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Abstract

The euro could have helped improving the international monetary system: by providing a credible alternative to the USD and by the euro area agreeing to a joint representation at the IMF with a reduced quota thus improving decision making at the IMF and making room for the dynamic emerging economies. However, neither is likely to happen: the euro crisis has further tarnished the reputation of the euro and has in particular reduced the supply of euro denominated assets which could be considered risk free. A joint representation of the euro area at the IMF would now be easier to achieve because with the creation of the EFSF/ESM the euro area has now a body, which could represent the fiscal interests of the euro area.  As this seems impossible for political reasons this contribution proposes a modest step in this direction through the ‘pooling’ of IMF quotas 
Introduction

The introduction of the euro could have fundamentally altered the working of the global monetary system by creating a competitor to the reserve currency status of the USD.  However, even before the euro debt crisis erupted this was not the case.  The share of the euro in global foreign reserve was not substantially higher than that of the DM before, and the use of the euro in international transactions outside the euro area has remained limited. The share of the euro in international reserves has increases somewhat (from about 18 to 26 %), but these statistics cover only about one half of global reserve holdings because the most important country in terms of reserve accumulation, namely China, does not publish the currency composition of its reserves.  Moreover, part of the apparent increase in the euro’s share is an exchange rate effect.

Figure 1. Currency composition of official reserves
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Source: IMF, COFER. Note: This chart refers to ‘allocated’ reserves amounting to about 5.1 trillion USD as of end-2010, see also table 1 (China and other large holders amounting to 4.2 trillion USD not included.)
Table 1. Currency Composition of Official Foreign Exchange Reserves (COFER)

	
	 Billion USD
	 
	1998
	2010
	change 2010-2008

	
	World
	Total
	1,644
	9259
	7615

	
	 
	allocated
	1,282
	5124
	3841

	
	 
	non-allocated
	361
	4,135
	3774

	
	Industrialized
	Total
	1022
	3,092
	2070

	
	 
	allocated
	925
	2,709
	1783

	
	 
	non-allocated
	97
	384
	287

	
	EMEs & Dev
	Total
	621
	6166
	5545

	
	 
	allocated
	357
	2415
	2058

	
	 
	non-allocated
	264
	3,751
	3487


 Source : IMF
The current situation is even further from the original optimistic view of the euro as the provider of a major global reserve currency since several euro area member countries are recipients of IMF support although in principle there should not exist any ‘balance of payments’ problem within a common currency area.  The resources allocated by the IMF to the (so far) three program countries (Greece, Ireland and Portugal) are extraordinarily large compared to their quotas. This is a result of the lack of political will inside the euro area to deal with the problem, not weak economic fundamentals.  The euro area as a whole has no problem with external funding (its current account is approximately balanced) nor does it have an unsustainable fiscal position (the average deficit is close to 4 % of GDP and the debt level is about the same as that of the US).  
One could even argue that the need for an alternative to the USD is even stronger after a decade of large US external current account deficits and an exploding public debt ratio which has led to at least one major rating agency to strip the US of its AAA status. 

The euro area in the global economy
A reserve currency country might be pushed into large current deficits if the world demand for reserves increases (Triffin dilemma, but see also the discussion of Richard Portes for a contrarian view). Even just considering its own national interests, a major reserve currency country finds the same (short run) incentive to run large deficits since it runs little risk of running into ‘sudden stops’. This is one simplistic view, which could explain the persistent large current account deficits of the US, which have tended to grow in size, along with the increase in reserve holdings of emerging economies.

One view of the last decade could thus be that the accelerating pace of reserve accumulation by emerging countries (especially in Asia) was at least partially responsible for the persistent US current deficits. Moreover, it has been argued (Brender and Pisani (2009)) that this reserve accumulation in USD contributed decisively to the financial crisis because Asian central bank pushed down the yield of the only assets they are holding: Treasuries and the debt of the US mortgage agencies with a government guarantee.  Other foreign investors, mostly European banks, were then pushed into other supposedly safe assets, namely residential mortgage based securities which were regarded as safe in virtue of the AAA rating they received originally by the ratings agencies.

This is not the place to discuss the reasons for this extraordinary accumulation of reserves by Asian central banks.  The underlying reason might be quite simple: in a bank based system any excess savings of households can be invested abroad only in safe assets because banks issue deposits which are also considered safe (in nominal terms) by the population (and are guaranteed as such by the government).  In China the banks themselves are not allowed to engage in foreign lending.  Hence the central bank has to do it for them, assuming thus the exchange rate risk.  But central banks are even more risk averse in terms of the assets they invest in.  The key role of the central bank in intermediating domestic savings might be clear in the case of a country with capital controls, like China, but in the case of Japan, which has a floating exchange rate, one actually observes a similar key role for the central bank in that the foreign exchange reserves accumulated by the country over the last decade account for a large proportion of the accumulated current account surpluses.
Has there been no accumulation of euro assets over the last decade? While the share of the euro in global reserves has not increased much, there must have been some accumulation of euro assets by reserve holders since the total has increased so much.  If one assumes that the effective share of the euro in all reserves (not only the ones for which the currency composition is known) has remained constant at about 20 % one could already immediately conclude that the impact of the rapid pace of reserve over the last decade on the euro area should have been roughly one quarter as strong as on the US. (Total reserve accumulation over the last 12 years amounts to almost 8 trillion (USD value).  With a 80/20 split this would imply an accumulation of about 6.4 trillion USD for the US and the equivalent of 1.6 trillion USD value in euro, or about 1.2 billion euro.  For the euro area the reserve accumulation might thus have amounted to about 100 billion per annum (1 % of GDP), on average, since the introduction of the euro. 
The euro area has apparently not been strongly affected by this temptation to run twin deficits.  Its current account has fluctuated around balance, with a much lower variability than that of the US or Japan.  This implies that euro area residents must have bought foreign assets to the tune of a similar amount as the accumulation of euro reserves by the rest of the world, or about 1.2 trillion euro.  Most of these asset purchases (by banks because the major sources of savings in the euro area are countries with bank dominated financial systems) must have been also in assets which were, at the time of purchase, regarded as safe (RMBS, CDOs, etc.).
The upshot has been that the euro area’s current account has not been dominated by the (much smaller) ‘Triffin Dilemma’ one might have expected from the euro’s share in global reserve accumulation. Table 2 shows that over the last 15 years the average current account for the euro area has been in surplus for 0.3 % of GDP, compared to an average deficit of over 3 % of GDP for the US and a surplus of 3 % of GDP for Japan.  Moreover, the variability (standard deviation) around the average amounted only to 0.6 percentage points of GDP for the euro area compared to 1.8 percentage points of GDP for the US.
Table 2. Current accounts compared

	
	Euro area
	US
	Japan

	Average, % GDP
	+0.3
	-3.4
	+3.0

	Standard deviation
	0.6
	1.8
	1.2

	Standard deviation of first differences
	0.6
	0.7
	1.0

	Correlation with differential output gap (%)
	61
	-12
	


Source: own elaboration based on the WEO database.
Has the euro area contributed to stabilizing the global economy?  One way to answer this question is to consider the correlation between the current account and the difference between the global output gap and that of the euro area.  When the output gap is higher in the rest of the world the euro area contributes to stabilizing global output if in this moment it runs a current account surplus because it then provides a net supply of goods and services to the rest of the world.  
For the euro area the correlation coefficient between the current account (as a % of GDP) and the difference between the EA output gap and the one abroad (only developed economies are available) is over 60 %, whereas the corresponding measure for the US is of the opposite sign (but close to zero at minus 12 %).
II The Achilles heel of the euro: structure of its financial markets?
As mentioned above, the first decade of existence of the euro were in principle very favorable for the emergence of a major alternative to the USD as reserve accumulation was extraordinarily high over this period. It is estimated that emerging and developing economies alone accumulated over $5.5 trillion dollars worth of reserves.  There should thus have been ample opportunity for the euro to acquire a major global role as well.  However, this did not happen. Why?
For a country whose excess savings (current account surplus) are intermediated via the central bank, the main risk is the loss of international purchasing power of the reserves. This seems to be situation for the major reserve “accumulators” (China) today.
 An appreciation of the domestic currency then exposes the central bank to potentially very large losses. This was also the situation in the surplus countries, e.g. Germany, during the late 1960s and early 1970s, and explains partially the protracted resistance of that country to an appreciation of the DM during this period. 

A reserve system is traditionally defined by the currency around which it is centered. Strictly speaking, this currency plays two different roles: it provides a peg for the non-free-floating currencies while at the same time it is the currency in which official reserves are accumulated. Even in the absence of a clear policy design, the existing international reserve system has thus gravitated around the dollar.
If one looks at the structure of financial markets one finds two factors which explain why the role of the euro as reserve currency has, and in likelihood will remain limited to the countries which are in the vicinity of the euro area or have institutional links with the euro area (e.g. Switzerland). A global shift towards the euro is not likely to occur any time soon. 
One key disadvantage for the euro is that it lacks a sizeable supply of risk free assets (or at least assets that are perceived to be risk free by those who hold reserves, namely central banks).  Another factor (or rather symptom?) is the strong asymmetry in the international banking system in favor of the dollar. 
The supply of risk free assets 

When central banks accumulate reserves they want to hold risk-free assets.  The availability of deep and liquid markets for such assets denominated in the potential reserve currencies is a precondition for any reserve diversification. If one could assume that bank deposits fit into this category, there would not seem to be any constraint on their availability: in principle big international banks accept indifferently deposits in dollars or euros.
 But, in normal times at least, the remuneration on those assets will be lower than on marketable securities. Moreover, this crisis has shown that bank deposits are not always without risk.
In practice central banks thus limit their choice of assets to government debt or at most debt instruments backed by a strong government.
The size of the market for the kind of short term, safe and liquid securities required by central banks for their currency reserves points to a unambiguous advantage of the dollar even if not necessarily apparent at first sight. In terms of sheer size of the markets of euro-denominated government debt, the euro area should be comparable to the US since both economies have approximately the same debt/GDP ratio and a comparable GDP.  (See the Appendix for details and why the Japanese yen is not a contender for global currency status). 
In addition, the reserve management services provided by the European Central Bank to the reserve holders look quite similar to those offered by the Federal Reserve. But, most importantly, the U.S. market of quasi-risk-free securities (Government debt securities, GSE debt and GSE-Agency-backed mortgage pools), which are the true target of reserves holders, is much larger (and thus likely to be more liquid) than any similar euro area market.
 
A key difference between the EA and the US is that the European market for public debt is fragmented, and so are the markets for European covered-bonds. In reality one should thus compare the market size for the U.S. (close to $ 20 trillion) to that of the biggest ‘risk free’ market in euro, that of Germany, whose size is below $3 trillion. Even if one lumps together the only two significant AAA rated governments in Europe (Germany and France), one arrives at a “market” (in reality still two quite distinct markets) which together is about one-fourth of the size of the dollar market for safe assets.
Figure 3 provides the data for the supply of risk free assets for the US, the big EA-4 and the four largest euro member countries.  Since the increase of the spreads on Italy and Spain these two countries can no longer be considered risk free, and even between France and Germany there has been increasing differentiation.  This implies that it is unlikely that foreign central banks will soon find a large enough pool of assets into which they might want to diversify their holdings.  It is also clear that the ‘euro crisis’ i.e. the increase in the intra area spreads on public debt since 20009 has increased the universe of euro denominated assets that might be acceptable for foreign central banks.  Before the outbreak of the euro crisis foreign central banks might have considered Italian or Spanish public debt a close, if not perfect, substitute for Bunds.  But this is definitely no longer the case.
Figure 2. Euro area quasi-risk-free Securities (2010) in USD equivalent.
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Note: EA-4 includes France, Germany, Italy and Spain. Total is the sum of general government securities in form of bonds, notes, and other short term securities, in domestic and foreign currency, as reported by national authorities (Agence France Tresor, Bundesbank, Dipartimento del Tesoro and Direccion General de Tesoro). The EA-4 accounts for about two-thirds of the total government debt securities of the EA. 

Data on Covered Bonds are from European Covered Bonds Council (Provisional statistics for Issuance and outstanding covered bonds, August 2009). The EA-4 accounts for almost 90% of the total euro area outstanding amount. 

U.S. government securities include federal, state and local government.U.S. quasi-risk-free securities also include GSE and agency- and GSE-backed mortgage pools (Source: Fed Z1).

Euro-dollar exchange rate as of end of 2008: 1.4 dollars = 1 euro and 1.32 for 2010, (ECB).
The euro area public debt market is fragmented not also by different risk characteristics attached of different national governments within the euro area; but also be other more mundane aspects, such maturity structures and other practical issues.  For example, although the average maturity of the debt is similar across countries, one observes that in Germany less than 4 percent of total public debt securities had less than 1 year maturity, while in Spain this was 7 percent, in Italy 11 percent and in France about 14 percent.   Moreover, the size of individual issuances depends on national refinancing needs, which are not coordinated across countries. The precise legal details of covered bonds also vary from country to country.) 
These practical elements represent further important deterrents to the attractiveness of euro-dominated assets from the point of view of a foreign reserve holder for whom economies of scale might be crucial.

Gelati and Wooldridge
 compare the liquidity conditions of dollar and euro instruments in government securities markets as well as in the money markets to assess the relative importance of the two currencies as mediums of exchange; this comparison is also relevant to understand the choice of a currency as store of value. On average, their findings suggest that dollar markets are more liquid than euro markets, particularly with regard to government securities (in line with our argument) and repo markets. But they also show evidence that the derivatives segment of the euro government securities markets (future market on German bonds, in particular) is as liquid as the U.S. Treasury market. The bottom line: given the characteristics of the euro financial markets, the euro can become increasingly attractive as an alternative to dollar holdings, but the dollar still maintains important advantages.

Asymmetry in bank’s balance sheets 

As anticipated above, there is also another dimension to be considered. The crisis that arose in the summer of 2011 when it emerged that European banks faced funding difficulties in the US highlights the importance of liquidity for a well-functioning global financial system. It also highlights a huge asymmetry. European banks need liquidity denominated in dollars far more than U.S. banks need euros. Figure 3 provides an idea of the asymmetry between the U.S. and European banking system in terms of currency denomination of their assets. About one-third of euro area banks’ claims on foreigners are denominated in dollars, while the share of euro-denominated claims on foreigners of U.S. banks is negligible.

Figure 3. Currency composition of bank’s claims on non residents.
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Source: TIC and ECB

The Federal Reserve has strengthened this predominant role of the USD in the banking market by offering lines of credit (in USD) to all major central banks around the world, whereas the ECB has been much more circumspect in this regard.

Figure 4, data for Japan give a similar (albeit less extreme) picture, with euro-denominated assets representing about one-third of dollar denominated assets. 

The Federal Reserve has strengthened this predominant role of the USD in the banking market by offering lines of credit (in USD) to all major central banks around the world, whereas the ECB has been much more circumspect in this regard.

Figure 4. Japan: Bank Assets in Foreign Currency (June 2009).
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Overall the data suggest a strong asymmetry between the dollar and the euro in financial markets and therefore a difference in the depth of the two markets that goes beyond what suggested by a comparison of macroeconomic variables. 
Of course one explanation for the large European holdings in dollar is that an important part of the products of the securitization, held by European banks, are denominated in U.S. dollars. It could be argued that this kind of assets is not attractive for reserve holders and therefore those data are irrelevant for the understanding of the reserve system. Yet the US figures mentioned remain surprising because of the “quasi-absence” of euros in the portfolio of U.S. banks, in comparison with the relatively strong exposure of European banks to dollar-denominated assets. In effect, these data suggests that the euro does not have a market outside the euro area (unfortunately data for the UK are not available). 
Unfortunately it seems that the crisis with the associated loss of value for all risky assets has increased the risk aversion of central banks.  They are even less likely now to diversify their holdings into assets which could even remotely be considered as risky (e.g. euro area government bonds of countries not rated AAA).  This increases the importance of the euro area to resolve its crisis and increase its supply of safe assets.
A thought experiment: from dollars to euros and vice-versa

There are thus fundamental reasons why the dollar is likely to stay the dominant reserve currency. But even if one assumed that the central banks of emerging market economies decided suddenly to partially
 shift their holdings into euros, the question would arise whether this would actually be possible
A thought experience might help. Assume that central banks all over the world would like to increase the share of the euro from 20 to 50 %.  This would require them to sell about 3 trillion USD assets denominated in USD and buy the same amount in euro denominated ones. The most direct way to allow this to happen would be for the major deficit country, the U.S., to issue euro-denominated bonds.  But this is not likely to happen for the foreseeable future (it would require the US to fully fund its deficit in euro for about three years). 

Reserve diversification by central banks all over the world would thus translate into an increase in the demand for euro-area government debt securities. The main target of this operation would be AAA government bonds, i.e. French and German debt. The total marketable public debt for the two countries is about $3 trillion, in principle this would be just to satisfy the demand of the official reserve holders. But that entire amount is not readily available to international “customers.” For instance, important tranches of government securities are held by national pension funds or similar institutions and not available on the market. Therefore only new debt and debt held by the domestic private sector could be bought by central banks of emerging market economies. Domestic holders of Franco-German debt would at any rate have to be supplied with a valid alternative and convinced to exchange it with their assets. Only if U.S. Treasury securities (or GSE paper) were good substitute for the Franco-German debt, one could imagine a “super-swap” of U.S. government securities against Franco-German debt securities taking place between emerging market economies and the European private sector, with no impact on the exchange rates and China free from the “dollar trap.”  However, such a portfolio shift in euro area holdings could take place only if somebody is willing to the dollar/euro exchange rate risk, which presumably domestic savers in France and Germany will not be willing to assume.  Hence, even under the best imaginable outcome for the euro crisis it seems difficult to imagine an important increase in the reserve role of the euro.
But it also follows that one way to strengthen the euro’s position as an international reserve currency would be to reduce the regulatory constraints and incentives for European banks and insurance companies to hold euro area government debt and other safe instruments.  The smaller the proportion of euro area public debt and covered bonds held by euro area financial institutions the large will be the supply of safe assets for central banks in Asia.

Regional versus global financial safety nets: A simple proposition

During the decade long boom leading up to the present crisis the euro did not provide the world with an adequate instrument to diversify reserve holdings.  Now that extreme risk appetite has given way to risk aversion the question is how to provide countries with a safety net should they be affected by ‘sudden stops’.

Regional financial safety nets make sense whenever regional financial integration is particularly strong. The best example for this is the euro area. In this case it makes eminent sense to create a regional safety net.  But a proliferation of regional safety nets might create coordination problems and it might leave important areas of the world that are not part of highly integrated regions, without a safety net.

The global financial safety net could thus be built like a pyramid with the IMF at its apex.  Regional systems would take care of their own members who could pool their resources and IMF membership.  For countries not members of any regional scheme, the IMF would continue to provide a financial safety net as before.

The purpose of financial safety nets is to provide its members with access to credit during times of systemic crisis (sudden stops).  In the absence of a safety net too many countries (everybody except the reserve currency country) would be tempted to insure the home country against adverse financial shock by running current account surpluses and accumulating reserves, thus imparting a deflationary bias to the global economy. The purpose of the euro area’s safety is net is not substantially different: the ESM (as its predecessor, the EFSF) will be able to provide countries with financing when the market no longer does, much as the IMF does with its members.

The political background is different, however, as the creditor countries in the euro area are determined to make the conditions for access to the funding from the ESM rather tough to minimize moral hazard problems.  The approach of the ESM is thus different from the one taken by the IMF which has tried to make its facilities as attractive as possible to minimize any ‘stigma’ attached to having recourse to these facilities.

The real safety net in the euro area is de facto the ECB which through its normal monetary policy operations has provided banks in countries like Greece or Ireland with financing amounting to over 30 % (at a very favorable interest: 1-1.5 %). This function of the ECB as a de facto regional safety net constitutes a further argument in favor of the set up proposed below.

How could the European financial safety net be integrated into the global system?

The eurozone should be close to the stage at which its own financial safety net could be integrated as a building block into the global financial architecture.  The euro area has now an explicit financial safety net and it has common institutions which should enable the euro area to be effectively represented at the IMF.  

The rough framework for the proper representation of the euro area in the IMF in the long run is well known:  In the end the only sensible long term solution would be for the euro area countries to merge their IMF quotas into one.  This single euro area quota should then be computed on the basis of the aggregate, external trade and capital flows of the euro area, disregarding intra-euro area flows (for the current situation see Table 1).  The euro area would then have only one seat on the Executive Board.  The representation could be split between the political level, with the Executive Director nominated by the euro group (acting under the legal umbrella of the ESM), and the alternate (in effect the deputy of the Executive Director) nominated by the ECB.  In this way, both the fiscal and monetary authorities of Europe would be forced to cooperate in shaping their input into IMF decisions.  Many countries (including Germany) have followed this ‘double headed’ approach.

However, given the scant interest of member countries to transfer further competences (and abandon juicy international positions) to the EU level, this long run proposal seems indeed rather remote.  Moreover, with the current crisis it has become difficult to maintain the view that intra-euro area transactions do not constitute ‘international’ transactions and that, for example, intra area current account imbalances do not matter.  Is there something that could be done even given the current political environment?

One concrete step which could be taken now would be for euro area member countries to ‘pool’ their IMF quotas, or rather to ‘pool’ the use of fund resources of member countries. 

Until recently the idea that the euro area might need the financial support of the IMF might have seemed absurd.  However, with the European Stability Mechanism (ESM, which in 2012/3 will take over from the EFSF, which is legally only a private sector ‘Special Purpose Vehicle’, but under the control of euro area finance ministers) the euro area has an official joint body which could very well be in need of refinancing.  (Moreover, it would also be a body which represents the fiscal authorities of the euro area (as opposed to the ECOFIN Council formation which represents the entire EU).

Moreover, the magnitudes of the IMF involvement in the Greek package (and the contribution to the EFSF and potential ESM lending penciled in by the Europeans) are much larger than one could justify if the IMF were to use its usual limits
 and criteria for lending to the individual recipient countries.
 In Europe the IMF is really not providing balance of payments support, but provides emergency financing to governments who have difficulties refinancing themselves on market, which is not the core mandate of the IMF.
 Moreover, for the euro area programmes the IMF has gone beyond any previous limits in terms of the use of fund resources relative to the quota.  For example, Greece has quota of 970 billion, but the IMF has promised to contribute almost 30 billion to the first rescue package, about 30 times Greece’s quota, when previously the normal limit had been about 10 times the quota. 
This extraordinarily large use of fund resources has come in a situation where one could argue that in principle individual euro area member countries, which cannot face a ‘balance of payments’ crisis (since they are part of a common currency area within which their banks can always refinance themselves via the ECB) should have no need for financial support from the IMF.  It seems, however, that initially the decision to involve the IMF was purely political: when the EFSF was created over a dramatic weekend in 2010, the main creditor country insisted on IMF involvement because it feared that the EU would not be able to impose tough conditionality on its own.  

There is thus a priori no fundamental reason why the IMF should be involved in intra-euro area rescue operations. However, the euro area could still rely on IMF financing if member countries agreed to transfer the ‘use’ of their quotas to the ESM, which could then channel them to the recipient countries.  In the case of Greece, for example, euro area member countries could have agreed to ‘lend’ Greece the use of their quotas instead of providing the country with bilateral loans.  

This (perhaps temporary) pooling of the quotas of euro area member countries when needed would have one big advantage also for the European creditor countries: In an emergency the ESM could then also rely on IMF resources, which could be proportional to the joint quotas of the euro area members.  IMF loans could be contracted by the ESM and then be transferred to the country in need and would of course be subject to the usual conditionality.  
The joint quotas of the euro area member amount to roughly € 60 billion (soon to be increased to 120 billion), there would thus have been no problem in mobilizing this way the contribution of the IMF to all three GIP programmes (which amounts to about €30 billion).  Even the €220 billion penciled in (by the Europeans) for the IMF as a supplement to the funds of the EFSF of 440 would not be impossible observing the multiples of the quota normally applied by the IMF.
A euro area member country that needs to go to the ESM (which would then refinance itself via the IMF, as discussed above) would then agree that its voting rights at the IMF would be exercised by the Eurogroup via the ESM. This would represent a first, perhaps temporary, way in which the representation of the euro area at the IMF could be unified.

European official like to repeat that the average fiscal stance of the euro area compares favorably to that of the US since the average deficit for the euro area is only about 4 % of GDP (estimated for 2011) compared to over 9 % of GDP; and the average public debt level as a share of GDP is about the same as in the US (about 100 % of GDP).  If they take this aggregate view they should also go to its logical consequence and present a common ‘fiscal front’ to the rest of the world.
It is worth noting that the IMF is fully financed by the central banks of its member countries providing their own currency. IMF lending this ‘monetary financing’ as defined in the Maastricht Treaty.
  By pooling their IMF quotas the euro area countries would not take a modest step towards gaining more access to the monetary backstop that might soon be needed for the EFSF/ESM.  
Concluding remarks

Does the euro have a role in building a more sustainable international monetary system?  The best answer might be it could, but this is unlikely to materialize because of political divisions within the euro area. 
The supply of safe assets denominated in euro has been severely reduced by the crisis and forthcoming regulatory changes will increase the demand for the remaining AAA rated securities by the financial institutions which intermediate most of Europe’s savings, namely banks and insurance companies.
There is also no sign of any political willingness to unify the euro area’s representation in international financial institutions and more informal gatherings (such as the G-20) although this should be much easier to organize now that the euro area is about to create its own central fiscal institution in the form of the ESM.  However, in this area at least a modest step could be taken forward if euro area member countries agreed to pool access to their IMF quotas to finance lending to their peers which experience a ‘sudden stop’.  This would reduce the burden on the core countries (and provide a monetary backstop to the operation of the ESM which is sufficiently well hidden not to arouse any public backlash).

Annex: Euro Area IMF quotas

	Member
	Millions of SDRs
	Millions of EUR
	Percent of Total

	Austria
	1872
	2203
	0.86

	Belgium
	4605
	5418
	2.12

	Cyprus
	140
	164
	0.06

	Finland
	1264
	1487
	0.58

	France
	10739
	12634
	4.94

	Germany
	13008
	15304
	5.98

	Greece
	823
	968
	0.38

	Ireland
	838
	986
	0.39

	Italy
	7056
	8301
	3.24

	Luxembourg
	279
	328
	0.13

	Malta
	102
	120
	0.05

	Netherlands
	5162
	6073
	2.37

	Portugal
	867
	1020
	0.4

	Spain
	3049
	3587
	1.4

	Slovenia
	232
	273
	0.11

	Slovak Republic
	358
	421
	0.16

	Total EA
	50,393
	59,286
	23.17


Source: http://www.imf.org/external/np/tre/liquid/2011/0811.htm
Note: As of August 2011: forward commitment 395 billion USD

On December 15, 2010, the Board of Governors, the Fund’s highest decision-making body, approved a package of far-reaching reforms of the Fund’s quotas and governance, completing the 14th General Review of Quotas which includes to double quotas from approximately SDR 238.4 billion to approximately SDR 476.8 billion. The review will be completed by January 2013, and the numbers in the table still reflect old quotas.
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� In this case the central bank operates, de facto, rather like a sovereign wealth fund and should have a different investment strategy. However, in reality this does not seem to be the case.  


� According to G. Gelati and P. Wooldridge, The Euro as a Reserve Currency: a Challenge to the Pre-Eminence of the US Dollar? BIS Working Papers No. 218 (2006), unsecured deposits in the euro markets exhibit a high degree of liquidity, with the wholesale market in euros larger than the one in dollars.


� As explained in greater detail in the Appendix, the quasi-risk-free securities European market includes Government securities and covered bonds.


� G. Gelati and P. Wooldridge (2006).





� The fact that a number of emerging and developing countries use the dollar as anchor-peg implies that the dollar will already for that reason maintain a large role in the currency composition of the reserves. 


� “The amount that a country can borrow from the Fund, known as its access limit, varies depending on the type of loan, but is typically a multiple of the country’s IMF quota. This limit may be exceeded in exceptional circumstances. The Flexible Credit Line has no pre-set cap on access. http://www.imf.org/external/np/exr/facts/howlend.htm


� “The FCL is for countries with very strong fundamentals, policies, and track records of policy implementation” (ibid.). The last condition was certainly not fulfilled in the case of Greece.


� From the IMF website:  “When can a country borrow from the IMF?     A member country may request IMF financial assistance if it has a balance of payments need—that is, if it cannot find sufficient financing on affordable terms to meet its net international payments …”  http://www.imf.org/external/np/exr/facts/howlend.htm


� This legal problem has been taken care of by the little noticed Council Regulation (EC) 3603/93 which states:


“The financing by the ECB of obligations falling upon the public sector vis-à-vis the IMF or resulting from the implementation of the medium-term financial assistance facility .... shall not be regarded as a credit facility within the meaning of Article 104 of the Treaty.”
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