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Χ ōŀǎŜŘ ƻƴ

ÁEuro and the Battle of Ideas
ÅWith Harold James & Jean-Pierre Landau

ÁThe I Theory of Money
ÅWith Yuliy Sannikov

ÁFinancial Dominance
ÅBaffiLecture 2015

ÁSafe Assets
ÅWith Valentin Haddad

ÁEuronomicsGroup

3



B
ru

n
n

e
rm

e
ie

r

GDP accumulated since Euro 
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Source: EuroStat
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Overview

ÁPower shift ςwatershed moments
ÅRationale for focus on Germany and France

ÁCultures Clash

ÁDifferent economic philosophies
ÅIdeas versus interest

ÅShifts and reversals are possible

ÁaŀŀǎǘǊƛŎƘǘΩǎ DƘƻǎǘΥ Monetary and fiscal stability 

ÁaŀŀǎǘǊƛŎƘǘΩǎ {ǘŜǇŎƘƛƭŘΥ Financial stability 
ÅParadox of Prudence

ÅRedistributive Monetary Policy

ÅDiabolic loop, flight to safety, ESBies
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Watershed Moments/Turning Points

Á2010, May: EFSF, IMF involvement 

Á2010, Oct: Deauville PSI: contagion 

Á2012: 5ǊŀƎƘƛΩǎ ά²ƘŀǘŜǾŜǊ ƛǘ ǘŀƪŜǎέ {ǇŜŜŎƘ ƛƴ London

Á2013: Cyprus Bail-in
8
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German-French differences

ÁInterests are interpreted through the 
lens of ideas models
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Difference in eco-philosophies: Historical roots

ÁWalter Bagehot (1869)
ÅάIn that case, there would be 

one Teutonic money and 
one Latin money; 
the latter mostly confined to the West of Europe, and the 
former circulating through the world. Such a monetary state 
would be an immense improvement on the present. Yearly 
one nation after another would drop into the union which 
best suited it; and looking to the commercial activity of the 
Teutonic races, and the comparative torpor of the Latin races, 
no doubt the Teutonic money would be most frequently 
ǇǊŜŦŜǊǊŜŘΦέ
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άFrenchέ άGermanέ

1. Discretion Rules

2. Solidarity Liability
ÅFiscal union No-bailout clause/rule 

3. Liquidity/contagion Solvency

4. Keynesian Stimulus Austerity/Reform 

19
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Unchangeable or fickle?

ÁHistoric breaks and reversals in 1945
ÅGermany moves from cameralismand state tradition to Ordo-

liberalism

ÅFrance moves from laissez faire to planisme

ÁAlexis de Tocqueville: 
Åάa people so unchangeable in its leading features that it may be 

recognized by portraits drawn two or three thousand years ago, 
and yet so fickle in its daily opinions and tastes that it becomes 
ŀǘ ƭŀǎǘ ŀ ƳȅǎǘŜǊȅ ǘƻ ƛǘǎŜƭŦΦέ The AncienRegime and the French 
Revolution
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion vs. Rules
Á flexible crisis management άŀŘ hoceryέ

ÁProblem with flexibility: Time-inconsistency
ex-post ex-ante efficiency

ÁPrice stability promise not to inflate in the future

ÁFinancial stability promise only to provide liquidity
but not to bail-out (redistribute)
insolvent institutions

ÁFiscal sustainability promise not to default on debt 
to spend in recessions (now)

but consolidate (later)
21

ά.ƭŀŎƪ-whiteέ hǊƎŀƴƛȊƛƴƎ tǊƛƴŎƛǇƭŜ
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion vs. Rules
Á flexible crisis management άŀŘ hoceryέ

ÁProblem with flexibility: Time-inconsistency
ex-post ex-ante efficiency

ÁPrice stability promise not to inflate in the future

ÁFinancial stability promise only to provide liquidity
but not to bail-out (redistribute)
insolvent institutions

ÁFiscal sustainability promise not to default on debt 
to spend in recessions (now)

but consolidate (later)
22

ά.ƭŀŎƪ-whiteέ hǊƎŀƴƛȊƛƴƎ tǊƛƴŎƛǇƭŜ
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion vs. Rules
Á flexible crisis management άŀŘ hoceryέ

ÁProblem with flexibility: Time-inconsistency
ex-post ex-ante efficiency

ÁPrice stability promise not to inflate in the future

ÁFinancial stability promise only to provide liquidity
but not to bail-out (redistribute)
insolvent institutions

ÁFiscal sustainability promise not to default on debt 
to spend in recessions (now)

but consolidate (later)
23

ά.ƭŀŎƪ-whiteέ hǊƎŀƴƛȊƛƴƎ tǊƛƴŎƛǇƭŜ
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion vs. Rules
Á flexible crisis management άŀŘ hoceryέ

ÁProblem with flexibility: Time-inconsistency

ÁRulesshould fix commitment problems, 
but
ŎŀƴΩǘ ŘŜŀƭ ǿƛǘƘ unforeseen contingencies
ÅAristotle: Nicomachean Ethic V
Áά²ƘŜƴ ǘƘŜ ƭŀǿ ǎǇŜŀƪǎ ǳƴƛǾŜǊǎŀƭƭȅΣ ŀƴŘ ŀ case arises on it which is not 

covered by the universal statement, then it is right, where the 
legislator fails us and has erred by oversimplicity, to correct the 
omission-to say what the legislator himself would have saidhad he 
ōŜŜƴ ǇǊŜǎŜƴǘΣ ŀƴŘ ǿƻǳƭŘ ƘŀǾŜ Ǉǳǘ ƛƴǘƻ Ƙƛǎ ƭŀǿ ƛŦ ƘŜ ƘŀŘ ƪƴƻǿƴΦέ 

ÁDelegation:Institutional Design
24
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion vs. Rules

ÁTime-inconsistency problem btw 
ex-post ex-ante efficiency

ÁRules, but unforeseen contingencies

ÁInstitutional Design (mechanism design)

ÅFiscal dominance
ÅMonetary dominance
ÅάCƛƴŀƴŎƛŀƭ ŘƻƳƛƴŀƴŎŜέ
ÁBe strategically weak!

25

ά.ƭŀŎƪ-whiteέ hǊƎŀƴƛȊƛƴƎ tǊƛƴŎƛǇƭŜ
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion vs. Rules

ÁTime-inconsistency problem btw 
ex-ante ex-post efficiency

ÁInstitutional Design (mechanism design)

26

Fiscal 
authority

Central 
Banksplit

Fiscal 
authority

Central 
Bank

Game of chicken

Financial
Sector

recap Redistributive 
MoPo(iΣ v9Σ ΧΦύ

2nd Game of chicken

ά.ƭŀŎƪ-whiteέ hǊƎŀƴƛȊƛƴƎ tǊƛƴŎƛǇƭŜ
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion Rules

2. Solidarity Liability
ÅFiscal union No-bailout clause/rule

ÅIllusion of default free bonds SDRM/insolvency procedures

27
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion Rules

2. Solidarity Liability
ÅFiscal union No-bailout clause/rule

ÅIllusion of default free bonds SDRM/insolvency procedure

28
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion Rules

2. Solidarity Liability
ÅFiscal union No-bailout clause/rule

ÅIllusion of default free bonds SDRM/insolvency procedure

ÅEurobonds with joint liability ESBieswithout joint liability

29
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion Rules

2. Solidarity Liability

3. Liquidity/contagion Solvency
Åmultiple equilibria E[NPV]>0, at what discount rate?

άbig bazookaέ

30
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion Rules

2. Solidarity Liability

3. Liquidity/contagion Solvency
Åmultiple equilibria E[NPV]>0, at what discount rate?

άbig bazookaέ

31
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άCǊŜƴŎƘέ άDŜǊƳŀƴέ

1. Discretion Rules

2. Solidarity Liability

3. Liquidity/contagion Solvency 
Åmultiple equilibria E[NPV]>0, at what discount rate?

άōƛƎ ōŀȊƻƻƪŀέ

Åamplification/spirals
ÁE[NPV bailout]>0

ÁE[PV bailout ςPV no bailout]>0

contagion/systemic
Bail-out/LLRin Bail-in
ÁCountries

ÁFinancial Sector

32
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DƘƻǎǘ ƻŦ aŀŀǎǘǊƛŎƘǘ άwƘƛƴŜ 5ƛǾƛŘŜέ

άFrenchέ άGermanέ

1. Discretion Rules

2. Solidarity Liability
Åfiscal union No-bailout clause/rule 

3. Liquidity/contagion Solvency

4. Keynesian Stimulus Austerity/Reform
Demand Supply 
ÅOutput gap unsustainable credit boom
ÅReforms in boom Reforms in crisis (political economy)

33
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Anglo-American Thinking

Á/ƭƻǎŜ ǘƻ CǊŜƴŎƘ ǾƛŜǿΣ ōǳǘ Χ
ÅRole of the government
ÁFrench Planning vs. US crisis management

ÅDefault free debt vs. contingent debt
Ásmoothing smoothing + insurance

Á bankruptcy law

ÁMain difference to German view
ÅDemand vs. Supply: Reforms during booms vs. in crisis
ÁPolitical economy difference

ÅContingent debt ςon bad vs. extremely bad crisis states

35
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Overview

ÁPower shift ςwatershed moments
ÅRationale for focus on Germany and France

ÁCultures Clash

ÁDifferent economic philosophies
ÅIdeas versus interest

ÅShifts are possible

ÁaŀŀǎǘǊƛŎƘǘΩǎ DƘƻǎǘΥ Monetary and fiscal stability 

ÁaŀŀǎǘǊƛŎƘǘΩǎ {ǘŜǇŎƘƛƭŘΥ Financial stability 
ÅParadox of Prudence

ÅRedistributive Monetary Policy

ÅDiabolic loop, flight to safety, ESBies

37
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L ¢ƘŜƻǊȅΥ άaƻƴŜȅ and Bankingέ

ÁMoney store of value (less transaction role, unit of account)

ÁBanking άŘƛǾŜǊǎƛŦƛŜǊέ
holds risky assets, issues inside money

ÁAmplification/endogenous risk dynamics
ÅValue of capital declines due to Liquidity spiral
ÁFire-sales
ÁFlight to safety 

ÅValue of money rises Disinflation spirala la Fisher

ÁDemand for money rises ςless idiosyncratic risk is diversified
ÁSupply for inside money declines ςless creation by intermediaries

ÅEndogenous money multiplier = f(capitalization of critical sector)

ÅParadox of Thrift                     (in risk terms)

ÁMonetary Policy (redistributive)
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L ¢ƘŜƻǊȅΥ άaƻƴŜȅ and Bankingέ

ÁMoney store of value

ÁBanking άŘƛǾŜǊǎƛŦƛŜǊέ
holds risky assets, issues inside money

ÁAmplification/endogenous risk dynamics
ÅValue of capital declines due to Liquidity spiral
ÁFire-sales
ÁFlight to safety 

ÅValue of money rises Disinflation spirala la Fisher

ÁDemand for money rises ςless idiosyncratic risk is diversified
ÁSupply for inside money declines ςless creation by intermediaries

ÅEndogenous money multiplier = f(capitalization of critical sector)

ÅParadox of Thrift                     (in risk terms)

ÁMonetary Policy (redistributive)
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Shrink balance sheet: 2nd of 4 steps
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Liquidity spiral: asset price drop: 3rd of 4
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Disinflationary spiral: 4th of 4 steps
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Paradox of Prudence

ÁMoney store of value

ÁBanking άŘƛǾŜǊǎƛŦƛŜǊέ
holds risky assets, issues inside money

ÁAmplification/endogenous risk dynamics
ÅValue of capital declines due to Liquidity spiral
ÁFire-sales
ÁFlight to safety 

ÅValue of money rises Disinflation spirala la Fisher

ÁDemand for money rises ςless idiosyncratic risk is diversified
ÁSupply for inside money declines ςless creation by intermediaries

ÅEndogenous money multiplier = f(capitalization of critical sector)

ÅParadox of Thrift                     (in risk terms)

ÁMonetary Policy (redistributive)
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Paradox of Prudence

ÁMoney store of value

ÁBanking άŘƛǾŜǊǎƛŦƛŜǊέ
holds risky assets, issues inside money

ÁAmplification/endogenous risk dynamics
ÅValue of capital declines due to Liquidity spiral
ÁFire-sales
ÁFlight to safety 

ÅValue of money rises Disinflation spirala la Fisher

ÁDemand for money rises ςless idiosyncratic risk is diversified
ÁSupply for inside money declines ςless creation by intermediaries

ÅEndogenous money multiplier = f(capitalization of critical sector)

ÅParadox of Thrift                     (in risk terms)
ÁEach banks tries to be reduce risk ςto be micro-prudent
ÁLeads to more endogenous macro-risk

ributive)

Paradox of Prudence
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LƴǘǊƻŘǳŎƛƴƎ ŀ ά{ŀŦŜ ŀǎǎŜǘέ

ÁSafe asset = good friend
ÅάLǘΩǎ ǘƘŜǊŜ ǿƘŜƴ ȅƻǳ ƴŜŜŘ ƛǘΦέ

ÁIn bad times: 
Årisky claims lose in value
ÅάǎŀŦŜ ŀǎǎŜǘέ ŀǇǇǊŜŎƛŀǘŜǎ ŜȄŀŎǘƭȅ ǘƘŜƴ ςǿƻǳƭŘƴΩǘ ƛǘ ōŜ ƴƛŎŜΚ 
ÁLong-term (default-free) government bond 
Á& appropriate MoPo 48

there = liquid/high price

Χ

Net worth

Inside Money
(deposits)

A L

Outside Money Pass through

ὔ

Safe asset

Risky claims
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Ex-post: Redistributive MoPo

ÁAdverse shock  value of risky claims drops

ÁMonetary policy
ÅInterest rate cut ᵼ long-term bond price 
ÅAsset purchase   ᵼasset price 
ÅᵼάǎǘŜŀƭǘƘ ǊŜŎŀǇƛǘŀƭƛȊŀǘƛƻƴέ - redistributive
Åᵼrisk premia

ÁLiquidity & Deflationary Spirals are mitigated

Χ

Net worth

Inside Money
(deposits)

A L

Outside Money Pass through

ὔ

Bonds ὦὑ

Risky claims
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Ex-ante: MoPoas insurance     MacroPru

ÁEx-ante: insurance
ÅNegative shock: positive wealth transfer to bottleneck

ÅPositive shock: ƴŜƎŀǘƛǾŜ        ά

ÁMoPoǎǳōǎǘƛǘǳǘŜǎ ƛƴ ŦƻǊ άƳƛǎǎƛƴƎ ƳŀǊƪŜǘέ

ÁBut moral hazard ςexcessive risk taking

ÁA case for macro-prudential regulation
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Role of Government bond

ÁSpecial MoPoRole: 
Default-free long-term gov. bond

ÁInterest rate policy leads to income/wealth effects
(not only substitution effects)

ÁInsurance role for extreme crisis states
Defaultablebondςcontingent debt

ÁάCǊŜƴŎƘ ǾƛŜǿέ 
Ånever default 

(straight jacket commitment)
(use banks as hostage)

54

tension
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Role of Government bond

ÁSpecial MoPoRole: 
Default-free long-term gov. bond

ÁInterest rate policy leads to income/wealth effects
(not only substitution effects)

ÁInsurance role for extreme crisis states
Defaultablebond ςcontingent debt

ÁάFrench viewέ 
Ånever default 

(straight jacket commitment)
(use banks as hostage)

55

tension

ÁάGerman viewέ
ÅDefault in extreme 

circumstances

Å[ƛƳƛǘ ōŀƴƪǎΩ ǎƻǾŜǊŜƛƎƴ Ǌƛǎƪ 
taking
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Government Debt: Toy Model

Áὸ ρRefinance outstanding debt (from ὸ π)
ÅDetermines face value of new debt

ÅDefault costs

Áὸ ςuncertainty realizes -- state space
1. ὼ GDP: Economic activity ςincome of citizens 

2. ὼ Primary surplus: absent austerity measures/extra taxes

ÅRepay debt

ÅExtra austerity measures/taxes to cover shortfall

ÅDefault decision

ρȾὼ

ὼπ Tax revenue
(normal regime)
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Government Debt

ÁLimited commitment: verification cost

ÁRisk-neutral investors

ρȾὼ

ὼπ

π

Payoff of 
debt claim 
in ὸ ς

Face 
value

Face
value

ρ
ρ

Tax revenue
(normal regime)
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Government Debt

ÁLimited commitment: verification cost

ÁRisk-neutral investors

ρȾὼ

ὼπ

π

Payoff of 
debt claim 
in ὸ ς

default 
probability

Face 
value

Face
value

ρ
ρ

Tax revenue
(normal regime)

ÁContingent debt
ÅPartial default in bad states
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Government Debt

ÁLimited commitment: verification cost

ÁRisk-neutral investors

Face value
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Government Debt

ÁLimited commitment: verification cost

ÁRisk-neutral investors

Face value

Refinancing
Potential ὸ ρ

ρ ὶ
ρ

illiquidity

insolventsolvent

ρ ὶ

ρȾὼ
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Payoff of 
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ά{ǘǊŀƛƎƘǘ WŀŎƪŜǘέ /ƻƳƳƛǘƳŜƴǘ

ρȾὼ

ὼπ

π

Face 
value

Face
value

ρ
ρ

Tax revenue
(normal regime)
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ά{ǘǊŀƛƎƘǘ WŀŎƪŜǘέ /ƻƳƳƛǘƳŜƴǘ

ρȾὼ

ὼπ

π

Face 
value

Face
value

ρ
ρ

Tax revenue
(normal regime)

Face value

Refinancing
Potential ὸ ρ

always liquidity

insolv.solvent
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ά{ǘǊŀƛƎƘǘ WŀŎƪŜǘέ /ƻƳƳƛǘƳŜƴǘ

ÁΧ ōǳǘ ǘŀȄ ǎƘƻǊǘ-fall

ÁNeeds to raise taxes/austerity: distortionary costs

ρȾὼ

ὼπ

π

ōǳǘΧΦ 
shortfall     

Face 
value

Face
value

ρ
ρ

Tax revenue
(normal regime)

Face value

Refinancing
Potential ὸ ρ

always liquidity

insolv.solvent

in catastrophe 
states
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ά{ǘǊŀƛƎƘǘ WŀŎƪŜǘέ /ƻƳƳƛǘƳŜƴǘ

ÁShortfall needs to be financed through
ÅAusterity measures
ÅEmergency tax hikes

ÅFor very low realizations of ὼthese costs might go to infinity

ρȾὼ

ὼ

†ὼ Ὂ

Ὂ
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ά/ƻǎǘƭȅέ Commitment

ÁDefault if austerity costs + repayment exceed ὅ ὼ
ÅDefault if †ὼ Ὂ Ὂ ὅ ὼ

ρȾὼ

ὼ

†ὼ Ὂ

Ὂ

ὅ ὼ Ὂ

default 
probability

defaultausterity
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Bailout Diabolic Loop

ÁTrigger: fiscal or financial

ÁFinancial dominance increases commitment costs!

Sovereign
debt Deposits

Equity

A L

Loans to 
economy

Sovereign 
debt risk

Bailout cost 

Banks
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ά.ŀƴƪ IƻǎǘŀƎŜέ /ƻƳƳƛǘƳŜƴǘ

ÁDefault if austerity costs + repayment exceed ὅ ὼ
ÅDefault if †ὼ Ὂ Ὂ ὅ ὼ

ÁIncrease commitment costs ὅ

ρȾὼ

ὼ

†ὼ Ὂ

Ὂ

ὅ ὼ Ὂ

default 
probability

defaultausterity

Lower default probability
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ά.ŀƴƪ IƻǎǘŀƎŜέ /ƻƳƳƛǘƳŜƴǘ

ÁDefault if austerity costs + repayment exceed ὅ ὼ
ÅDefault if †ὼ Ὂ Ὂ ὅ ὼ

ÁIncrease commitment costs ὅ

ρȾὼ

ὼ

†ὼ Ὂ

Ὂ

ὅ ὼ Ὂ

defaultausterity

Lower default probability

Lower verification cost

Lower face value Ὂ
interest rate
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ά.ŀƴƪ IƻǎǘŀƎŜέ /ƻƳƳƛǘƳŜƴǘ

ÁDefault if austerity costs + repayment exceed ὅ ὼ
ÅDefault if †ὼ Ὂ Ὂ ὅ ὼ

ÁIncrease commitment costs ὅ

Lower default probability

Lower verification cost

Lower face value Ὂ
interest rate

Again

Lower default probability 
ρȾὼ

ὼ

†ὼ Ὂ

Ὂ

ὅ ὼ Ὂ

defaultausterity
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ά.ŀƴƪ IƻǎǘŀƎŜέ /ƻƳƳƛǘƳŜƴǘ

ÁDefault if austerity costs + repayment exceed ὅ ὼ
ÅDefault if †ὼ Ὂ Ὂ ὅ ὼ

ÁIncrease commitment costs ὅ

ÁDefault prob , but if: higher cost ὅ& higher austerity †

ÁάŘƻǳōƭƛƴƎ ǳǇ ǎǘǊŀǘŜƎȅέ

Lower default probability

Lower verification cost

Lower face value Ὂ
interest rate

Again

Lower default probability 
ρȾὼ

ὼ

†ὼ Ὂ

Ὂ

ὅ ὼ Ὂ

defaultausterity
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Credit Diabolic Loop: overturns argument 

ÁLess lending to real economy

ÅGDP and tax revenue declines by †ὒ

LTRO
starts

Economic growth
Tax revenue

Sovereign
debt Deposits

Equity

A L

Loans to 
economy

Sovereign 
debt risk

Bailout cost 

Banks


