
Brexit: Roads without exits?
By Catherine Mathieu and Henri Sterdyniak

The result of the referendum of 23 June 2016 in favour of
leaving  the  European  Union  has  led  to  a  period  of  great
economic and political uncertainty in the United Kingdom. It
is also raising sensitive issues for the EU: for the first
time, a country has chosen to leave the Union. At a time when
populist  parties  are  gaining  momentum  in  several  European
countries,  Euroscepticism  is  rising  in  others  (Poland,
Hungary, Czech Republic, Slovenia, Slovakia), and the migrant
crisis is dividing the Member States, the EU-27 must negotiate
Britain’s departure with the aim of not offering an attractive
alternative to opponents of European integration. There can be
no satisfactory end to the UK-EU negotiations, since the EU’s
goal cannot be an agreement that is favourable to the UK, but,
on the contrary, to make an example, to show that leaving the
EU  has  a  substantial  economic  cost  but  no  significant
financial gain, that it does not give room for developing an
alternative economic strategy.

According to the current timetable, the UK will exit the EU on
29 March 2019, two years after the official UK government
announcement on 29 March 2017 of its departure from the EU.
Negotiations with the EU officially started in April 2017.

So far, under the auspices of the European Commission and its
chief negotiator, Michel Barnier, the EU-27 has maintained a
firm and united position. This position has hardly given rise
to  democratic  debates,  either  at  the  national  level  or
European level. The partisans of more conciliatory approaches
have not expressed themselves in the European Council or in
Parliament for fear of being accused of breaking European
unity.

The EU-27 are refusing to question, in any respect, the way
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that the EU is functioning to reach an agreement with the UK;
they  consider  that  the  four  freedoms  of  movement  (goods,
services,  capital  and  persons)  are  inseparable;  they  are
refusing to call into question the role of the European Court
of Justice as the supreme tribunal; they are rejecting any
effort by the UK to “cherry pick”, to choose the European
programmes in which it will participate. At the same time, the
EU-27 countries are seizing the opportunity to question the
status of the City, Northern Ireland (for the Republic of
Ireland) and Gibraltar (for Spain).

Difficult negotiations

On 29 April 2017, the European Council adopted its negotiating
positions and appointed Michel Barnier as chief negotiator.
The British wanted to negotiate as a matter of priority the
future partnership between the EU and the UK, but the EU-27
insisted that negotiations should focus first and foremost on
three points: the rights of citizens, the financial settlement
for  the  separation,  and  the  border  between  Ireland  and
Northern Ireland. The EU-27 has taken a hard line on each of
these three points, and has refused to discuss the future
partnership before these are settled, banning any bilateral
discussions (between the UK and a member country) and any pre-
negotiation between the UK and a third country on their future
trade relations.

On 8 December 2017, an agreement was finally reached between
the United Kingdom and the European Commission on the three

initial points[1]; this agreement was ratified at the European
Council  meeting  of  14-15  December[2].  However,  strong
ambiguities persist, especially on the question of Ireland.

The  European  Council  accepted  the  British  request  for  a
transitional period, with this to end on 31 December 2020 (so
as to coincide with the end of the current EU budgeting).
Thus, from March 2019 to the end of 2020, the UK will have to
respect all the obligations of the single market (including
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the four freedoms and the competence of the CJEU), even though
it no longer has a voice in Brussels.

The EU-27 agreed to open negotiations on the transition period
and  the  future  partnership.  These  negotiations  were  to
culminate  at  the  European  summit  in  October  2018  in  an
agreement setting out the conditions for withdrawal and the
rules for the transition period while outlining in a political
statement the future treaty determining the relations between
the United Kingdom and the EU-27, so that the European and
British authorities have time to examine and approve them
before 30 March 2019.

However, both the EU-27 and the UK have proclaimed that “there
is no agreement on anything until there is an agreement on
everything”, meaning that the agreements on the three points
as well as on the transition period are subject to agreement
on the future partnership.

Negotiations for the British side

The members of the government formed by Theresa May in July
2016 were divided on the terms for Brexit from the outset: on
one side were supporters of a hard Brexit, including Boris
Johnson, who was then in charge of foreign affairs, and David
Davis, then tasked to negotiate the UK’s departure from the
EU; on the other side were members who favoured a compromise
to limit Brexit’s impact on the British economy, including
Philip Hammond, Chancellor of the Exchequer. The proponents of
a hard Brexit had argued during the campaign that leaving the
EU would mean no more financial contributions to the EU, so
the savings could be put to “better use” financing the UK
health  system;  that  the  United  Kingdom  could  turn  to  the
outside world and freely sign trade agreements with non-EU
countries, which would be beneficial for the UK economy; and
that getting out of the shackles of European regulations would
boost the economy. The hard Brexiteers argue against giving in
to the EU-27’s demands, even at the risk of leaving without an



agreement. The goal is to get free of Europe’s constraints and
“regain control”. For those in favour of a compromise with the
EU, it is essential to avoid a no-deal Brexit – “going over
the  cliff”  would  be  detrimental  to  British  business  and
jobs.  In  recent  months,  it  has  been  this  camp  that  has
gradually strengthened its positions within the government,
leading Theresa May to ask the EU-27 for a transitional period
during  her  Florence  speech  of  September  2017,  which  also
responded to the demands of British business representatives
(including the Confederation of British Industrialists, the
CBI). On 6 July 2018, Theresa May held a government meeting in
the Prime Minister’s Chequers residence to agree on British
proposals  on  the  future  relationship  between  the  United
Kingdom and the European Union. The concessions made in recent
months by the British government together with the Chequers
proposals led David Davis and Boris Johnson to resign from the
Cabinet on 8 July 2018.

On 12 July 2018, the British government published a White
Paper on the future partnership[3]. It proposes a “principled
and practical Brexit”[4]. This must “respect the result of the
2016 referendum and the decision of the UK public to take back
control of the UK’s laws, borders and money”. It is about
building  a  new  relationship  between  the  UK  and  the  EU,
“broader in scope” than the current relationship between the
EU  and  any  third  country,  taking  into  account  the  “deep
history and close ties”.

The  White  Paper  has  four  chapters:  economic  partnership,
security partnership, cross-cutting and other cooperation, and
institutional arrangements. As far as the economic partnership
is concerned, the agreement must allow for a “broad and deep
economic relationship with the rest of the EU”. The United
Kingdom proposes the establishment of a free trade area for
goods. This would allow British and European companies to
maintain  production  chains  and  avoid  border  and  customs
controls. This free trade area would “meet the commitment” of
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maintaining the absence of a border between Northern Ireland
and the Republic of Ireland. The UK would align with the
relevant EU rules to allow friction-free trade at the border;
it would participate in the European agencies for chemicals,
aviation  safety  and  medicines.  The  White  Paper  proposes
applying EU customs rules to the imports of goods arriving in
the UK on behalf of the EU and collecting VAT on these goods
also on its behalf.

For services, the UK would regain its regulatory freedom,
agreeing  to  forego  the  European  passport  for  financial
services,  while  referring  to  provisions  for  the  mutual
recognition of regulations, which would preserve the benefits
of integrated markets. It wishes to maintain cooperation in
the fields of energy and transport. In return, the UK is
committed to maintaining cooperative provisions on competition
regulation,  labour  law  and  the  environment.  Freedom  of
movement would be maintained for citizens of the EU and the
UK.

The  security  partnership  would  include  the  maintenance  of
cooperation  on  police  and  legal  matters,  the  UK’s
participation in Europol and Eurojust, and coordination on
foreign policy, defence, and the fight against terrorism.

The White Paper proposes close cooperation on the circulation
and protection of personal data as well as agreements for
scientific cooperation in the fields of innovation, culture,
education, development, international action, and R&D in the
defence and aerospace sector. The UK wishes to continue to
participate in European programmes on scientific cooperation,
with  a  corresponding  financial  contribution.  Finally,  the
United  Kingdom  would  no  longer  participate  in  the  common
fisheries policy, but proposes negotiations on the subject.

In  institutional  matters,  the  UK  proposes  an  Association
Agreement, with regular dialogue between EU and UK Ministers,
in a Joint Committee. The UK would recognize the exclusive



jurisdiction of the CJEU to interpret EU rules, but disputes
between the UK and the EU would be settled by the Joint
Committee or by independent arbitration.

Up to now Theresa May has tried to assuage both the hard
Brexiteers – the UK will indeed leave the EU – and supporters
of  a  flexible  Brexit  –  the  UK  wants  a  deep  and  special
partnership with the EU. Theresa May regularly repeats that
the UK is leaving the EU but not Europe, but her compromise
position is not satisfying supporters of a net Brexit. In
September 2018, Boris Johnson has been accusing Theresa May of
capitulating to the EU: “At every stage in the talks so far,
Brussels gets what Brussels wants…. We have wrapped a suicide
vest  around  the  British  Constitution  –  and  handed  the
detonator to Michel Barnier. We have given him a jemmy with
which Brussels can choose – at any time – to crack apart the
union  between  Great  Britain  and  Northern  Ireland”[5].
According to Johnson, the Chequers plan loses all the benefits
of Brexit. The Remainers, those in favour of staying in the
EU, are campaigning for a new referendum. This is nevertheless
unlikely. Theresa May rejects it out of hand as a “betrayal of
democracy”.

The Conservative Party’s annual convention, to be held from
September 30 to October 3, could see Boris Johnson or Jacob
Rees-Mogg[6] run for head of the Party. They do not have
majority support, however, and the polls show Theresa May with
greater popularity than her challengers. Barring a dramatic
twist,  Theresa  May  will  continue  to  lead  the  Brexit
negotiations  in  the  coming  months.

The British Parliament decided last December 13 that it will
have a vote on any agreement with the European Union. So
Theresa May must also find a parliamentary majority concerning
the UK’s orderly withdrawal, in the face of opposition from
both Remainers and hard Brexiteers, which will require the
support of some Labour MPs and will therefore be difficult.
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The  proposals  of  the  July  White  Paper  were  not  deemed
acceptable by Michel Barnier. In August, Jeremy Hunt, the UK’s
new  Foreign  Minister,  estimated  the  risks  of  a  lack  of
agreement at 60%. On 23 August 2018, the government published
25 technical notes (out of 80 planned) that spell out the
government’s measures to be taken in case of a no-deal exit in
March 2019. Their objective is to reassure businesses and
households about the risks of shortages of imported products,
including certain food products and medicines. At the time
these notes were published, Dominic Raab, the new Minister in
charge of the Brexit negotiations, took care to recall that
the government does want an agreement be signed and that the
negotiators agree on 80% of the provisions of the withdrawal
agreement.

If the EU-27 remains inflexible, the British government will
face a choice between leaving without an agreement, which the
“hard”  Brexiteers  are  ready  to  do,  and  making  further
concessions. Philip Hammond recalled the risks of failing to
reach an agreement. But Theresa May is sticking to her line
that the lack of an agreement would be preferable to a bad
deal. On 28 August, she echoed the words of WTO Director-
General Roberto Azevedo, that leaving without an agreement
would not be “the end of the world”, but nor would it be “a
walk  in  the  park”.  In  an  opinion  column  in  the  Sunday
Telegraph of 1 September 2018, she reaffirmed her desire to
build a United Kingdom that is stronger, more daring, based on
meritocracy, and adapted to the future, outside the EU.

The negotiations from the EU viewpoint

The EU-27 is refusing that the UK could stay in the single
market and the customs union while choosing which rules it
wants to apply. It does not want the UK to benefit from more
favourable rules than other third countries, in particular the
current  members  of  the  European  Economic  Area  (the  EEA:
Norway, Iceland, Liechtenstein) or Switzerland. EEA members
currently have to integrate all the single market legislation



(in particular the free movement of persons) and contribute to
the European budget. They benefit from the European passport
for financial institutions, while Switzerland does not.

In December 2017, Michel Barnier made it clear that lessons
had to be drawn from the United Kingdom’s refusal to respect
the  four  freedoms,  its  regaining  of  its  commercial
sovereignty, and its termination of its recognition of the
authority of the European Court of Justice. This rules out any
possibility of its participation in the single market and the
customs union. The agreement with the UK will be a free trade
agreement,  along  the  lines  of  the  agreements  signed  with
Canada (the CETA), South Korea and more recently Japan. It
will not concern financial services.

During the 2018 negotiations, the EU-27 was not particularly
conciliatory about a series of issues: the UK’s obligation to
apply  all  EU  rules  and  the  guarantee  of  the  freedom  of
establishment of people until the end of the transitional
period; the Irish border (arguing that the absence of physical
borders was not compatible with the UK’s withdrawal from the
customs union, demanding that Northern Ireland remain in the
single market as long as the UK does not come up with a
solution guaranteeing the integrity of the internal market
without a physical border with Ireland); the role of the CJEU
(which  must  have  jurisdiction  to  interpret  the  withdrawal
agreement); the EU’s decision-making autonomy (refusing the
establishment of permanent joint decision-making bodies with
the UK); and even Gibraltar and the British military bases in
Cyprus.

Thus, on 2 July 2018, Michel Barnier[7] accepted the principle
of  an  ambitious  partnership,  but  refused  any  land  border
between the two parts of Ireland, while indicating that a land
border is necessary to protect the EU (this would mean that
the  only  acceptable  deal  would  involve  a  border  crossing
between Northern Ireland and the rest of the UK, which is
unacceptable to the UK). He refused that the EU “loses control
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of its borders and its laws”. Barnier therefore rejected the
idea that the UK would be responsible for enforcing European
customs rules and collecting VAT for the EU. He insisted that
future cooperation with the UK could not rely on the same
degree of trust as between EU member countries. He called for
precise and controllable commitments from the United Kingdom,
particularly  with  respect  to  health  standards  and  the
protection  of  Geographical  indications.  He  wanted  the
agreement to be limited to a free trade agreement, with UK
guarantees  on  regulations  and  state  subsidies,  and  with
cooperation on customs and regulations.

The UK would have to renegotiate all trade agreements, both
with the EU and with third countries. These agreements will
probably take a long time to set up, and in any case more than
two years. The lack of preparation and the disorganization
with which the UK has tackled the Brexit negotiations augurs
poorly for its ability to negotiate such agreements quickly.
The matter of re-establishing customs controls is crucial and
delicate,  whether  in  Ireland,  Gibraltar  or  Calais.  Many
multinational corporations will relocate their factories and
headquarters to continental Europe. The loss of the financial
passport is a given. It is on this point that the British
could  see  further  losses,  given  the  weight  of  the  City’s
business (7.5% of British GDP). The United Kingdom will have
to choose between abiding by European rules to maintain some
access to European markets and entering into confrontation by
a  policy  of  liberalization.  The  EU-27  could  seize  the
opportunity of the UK’s departure to return to a Rhine-based
financial model, centred on banks and credit rather than on
markets or, on the contrary, it could try to supplant the
City’s market activities through liberalization measures. It
is the second branch of these alternative that will prevail.

Choosing between three strategies

So far, the EU-27 countries have taken a position that is
tough but easy to hold: since it is the UK that has chosen to



leave the Union, it is up to it to make acceptable proposals
for the EU-27, with regard both to its withdrawal and to
subsequent relations. This is the approach that led to the
current  stagnant  situation.  The  EU-27  now  has  to  choose
between three strategies:

– Not to make proposals acceptable to the British and resign
themselves to a no-deal Brexit: relations between the UK and
the EU-27 would be managed according to WTO principles; and
the financial terms of the divorce would be decided legally.
The United Kingdom would regain full sovereignty. There are
two reasons to fear this scenario: trade would be disrupted by
the re-erection of customs barriers in ports and in Ireland;
and this “hard Brexit” would encourage the UK to become a tax
and regulatory haven, meaning that the EU would be faced with
the alternative either of following along or retaliating, both
of which would be destructive;

– Face the issue head on and establish a third circle for
countries that want to participate in a customs union with the
EU countries in the short term, i.e. the United Kingdom and
the EEA countries. It is within this framework that agreements
on technical regulations and standards for goods and services
would be negotiated. Thus, “freedom of trade” issue would be
dissociated  from  issues  of  political  sovereignty.  However,
this poses two problems: these agreements would need to be
negotiated in technical committees where public opinion and
national parliaments such as the European Parliament would
have  little  voice.  The  fields  of  the  customs  union  are
problematic,  in  particular  for  fiscal  matters,  financial
regulations,  and  the  freedom  of  movement  of  persons  and
services;

– Choose the “special and deep partnership” solution, which
would entail reciprocal concessions. This would necessarily be
able to serve as a model for relations between the EU and
other countries. It would include a customs union limited to
goods,  committees  for  harmonizing  standards,  piecemeal



agreements for services, the right of the UK to limit the
movement of persons, undoubtedly a court of arbitration (which
would limit the powers of the CJEU), and a commitment to avoid
fiscal and regulatory competition. As is clear, this would
satisfy neither supporters of a hard Brexit nor supporters of
an autonomous and integrated European Union.

 

[1] See: Joint report from the negotiators of the EU and the
UK government on progress during phase 1 of negotiations under
Article 50 on the UK’s orderly withdrawal from the EU, 8
December 2017.

[2]  See  Catherine  Mathieu  and  Henri  Sterdyniak:  Brexit,
réussir sa sortie, Blog de l’OFCE, 6 December 2017.

[3] HM Government: “The future relationship between the United
Kingdom and the European Union”, July 2018.

[4] The expression is in the original text: “A principled and
practical Brexit”. Translations of the summary note in the 25
languages of the EU are available on the web site of the
Department for Exiting the European Union. The French version
uses the term: “Brexit vertueux et pratique”.

[5]  Opinion  column  by  Boris  Johnson,  Mail  on  Sunday,  9
September 2018.

[6]  Favourable  to  a  hard  Brexit  –  from  Eton-Oxford,  a
traditionalist Catholic who is opposed to abortion, public
spending and the fight against climate change.

[7] See Un partenariat ambitieux avec le Royaume-Uni après le
Brexit , 2 July 2018.
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European  banking  regulation:
When  there’s  strength  in
union
By Céline Antonin, Sandrine Levasseur and Vincent Touzé

At a time when America, under the impulse of its new president
Donald  Trump,  is  preparing  to  put  an  end  to  the  banking
regulation adopted in 2010 by the Obama administration [1],
Europe is entering a third year of the Banking Union (Antonin
et al., 2017) and is readying to introduce new prudential
regulations.

What is the Banking Union?

Since  November  2014,  the  Banking  Union  has  established  a
unified  framework  that  generally  aims  to  strengthen  the
financial  stability  of  the  euro  zone  [2].  It  has  three
specific objectives:

To guarantee the robustness and resilience of the banks;
To  avoid  the  need  to  use  public  funds  to  bail  out
failing banks;
To harmonize regulations and ensure better regulation
and public supervision.

This Union is the culmination of lengthy efforts at regulatory
coordination following the establishment of the free movement
of capital in Article 67 of the Treaty of Rome (1957): “During
the transitional period and to the extent necessary to ensure
the proper functioning of the common market, Member States
shall  progressively  abolish  between  themselves  all
restrictions on the movement of capital belonging to persons
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resident in Member States and any discrimination based on the
nationality or the place of residence of the parties or on the
place where such capital is invested.”

The Banking Union was born out of the crisis. While the Single
European Act of 1986 and the 1988 EU Directive allowed the
free movement of capital to take effect in 1990, the financial
crisis  of  2008  revealed  a  weakness  in  Europe’s  lack  of
coordination in the banking sphere.

Indeed, the lessons of the financial crisis are threefold:

A poorly regulated banking and financial system (the
American  case)  can  be  dangerous  for  the  proper
functioning of the real economy, in the country but also
beyond;
Regulation and supervision that is limited to a national
perspective  (the  case  of  European  countries)  is  not
effective  in  a  context  where  capital  movements  are
globalized  and  numerous  financial  transactions  are
conducted outside a country’s borders;
The  banking  and  sovereign  debt  crises  are  linked
(Antonin and Touzé, 2013b): on the one hand, bailing out
banks  by  using  public  funds  increases  the  public
deficit, which weakens the State, while the problematic
sustainability of the public debt weakens the banks that
hold these debt securities in their own funds.

The Banking Union provides a legal and institutional framework
for the European banking sector, based on three pillars:

(1) The European Central Bank (ECB) is the sole supervisor of
the major banking groups;

(2) A centralized system for the regulation of bank failures
includes a common bailout fund (the Single Resolution Fund)
and prohibits the use of national public funding;

(3) By 2024, and subject to the definitive agreement of all



the members of the Banking Union, a common fund must ensure
that bank deposits held by European households are guaranteed
for up to 100,000 euros, with deposits guaranteed by each
State from 2010.

The Banking Union is not fully completed. The adoption of the
third pillar is lagging behind due to the difficulties being
experienced by the banks in Greece and Italy, which have not
been entirely resolved due to the continuing risk of default
on existing loans. The European deposit guarantee “will have
to wait until sufficient progress has been made to reduce and
harmonize banking risks” (Antonin et al., 2017).

Towards stronger regulation and greater financial stability

The Banking Union has come into existence alongside the new
Basel III prudential regulations that have been adopted by all
Europe’s banks since 2014 following a European directive and
regulation.  The  Basel  III  regulations  require  banks  to
maintain a higher level of capital and liquidity by 2019.

The establishment of the Banking Union coupled with the ECB’s
highly accommodative monetary policy has helped to put an end
to  the  crises  in  sovereign  debt  and  the  European  banking
sector. The ECB’s massive asset purchase programme is helping
to improve the balance sheet structure of indebted sectors,
which is reducing the risk of a bank default. Today, the
Member  States,  business  and  households  are  borrowing  at
historically low interest rates.

The establishment of a stable, efficient European banking and
financial space requires further steps to regulate both a
unified  European  capital  market  and  the  banks’  financial
activities (Antonin et al., 2014).

The main objective of a union of the capital markets is to
provide  a  common  regulatory  framework  to  facilitate  the
financing of European companies by the markets and to channel
the  abundant  savings  in  the  euro  area  towards  long-term



investments.  This  would  allow  for  a  more  coherent  and
potentially more demanding level of regulation of the issue of
financial  securities  (equities,  bonds,  securitization
operations).

The Banking Union could also be strengthened by drawing on the
2014  Barnier  proposal  for  a  high  level  of  separation  of
deposit  and  speculative  activities.  The  ECB’s  unique
supervisory  role  (pillar  1)  enables  it  to  ensure  that
speculative  activities  don’t  disrupt  normal  business.  This
supervisory role could be extended to embrace all financial
activities, including the infamous credit system of “shadow
banking” that parallels conventional lending. The separation
of activities also strengthens the credibility of the common
bail-out funds (pillar 2) and guarantee funds (pillar 3).
Indeed, it is becoming more difficult for banks to be too big,
which reduces the risk of bankruptcies that are costly for
savers (internal bailout and limits on common funds).

Defending a European model of banking and financial stability

At a time when the United States is currently abandoning the
more stringent regulation of its banks in an effort to boost
their short-term profitability, Europe’s Banking Union is a
remarkable defensive tool for preserving and strengthening the
development of its banks while demanding that they maintain a
high level of financial security.

While the US courts are not hesitating to impose heavy fines
on European banks [3], and China’s major banks now occupy four
out of the top five positions in global finance (Leplâtre and
Grandin  de  l’Eprevier,  2016),  a  coordinated  approach  has
become crucial for defending and maintaining a stable and
efficient European banking model. In this field, a disunited
Europe could seem weak even while its surplus savings make it
a global financial power. The crisis has of course hurt many
European economies, but we must guard against the short-term
temptations of an autarkic withdrawal: a European country that
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isolates itself becomes easy prey in the face of a changing
global banking system.
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[1] The Dodd-Frank Wall Street Reform and Consumer Protection
Act  adopts  the  Volcker  rule  “which  prohibits  banks  from
‘playing’ with depositors’ money, which led to a virtual ban
on the proprietary speculative activities of banking entities
as well as on investments in hedge funds and private equity
funds” (Antonin and Touzé, 2013a).

[2] The Banking Union is compulsory for euro area countries
and optional for the other countries.

[3] Recent events have shown that US justice can prove to be
extremely severe as large fines are imposed on European banks:
8.9 billion dollars for BNP Paribas in 2014, and 5.3 billion
for Credit Suisse and 7.2 billion for Deutsche Bank in 2016.

 

Poverty and social exclusion
in Europe: where are things
at?
By Sandrine Levasseur

In March 2010, the EU set itself the target for the year 2020
of reducing the number of people living below the poverty line
or in social exclusion by 20 million compared with 2008, i.e.
a target of 97.5 million “poor” people in 2020. Unfortunately,
due to the crisis, this goal will not be reached. The latest
available figures show that in 2013 the EU had 122.6 million
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people living in poverty or social exclusion. Surprisingly,
the EU’s inability to meet the target set by the Europe 2020
initiative is due mainly to the EU-15 countries, the so-called
“advanced” countries in terms of their economic development
[1]. Indeed, if the trends observed over the last ten years
continue, the Central and East European countries (CEEC) will
continue  to  experience  a  decline  in  the  number  of  people
living below the poverty line or in social exclusion. How is
it that the countries of the EU-15 are performing so poorly in
the  fight  against  poverty  and  social  exclusion?  It  is
important to keep in mind that the East and Central European
countries  also  perform  better  when  we  consider  other
indicators of income inequality within a country (e.g. the
Gini coefficient, the ratio of the income of the 20% richest
over that of the 20% poorest). The EU-15’s performance is
troubling not only with regard to relative poverty and social
exclusion, but also in terms of all the statistics concerning
living conditions and income inequality.

Risk of poverty and social exclusion: what exactly are we
talking about?

In order to reduce poverty and social exclusion, the Europe
2020 initiative focuses on three types of groups: people at
risk of poverty, people facing severe material deprivation,
and people with a low work intensity[2]. A person belonging to
several different groups is counted only once.

According to Europe 2020, people are at risk of poverty when
their disposable income falls below 60% of the median income
observed at the national level, the median income being the
level of income at which half the country’s population has a
higher income and half a lower one. Since the median income
threshold is calculated nationally, this means for example
that a Romanian individual at the threshold of the median
income  has  an  income  well  below  that  of  a  French  person
earning the median income: the Romanian median income is in
fact one-fifth the French median income in terms of purchasing
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power parity, that is to say, when we take into account the
price differences between the countries[3]. The indicator of
the poverty risk used by Europe 2020 is thus a measure of
income inequality between individuals within a country, not
between countries.

Note  that  disposable  income  is  considered  in  adult
equivalents, i.e. incomes were first recorded at the household
level and then weights were assigned to each member (1 for the
first adult; 0 5 for the second and each person over age 14;
and  0.3  for  children  under  age  14).  Also  note  that  the
disposable  incomes  in  question  here  are  after  social
transfers, i.e. after taking account of allowances, benefits
and pensions – that is, they are after any action by the
country’s social system. In addition, the level used to define
the threshold for the risk of poverty (i.e. 60% of median
income)  aims  to  take  into  account  situations  other  than
extreme poverty: the goal is also to take account of people
who  are  having  difficulty  meeting  their  basic  needs.  For
example, the poverty threshold of 60% of median income in
France was 12,569 euros per year in 2013 (or 1047 euros a
month). The concept of material deprivation is used to refine
the definition of unmet basic needs.

People  experiencing  severe  material  deprivation  are  those
whose lives are constrained by a lack of resources and who
face  at  least  four  out  of  the  following  nine  material
deprivations: an inability 1) to pay the rent or utility bills
(water, gas, electricity, telephone); 2) to heat the dwelling
adequately; 3) to meet unexpected expenses; 4) to eat a daily
portion of protein (meat, fish or equivalent); 5) to afford a
week’s holiday away from home; 6) to own a car; 7) to have a
washing machine; 8) to have a color TV; or 9) to have a
telephone.

People living in a household with a low work intensity are
those aged 0 to 59 who live in a home where the adults (aged
18 to 59) worked less than 20% of their potential capacity in
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the last year.

According to the latest available statistics (Table 1), 122.6
million people in the EU-28 belonged to at least one of these
three groups in 2013, i.e. nearly one person out of every four
(slightly more than 24%).

Contrasting  developments  between  the  EU-15  and  the  CEE
countries with regard to poverty and social exclusion
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While a little over 30% of the CEE population lives in poverty
or  social  exclusion  (versus  22.6%  in  the  EU-15),  what  is
striking is that the number of poor and socially excluded has
been decreasing in the CEE countries over the last 10 years
while it has been increasing in the EU-15, especially since
the onset of the crisis (Table 1).

Over the past decade, the number of people living in poverty
or social exclusion fell in almost all the CEE countries (with
the exception of Hungary and Slovenia) and rose in almost all
the  EU-15  countries  (with  the  exception  of  Belgium,  the
Netherlands  and  Finland).  During  these  10  years,  the  CEE
countries experienced a decline of 11.5 million in the ranks
of the poor and socially excluded, while the EU-15 recorded an
increase of 8.5 million, i.e. an 85% rise since 2009. The
crisis has clearly hit the EU-15 hard in terms of poverty and
social  exclusion.  The  CEE  countries  have,  all  things
considered, proved fairly resilient: a number of them are even
continuing  to  see  a  decrease  in  the  number  of  poor  and
socially excluded.

What’s behind these contrasting trends in poverty and social
exclusion?

The main factor explaining the contrasting trends in poverty
between the EU-15 and the CEE countries is that the economic
situation  has  generally  developed  more  favourably  in  East
Europe  than  in  West  Europe,  including  during  the  crisis
period.

Indeed, the average GDP growth rate over the last ten years
(2004 to 2013) was 3.2% in the CEEC, compared with 0.8% in the
EU-15.  The  CEE  countries,  though  hit  by  the  crisis,
nevertheless  recorded  average  annual  growth  of  0.7%  in
2009-2013  (against  0.1%  in  the  EU-15).  Likewise,  the
unemployment and employment rates during the crisis reflected
a more favourable situation on the CEE labour markets than on
the EU-15 markets (Table 2).



The risk of poverty prior to social transfers continued to
fall in the CEE countries, while from 2009 it rose in the
EU-15 (Table 3). Consequently, the share of people in the CEE
countries living below the poverty line (out of each country’s
total population) before transfers has fallen below the level
observed  in  the  EU-15.  The  crisis  has  thus  had  a  direct
differentiated effect (i.e. before redistribution) on income
inequality  within  countries:  in  Europe’s  East,  income
inequality has fallen, while in the West it has risen.

The  workings  of  the  social  security  systems  in  the  EU-15
countries have, however, resulted in reversing (or mitigating)
the differences in post-transfer poverty rates (Table 3). In
2013, the post-transfer poverty rate was 16.5% in the EU-15,
compared with 17.2% in the CEE countries (15.4% excluding
Bulgaria and Romania). The Gini coefficient, which is a more
common  measure  of  within-country  income  inequality,  also
confirms that income inequality is now higher in the EU-15
than in the CEEC[4].

Note  that  during  the  crisis  the  intensity  of  the
redistribution (in % points or rates) was higher in the EU-15
than in the CEEC. However, over time the redistribution rate
fell in both the East and the West, starting in 2009. Prior to
the crisis, the social security systems in the EU-15 resulted
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in a 37.3% reduction in the number of people living in poverty
and social exclusion; during the crisis, the rate fell to
36.8%. In the CEE countries, the fall in the redistribution
rate was even greater, on the order of 3.7 percentage points.
By way of illustration, if the redistribution rate for the
pre-crisis  period  had  been  maintained  during  the  crisis
period, an additional 1.4 million people would have avoided
the risk of poverty during the crisis (0.5 million in the
EU-15 and 0.9 million in the CEEC).

This  brings  us  to  the  second  explanatory  factor.  Are  the
austerity programmes being implemented in many EU countries to
comply with the Stability and Growth Pact and / or to satisfy
the  financial  markets  responsible  for  the  post-transfer
increase in the number of people at risk of poverty that has
taken place in the EU-15? And have these programmes acted to
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hold back the decline in poverty rates observed in the CEE
countries, which otherwise would have been even greater?

The empirical literature on this issue is clear-cut: it shows
that  income  inequality  within  countries  increases  during
periods  of  fiscal  consolidation[5]  (Agnello  and  Sousa,
2012; Ball et al., 2013; Mulas-Granados, 2003; Woo et al.,
2013). Among the tools of fiscal consolidation (i.e. cuts in
public  spending,  increases  in  tax  revenues),  it  is  the
spending cuts in particular that increase income inequality
(Agnello and Sousa, 2012; Ball et al., 2013; Bastagli et al.,
2012;  Woo  et  al.,  2013).  Austerity  programmes  implemented
after  the  onset  of  a  banking  crisis  have  a  much  greater
negative  effect  on  income  inequality  than  programmes
implemented when not in a banking crisis (Agnello and Sousa,
2012). Furthermore, small consolidations (i.e. involving a cut
in the public deficit of less than 1 GDP point) have a bigger
negative effect on inequality than large fiscal consolidations
(Agnello and Sousa, 2012).

If the results of this (still sparse) literature are accepted,
the timing of the fiscal consolidation implemented in recent
years has not been ideal: the programmes have been introduced
too early with respect to the occurrence of the crisis. Nor
have they been optimal in size: they are insufficient to cut
the  deficit  substantially  but  very  costly  in  terms  of
increasing income inequality between individuals. While it is
difficult to form a firm and final opinion on the link between
fiscal consolidation and income inequality (and poverty) based
on the sparse literature, the afore-mentioned studies do have
a value: they raise questions about the potentially harmful
impacts of the austerity policies that have been implemented
in recent years.

[1] The Europe 2020 initiative sets out poverty reduction and
social  exclusion  targets  for  each  country.  Here  we  are
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basically interested in the different trends between the two
areas: the EU-15 and the CEE countries.

[2] See the article by Maître, Nolan and Whelan (2014) for a
critical in-depth analysis of the statistical criteria for
poverty and social exclusion.

[3] In current euros, the difference in income would be even
greater: in 2013, the French median income was 20,949 euros a
year, and Romania’s 2071 euros, so Romania’s median income per
year would thus be one-tenth, not one-fifth, of the French
level.

[4] The difference (in favour of the CEE countries) is even
more pronounced due to the exclusion of Bulgaria and Romania:
the Gini coefficient after transfers is then 0.291 against
0.306 for the EU-15. The Gini coefficient can take a value
between  0  and  1.  As  the  coefficient  approaches  1,  an
increasingly small share of the population has a larger and
larger share of total income. Ultimately, when the coefficient
reaches 1, a single individual has all the income.

[5] Because of the way the poverty line is calculated (i.e.
60% of median income), an increase in the share of people
living below the poverty line definitely corresponds to an
increase in income inequality between individuals.

 

Rotation of voting on the ECB
Governing Council: more than
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symbolic?
By Sandrine Levasseur

Lithuania’s adoption of the euro on 1 January brought the
number of euro zone members to nineteen, the threshold at
which the voting system in the European Central Bank (ECB)
Governing Council has to be changed. While this change took
place almost unnoticed in France, things were different in
Germany and Ireland, where the introduction of the system of
rotation in the voting that decides the euro zone’s monetary
policy  has  raised  concern  and  even  opposition.  Is  this
reaction justified? Here we propose some food for thought and
reflection.

1) How will the system of rotation function?

Until  now,  at  the  monthly  meetings  of  the  ECB  Governing
Council  that  decides  monetary  policy  (policy  rates,
unconventional policies) in the euro zone, the principle “one
country, one vote” applied. In other words, each country had,
through the Governor of its central bank, a systematic right
to vote. To the votes of the 18 Governors were added the votes
of the six members of the ECB Executive Board, for a total of
24 votes.

From now on, with the entry of a 19th member into the euro
zone,  the  countries  are  classified  into  two  groups,  in
accordance with the Treaty[1]. The first group consists of the
5 “largest” countries, as defined by the size of GDP and the
financial sector, with respective weights in the criterion of
5/6 and 1/6. The second group consists of the other countries,
currently numbering 14 [2]. Each month the group of five “big”
countries has 4 votes and the Group of 14 “small” countries 11
votes (Table 1). The voting within the two groups is organized
according to a principle of rotation defined by a precise
schedule: the Governor of each “big” country will not vote one
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time out of every five, while the Governor of each “small”
country  will  not  vote  3  times  out  of  14.  However,  the
6 members of the ECB Executive Board will continue to benefit
from a systematic monthly right to vote. So every month, the
conduct of the euro zone’s monetary policy will be decided by
21 votes, while under the old principle, that of “one country,
one vote”, 25 votes were cast.

All the Governors will continue to take part in the Council’s
two monthly meetings, whether or not they take part in the
voting.



Why change the system of voting rights? The objective is clear
and justified: it is to maintain the decision-making capacity
of the Governing Council as the number of countries joining
the euro zone increases.

The new system of voting rights clearly benefits the members
of the ECB Executive Board, which now have 28.6% of the voting
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rights (6/21), while the old system would have given them
“only”  24%  (6/25).  The  group  of  “big”  countries  has  19%
(against  20%  in  the  old  system).  The  group  of  “small”
countries gets 52% (11/21) of the voting rights, whereas it
would have had 56% (14/25) if the old voting system had been
maintained. The group of “small” countries loses relatively
more voting rights than the group of “large” countries, to the
advantage of the ECB Executive Board.

2) The arguments of German and Irish opponents of the system
of rotation

The arguments of German opponents of the new system, beyond
just a loss of prestige, are that the largest economy in the
euro  zone  and  also  the  largest  contributor  to  the  ECB’s
capital (Table 1) must necessarily take part in the votes
deciding the zone’s monetary policy. To ensure that Germany’s
interests are not neglected, when Germany doesn’t vote its
Governor should have a veto. This veto would also be justified
by the principle that you should be responsible only for your
own decisions.

In Ireland, according to the opponents of the new system, the
myth of equality between the countries of the euro zone is
finished: the introduction of a rotation system that favours
the big countries is formalizing the lack of equality between
the  zone’s  countries.  Ireland  has  thus  been  explicitly
relegated  to  being  a  second  tier  country.  Furthermore,
Ireland’s influence in the decision-making process will be
reduced even further as the euro zone continues to expand.

The introduction of the rotation system doesn’t seem to have
aroused as much resentment from politicians or civil society
in other countries in the euro zone.

3) Do the German and Irish arguments make sense?

As is well known, Germany has a culture of stability all its
own, in particular due to its history a strong aversion to
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inflation. In contrast, the countries of southern European are
reputed to have a much less marked aversion to the “inflation
tax”. It is this difference in the degree of “acceptable”
inflation that has led to modelling the statutes of the ECB
more or less on those of the Bundesbank, which was considered
the only way of securing Germany’s participation in the euro
zone. Today, however, the issue of inflation is no longer
posed  since  the  euro  zone  is  entering  into  deflation,  a
situation that some think could last for years[3].

Today, it is much more the methods the ECB is using to conduct
monetary policy that are being questioned in Germany by some
of the country’s politicians, economists and citizens. The
arguments being made by opponents of the rotation system,
based on contributions to the ECB‘s capital and more generally
being Europe’s leading economic power, echo the policies that
have been pursued in recent years by the ECB (e.g. easing
eligibility criteria for securities deposited as collateral at
the ECB, purchase of securitized assets) but also the future
policy  of  purchasing  sovereign  bonds.  These  policies  have
raised  fears  in  Germany  that  the  ECB  balance  sheet  will
contain too much “toxic” debt that sooner or later could be
dropped, with the cost of this being borne by the Bank’s
principal funder.

Is it really believable that Germany’s interests wouldn’t be
taken into account?

There are three arguments for answering “no”. First, even when
the German Governor doesn’t vote, Germany will still have a
“representative”  on  the  Executive  Board  (currently  Sabine
Lautenschläger)[4]. In theory, of course, the members must
consider the interests of the euro zone when they vote and not
just the interests of their own country, but the reality is
more complex[5]. Furthermore, the Governors, even when they do
not vote, still have a right to speak, and therefore some
power of persuasion. Finally, more generally, the desire for a
consensus  will make it necessary to take into consideration
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the opinion of the Governors who are not voting.

How  justifiable  are  the  arguments  of  the  Irish  opponents
of the rotation system? It is clear that the counter-arguments
developed above (concerning the right to speak and the need
for a consensus) that apply to the Germans also apply to the
Irish.

However, it is true that Ireland, like all the countries in
Group 2, will see its voting rights further diluted as the
euro zone expands. When the euro zone is comprised of 20
members, the 15 Group 2 countries will have to share 11 votes
(Table 2, source: p. 91). When the euro zone expands again to
21 members, 16 Group 2 countries will still have to share 11
votes … At 22 members, the creation of a third group will
result in further dilution of the voting rights of groups 2
and 3, but not of group 1, the group of “large” countries,
which will still continue to vote 80% of the time.

The question that is posed for Ireland but also for all the
countries currently in Group 2 concerns the future expansion
of the euro zone. To date, all the countries of Central and
Eastern Europe (CEE) that have not yet adopted the euro have
abandoned a timetable for joining the euro zone (Table 1). The
only  exception  is  Romania,  which  has  proposed  2019  for
joining[6]. Though the prospects of the other countries have
not been abandoned, they nevertheless appear very distant[7].
The likelihood that the euro zone will soon include 21 members
is rather low, and the probability of exceeding 22 members
even lower. Anyway, whatever the configuration, Ireland will
never be part of group 3. It is thus the countries that are
lagging in today’s group 2 (Malta, Estonia, Latvia, etc.) that
have the most to lose in terms of the frequency of voting.
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Conclusion

There can be no talk of a unified Europe while explaining that
there are several categories of countries. How can there be
congratulations for the euro zone gaining new members while at
the same time explaining that only certain members can or
should participate in its decision-making. In a unified Europe
it is not acceptable for there to be a vote in the Council
that is systematic only for certain Governors (but not all) or
a right of veto that only a few Governors can exercise. Each
country loses its monetary sovereignty by joining the euro
zone: why should some countries lose more than others?  But is
it really desirable to go back to the old system of “one
country, one vote”? No. The new voting system in the Governing
Council is a good compromise between the need to maintain the
Council’s  decision-making  capacity  (and  therefore  have  a
reduced number of voters) and the need to allow each Governor
to vote on a regular basis. From this point of view, the
rotation system used in the euro zone is more balanced than
that used in the United States, where some members may not
vote for one, two or even three years[8]. In the euro zone,
the length of time that a Governor does not vote on monetary
policy will not exceed one month for Group 1 countries, and
for countries currently in Group 2, it shall not exceed three
months  (so  long  as  the  euro  zone  consists  of  just  19
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countries).

At least in theory. Because, in practice, while the Governing
Council will continue to meet twice a month, the vote on the
conduct of monetary policy will now take place  only every six
weeks … (previously every four). The voting abstention time
will thus be (slightly) longer than what is stated in the
official documents of the ECB and the euro zone’s national
central banks…

 

 

[1] More specifically, on 21 March 2003 the European Council
amended Article 10.2 of the statutes of the Eurosystem in
order to allow the establishment of a system of rotation in
the ECB Governing Council. The amended article provided that
the rotation system could be introduced from the entry of the
16th member into the euro zone and at the latest upon the
entry of the 19th member.

[2] The Treaty provides for the creation of a third group upon

the entry of a 22nd country.

[3] For the first time since 2009, consumer prices fell, with
prices falling -0.2% year on year.

[4] The other members of the Governing Council are from Italy
(Mario  Draghi,  President  of  the  ECB).  Portugal  (Vítor
Constâncio, Vice-President of the ECB), France (Benoît Cœuré),
Luxembourg (Yves Mersch) and Belgium (Peter Praet).

[5] The experience of the US Federal Open Market Committee
shows that there is a regional bias in the way the Governors
vote (Meade and Sheets, 2005: “Regional Influences on FOMC
Voting Patterns”, Journal of Money Credit and Banking, 33, pp.
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661-678).

[6]  It  will  in  any  case  have  to  respect  the  Maastricht
criteria  (criteria  on  the  public  deficit,  interest  rates,
inflation, etc.).

[7] This shift is due in part to the fact that many of the
Central and East European countries have benefited from the
depreciation of their currencies against the euro. They have
thus understood that joining the euro zone would not just
bring them benefits. In addition, it is assumed here that the
United Kingdom, Denmark and Sweden will never join the euro
zone because of their opt-out clause.

 

The official introduction of
the euro in Lithuania: does
it really make no difference?
Sandrine Levasseur

On 1 January 2015, Lithuania adopted the euro officially,
becoming the 19th member of the euro zone. The adoption was in
reality formal, as the euro was already (very) present in
Lithuania. For example at the end of 2014, over 75% of loans
to Lithuanian businesses and households were denominated in
euros, as were 25% of bank deposits.

The use of the euro alongside Lithuania’s national currency,
as a currency for loans, a means of savings and for invoicing,
is neither an anomaly nor simply an anecdote: this practice
concerns or concerned a number of countries in the former
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communist bloc. “Euroization” [1] is the result of economic
and political events that, at one time or another in these
countries’  histories,  have  led  them  to  use  the  euro  in
addition to their own currency. So given this context, will
the official introduction of the euro in Lithuania really not
change anything? Not exactly. Lithuania will see some changes,
admittedly minor, as will the decision-making bodies of the
ECB.

The euroization of loans and deposits: the case of Lithuania,
neither anomaly, nor anecdote …

If we exclude the principalities, islands and States (Andorra,
San  Marino,  the  Vatican,  etc.)  that  have  negotiated  the
adoption of the euro with the European authorities but without
joining the European Union together with the countries that
have adopted the euro unilaterally (Kosovo and Montenegro),
there is in addition a whole set of countries that use the
euro alongside their own currency. These countries are mostly
from  Central  and  Eastern  Europe,  the  Balkans  or  the
Commonwealth  of  Independent  States  (CIS).  For  example,  in
2009, before Estonia and Latvia officially joined the euro
zone (in 2011 and 2013, respectively), lending by private
agents in the three Baltic states was mainly denominated in
the euro, reaching a level of almost 90% in Latvia (Figure 1).
Countries  such  as  Croatia,  Romania,  Bulgaria,  Serbia  and
Macedonia were not far behind, with over 50% of their loans
denominated in euros. The figures for deposits in euros are
somewhat less striking (Figure 2), but still raise questions
as to the attraction that the euro exerted in some countries
as a payment or reserve currency or for precautionary savings.
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There are a number of reasons why these countries have used
the euro in addition to their own currency:

– The existence of fixed (or relatively fixed) exchange rates
against the euro, which protects borrowers against the risk
that their euro-denominated debt will grow heavier (since the
likelihood of a devaluation / depreciation of the national
currency is considered to be low);

– A lower interest rate on loans denominated in euros than
when the loans are denominated in the national currency;
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– A strong presence of multinational companies (particularly
in the banking sector) that have not only funds in euros but
also the “technology” to lend / borrow in euros;

– For loans in euros, the ex ante existence of bank deposits
in euros, which is itself linked to multiple factors (e.g. the
credibility of the monetary authorities, a strong presence of
multinationals, revenue from migration coming from countries
in the euro zone) .

These factors have been present to a greater or lesser extent
in the different countries. In Lithuania, the existence of a
Currency Board [2] vis-à-vis the euro since 2002 has generally
contributed to the economy’s “euroization”. This system of
fixed exchange rates has enjoyed great credibility, prompting
the country’s businesses and consumers to borrow in euros,
particularly  since  these  benefited  from  very  low  interest
rates (Figure 3). The presence of multinational companies in a
number  of  sectors  strengthened  the  use  of  the  euro  as  a
benchmark currency for different functions (billing, deposits
and savings). The importance to Lithuania of banks from the
euro zone should nevertheless not be overestimated: the three
largest  banks  operating  in  Lithuania  are  from  Sweden  and
Norway. The risk of loans in euros thus involves, beyond the
risk associated with the value of the Lithuanian lita, a risk
associated with the value of a third currency. … This risk
will obviously not disappear with Lithuania’s formal adoption
of the euro.
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What changed on 1 January 2015?

Four changes can be highlighted:

(1) The euro now circulates in Lithuania in the form of notes
and coins, whereas previously it existed primarily in the form
of bank money (bank deposits and euro-denominated loans); the
euro  is  the  legal  tender  and  will  be  used  for  all
transactions;  and  the  lita  will  disappear  after  dual
circulation  for  a  fortnight.

(2) Changes to the price labels for goods will result in
additional  inflation,  due  to  more  frequent  rounding  off
upwards rather than downwards. However, this phenomenon, which
has  been  seen  in  all  countries  during  the  transition
(official)  to  the  euro,  should  have  only  a  minor  impact.
Experience shows that in general perceived inflation is higher
than actual inflation.

(3) Lithuania is adhering de facto to the banking union, which
can  provide  benefits  in  the  financial  sector  (e.g.
opportunities  for  additional  collaboration  in  a  common
monetary and banking space, existence of an orderly resolution
mechanism in case a bank runs into difficulty).
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(4) The Governor of Lithuania’s Central Bank is now a member
of the ECB Governing Council and therefore participates in
decision-making  on  euro  zone  monetary  policy,  whereas
previously, under its Currency Board system[3], Lithuania’s
Central Bank had no choice but to “follow” the decisions taken
by the ECB in order to maintain parity with the euro. It could
be argued that in any case Lithuania will not carry much
weight in the ECB’s choice of monetary policy due to the size
of its economy. Note, however, that Lithuania’s entry into the
euro zone is bringing changes to the way decisions are made by
the ECB Governing Council. The principle of “one country, one
vote”  that  prevailed  until  now  is  being  abandoned  in
accordance with the Treaties, due to the entry of a 19th
member  into  the  euro  zone.  Henceforth,  the  five  “major”
countries in the euro zone (defined by the weight of their GDP
and their financial system) havenow four voting rights, while
the other fourteen countries have eleven votes. The vote in
each group is established according to a rotation principle,
which displeases the Germans, but not just them. In practice,
however, it is not certain that this change in the voting
system will affect many decisions. For example, while the
governor of Germany’s central bank now has only 80% of its
voting right, it still has 100% of its right to speak… Will
not voting one month out of five really mean that it loses its
power of persuasion?

On  1  January  2015,  the  official  adoption  of  the  euro  by
Lithuania was thus not at all amount to a Big Bang. However,
it is very symbolic for Lithuania, further demonstrating how
much it is anchored in both Europe and the euro zone. This
shows once again that despite all the turmoil the zone has
experienced, it still has its supporters. The most striking
result of Lithuania’s accession to the euro zone is probably
the change in the ECB’s system of voting rights: here too the
symbolic meaning is heavy, as it sounds the death knell of the
principle, “one country, one vote”.
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For more on the issue of euroization, readers can see:

Sandrine Levasseur (2004), Why not euroization ? Revue de
l’OFCE, Special Issue “The New European Union Enlargement”,
April 2004.

For more on the system of rotating voting rights in the ECB,
see:

Silvia  Merler  (2014),  Lithuania  changes  the  ECB’s  voting
system, Blog of Bruegel, 25 July 2014.

 

[1] Strictly speaking, euroization refers to the adoption of
the euro as legal tender by a country without its being given
permission  by  the  issuing  institution  (i.e.  the  European
Central Bank) or the decision-making authorities (i.e. the
heads  of  State  of  the  European  Union  member  countries).
Euroization is then said to be unilateral. It differs from the
phenomenon  discussed  here,  where  the  euro  is  used  in
conjunction with the national currency, but only the national
currency constitutes legal tender.

[2] A currency board involves a system of fixed exchange rates
in which the central bank simply converts foreign exchange
inflows  and  outflows  into  the  local  currency  at  the  pre-
defined parity. A central bank that adopts this system gives
up the tool of autonomous monetary policy: its role is reduced
to that of a “cashier”.

[3] See footnote 2.
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Revising  the  budget  in
Croatia: yes, but … for whom
and why?
By Sandrine Levasseur

Under the excessive deficit procedure that Croatia has been
subject to since 28 January 2014, the country’s government has
been  obliged  to  revise  its  projected  budget  for  the
forthcoming three years, which is the timeframe that has been
set for putting its finances into “good order”, with “good
order” being understood to mean a public deficit that does not
exceed 3% of GDP. This new budget is being fixed in adverse
economic  conditions,  as  the  government’s  forecast  of  GDP
growth for 2014 has been revised downward from 1.3% to a tiny
0.2%.

Paradoxically, the new budget could help prolong the recession
in the country rather than help it recover, at least in 2014.
This paradox is especially worth noting since this is also the
opinion of those for whom the Croatian government is making
this  adjustment:  first  of  all,  the  rating  agencies,  and
second, the international institutions (or at least the IMF,
as the European Commission has to keep quiet on the matter).
In fact, a simple glance at the revised budget is enough to
see that the fiscal adjustment being proposed by the Croatian
government will not have an expansionary impact on GDP. For
example, the budget provides for a hike in tax revenues, in
particular through an increase in the rate of health insurance
contributions from 13% to 15%.But this will also result in
undermining the international competitiveness of the country’s
businesses, which have already been hit hard.
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The wages and bonuses of civil servants will fall (by about
6%) so as to give the public finances some breathing room. But
these cuts in civil servant salaries will not help perk up
domestic demand, which has been anaemic due to the adjustments
consumers and businesses have made in their balance sheets. To
take the latest example, to help bail out the state finances
the profits of state enterprises will not be reinvested in the
economy. However, the country is thereby depriving itself of a
source  of  growth  since,  because  of  their  weight  in  the
economy,  these  enterprises  account  for  a  large  share  of
productive investment.

There is no doubt that Croatia’s public finances need to be
cleaned up. However, the horizon for the fiscal consolidation
decided on by the Croatian government seems to us extremely
“short-termist”, as it doesn’t call into question the existing
model of growth or seek sources of sustainable growth. A few
weeks ago, in an OFCE note we discussed the impact alternative
fiscal  adjustments  would  have  on  growth  and  the  public
finances. In the specific case of Croatia, the government
cannot  avoid  the  need  to  consider  doing  the  following:
restructuring  the  productive  apparatus  (including  through
privatization and concessions); improving the system of tax
collection; and, more broadly, implementing an anti-corruption
policy to improve the country’s “business climate”. In the
meantime, in large part due to the fiscal decisions being
taken, 2014 is likely to wind up as the sixth year in a row
Croatia  has  been  in  recession.  The  IMF  forecasts,  which
anticipate  that  the  recessionary  impact  of  the  fiscal
consolidation  will  be  greater  than  that  projected  by  the
Croatian government, is expecting GDP to fall by about 0.5% to
1% in 2014. In total, the decline in GDP since 2009 will
therefore come to between 11.6% and 12.5%. It’s not exactly
the stuff of dreams….
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Croatia  under  the  Excessive
Deficit  Procedure:  which
measures  should  be
implemented?
By Sandrine Levasseur

How to put public finances on a good track when (almost) all
measures regarding spending cuts and tax increases have been
already exhausted? Croatia’s government has been seeking to
solve this tricky problem since mid-November when an excessive
deficit procedure (EDP) was launched against the country. Let
us explain what an EDP means: the public deficit of Croatia
currently exceeds 3% of GDP; the breach is neither exceptional
nor temporary; consequently, the government of Croatia has to
curb its public deficit in a lasting way.

On 28 January 2014, the EU Council will propose (1) the time
limits within which Croatia must reduce its deficit below 3%
of GDP and (2) the average annual amounts of deficit reduction
during  the  period.  Yet,  (3)  the  EU  council  will  invite
formally  the  government  of  Croatia  to  propose  concrete
measures towards reducing the deficit-to-GDP ratio below 3%.

The  problem  facing  the  government  of  Croatia  is  not
straightforward since the proposed measures should not further
depress the economy. Currently, only modest signs of recovery
are in sight in Croatia, and its unemployment rate stands at a
high  level  (16.5%).  The  country  is  among  the  poorest  EU
members: its GDP per capita is 62% of that of the EU-28.

Briefing Paper n° 6 aims at proposing a list of measures that
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an EU country under EDP such as Croatia could envisage. For
each measure, we present the main arguments “in favor of” it
and  “against”  it  in  general  terms.  Then,  we  discuss  the
relevance of every measure for Croatia. Note that our list of
measures is suitable for both advanced and less advanced EU
countries. More generally, our list could be used for any
country  facing  public  finance  problems  and  looking  for
solutions.

Three measures (out of seven) seem to us particularly relevant
in the case of Croatia:

–          the use of service concession contracts;

–          the privatization of some state-owned enterprises;

–          the improvement of tax collection and compliance.

The first two measures are related to the need to restructure
state-owned  enterprises  that  are  inefficient  due  to  poor
management. In particular, state-owned enterprises which are
neither natural monopolies nor of strategic importance (i.e.
in the tourism and agriculture sectors) should be privatized.
Privatization  of  other  state-owned  enterprises  should  be
envisaged more carefully, but not excluded. Croatia is the
first country to join the EU with such a high share of state-
owned enterprises (25%), and the slow pace of privatization
has hindered growth. More privatizations will result in (long-
run) gains even if causing (short-run) pains, in particular
layoffs among the workforce. Service concession contracts are
another  way  of  restructuring  the  state-owned  sectors.  The
impact  on  public  finances  is  different,  though.  Services
concession contracts provide a regular source of revenues for
the government (through receipts of concession fees) and/or of
savings (through lower payments of government subsidies). By
contrast, immediate and potentially large amounts of cash can
be obtained from the proceeds of privatization.

Recommending  a  restructuring  of  state-owned  enterprises  in



Croatia is not a novelty. The International Monetary Fund, the
World Bank and the European Commission have repeatedly stated
that the pace of privatization or service concessions should
be  accelerated  to  raise  the  efficiency  of  the  economy.
Currently, the government of Croatia is actively engaged in
accelerating  such  a  process,  in  particular  for  service
concessions. A few recent concessions include Zagreb’s airport
and Rijeka’s port, while motorways and Brijuni’s island have
also been proposed to bidders.

Croatia’s citizens do not always support the restructuring
process. To obtain greater public acceptance of privatization
and service concessions, communication should be improved and
intensified. In particular, the budgetary authorities should
explain what they are doing, why they are doing it, and what
the long-run benefits of their actions will be. Otherwise, the
restructuring of state-owned enterprises will be perceived as
a gift to the private sector. Last but not least, the process
of  privatization  and  service  concessions  should  be  more
controlled to prevent misguided choices, abuse or conflicts of
interest. That also means fighting corruption.

The improvement of tax collection is the third measure that we
advocate to curb Croatia’s public deficit. According to the
Institute of Public Finance, the cumulated uncollected tax
revenues in Croatia would amount to HRK 40bn, which represents
more than twice the projected public deficit for 2014 (HRK
19.3bn). Should the government be capable of collecting at
least a portion, it would give a little breathing room to the
public finances. In Croatia, increasing the tax collection
means several interrelated things: fighting the grey economy
(since unreported incomes are untaxed incomes) and prosecuting
tax  fraud  (otherwise,  rules  and  procedures  are  useless).
Again, tighter control means fighting corruption.

By contrast, other measures such as wage cuts in the public
sector or low corporate tax rates do not appear suitable to
put the public finances of Croatia on track.

http://www.imf.org/external/pubs/ft/scr/2012/cr12302.pdf
http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/ECAEXT/0,,contentMDK:22917970~pagePK:146736~piPK:146830~theSitePK:258599,00.html
http://www.aeroportsdeparis.fr/ADP/Resources/d8950fa5-24c4-43d1-8554-5993a8aa211a-ZagrebAirportconcessionreachesfinancialclose.pdf
http://www.eft.com/freight-transport/ictsi-wins-rijeka-port-concession
http://www.vlahovicgroup.com/?p=3629
http://www.ansamed.info/ansamed/en/news/sections/tourism/2014/01/03/Croatia-seeking-private-investors-Brijuni-Islands_9849062.html
http://www.ijf.hr/upload/files/file/ENG/newsletter/67.pdf


Further  details  can  be  found
at  http://www.ofce.sciences-po.fr/pdf/briefings/2014/briefing6
.pdf .

 

Croatia  in  the  European
Union:  an  entry  without
fanfare
By Céline Antonin and Sandrine Levasseur

On 1 July 2013, ten years after filing its application to join
the European Union, Croatia will officially become the 28th
member state of the EU and the second member country from
former Yugoslavia. Given the country’s size (0.33% of the GDP
of the EU-28) and the political consensus on its membership,
Croatia’s accession should pass relatively unnoticed. However,
there are challenges posed by its entry. Indeed, at a time
when the European Union is going through the worst crisis in
its history, legitimate questions can be raised about whether
Croatia  is  joining  prematurely,  particularly  as  it  is
experiencing  its  fifth  successive  year  of  recession.  The
latest OFCE Note (no. 27, 26 June 2013) reviews two of the
country’s main weaknesses: first, a lack of competitiveness,
and second, a level of corruption that is still far too high
to guarantee steady and sustainable growth.

With 4.3 million inhabitants, Croatia initially experienced a
period of strong economic growth up to 2008, based on the
strength of its tourist industry and on consumption that was
largely  underpinned  by  lending  from  foreign  capital.  The
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crisis  revealed,  yet  again,  the  limitations  of  this
development  model  and  highlighted  the  country’s  structural
weaknesses: a high level of dependence on foreign capital, the
vulnerability of a system of (quasi) fixed exchange rates, an
unfavourable  environment  for  investment  and  wide-scale  tax
evasion.

Even though negotiations thankfully addressed some of these
problems,  others  are  still  unresolved.  For  instance,  with
respect to the economy, the domestic market is still not open
enough  to  competition,  with  the  result  that  the  country
suffers from a lack of competitiveness. At the legal level,
the progress made in the fight against corruption, tax evasion
and  the  underground  economy  has  been  woefully  inadequate,
depriving the country of the foundations for robust growth.
Following on the heels of Romania and Bulgaria, the entry of
Croatia  may  unfortunately  endorse  the  idea  that  curbing
corruption is not a prerequisite for joining the EU. In view
of  the  repeated  institutional  crises  that  have  hit  the
European Union since 2009 and widespread Euroscepticism, it is
now urgent for the EU to makes its priority deepening rather
than widening.

 

 

Housing and the city: the new
challenges
By Sabine Le Bayon, Sandrine Levasseur and Christine Rifflart

The residential real estate market is a market like no other.
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Since access to housing is a right and since inequalities in
housing are increasing, the role of government is crucial to
better regulate how the market functions. France has a large
stock of social housing. Should it be expanded further? Should
it have a regulatory role in the overall functioning of the
housing  market?  Should  our  neighbours’  systems  of  social
housing, in particular the Dutch and British systems, be taken
as models? On the private market, the higher prices of home
purchases and rentals illustrate the lack of housing supply in
the country’s most attractive areas. At the individual level,
the  residential  market  is  becoming  less  fluid:  moving  is
difficult due to problems finding housing suited to career and
family needs. It is therefore necessary to develop appropriate
policies to enhance residential mobility and reduce imbalances
by stimulating the supply of new housing.

Housing is also an integral part of our landscape, both urban
and  rural.  It  distinguishes  our  cities  of  today  and  of
tomorrow.  The  commitments  made  in  the  framework  of  the
Grenelle  environmental  consultation  process  demand  a  real
revolution in land use as well as in technical standards for
construction. To ensure more housing, should undeveloped land
be used or should developed land be exploited more intensely?
How should a housing stock that has become obsolete in terms
of  energy  standards  be  renovated,  and  how  should  this  be
financed?

These  are  the  challenges  addressed  by  the  contributions
collected  in  the  new  book  Ville  et  Logement  in  the
Débats et politiques series of the Revue de l’OFCE, edited by
Sabine Le Bayon, Sandrine Levasseur and Christine Rifflart.
With  authors  from  a  variety  of  disciplines  (economics,
sociology, political science, urban planning) and backgrounds
(researchers as well as institutional players), this review
aims to improve our understanding of the issues related to
housing and the city.

 

http://www.ofce.sciences-po.fr/publications/revue128.htm


Cyprus:  Aphrodite  to  the
rescue?
By Céline Antonin and Sandrine Levasseur

For two weeks Cyprus sent tremors through the European Union.
If the banking crisis that the island is going through has
attracted much attention, it is essentially for two reasons.
First, because the dithering over the rescue plan led to a
crisis of confidence in deposit insurance, and second, because
it was the first time that the European Union had allowed a
bank to fail without coming to its aid. While the method of
resolving  the  Cyprus  crisis  seems  to  represent  an
institutional  advance  [1],  insofar  as  investors  have  been
forced to face up to their responsibilities and citizens no
longer have to pay for the mistakes of the banks, the impact
of the purge of the island’s real economy will nevertheless be
massive.  With  its  heavy  dependence  on  the  banking  and
financial sector, Cyprus is likely to face a severe recession
and will have to reinvent a growth model in the years to come.
In this respect, the exploitation of natural gas resources
seems an interesting prospect that should not be ruled out in
the medium / long term.

To grasp what is at stake in Cyprus today, let us briefly
recall the facts. On 25 June 2012, Cyprus requested financial
assistance from the EU and the IMF, essentially in order to
bail out its two main banks (Laiki Bank and Bank of Cyprus),
whose losses are estimated at 4.5 billion euros due to their
high exposure to Greece. Cypriot banks were hit both by the
depreciation of the Greek assets they held on their balance
sheets and by the partial write-down of Greek debt  under the
second bail-out plan (PSI Plan of March 2012 [2]). Cyprus
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estimated that it needed 17 billion euros in total over four
years to prop up its economy and its banks, about one year of
the island’s GDP (17.9 billion euros in 2012). But its backers
were not ready to give it this much: the national debt, which
had  already  reached  71.1%  of  GDP  in  2011,  would  become
unsustainable. The IMF and the euro zone thus came to an
agreement on a smaller loan, with a maximum amount of 10
billion euros (9 billion financed by the euro zone and 1
billion by the IMF) to recapitalize the Cypriot banks and
finance the island’s budget for three years. Cyprus was in
turn ordered to find the remaining 7 billion through various
reforms: privatizations, an increase in corporate tax from 10
to 12.5%, and a windfall tax on bank deposits.

Initially [3], Nicosia decided to introduce a one-off tax of
6.75% on deposits of between 20,000 and 100,000 euros and 9.9%
on  those  above  100,000  euros,  and  a  withholding  tax  on
interest  on  these  deposits.  Given  the  magnitude  of  the
resulting protest, the government revised its approach, and
the  taxation  of  deposits  gave  way  to  a  bankruptcy  and
restructuring. The solution adopted concerned the country’s
two main banks, Laïki Bank and Bank of Cyprus. Laïki was
closed and split into two: first, a “good bank” that will take
over the insured deposits (less than 100,000 euros) and the
loans from the ECB to Laïki [4], but which will also take over
its assets and ultimately be absorbed by Bank of Cyprus; and
second, a “bad bank” that will accommodate the stocks, bonds,
unsecured deposits (above 100,000 euros), and which will be
used to pay off Laïki‘s debts [4], according to the order of
priority associated with bank liquidations (depositors being
paid first). In addition to absorbing the “good bank” hived
off  of  Laïki,  Bank  of  Cyprus  will  freeze  its  unsecured
deposits, some of which will be converted into shares to be
used in its recapitalization. To prevent a flight of deposits,
temporary [5] capital controls were put in place.

This  plan  introduces  a  paradigm  shift  in  the  method  of
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resolving  banking  crises  in  the  European  Union.  At  the
beginning  of  the  euro  zone  crisis,  in  particular  in  the
emblematic case of Ireland, the European Union considered that
creditors had to be spared in the event of losses, under the
logic of “too big to fail”, and it called on the European
taxpayer. But in 2012, even before the declaration of Jeroen
Dijsselbloem, Europe’s doctrine had already begun to bend [6].
Hence, on 6 June 2012, the European Commission proposed a
Directive  on  the  reorganization  and  resolution  of  failing
credit  institutions,  which  provided  for  calling  on
shareholders and bondholders to contribute. [7] However, the
rules on creditors are to apply only from 2018, after approval
of the text by the Council and the European Parliament. This
type of approach is now being tested experimentally in the
Cyprus crisis.

Heavy consequences for the real economy

The situation of the country before 2008

In  the  period  preceding  the  global  economic  crisis,  the
Cypriot  economy  was  thriving,  and  indeed  in  2007  even  in
danger of overheating. Over the period 2000-2006, its GDP grew
on average by 3.6% per year, with growth of 5.1% in 2007. The
unemployment  rate  was  low  (4.2%  in  2007),  with  even  some
labour  shortage  as  a  result  of  the  emigration  of  Cypriot
nationals to other EU countries. The influx of foreign workers
into Cyprus helped to hold down wages. Consumer spending and,
to an even greater extent, business investment, which were
largely  financed  through  credit,  were  particularly  dynamic
starting in 2004, with growth rates that in 2007 reached,
respectively, 10.2% and 13.4%. Inflation was moderate, and in
this generally positive context, Cyprus qualified to adopt the
euro on 1 January 2008.

In this pre-crisis period, the Cypriot economy – a small, very
open economy – relied in the main on two sectors: tourism and
financial services.
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The two key sectors of the Cypriot economy

Revenue  from  tourism  (Table  1)  has  provided  a  relatively
stable financial windfall for the Cypriot economy. This (non-
cyclical)  flow  brings  in  approximately  2  billion  euros
annually.  [8]  As  a  share  of  GDP,  however,  the  weight  of
tourism has decreased by half since 2000, to a level of less
than 11% in 2012. Likewise, the share of tourism in the export
of services fell sharply during the last decade: in 2012, it
accounted  for  27%  (against  45%  in  2000).  Over  the  last
15  years,  the  number  of  tourists  has  fluctuated  somewhat
between 2.1 million (in 2009) and 2.7 million (2000), compared
with about 850,000 people who are residents of the island.

Financial services constitute the other pillar of the Cypriot
economy  (Table  2).  Two  figures  give  a  clear  idea  of  its
significance: bank assets accounted for more than 7.2 times
GDP in 2012 (with a maximum of 8.3 achieved in 2009), and the
stock of FDI in the sector “Finance & Insurance” is estimated
at more than 35% of GDP, i.e. more than 40% of all FDI
inflows.
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As major sources of wealth for the Cypriot economy, these two
sectors have played an important role by, at least until 2007,
compensating  (partially)  the  considerable  deficit  in  the
balance of payments, which has risen continuously since the
early 1990s and fluctuated at around 30% of GDP since 2000
(Table 3). The “fuel” bill has been an increasing burden on
imports into Cyprus, mainly due to higher oil prices: the
energy bill has tripled over the last decade, rising from
461  million  euros  in  2000  to  1.4  billion  in  2011.  As  a
percentage of GDP, the rise in energy costs has also been very
visible, as it has shot up from 5% of GDP in 2000 to 8% in
2011.

Reducing the size of the financial sector therefore raises the
question of a new growth model for the Cypriot economy, i.e.
its “industrial conversion”.

 

The temptation to exit the euro

The plan decided by the Troika undermines the island’s growth
model by penalizing the country’s hyper-financialization, and
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condemns  it  to  years  of  recession.  To  avoid  a  long
convalescence, the idea of ​​leaving the euro zone has taken
root, as it did in Greece. However, leaving the euro zone is
far from a panacea. Regaining monetary sovereignty undeniably
offers certain advantages, as is described by C. Antonin and
C.  Blot  in  their  note,  Comparative  study  of  Ireland  and
Iceland: first, an internal devaluation (through lower wages)
would not be as effective as an external devaluation (through
exchange rates); second, fiscal consolidation is less costly
when it is accompanied by a favourable exchange rate policy.
Nevertheless, given the structure of the Cypriot economy, we
do not think that leaving the euro is desirable.

In fact, upon leaving the euro, the Central Bank of Cyprus
would issue a new currency. Assuming it remains convertible,
this currency would depreciate vis-à-vis the euro. By way of
comparison, between July 2007 and December 2008 the Icelandic
krona  lost  50%  of  its  value  vis-à-vis  the  euro.  Such  a
depreciation would have two consequences:

– One, an improvement in competitiveness (the real exchange
rate has appreciated by 10% since 2000), which would boost
exports and help reduce the deficit in the balance of trade in
goods and services (Table 1). Since the accession of Cyprus to
the European Union in 2004, this balance has deteriorated as a
result of several factors: first, the slowing of inflation
from 2004 related to pegging the exchange rate to the euro,
which encouraged the growth of real wages at a higher rate
than productivity gains; and second, the boom in bank lending,
with the substantial decline in risk premiums on loans as a
result of accession to the EU [9]. Consumption was boosted,
the competitiveness of the Cypriot economy deteriorated, and
imports increased. Would exiting the euro reverse this trend?
This is the argument of Paul Krugman, who supports Cyprus
leaving  the  euro  zone  by  evoking  a  tourist  boom  and  the
development  of  new  export-oriented  industries.  However,
according to our calculations, a 50% depreciation in the real
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exchange rate would result in an increase in the value of
exports  of  500  million  euros,  including  150  million  from
additional tourism revenue. [10] As for imports, they are
weakly  substitutable,  as  they  are  composed  of  energy  and
capital  and  consumer  goods.  Given  the  weakness  of  the
country’s industries, Cyprus will not be able to undertake a
major industrial restructuring in the short or medium term.
There  are  therefore  limits  to  improvements  in  the  trade
balance.  Furthermore,  inflation  would  increase,  including
through imported inflation, which would lead to a fall in
consumer  purchasing  power  and  mitigate  any  competitiveness
gains.

–  In addition, the devaluation would substantially increase
the burden of the outstanding debt, but also of private debt
denominated in foreign currency. Net foreign debt in Cyprus is
low, at 41% of GDP in 2012. In contrast, public debt reached
70% of GDP, or 12.8 billion euros. 99.7% of the public debt is
denominated in euros or in a currency that is part of the
European  Exchange  Rate  Mechanism  (and  thus  pegged  to  the
euro), and 53% of this debt is held by non-residents. In
addition, the deficit was 6.3% of GDP. If Cyprus no longer had
the euro, it would without doubt default on part of its public
debt, which would temporarily deprive the country of access to
foreign capital, and thus require the kind of violent fiscal
consolidation that Argentina went through in 2001.

The exploitation of natural gas resources

The crisis in Cyprus raises the question of the natural gas
discoveries in the south of the island in the early 2000s.
According  to  the  US  Geological  Survey,  the  Levant  Basin
located between Cyprus and Israel could contain 3,400 billion
cu.m of gas resources. By way of comparison, the entire EU has
2,400 billion cu.m (mainly in the North Sea).

Cyprus thus has a priori a major natural gas bonanza, even if
all of the deposits are not located in its Exclusive Economic
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Zone (EEZ). At present, only one out of the twelve parcels of
land  belonging  to  the  Cypriot  EEZ  has  been  subject  to
exploratory  drilling,  and  in  December  2011  a  deposit  of
224 billion cu.m of natural gas was discovered. According to
the Government of Cyprus, the value of this field, called

Aphrodite,  is  estimated  at  100  billion  euros[11].  The
exploration  of  the  other  eleven  parcels  belonging  to  the
Cypriot EEZ could prove successful (or even very successful)
in terms of natural gas resources. As the licenses for the
exploration of these eleven parcels are in the process of
being awarded by the Cypriot authorities, the EU could have
used the (sad) occasion of the rescue package to secure a
portion of the aid granted to Cyprus on its gas potential. Why
did the EU not seize on such an occasion?

For the EU, the discovery of the natural gas reserves is good
news, in the sense that the exploitation of these deposits
will help it to achieve the energy diversification that it
values  so  highly.  However,  several  problems  have  arisen,
problems that darken the prospects for exploiting the gas
fields in the very near future. First of all, the discovery of
gas reserves in the Levant basin has revived tensions with
Turkey, which occupies the northern part of the island of
Cyprus and which believes it has rights to the exploitation of
the fields. The growing number of Turkish military manoeuvres
reflects an effort to impose its presence in the areas being
surveyed and could lead to an escalation of violence in the
region, especially since the Greek-Cypriot authorities (the
southern part) have been working with Israel to defend the gas
fields.  [12]  Second,  even  assuming  that  the  Greek-Turkish
dispute is resolved, the exploitation of the gas will require
heavy  investment  in  infrastructure,  in  particular  the
construction of an LNG tanker whose cost is estimated at 10
billion euros. Finally, there will be no immediate return on
the investment, as it will take at least eight years to put in
place the necessary infrastructure. In these conditions, it is
understandable why the EU did not take the opportunity to
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secure some of the aid to Cyprus against these gas resources:
exploitation is still too uncertain and, in any case, the
horizon is too distant (given the immediacy required for a
response to the crisis).

Furthermore,  the  EU  would  likely  wind  up  in  an  awkward
situation  vis-à-vis  several  countries.  If  the  EU  supports
Cyprus  in  the  gas  dispute,  this  comes  down  to  supporting
Israel, at the very time that the EU is holding negotiations
on Turkey’s membership and is trying to build good relations
in the region, including with the regimes that have emerged
from the “Arab Spring”. In addition, two pipeline projects are
already  in  competition:  the  South  Stream  project,  linking
Russia to Western Europe by 2015, and Nabucco, connecting
Iran,  via  Turkey,  to  Western  Europe  by  2017.  A  new  gas
pipeline  connecting  the  Cypriot  fields  to  the  European
continent would further reduce Russia’s bargaining power, by
shifting the centre of gravity of natural gas southwards. This
would promote greater dispersion and intensify geopolitical
divisions  in  Europe,  between  a  Northern  Europe  (including
Germany) supplied by Russia and a Southern  Europe dependent
on the Middle East and Turkey.

Conclusion

If in the immediacy of the crisis the EU has made the right
choice (that of the “bad” and “good” bank), the question is
posed in the medium / long term of a new growth model for the
Cypriot economy. Given the comparative advantages of Cyprus,
the  exploitation  of  natural  gas  seems  to  offer  the  only
serious solution for the economy’s conversion. However, for
this strategy to be achievable, the EU will have to take a
clear  position  in  favour  of  Cyprus  in  the  Greek-Turkish
dispute.

Not only would the exploitation of the gas bring Cyprus energy
self-sufficiency, it would also constitute a major source of
revenue  for  the  island.  Energy  costs  would  cease  being  a



burden  on  the  balance  of  payments  (Table  1).  This  is
especially important, because, even though tourism (another
pillar of the economy) has provided a stable (non-cyclical)
source of income since 2000, it is not immune to geopolitical
events  in  the  region  or  to  new  competition  over  tourist
destinations, in particular from the “Arab Spring” countries.

Consider this simple calculation. Suppose Cyprus manages to
maintain its tourism revenues at the level of 2 billion euros
(an assumption that, despite the caveats outlined above, is
nevertheless  realistic);  in  the  absence  of  industrial
restructuring,  if  the  share  of  the  banking  sector  in  the
economy is halved (as desired by the Troika and common sense),
then Cypriot GDP would return to its 2003 level, or slightly
less than 12 billion euros. And GDP per capita would fall by
about a third….

Industrial  reconversion  is  thus  important  for  the  Cypriot
economy, just as for other economies in crisis…. except that
Cyprus has Aphrodite.

 

[1] See Henri Sterdyniak and Anne-Laure Delatte,  ”Cyprus: a
well-conceived plan, a country in ruins…”., OFCE blog, March
2013.

[2] See Céline Antonin, Would returning to the drachma be an
overwhelming tragedy?, OFCE Note no. 20, 19 June 2012.

[3] For more on the dithering on the rescue plan, see Jérôme
Creel, “The Cypri-hot case!”,  OFCE blog, March 2013.

[4] These loans, granted via Emergency Liquidity Assistance
(ELA), amount to 9 billion euros.

[5] Article 63 of the Treaty of the European Union prohibits
restrictions  on  the  movement  of  capital,  but  Article  64b
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authorizes Member states to take control measures for reasons
of public order or public safety.

[6] “If the bank can’t recapitalize itself, then we’ll talk to
the  shareholders  and  the  bondholders.  We’ll  ask  them  to
contribute in recapitalizing the bank. And if necessary the
uninsured deposit holders”, statement by Jeroen Dijsselbloem,
25 March 2013, to the Financial Times.

[7]
http://www.revue-banque.fr/risques-reglementations/breve/les-c
reanciers-des-banques-mis-contribution

[8] The tourist revenue of Cyprus depends in the main on
tourists from Britain (43% in 2011), Russia (14%), Germany and
Greece (6.5 % each).

[9]  On  the  factors  worsening  the  current  accounts,  see
Natixis, Retour sur la crise chypriote, novembre 2012.

[10] Estimation made using the elasticities calculated by the
IMF.

[11] Not far from Aphrodite, 700 billion cu.m of deposits were
discovered in the Israeli EEZ, proof that the region is rich
in natural gas.

[12] The tensions between Cyprus (southern part) and Israel
were  resolved  (peacefully)  by  the  signing  of  a  treaty  in
December  2010  defining  their  respective  exclusive  economic
zones (EEZ). The two entities also plan to cooperate in the
construction of common infrastructures to exploit the gas. See
the  analysis  of  Angélique  Palle  on  the  geopolitical
consequences of the discovery of these natural gas resources
in the Levant basin.
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