TARGET guidelines for 2012 (ECB,
2013). However, the legal opinion on this issue is not
clear, since there is no legally binding text or law, ac-
cording to Haring (2018).

Financial risk, such as the Bundesbank’s risk (and
thus Germany’s), is indirect (Braunberger, 2018).
The ECB withhold bonds from the purchase pro-
grams and it owns T2 claims against the NCBs.
Even when the country leaves the euro, the ECB will
not need to adjust the value of its claims, since its
T2 requirements are indefinite and no obligation to
repay exists. In addition, the claims are interest-free.
Probably, after a severe depreciation of an exit coun-
try, countries may be so attractive that capital flows
into countries. This effect will help to reduce the ac-
cumulated T2 balances against the ECB. However,
the ECB still has bonds that need to be written down.
Depreciation will probably cause a lot of damage,
but it will be much less than the current balance of
the T2 program (Braunberger, 2018).

4.2. Changes to the ECB strategy
in 2019

The ECB’s previous inflation target of just below
2% in the Eurozone was still considered desirable
(European Central Bank, 2019a). Unlike the earli-
er asymmetric inflation target of less than 2%, the
ECB emphasizes a symmetric ECB inflation target
and has recently announced that a higher inflation
rate of 2% will also be accepted (European Central
Bank, 2019b). Monetary policy activities are, there-
fore, not to be expected in the event of increasing in-
flation. The ECB has prepared market participants
for further expansionary monetary policy, thereby

114

abandoning the previous central inflation target. In
conclusion, the ECB’s effort to steer inflation levels
upward by its previous activities have not yet been
successful.

The ECB’s activities confirm creditor countries’ fears
of T2 balances. Since some debtor countries, includ-
ing Italy, have not solved their structural budget
problems and T2 balances are de facto without an
upper limit, creditor countries see the moral hazard
problem for debtor countries. Creditor countries pre-
fer that debtor countries take deflationary measures
to convert their foreign trade into a surplus and thus
reduce their debt (Febrero, Ux6, & Alvarez, 2019).
Italy’s uncertain and unstable orientation is leading
to a completely different approach. At the moment,
Calming is only a temporary and volatile political
situation in Italy. The possible design of Mini-bills
of treasury (BOTSs) inevitably leads to the question
of whether these promissory notes also have essen-
tial characteristics of money as a means of exchange
and payment. Neither the fixed term nor an interest
rate or a guarantee are considered. Design as a pa-
per certificate also leads to this consideration. Italy’s
financial stability is inevitably linked to increased
risks, and Italy’s exit from the Eurozone is expected
to happen if this scenario holds.

The reason for changes to the ECB’s strategy is prob-
ably in an expectation that inflation rates above 2%
will be tolerated in the medium term. Despite the an-
nouncement of renewed monetary policy measures
and a reduction in deposit rates — as well as the re-
sumption of the bond purchase program - inflation
has recently fallen again. The ECB’s announcement
of a new inflation target fuels fears that an expan-
sive monetary policy is likely to continue, even if
economic activity improves and inflation rates in-
crease in the future. However, a revised strategic ap-
proach to inflation expectations and inflation target
may also entail risks that the ECB may not succeed
with planned measures, thereby casting doubt on the
ECB’s ability to effectively control inflation. In addi-
tion, it is questionable whether the ECB, with its fo-
cus on price stability measured by annual inflation,
is generally property targeted. Globalization, techno-
logical advances and demography have considerably
changed the previous focus on the price-level stabil-
ity. The ECB may experience a controlling illusion
that could prove fatal for the Eurozone in the future.

http://dx.doi.org/10.21511/bbs.15(1).2020.11
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Source: https://www.rateinflation.com/inflation-rate/euro-area-inflation-rate andbb author’s elaboration.
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Figure 3. Inflation rates for the Euro area (1997-2019), annualized data

CONCLUSION

The activities of the ECB and NCBs had a significant impact on the renewed expansion of T2 balances.
Balances primarily have a long-term effect; short-term changes lead to distortions of previous long-term
trends. Whether the amount of balances is a problem for the ECB, the NCBs and, therefore, for the
countries that have claims to the ECB, is a controversy discussed in the existing literature. Although one
faction sees no permanent problem, as the risk premium of debtor countries has not increased and T2
is dismissed as a temporary geographical problem due to the lack of integration and homogenization of
the financial markets, other factions see a serious problem due to the level of Germany’s claims, which
can only be solved by debt communitization. However, such an implementation should not be expected.

The two economic areas within the Eurozone are still widely separated, but the structural problems of
the mixed market economies have not been addressed, the economy in the Eurozone is not improving
and the ECB’s instruments are becoming increasingly ineffective, aggravated also by the effect of the
reverse interest rate (Brunnermeier & Koby, 2016). As a result, Germany, as a previous driving force in
the Eurozone, is increasingly weakened, with the ECB trying to gain time through inflation, although
the ensuing crisis, which will certainly follow, will cause severe volatility in the mixed market econo-
mies. However, the ECB is steadfast in its actions, and the creeping process of T2 balances is unbroken,
formulated with the help of the ECB’s Forward Guidance.

ECB’s activities to stabilize the Eurozone and its QE program are very controversial in politics and sci-
ence. Unfortunately, the size of NCBs’ claims is not a small matter. Therefore, the NCB of countries with
ECB requirements must insist on clarifying the current unclear legal situation. The political situation
in the Eurozone is now under intense debate. Eurozone sovereign bond credit spreads are still highly
volatile and consistent with market spreads and risks. In any case, a solution to the T2 balance problem
should be sought to avoid unnecessary uncertainty and speculation with sovereign spreads. If there
is no consensus on T2 balances in the Eurozone, there is a strong need to establish a new TARGET3
program. Presumably, only the Bundesbank could enforce this because of its claim position against the
ECB. If the Bundesbank is no longer prepared to accept T2 offsetting without collateral, it must enforce
necessary pressure to launch TARGETS3. In addition, the Bundesbank and the ECB must insist on their
position on future balance offsetting in the event of a member’s exit or the ECB insolvency. In any case,
the legal situation in the Eurozone must be clarified immediately to avoid (further) instability.
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Despite different views on the risks of T2 balances in the euro area, the fact remains that, due to the
lack of a supra-national fiscal authority, the euro area has significant instabilities and is, therefore, more
vulnerable to crises (Barba & Vivi, 2013; Febrero, Uxd, & Alvarez, 2019). The political instability in Italy
is very risky for the Eurozone. If Italy introduces a second currency with mini-BOTs (Meyer, 2020), this
could lead to the exclusion of Italy from the euro, as the euro will weaken considerably and Italy will
slide into the next financial crisis. The exclusion of Italy with the relevant T2 demands from the ECB

and the legally ambiguous situation can lead to considerable uncertainty in the Eurozone.
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