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1 | INTRODUCTION

The inherent intangibility of fiat currencies, such as the euro, presents opportunities for debase-
ment and resource reallocation strategies. This issue is exacerbated when nations with diverse
economic conditions and demands form a monetary union. Moreover, the advanced and
nuanced nature of these strategies surpasses traditional debasement and counterfeiting methods
typically seen in commodity and (bi)metallic coin systems, such as those experienced by the
Latin Monetary Union (Einaudi, 2001; Flandreau, 2000; Preda, 2017; Willis, 1901), or tactics
like issuing duplicate securities with identical registration numbers and codes.

In the following sections, we briefly examine each of the six strategies identified, which
could, at least in principle, be implemented by any national central bank (NCB) within the
Eurosystem — and one potentially even outside it. Our analysis delves into detailed consider-
ations only where there is minimal overlap with existing literature. This includes works
addressing topics such as credit facilities among the Eurosystem's national central banks
(Blake, 2023; Ojeda, 2024; Perotti, 2024; Sinn, 2017; 2020; Sinn & Wollmershéuser, 2012), or,
from a legislative standpoint, the necessity of a reliable operational framework (Ojeda, 2022).

These strategies include: Inflating TARGET balances, exchanging fake collaterals and then
defaulting, diluting self-imposed rules such as debt ceilings and collateral requirements, money
printing through Emergency Liquidity Assistance (ELA), acquisitions through Agreement on
Net Financial Assets (ANFA), and finally, the perpetual (re)issuing and chaining of sovereign
bonds as Eurosystem collateral.

2 | STRATAGEM 1: INFLATE TARGET BALANCES

To quote the European Central Bank's (ECB) own publication on TARGET imbalances
(ECB, 2015, Box 4, p. 42):

TARGET balances are the net claims and liabilities of the euro area NCBs vis-a-vis
the ECB which arise through cross-border payments settled in central bank money
of the respective national banking sectors or the NCBs themselves and are executed
via the common euro area payment platform known as TARGET.

When a bank makes a payment to another bank via TARGET, the current
account of the payer's bank at its NCB is debited and the current account of the
recipient bank at its NCB is credited. If both banks hold their current accounts at
the same NCB there is no net impact on the aggregate account of banks at the NCB
and there are no implications for TARGET balances. However, in the case of cross-
border transactions, the NCB of the paying bank sees a reduction in that banks
account at the NCB, and the NCB of the recipient bank sees an increase in the
recipient bank's account. Such positions are balanced by a TARGET liability for
the first NCB and a TARGET claim for the second NCB. TARGET liabilities and
claims also result from cross-border transactions by NCBs themselves, such as the
purchase or sale of securities held for investment purposes. At the end of each day,
such intra-Eurosystem claims and liabilities are aggregated and netted out through-
out the Eurosystem. This leaves each NCB with a single net bilateral position vis-a-
vis the ECB, in the form of a positive or negative TARGET balance. By design, all
the TARGET balances (including the ECB's balance) add up to zero.
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Essentially, TARGET imbalances function as an automatic credit facility among the
Eurosystem's NCBs, characterised by the following features (Blake, 2023; Ojeda, 2024;
Perotti, 2024; Sinn, 2017; 2020; Sinn & Wollmershiuser, 2012):

« absence of collateral requirements;

e zero interest rates;

« no requirement for approval from any authority, including the ECB's Governing Council
or the Executive Board;

o unlimited duration, unlike the US Federal Reserve System's Interdistrict Settlement
Accounts, which require a periodic (annual) settlement;! and

« 1o caps or limits.

Currently, the consequences of a default by one of the participating national banks on this
credit facility are undefined. The ECB's statements do not address the possibility of default,
instead implying that imbalances are resolved through mutual, collectivised credit lines among
Eurosystem member countries. This means that, for example, if the Banco de Espafia were to
default (partially) on this debt, the Bundesbank or the entire Eurosystem would need to absorb
the losses, with the extent of the absorption (from all to none) unknown at present. It is highly
probable that significant political pressures will influence the resolution of such a situation.

On request the Austrian National Bank (OeNB), one of the national banks of the
Eurosystem, issued the following statement:

There is no list of TARGET balances between individual countries. The ECB acts as
the central settlement centre for the central banks participating in TARGET; at the
end of the day, the resulting claims and liabilities between the national central
banks are netted out to form a claim on or liability to the ECB.?

This has been corroborated by a statement of the ECB:

Please note that TARGET balances are computed automatically at the end of the
day in TARGET Services. Unfortunately, the data you are enquiring for, i.e. the bal-
ance position of each National Central Bank (NCB) vis-a-vis all other NCBs, is not
available.’

We therefore conclude that, at the end of each day, the TARGET balances are ‘collectivised’ or
netted among all members of the Eurosystem, and no official record exists to delineate and ana-
lyse them, such as a skew-symmetric matrix with vanishing diagonal entries, showing the bal-
ances of each individual NCB against every other NCB.

This reporting procedure for TARGET balances has significant implications for a potential
collapse of the Eurosystem and the subsequent debt settlement among its member states. The
procedure is inadequate and irreversible, as it does not allow for the tracking of individual bal-
ances between NCBs. To illustrate this, consider Austria’s OeNB, which has a current negative
TARGET balance of approximately - €65 billion (outstanding) (ECB, 2024b). This balance could
have resulted from a variety of conceivable transactions yielding the same total sum, such as
lending €100 billion to Italy and borrowing €165 billion from Germany, or alternatively borrow-
ing €30 billion from Italy, lending €100 billion to Germany, and borrowing €135 billion from
France. However, the current system does not allow for the identification of these specific trans-
actions, and no official records are maintained.
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Formally, the quantitative flows of inter-NCB TARGET balances can be represented by a
skew-symmetric matrix with zero diagonal elements, where the entry T; in the ith row and jth
column represents the respective TARGET balance of the ith NCB with respect to the jth NCB:

0 Ty Tz - Ty

-Ty, O Toz -+ Ty
T=1|-"Tiz =Tz 0 - Ty
_Tln _TZn _T3n e 0

This representation excludes balances of the ECB and the Extra-euro area (outside of the EU),
whose inclusion is straightforward. There are currently 20 NCBs in the Eurosystem (excluding
the ECB), so n=20. Including the ECB and the Extra-euro area would result in n=21 and
n =22, respectively. The number of independent inter-NCB TARGET balances per day is
(n? —n)/2=n(n—1)/2, which equals 190 for n = 20, 210 for n = 21, and 231 for n =22.

The current TARGET reporting aggregates these balances into n =20, as it only captures
the n aggregate sums

for the ith NCB (noting that T; =0). All T; have to sum up to zero, therefore, the parameters T;
are dependent, with Y T; =0. So there are n — 1 independent reported aggregate balances, and
n(n—1)/2 indepenfiént non-reported inter-NCB TARGET balances. Evidently, since
n(n—1)/2>n—1 for n>2, this accounting is irreversible for n>2, meaning it cannot be
reconstructed for more than two NCBs.*

3 | STRATAGEM 2: EXCHANGE FAKE COLLATERALS
THEN DEFAULT

Here is a quote from a crisis management paper by the Financial Stability Institute (FSI) of the
Bank for International Settlements (BIS) exposing this scheme (Baudino et al., 2020, p. 9):

... banks issued bonds and exchanged them between each other so that they could
be pledged as collateral with the central banks. This allowed them to break free
from central bank funding limits since they could issue such bonds (which became
known as ‘love letters’) at will.

The core strategy behind this approach includes (Flannery, 2009; Hreinsson et al., 2009;
Sibert, 2010):

« generating fictitious collateral, such as ‘I Owe (yo)Us’ (I0Us); and
« subsequently defaulting on these worthless certificates of obligation.
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In greater detail, Icelandic banks engaged in a practice whereby they exchanged debt securities,
using one another's debt as so-called ‘love letter’ collateral to secure borrowing from central banks.
The Eurosystem accepted these securities despite concerns about questionable correlation risks.

Between February and April 2008, Icelandic bank subsidiaries borrowed €2.5 billion from
the Central Bank of Luxembourg using these ‘love letters’ as collateral. Although the ECB Bank
raised concerns and reached an informal agreement to limit the use of such collateral, the bor-
rowing increased to €4.5 billion by June. By July, the use of love letters was formally prohibited,
leading to a reduction in borrowing to €3.5 billion. However, by autumn 2008, financial turmoil
escalated and five counterparties defaulted, three of which were Icelandic bank subsidiaries.
Ultimately, in March 2009, following a European Parliament member's inquiry about these
loans, the stratagem was publicly exposed.

This strategy bears some resemblance to a scheme in which two large European banks out-
side the Eurosystem were allegedly involved. During the 2008 financial crisis, these banks
reportedly created capital through a credit-share swap. At the time, they required approximately
£7 billion in new capital. To achieve this, the banks allegedly lent money to a sovereign wealth
fund, which then used the funds to purchase newly issued shares in the banks. In essence, the
banks are said to have lent the sovereign wealth fund the money to reinvest in themselves,
thereby inflating their equity (Werner, 2016). While this approach proved effective in raising
capital - as it is unlawful for a bank to lend money to itself (Westbrook, 2017) - it was flagged,
albeit unsuccessfully, by one regulatory body.

4 | STRATAGEM 3: DILUTE SELF-IMPOSED RULES SUCH
AS DEBT CEILINGS AND COLLATERAL REQUIREMENTS

The ECB has faced increasing scrutiny for diluting its self-imposed rules, particularly regarding
debt ceilings and collateral requirements. These rules were initially designed to ensure fiscal
responsibility among member states and maintain financial stability in the Eurozone. However, as
economic pressures have mounted - especially during crises like the Eurozone debt crisis and the
Covid-19 pandemic - the ECB has relaxed these rules to provide more flexibility to member states.

One key area of dilution is the debt-to-GDP ratio. Originally, Eurozone countries were
expected to maintain a debt-to-GDP ratio below 60 percent, as stipulated by the Maastricht
Treaty. However, many countries have consistently exceeded this limit. Instead of enforcing
strict penalties, the ECB has allowed more leniency, fearing that rigid adherence to these rules
could exacerbate economic downturns and stifle growth.

Additionally, the ECB has relaxed collateral requirements, allowing banks to use riskier
assets as collateral for loans. While this move aims to ensure liquidity in the financial system, it
also raises questions about the quality of assets being accepted. This leniency has been accom-
panied by the ECB's practice of indirect monetisation of budget deficits by buying government
debt on secondary markets. Some fear that, by allowing questionable collateral, the ECB is tak-
ing on excessive risk, which could lead to financial instability if these assets fail to perform.

Here is a quote from an article published by the Brookings Institution (Belz et al., 2020):

The ECB now accepts as collateral an expanded set of non-marketable
assets — including government guaranteed loans, lower quality loans, and small
business loans - that are outside of the general framework. It also granted waivers
to Greek sovereign debt, which, because of its non-investment grade status, was
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not previously considered eligible collateral. ‘Fallen angel’ bonds, those that have
recently lost their investment-grade rating, are now accepted as collateral as well.
In addition, the ECB reduced haircuts, the amount of collateral required in excess
of the loan amount, for its lending programs. In effect, the ECB decided that it is
willing to temporarily increase its risk tolerance so banks can access the ECB's
liquidity operations.

At the moment, the central banks hold about one-third of the long-term sovereign bonds
issued. This makes them vulnerable to all sorts of attacks by speculators, and to the desires of
the political bodies in their respective countries. If the trend of collectivising risks and debt con-
tinues, this could, in principle, make it necessary to refinance these central banks and the
Eurosystem in general (Sauer, 2023).

5 | STRATAGEM 4: MONEY PRINTING THROUGH
EMERGENCY LIQUIDITY ASSISTANCE

Emergency Liquidity Assistance (ELA) loans are crisis loans embedded in the Eurosystem from
its inception, but their details were made public only in 2017 (ECB, 2017). A national central
bank (NCB) can declare a financial emergency, such as during a bank run or a sovereign debt
crisis. Under such circumstances, NCBs are authorised to print unlimited amounts of money to
lend to commercial banks within their jurisdiction, based on their own collateral rules, to ‘res-
cue’ these banks, allegedly at the NCB's own risk. This mechanism can also be used to delay
bankruptcy and may carry other negative side effects (Sinn, 2017, ch. 5).

ELA is a significant resource. For instance, at the height of Greece's 2015 crisis, ELA bor-
rowing by Greek banks reached 71 per cent of the country’'s nominal GDP (Gibson et al., 2020).

The ECB Governing Council can block such loans with a two-thirds majority vote. However,
if at least one-third supports the loans, they cannot be stopped. In 2013, over a third of the ECB
Governing Council members were from GIPSIC (Greece, Ireland, Portugal, Spain, Italy, and
Cyprus) countries in need of cheap credit, making it impossible for others to form a blocking
coalition. Until Latvia's entry in 2014, these countries could theoretically secure unlimited cen-
tral bank credit without opposition.

6 | STRATAGEM 5: ACQUISITIONS THROUGH
AGREEMENT ON NET FINANCIAL ASSETS

Without public knowledge, NCBs within the Eurosystem were permitted to generate central
bank money for the purpose of acquiring assets on their own account. This encompassed a
range of investments tied to currency reserves, employee pension funds, as well as the pension
reserves of the NCBs, along with the counterpart items to statutory capital and reserves. Fur-
thermore, these assets were utilised for general investment objectives and comprised deposits
from governments and international institutions (Hansen & Meyer, 2017).

The ECB has justified Agreement on Net Financial Assets (ANFA) by invoking the principle
of subsidiarity, allowing NCBs to independently conduct transactions related to national task.
This practice, which amounted to €650 billion in ANFA credits in 2011, caused significant ten-
sions within the ECB council. As a result, a confidential agreement was made to limit such

8518017 SUOWILIOD BA1ER1D 3|cedldde a1 Aq paunob ae ss[oNe O ‘98N JO Sajnu 10} AkeiqiT 8UIJUO /8]IM UO (SUOHIPUOD-PUE-SWLIBYWIOO A8 |1 Ale.q)1 U UO//SHIL) SUORIPLOD pUe SWLe | 81885 *[5202/70/20] U0 ARldIT8UlUO AB]IM e LiIsnveLRIL00D Aq 889ZT F208/TTTT OT/I0p/LI0Y A8 1M AReiqijeul|uo//Sdny oy papeojumod ‘T 'S20Z ‘022089 T



SVOZIL : _WILEY | 23

activities. Daniel Hoffmann's doctoral thesis (Hoffmann, 2015, 2016), completed at Technical
University Berlin, exposed these practices by diligently analysing accounting records, ultimately
leading to the public release of the details ( ECB, 2022; 2024a).

7 | STRATAGEM 6: PERPETUAL (RE)ISSUING AND
CHAINING OF SOVEREIGN BONDS AS EUROSYSTEM
COLLATERAL

Sovereign states attempt to chain sovereign bonds (Hannoun et al., 2019, p. 3), thereby rolling
over increasing amounts of debt without the need for repayment. In this process, the original
principal is devalued by compounded inflation — an effect welcomed by the sovereign debtors —
while, due to compound interest, the required money grows exponentially.

Instead of delving into detail, I mention an anecdote. In response to my question posed to a
prominent OECD researcher at a scientific meeting organised by the Austrian National Bank
(OeNB), ‘Will any government ever pay back this sovereign debt, or are they at least committed
to doing so?’, his answer, after affirming I was not a journalist, was a straightforward ‘no’. This
response suggests that sovereign debt can be perceived as sustainable through perpetual roll-
over, enabling its exponential growth. The question of whether this ultimately leads to mone-
tary and economic disruptions is an intriguing one (Sauer, 2023).

8 | REFLECTIONS OF THE ORIGIN AND AVOIDANCE OF
THE STRATAGEMS

Many of the aforementioned strategies involve securing ‘free’ loans from the Eurosystem,
followed by de facto default or postponement of such a default. With infinite time and volume
horizons, repaying the collateral and compounded interest becomes both illusory and irrele-
vant. Moreover, if the interest rate is effectively zero, the constraints on purchasing, such as
acquiring equity, are primarily determined by the capacity to obtain credit and the (im)possibil-
ity of concealing such transactions from public scrutiny. In the (unrealistic) limit, it would theo-
retically be possible to acquire, and sustain the acquisition of, ‘everything for nothing” with
very little collateral.

The viability of these strategies relies on the use of non-physical fiat currencies, in contrast
to those backed by a limited medium of exchange, such as gold, silver, or algorithmically
secured ‘hard’ currencies. I do not aim to dispute the advantages of fiat money in general, as I
believe that only fiat currency can provide the necessary adaptability and elasticity to cope with
productivity increases driven by emerging technologies, growing populations, and expanding
economies. However, the intangible nature of fiat currencies makes them vulnerable to manip-
ulation, resulting in unintended wealth redistribution and concentration, as exemplified by the
‘free rider problem’ (Congdon, 2022). Consequently, it has been proposed that “a new constitu-
tional consensus for the EU, endowed with sound economic foundations, is ... indispensable”
(Ojeda, 2022, p. 42).

Even if money creation occurs in large quantities, it does not necessarily lead to ‘excessive’
inflation (more than around 100 per cent per annum), regardless of the volume of the money
supply. While demand-pull inflation — too much money chasing too few goods — might suggest
otherwise (Barth & Bennett, 1975), the possibility of ‘hoarding’ — money stashed away and
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suddenly released — must also be considered. Indeed, it has been proposed that as long as this
additional money does not appear in foreign exchanges, competing against other currencies, it
will not lead to substantial inflation (Sauer, 2023). This is exemplified by Japan, which has
experienced both large trade surpluses and internal debt (Werner, 2003; 2005).

It is also conceivable that as long as the currency is ‘demanded’ or ‘wanted’ in relation to
other currencies - such as due to a trade surplus or demand for commodities, particularly those
related to energy — there will be no excessive inflation. Consequently, if one holds a reserve cur-
rency (which is always ‘wanted’ because of perpetual demand for those resources), it is possible
to print ‘as much money as one wants’ without causing excessive inflation.

The causes and true nature of these scenarios or stratagems remain ambiguous to external
observers: are they the product of inadequate design and unforeseen repercussions, or are they
deliberately coordinated by factions within or outside the Eurosystem in order to, for instance,
reassign wealth among member states (Congdon, 2022)? Regardless of whether the impetus
stems from systemic deficiencies or calculated manoeuvres, the Eurosystem demands a compre-
hensive overhaul (Ojeda, 2022).

9 | CONCLUSIONS

This article has identified and analysed six key strategies employed to exploit the Eurosystem's
financial mechanisms, highlighting significant vulnerabilities within the current structure.
These strategies include inflating TARGET balances, leveraging collateral swaps followed by
defaults, diluting self-imposed regulatory rules, issuing money through Emergency Liquidity
Assistance (ELA), acquisitions facilitated via the Agreement on Net Financial Assets (ANFA),
and the perpetual (re)issuance of sovereign bonds as collateral that, through ever increasing
compound interest, may enter an unsustainable regime.

The analysis highlights that these practices arise from either unintended systemic vulnera-
bilities or deliberate opportunism within the Eurosystem. The intangible nature of fiat curren-
cies poses distinct challenges and opportunities for debasement and resource reallocation,
which are amplified in a monetary union characterised by diverse economic conditions. This
emphasises the necessity for comprehensive reforms to address these vulnerabilities.

The Eurosystem's current reporting procedures and lack of transparency in tracking individ-
ual balances between NCBs pose significant challenges. The irreversible nature of the current
TARGET balance reporting makes it impossible to reconstruct detailed inter-NCB transactions,
which is crucial for understanding and mitigating potential defaults and their implications.

Furthermore, the erosion of self-imposed regulations, including debt ceilings and collateral
requirements, as well as the utilisation of ELA and ANFA, emphasises the necessity for more strin-
gent regulatory structures and improved governance. The continuous (re)issuance of sovereign
bonds as collateral also highlights the systemic risks linked to uncontrolled debt accumulation.

In conclusion, the Eurosystem's vulnerabilities necessitate a comprehensive overhaul to
ensure financial stability and prevent opportunistic exploitation. Only through robust reforms
can the Eurosystem address these challenges and ensure a more resilient and transparent finan-
cial framework for all of its member states.
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ENDNOTES

! Interdistrict Settlement Accounts are settled primarily through the transfer of US Treasury securities. Histori-
cally, gold certificates were used in Federal Reserve accounting, but they are no longer part of the settlement
process.

2 Email message from M. Ackerler, a researcher at OeNB, dated 12 September 2024 and translated from German
by deepl.com.

* Email message from A. Putignano at the ECB dated 18 September 2024.

* This can be explicitly demonstrated in the case of n=3, as Ty =T+ T13, To=Tn+ Tozs=—T15+ Ta3,
T3=T3 + T3 =—T13— T3, and T + T, + T3 =0 allows for a free (in this scenario unknown inter-NCB TAR-
GET balance) parameter, say T1, >0, where T13=—T1, — T, — T3z and Tp3 =T12 + 1.
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