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Abstract

This paper presents the first comprehensive Target database of the Eurozone and interprets it 
from an economic perspective. We show that the Target accounts measure the intra-Eurozone 
balances of payments and indirectly also international credit given through the Eurosystem 
in terms of reallocating the ECB’s net refinancing credit. The Target and liabilities are interest-
bearing. Their interest rate equals the ECB’s main refinancing rate. However, interest revenues 
and expenses are socialized within the Euro system.
Many think that the Target imbalances are a normal side effect of the Eurozone payment sys-
tem, as they won’t occur in a currency system. The term Target balances has created much 
confusion even among academics; because it is a catchy term with several meanings that are 
not obviously connected with each other at first glance. In several countries, private debts aris-
ing from a property booble were transferred to sovereign debt as a result of banking system 
bailouts and government responses to slowing economies post-bubble. 
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Introduction
 

This paper investigates the Target balances, an accounting system hidden in remote 
corners of the balance sheets of the Eurozone’s National Central Banks (NCBs), to 
analyze the Eurozone’s internal imbalances. The reallocation of refinancing credit was 
a public capital flow through the ECB system that helped the crisis countries in the 
same sense as the official capital flows through the formal euro rescue facilities (EFSF, 
EFSM and the like) did, but it actually came much earlier, bypassing the European 
parliaments. It was a rescue program that predated the rescue programs. As we will 
show, by replacing stalling capital imports and outright capital flight, Target credit 
financed substantial portions, if not most, of the current account deficits of Greece 
and Portugal during the first three years of the crisis, and a sizeable fraction of the 
Spanish current account deficit. The detailed causes of the debt crisis varied. In several 
countries, private debts arising from a property bubble were transferred to sovereign 
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debt as a result of banking system bailouts and government responses to slowing 
economies post-bubble. The crisis had significant adverse economic effects and labour 
market effects, with unemployment rates in Greece and Spain reaching 27%,  and was 
blamed for subdued economic growth, not only for the entire Eurozone, but for the 
entire European Union. As such, it can be argued to have had a major political impact 
on the ruling governments in 9 out of 19 Eurozone countries, contributing to power 
shifts in Greece, Ireland, France, Italy, Portugal, Spain, Slovenia, Slovakia, Belgium 
and the Netherlands, as well as outside of the Eurozone, in the United Kingdom.
The financial crisis erupted 5 years ago, when the leverage cycle that had accompanied 
the ‘great moderation’ turned abruptly. It put the spotlight on the role of central banks 
in using their balance sheets as backstops to the financial system.
 

The context of the ECB’s monetary policy response
 
This paper argues that the ECB’s 1 approach reflects the specificity of the euro area 
economy and its institutional environment, with a bank-based financial structure and 
a multi-country context. The ECB’s monetary policy strategy, with its medium-term 
focus on price stability and the prominent role it gives to money and credit aggregates 
(within the broader flows of funds), has also framed the analysis of the transmission 
of monetary policy and thereby the design of non-standard measures.
The ECB’s monetary policy response to the global financial crisis and the euro area 
sovereign debt crisis has to be seen against the specific backdrop of the institutional 
set-up of the Economic and Monetary Union (EMU) and the financial structure 
of the euro area economy. This backdrop frames the ECB’s monetary policy in a 
profound way and is particularly important to recognize when making international 
comparisons with other central banks.
The prohibition of monetary financing prevents the ECB from purchasing government 
bonds in the primary market and constrains its intervention in the secondary market 
to serving specific monetary policy purposes consistent with its primary objective of 
price stability.
During the first decade after the start of EMU, the euro area and more broadly 
the global economy experienced an unprecedented credit boom. The expansion of 
credit was particularly robust in the Southern countries: Greece, Portugal and Spain, 
as well as in Ireland. The difficulties these countries are now experiencing are the 
consequence of a ‘sudden stop’ in the private capital flows they became accustomed 
to receiving during the boom years.
In Southern Europe growth was strong during the boom years because of the capital 
inflows. For example, Greek GDP, as well as that of Ireland and Spain, was growing 
in nominal terms by over 7% while nominal (long-term) interest rates were around 
4%. The countries thus had a higher growth rate than the interest rate they were 
paying and thus appeared solvent. The problem was that investors did not stop to 
calculate what the growth would be if the capital inflows stopped.  Moreover, the 
Southern countries had accumulated a large stock of foreign debt, which nervous 
investors in Northern Europe (and elsewhere) are no longer willing to hold. This is 
 1  Data Source: European Commission Services.
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the nature of the “euro crises”. On key crucial questions now is about how to correct 
imbalances, how to share the burden of the adjustment and what is the role of the 
European Institutions, foremost the ECB, in this process.  
Current account imbalances rarely occur in isolation. It is thus difficult to keep 
them separated from the accompanying fiscal and competitiveness issues. Here 
we will focus on the link between current account imbalances and competitiveness 
divergence.

How to manage the adjustment: The role of competitiveness

The official diagnosis of the current account imbalances within the euro area is quite 
simple: the South let its competitiveness deteriorate via unjustified wage increase, 
whereas the North (Germany in primis) kept costs under control and became more 
competitive. However, this Diagnosis provides at best a partial explanation of the 
run-up to the crisis and is seriously incomplete, if taken in isolation, as a guide for 
policy. Divergences in competitiveness within the euro area have been central to 
the policy debate for some time now. The former President of the ECB, Jean-Claude 
Trichet, is said to have shown at each meeting of the European Council over the past 
several years a chart showing the divergence in unit labour costs (ULC) among euro 
area member countries.

Target loans, current account balances and capital flows

Fig. 1 Target balances in the Eurozone (end of 2011). Note: The data are directly 
drawn from the balance
Sheets of the NCBs or calculated as proxy from the International Financial Statistics 
of the IMF, as explained in detail in the Appendix. Source: Own calculations
The Target claims and liabilities that had accumulated in the NCBs’ balance sheets 
until December 2011 are shown in Fig. 1. Germany, by that time, had claims on the 
Eurosystem amounting to 463 billion Euros, and the GIIPS (Greece, Ireland, Italy, 
Portugal and Spain) in turn had accumulated a liability of 650 billion Euros. The 
Target liabilities of Ireland and Greece alone amounted to 120 and 104 billion Euros, 
respectively. The Target claims and liabilities are interest-bearing.
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Their interest rate equals the ECB’s main refinancing rate. However, interest revenues 
and expenses are socialized within the Eurosystem. The Target liabilities constitute 
net foreign debt and, as such, they enter (negatively) into a country’s net foreign asset 
position. By the end of 2011, for Greece this debt amounted to 48 % of GDP, for Ireland 
to 77 %, for Italy to 12 %, for Portugal to 35 %, and for Spain to 16 %.  
                          

The nature of monetary union
 
Many economists wrongly assume that ‘domestic’ economies are identical with 
autonomous jurisdictions (countries) and that the euro area consists of sovereign 
states, which have ‘permanently fixed their exchange rates’. Logically this view 
implies that euro Member States must either still have their own currencies, which are 
exchanged at fixed parity, or that the euro is a foreign currency over which Member 
States have lost control.5 In the latter case, monetary union is effectively interpreted 
as a currency board and economic relations are defined by the need to earn foreign 
currency in order to make payments to foreigners. Either way, current accounts are 
crucial for maintaining a fixed exchange rate. As long as deficits are balanced by 
capital inflows, the currency board would be sustainable, but when these flows come 
to a ‘sudden stop’, the system risks breaking up (Merler and Pisani-Ferry, 2012; Gros, 
2012). Hence, revisionist economists often interpret the present euro crisis as a crisis 
of a fixed exchange rate regime, such as Bretton Woods, Argentina or the Asian crisis 
(Eichengreen et al., 2005; Sinn and Wollmershaeuser, 2011). Unfortunately, this view 
reflects a category mistake. In a currency union, regional capital outflows can be 
compensated by domestic credit; in a currency board, this is not possible. This makes 
a monetary union much more robust than a fixed exchange rate regime. 
A monetary union is not a fixed exchange rate area; it is a payment union. This 
means that a currency area is the territory where credit contracts can be enforced and 
extinguished by transferring the legally defined and generally accepted currency. 
Because credit contracts are in nominal terms, the convenient asset that extinguishes 
debt (that is, money) must fulfil three requirements: 
•	 it must have liquidity, i.e. it can be used for immediate settlement;
•	 it must not carry a market risk, i.e. its nominal value will always remain constant;
•	 it does not entail credit risk, i.e. it is a safe asset.
The euro area functions exactly as any other payment union, such as Switzerland, 
Canada or the
United States. When European Monetary Union started on 1 January 1999, the euro 
became legal tender in those participating Member States 2 and previously existing 
monetary laws were abrogated in the Member States. Legal tender, i.e. base money, 
is now issued by the European Central Bank (ECB) and no longer by national central 
banks. Commercial banks and holders of banknotes use this European central bank 
liability as the ultimate settlement asset when they make payments. Because the central 
bank is the bank of banks, money is created by the European Central Bank granting 
credit to commercial banks, which hold reserve balances with the national central 

 2  Article 3(4) TEU.
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banks of the Eurosystem. 3 The reserve balances held at the Eurosystem represent, 
of course, an asset for commercial banks, and a liability for the central bank. The 
domestic budget constraint is the central bank’s (i.e. Eurosystem’s) liability, and it is 
set by the amount of base money reserves made available by the European Central 
Bank in the long run. However, in the short run, it is an indispensable and defining 
requirement of monetary union that commercial banks from any Member State have 
equal and unrestricted access to central bank credit as long as they are solvent.

Common monetary policy and the build-up of the imbalances

The decisive driving factor behind the build-up of the imbalances was a global credit 
boom sustained by a high level of risk appetite throughout global financial markets. 
With the benefit of hindsight, one can also claim that the stance of the common 
monetary policy was too expansionary for too long. But we would argue that this was 
not the main reason for the excessive expansion in consumption and construction that 
occurred in some countries. It was rather the fact that monetary policy transmission 
mechanisms have worked differently in different countries due to large differences 
in the financial structure of different member states. The argument goes beyond the 
Walters’ critique, which starts from the observation that the common monetary policy 
is bound to be more expansionary in countries where inflation is high and more 
contractionary where inflation rates are low because the real interest rate is lower in 
the Former and higher in the latter. In our view the problem was not so much about 
inflation differential but about credit conditions. 

Conclusions

In conclusion, the macroeconomic imbalances in the euro area must be analyzed 
as an integral system, because every borrowing decision is matched by a lending 
decision. This fact has important policy implications. In the final instance, the euro 
crisis is a consequence of uncoordinated decisions in the private and public sectors 
in different Member States and of the absence of regulation in the flow of funds 
that could have prevented social excesses. Of course, one may argue that markets 
are the best mechanism for coordinating decentralized decision-makers. However, 
in the classic model of market economies, economic agents are subject to uniform 
legislation. By contrast, 
(semi-)sovereign states with governments which are defending only partial interests 
in the Euro area are persistently distorting market incentives and slowing down 
adjustment. Hence, it is the lack of a unified jurisdiction for the integrated euro space 
that makes macroeconomic imbalances persistent. Wage bargaining institutions play 
a particular role in generating persistent distortions
During the first decade after the start of EMU, the euro area and more broadly the 
global economy experienced an unprecedented credit boom. The expansion of credit 
was particularly robust in the Southern countries. The difficulties these countries are 

 3  The Eurosystem consists of the European Central Bank (ECB), which decides the monetary policy, and the central banks 
of the Member States that belong to the euro area and apply the monetary policy decided by the ECB.
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now experiencing are the consequence of a ‘sudden stop’ in the private capital flows 
they became accustomed to receiving during the boom years. In this Policy Brief, we 
argue that the expansion in domestic demand financed by the capital inflows was the 
main reason behind the loss of competitiveness in the Southern euro area countries. 
Uncontrolled demand expansion based on credit inflows is the main source of the 
current imbalances.
Many economists wrongly assume that ‘domestic’ economies are identical with 
autonomous jurisdictions (countries) and that the euro area consists of sovereign 
states, which have ‘permanently fixed their exchange rates’. The crisis had significant 
adverse economic effects and labour market effects, with unemployment rates in 
Greece and Spain reaching 27%, and was blamed for subdued economic growth, 
not only for the entire Eurozone, but for the entire European Union. The ECB’s 
monetary policy response to the global financial crisis and the euro area sovereign 
debt crisis has to be seen against the specific backdrop of the institutional set-up of 
the Economic and Monetary Union (EMU) and the financial structure of the euro area 
economy. This backdrop frames the ECB’s monetary policy in a profound way and 
is particularly important to recognize when making international comparisons with 
other central banks.
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