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ABSTRACT

Our main hypothesis is that the stylised divisidrthee EU in sub-sets is largely
endogenous and internal to the integration prosebsamselves. Given the genesis
and the designed functioning of the EU and the Eamme, a set of centrifugal
processes come into play inevitably leading tontkégration. The self-propelled
breakdown processes come through the creation rofilllssory impression” of
safety net and risk insurance in all sub-sets efBk). This not only increases the
overall level of risk and vulnerability but alsoalis to unfavourable risk
redistribution directing it to the weaker links the whole EU structure. The
economic system then becomes much more vulneralriettonly external shocks
but also to internal ones. This is usually accongzhby loss of discipline and the
emergence of various forms of non-market and bdmatiaviour in all sub-sets.
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Introduction

In the very eve of the 1929 Great Depression, tesdh economist and journalist
Francis Delaisi published a book with the eloquiat Les deux Europedhe two
Europes 1929f where he uses the metaphor of a traveler flyingy &urope and
carefully studying it. Two extremely opposite paofsEurope appear before his
eyes. Europe A is that of the countries at the oéthe European economy, while
Europe B is represented by the southern, periploenatries. Whereas Europe A
is an industrial economy, having embraced techncébgrogress and is culturally
flourishing and democratically advanced, EuropesBaibackward agrarian zone
remaining technically very rudimentary - not to gaymitive - being averse to
technical progress and ruled by corrupt and auticcgavernments. Furthermore,
while Europe A (E1) saves and invests, Europe B) @2nds, lives for the day
and runs into debt with E1. Ultimately, the E2 emmic agents incur huge debts,
both external and internal, which put to threatghsition of E1 creditor-countries.

Ever since Delaisi time, European countries ancdbpiras a whole have made a
significant technical, economic and social progréssm competing colonial
powers surrounded by mediocre periphery into aseboperating and integrated
economies with high institutional standards. OvVer last two decades the pace of
European integration has increased even more hgltollapse of the communist
bloc and the accession of most of the East Europeantries to EU membership.
The perception of economic advancement and progvédbe integration and
harmonization processes in Europe however was lgazkilled with the advent of
the global crisis. Hence “the ghost” of the two &es Delaisi wrote about more
than 80 years ago appears once again. Those twgogidturope have visibly split
from each other and one can easily admit that loetdénstrong and solid surface
the European project is a rather fragile and uagefeature. Moreover it is argued
that as it presently stands the overall Europeajegr is genetically fated to divide
Europe into two or more Europes and to ultimatelgagenously destroy itself.

% At the time Delaisi wrote his book, the above riwed division of Europe into part A and
part B was popular enough (see for instance Bagf0(]). At the time of the Great
Depression, possible ways of helping South Eurage Europe B, were internationally
discussed as it suffered from the abrupt declingrices of agricultural goods ruining those
countries’ balance of payments and jeopardisingstnwicing of external debt. The so-
called “Agrarian bloc” was offered different meassirsuch as export subsidies, currency
devaluation, sharp increase in money supply, e&e.Bbnnet (1933) and Nenovsky (2012).
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Clearly, the contemporary division of Europe hagieculiarities, but on the whole
it reminds of what Delaisi once witnessed. The détes basically represented by
the countries from Northern Europe standing closeGermany and having
“German economic way of thinking”. Th&1l countries follow different
macroeconomic and behavioural trajectories fré@& which is composed of
South-European economies and the majority of forsneralist countries. Whereas
the E1 countries (despite the general trend of deindalis@ation in Europe) try to
maintain their industrial development, preserveirtheompetitiveness, keep
satisfactory rates of savings and capital accunamagand sound public finances,
in E2 economies (often called peripherals) quite dpposite can be observed —
industrialisation, technologies and innovations leedpind, consumption explodes,
savings are extremely low and private and publizt deow considerably. Just as in
the years before the Great Depression, the E2 desirtbday attract savings and
capitals from E1 countries. This way they are noly ovorsening their current
accounts but are stimulating the growth of varidebt bubbles, real estate credit
in particular. This results in a temporary andfigréil economic growth.

Also, definite parallels between the monetary reginrom the 1929 period and
the ones run today can be established. In thelB28s most countries were under
a regime of partially restored gold standard (gotdhange standard). This
restoration took place in mid and late 1920. Toaagst European countries share
a common currency and a common European Centrdd B&@B), while the rest
follow the ECB'’s policy either by a fixed exchangde (or Currency boards) or
inflation targeting.

At a whole, the above line of reasoning shows thistence of two archetypal and
opposite models of development across Europe (H1E2) although an obvious
number of specificities and subgroups could be tifled within E1 and E2
Hence, the basic task of this article is to coms$teutheoretical framework which
highlights the mechanisms whereby the process obf&an integration - as is
currently observed - leads to the emergence ofstbwithin Europe.

The main hypothesis we put forward is the followitltte genesis and operation of
the European Union and the Euro-zone are such ttiet generate internal
processes, endogenous for both systems, whichrim itevitably lead to self-
disintegratioh. More generally, these self-propelled breakdowocesses come
through the creation of “an illusionary impressiaf’a safety net in the system

® We leave aside the discussion of the diversityfasins of capitalism, transitional
economies and even economic systems which havedjyaigh popularity in recent years,
see among others Amable (2005), Csaba (2007), ara$(2011).

" Among the few studies on disintegration theory te old study of Bpke (1942) and

more recently Slim (1997).
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and its risk insurance. This in turn not only raighe overall level of risk and

vulnerability in the EU but also leads to unfavdiearedistribution of the risk,

directing it to weaker links in the system. Henitgs is accompanied by a loss of
fiscal and financial discipline and the emergenteasious forms of non-market

and bandit behaviour in both E1 and E2. The systeoomes much more
vulnerable not only to external shocks, but alsitsstown, i.e. internal ones.

The above-described processes of course are npvgrly designed. Rather, they
are manifestation of the law of “unintended consemes” of political and
macroeconomic decisions. In this sense, the ssiftéigration is a logical outcome
of the rational behaviour and strategies of economaior§. The purpose of this
study is to show what these processes are aboat, tvb consequences of their
undere??timation could be, and what would be appatgpto do under the current
situation.

Hereinafter the study is organized as followstliizsghe general logic of the model
is given whereby the EU and Euro-zone’s institugioend political structure itself
generates various forms of collateral (we coula alse the terms guarantee or
insurance) in different parts of the system, thegrsharply raising the risk-
behaviour level in general and in some individuagreents of the system in
particular. The next part suggests one linear ftisaidon of the model. The third
part analyses the forms of collateral or insurar@elicit — say evident — or
implicit and presumed, virtual. The transmissioramfels of risk behaviour are
discussed and elaborated. Finally, we suggest sdeas for possible policies to
follow in the current situation and some scenamdsfuture revisions of the
European project basically towards counteractind aafeguarding against the
emergence of the insurance game and moral hazard.

8 Similar behavioural self-disintegration processese observed in the functioning of the
socialist integration, as well as within the indival planned economies, especially during
the last phases of breakdown of those systems.
® The theories of optimal monetary zones, convergemd catching up are useful and give a
range of ideas; however the issue here is moretalemifying the transmission mechanisms
of breakdown in a situation of misconception of pinecesses of integration and above all of
the mechanism of growing risk behaviour and losslis€ipline. Of course, a number of
assertions about the optimality of a given zoneaianvalid, be it with reference to the
classical theory of optimal zones, which is statyicnature, or to the theory of endogenous
zones. Just as the classical theory of monetargszdail to or insufficiently examine the
breakdown processes of the zones already creatbdhair manifestations, so too do the
new trends (see recently Mongelli, 2013). The mguteposed below shares some features
in common with the theory of internal instability the financial system, as promoted by
Minsky, and a number of elements of the Austrigotly of the economic cycle.
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Presentation of EU insurance model

The current form of integration in Europe coulddseught down to the following
analytical cause-consequence chain.

The starting point is the concomitant launching tbé European project for

enlargement and the adoption of a single currentwigiwbrings into existence the
“European anchor” as a major institutional mechaneoordinating expectations
and behaviour of economic and political actors.sTéanchor in turn leads to the
sudden and imperceptible emergence of an ex ngukrantee or an insurance
fund (hereinafter referred to aB) which diminishes the perception of risk and
creates a sense of security by presenting a kindrtofal subsidy. In other words,

the European project — which intends to promotdght tand sound financial

discipline — becomes the initial impulse to loosttie budget constraints of
economic agents. The risk-behaviour therefore dyilekightens deforming in turn

the basic incentives for consumption investment sanings. Hence, a range of
bandit and crony strategies appear. Consequerfts, some latent period, the
overall production structure becomes deformed dmd dystem inevitably falls

apart from withif®. This calls for a cleareexposéof the dynamics of self-

disintegration.

Assuming that the goal of the European projecefdargement has a strong moral
and rational ground and is at least at first sigpically sound, one can summarise
the task of EU-member and candidate countries amiie into a common and
integrated market and through the mechanisms ofsthgle currency and the
single monetary policy. In addition, through the e& statutory criteria of fiscal
stability nominal convergence, etc. they aim to rowene the centuries-old
political, economic and cultural antagonisms. Hnsts on the presumption that
through a range of economic mechanisms describeebpow classic theories of
international trade and integration unions, thatre¢ly poorer zones in E2 will
catch up with the richer ones of E1. This would mhaitake place through the
processes of convergence and movement of produetibors, goods and services.
Thus, for instance, capital would move towards tHo@mes where its marginal
efficiency is higherj.e.,, to E2, and labour force to E1 where salaries are higher
However the European project has never totalledetin market forces and the re-
distributional processes, through the various kisidSuropean funds, have always
been leading this integration. The role of the &tahd the importance and

10 The model below can be viewed as a form of thé-kvelwn mechanisms of asymmetry
of information, unfavourable choice, moral hazandl incomplete contracts; here however
we are striving to give a broader and, in a sesseiplogical perspective to the issues of
risky behaviour.
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significance of the European social model have tsessed many times in all
major European documents and resolutions.

We argue that the models of the European UniontlaadEuro-zone automatically
trigger the appearance of a number of public argtasational guarantees and
insurances which form a kind of a guarantee orrarste fund (referred to as),
which dulls the sense of risk and increases thsidh of safety for the various
actors, thus spoiling economic discipline. This rgméee fund @, whose
components will be discussed below, consideraldiemses the level of risk in the
EU and the Euro-zone while blunting the sense s @nd uncertainty through
various mechanisms. Overall, the risk premium dreddost of assuming risk no
longer reflect its actual level. The consequentewestimation of risk leads to the
appearance of a free insurance or hidden subsidgriificial, institutionally
induced guarantee equal tog) whereg is the risk premium. This subsidy in turn
increases the explicit - say perceived - real @despread betwedi? and E1. The
free insurance-(p), through the increased perceived real interdst is crucially
important to E2 countries which rely not only orteimal, domestic bail-out
mechanisms, but also on the guarantees of the Eanopnion and hence those of
E1 countries.

On the whole, irE2 the price of risk becomes considerably lower thamould
have been, had the countries from that group nemh members of the EU and of
the Euro-zone eventually. One can call this the “d&lJdession premium” as it
applies to EU candidate countries whose accessoim iprogress or to new-
member states. It justifies the flow of savingsrir&l to E2 which are placed as
deposits within the E2 banking sector and in tuendme external liabilities of the
E2 private sector. The purposeraison d'étreof these flows is to take advantage
of the risk subsidy (free insurance) from the EUasgement process. The hidden
subsidies or free insurances trigger substantiabdlof resources and capitals -
supranational, public, or private (banking, intiradf etc.) alike - from E1 t&2.

These funds are either E1 savings or pure banktdremt backed by real savings)
generated by the E1 banking systérThis leads to a rise in external debt, be it
private or public, depending on where the capitalsE2 are channeled to
(hereinafter referred to d3). Within the E2 countries, internal debt increases as
well, mainly in terms of lending to the private s®c

Therefore, we can summarise the whole story albegé lines: the debt level of
the E2 countries increases significantly either throumh external or internal

1 The vast majority of banks in Eastern Europe (paf2) for instance are subsidiaries of
European banks.
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impulse, but as a rule through both chanfel§he ECB and the governments of
the leading countries from E1 were perceived asraguars for these riskier
operations despite the numerous political and lepatacles to such interferences.
The entire system of debt accumulation 2 was accompanied by the
manifestation of crony behaviour, corruption anaditties, which are typical of
such periods.

Moreover, the inflow of external savings and lodeads to looser lending
conditions, higher salaries and consumption, arehienally to higher inflation (at
rates higher than those in E1). With the advancthefcatching-up processes in
terms of prices, real interest rates in E2 woulghificantly decrease and even
become negative because of higher inflation in BE@mestic credit increases and
is channelled either to sectors where gains fraaride in prices are expected or to
investments made in inefficient projects. The gtoefinflation at faster rates than
those observed in E1 induces a real appreciatidimeoéxchange rates and a loss of
competitiveness. Consequently the current accanrii countries deteriorate and
the only way to offset this is the inflow of savingnd capitals from the E1 zone
with largely positive current accounts. The ecormattors from E1 also begin to
take risks, especially with regard to investmemsER, believing that their
governments and the European institutions would befficient guarantor.

In somewhat different analytical scheme the inflmfsapital and cash from E1 to
E2 could be considered as a kind of structural medtion of the production
processes, a change in the inter-temporal restnictiestroying the set of economic
preferences, sending wrong signals for consumpiiestment and savings, éfc.
Moreover, similar examples of interaction betwednafd E2 can easily be found
in European history. For instance, the German esiparin Southeast Europe and
the Balkan countries during the 1930s carried simtraits of an attempt at
creating a common production process, i.e. comphimg the E1 production
process with that of E2. This entailed the perigtsmecialising in those production
segments, which were not developed in the coretdesnnamely agriculture and
the production of consumer godtswhich in turn would make it possible for the
realisation of the expanded production processesEil® To prevent the

12 This dynamics was also encouraged by the low nat&nal interest rates which were
supported by the central banks of the leading c@msmtincluding the ECB.
13 See for more Garrison (2001).
¥ Today, deindustrialization of E2 countries is @asingly a topic of discussion; see for
example the analysis by Natixis (2011), ECB (2012).
15 Some allusions to this type of processes are givehe well-known book by Gottfried
Haberler (1946 [1937]), as for instance in pp. G8-@f course, the issues of capital export,
imperialism and colonialism are at the core of Nkts theory (Rosa Luxemburg, John
Hobson.etc) and even of studies by non-economists like Harkrandt (2002 [1948]).
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breakdown of the common zone, apart from exertimjitipal and military
pressure, Germany also applied a range of adnatiistreconomic measures such
as clearings, differentiated exchange rates aref ¢¢shnical practice’.

Turning to the current situation resulting from tideraction processes between
E1l and E2, as was already discussed, is charaatelig euphoric and artificial
growth in E2. Consumption grows at high ratest assinvestment in real estate
aimed at profiting from the increase in price. $amiis the case of public
investment in long-term projects, which are mostgfficient and futilet” This
accelerated economic activity creates the illusddrsustained growth of income
and welfare. That in turn fuels anew the overalkyibehaviour and accumulation
of debts while falling short of generating in trearge degree a growth of collateral
and guarantees to match claims hereinafter derastéd

Within @, which is public by nature, visible and sound naswes ) — most
commonly in foreign reserves — decline considerably are fiscal surpluses in
some countries, etc. at the expense of implicipeeted, virtual guarantee¥)(
However the free insurance and hidden subsidieddnimereasingly disappear.
Finally, it becomes clear that the common guarafued (@ = F+V) is depleted
and insufficient to cover for the liabilitiesD) accumulated inE2. Then the
European institutions and E1 countries prove ta b@&tual anchor dangling in the
air. Once free insurance has melted, the real @kplterest marginfc - rq) starts
to decrease and to converge to the implicit maftin- ', - ¢), wherer;, stands

for real rates irE2, andry in E1. The limits of this mechanism became clearly
evident after the first signs of the global criskhe private debts in several
countries from E1 an&2 were nationalized and became public. The E2 publi
debts in turn started to be monetized by the EC® lsetamede factoE1 public
debt. This logic of transforming debts has beernampd on numerous occasions
and will not be elaborated here.

18 See Fisher (1939), Guillebaud (1940), Einzig ()94tlis interesting to note here that
Hitler categorically refused to introduce tReichsmarlas an official currency in Southeast
Europe as he believed that preserving the naticumaency makes the zone more resilient
(see Einzig [1941:10]).
" This is a kind of evidence of maximal stretchirfgeoonomic processes when the time
horizon is extended to its maximum (long-term inweants), or is maximally shortened
(consumption) and destroying the middle sectiorth@feconomic process.
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Description and formalisation of the model

The above cause-and-effect links can be represeavitadhe following system of
linear equations illustrating the relations betw&dnand E2 (the model is purely
illustrative, hence the linearity of relations).

@ D=a,+a(r,—n)+a,(-Ap)

2 r,-rn=i,—-i,-Ax

@ (-Ap)=p, + P

@) d=V+F
® V=ri
6) F=r4,

(1) Ay =no-mA4

Equation (1) shows the movement of resources (gawamd credit) from E1 tB2
i.e. the accumulation of liabilities D 2 as a positive function of the difference in

real risk-free interest rates,(— 14), and a positive function of the “EU-accession
premium” (the risk-free insurance) denotédp). Identity 2 shows that the real

interest rate differentialry — 74) presents the nominal interest rates differential

(i, — 141), adjusted for inflation through the differenti@). Equation 3 shows
the link between the insurance fuddand the European premiumg(). In identity

4 we can see that the guarantee fund is composetsibfe guarantees, mainly
foreign reserved;, and implicit or virtual guarante&s The relation (5) shows the

virtual guarantee¥ as a function of the credibility of the Europearchor Q\;)
and relation (6) — the re&# as a function of the EU-rules compliance disciplin

effect (\5).

And finally (7) shows the relationship between thscipline effect 4,) and the

effect of EU credibility, i.e. the insurance\;(. Presumably, in time, credibility
and discipline will move to opposite direction®. ithe insurance, along with the
belief that one would be saved if any problemsearimdermine the system and
lead to the accumulation of debts and bad invessyi&rn other words (and
somehow paradoxically), the more credible the El igpplying and enforcing its

18 This negative relationship, which can be subjectempirical validation, has been
emphasized in lalnazov and Nenovsky (2011), Nenoaskl Villieu (2011).
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policy, the less capable it is of insuring individlustates’ discipline in the
periphery. Consequently, during the “bad” part bk tdynamics the robust
guarantee weakens discipline, thereby deteriordtiregoverall condition ofD,
which can no longer cover f@, and that in turn increases risk and eliminates th
free insurance, thus reducing the interest difféménCapitals start flowing out
from E2 and back to E1 or elsewhere, which paralysestaad hinders economic
activities inE2.

The parameter&, @1, @3, B1, B2, V1, Y2, 11, and 7, in the above system of

linear equations are positive. By simply transfargnihe system of equations (7, 6,
5, 4, 3 to 1), we can obtain the partial derivagjvee. the condition (8), under
which the liabilities, debtd)) in E2 grow persistently as a result of the criithb

effect in the European systesy |, is as follows:

dD
(8) E>Ovor72771<71

The two multipliers are different combinations dietratios between the three
elasticitiesy1, y2 andz1. One should keep in mind that is the change in implicit
guarantee as a reaction of the credibility in EUW g@p shows how the visible,
explicit insurance, mainly foreign exchange resgraed budget surpluses, react to
the EU disciplining influence. Alsor; shows the degree by which credibility
destroys discipline.

Thus, according to (8) for instance, debts andliies in E2, marked byD, will
increase as a result of the EU credibility as laaghe product of the elasticity with
which discipline generates foreign reserves, ang d¢asticity of loosening
discipline as a result of EU, is lower that thesgtity of credibility in the virtual
anchor — the belief that one will be saved.

The insurance and self-disintegrating power of Eueopean project can also be
presented graphically.
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Graph 1. Insurance game dynamics
European premium

=[- (Ap)] FAFF Fay  FHVHAV D

3

I- (o)l =04

/ / / / O(F.V), D ]

The free European premium (or risk subsidy) in ititerest rate differential is
shown on the vertical axis and is equal 4p).( The horizontal axis shows forex
reserved, virtual guarantees derived from EU-membershiand liabilities that
have to be insured. All these variables are characteristic featurésthe
peripheral E2 countries. Assuming that the Europesurance game starts at point
a, whereV is suddenly added to forex reserves as a restiteofirtual guarantees
of EU (which are in most cases accompanied byaasth flows from the European
integration funds) thus arriving &<V).

The equilibrium is forthwith shifted to poirt, where the European insurance
appears. As mentioned above, it is not taken iotoant in the interest margin, but
is instead a kind of a hidden subsidy. Core E1 ti@si investors strive to use this
insurance and so E2 liabilities towards E1 incre@i3€AD). In point c, this
premium is once again eliminated. Then one camasghat the European rhetoric
and way of thinking augment the virtual guarantepdo F+V+AV). This again
leads to the emergence of a premium in point d agaln there is an inflow of
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foreign savings@+AD+AD). The premium is once again eliminated in poinAe.
that point, a range of processes become cleartjeaviin the real economy of E2
which have developed slowly and imperceptibly, ipetversibly. What is implied
here is consumption and lending growth, higher iines, loss of competitiveness
and in general deterioration of current account® ihcreased consumption 2

is offset by an inflow of savings from E1, whoserreat accounts are largely
positive, increasingp once again. Forex reservesHp start diminishing quickly as
part of @ and are increasingly replenished by virtual gu@es, i.e., within® the
portion ofF is progressively declining and is being replace&b

An inflexed point is reached where the premium bee® negative, i.e. the
liabilities need to cover not only but also F+V). At a moment like these virtual
guarantees cannot replace the real ones, whichihauen declined and a poiht

is reached. That is a point of crisis, when E2 eoon totally shrinks and
effectively diverges from E1. The premium is negatand a run-up on deposits
and outflow of capitals to E1 is observed. In ordelnandle this negative premium,
either liabilitiesD have to shrink further, which translates into bagklending
and real economy failure, or create a new projeety virtual guarantees that
would increase the guarantee fund. The latter iig déficult to realize. Thus, the
total sequence of moves presented in Graph 1 s frointa to pointb, then toc,
then tod, then toe, then tof, then tog, and finally toh. The scheme presented thus
far aims to illustrate the internal instability thie European project, which contains
genetic processes leading to its breakdown.

Collateral architecture and risk spillover

It is obvious that the size, strength and structifreollateral in relation to E2 are
essential in putting forward the idea of the iné¢raulnerability of the European
Union and its breaking down into at least two seugfsiea core E1 and a periphery
E2. As was already presented in an as simple wagpossible, the collaterab is
composed of an explick and a virtualV part with the boundary between them
being often blurred.

F in general includes the net external assets ofifcparticular forex reserves,
public by their legal nature and shown on the asgi## of the central bank’s
balance sheet. Such type of collateral could atstuile the government'’s fiscal
surpluses and fiscal reserves held either withcdm@ral bank or with commercial
banks. To various degredsare pooled in the form of institutions such as @
Insurance, Lender of Last Resort, Too Big to Fedlp Interconnected to Fail, etc.,
intended to ensure guarantees to interfere in tiofesrisis, and which are not
always backed by real funds (savings).
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The implicit and virtual guarantee¥ extend to some oral and gentlemen
commitments and non-formal promises to help E2,eriaylthe economic agents
of E1 and at a supranational level, governmentsE®#8 in particular, as well as a
number of private institutions. They are all, isense, guarantees for risk taking in
E2. It is important to note that as the insuranaeg evolves over time, tHe
guarantees in the guarantee pabl get smaller and smaller and eventually
transform into virtual. Hypothetically, a point tdne can be reached whete=V.

Developments take an even more interesting tunwweiflook into the nature of
explicit guarantee$ of E2. F is composed for its greater part of E1 seegit
internal debt of the E1 countries. If we take fommple the case of Bulgaria,
nearly all of the currency board assets (exceptl)gate invested in European
securities (as the crisis evolved they were morkraare restructured into German
and northern Europe securities) and euro cash.eTéesurities carry the risks of
E1 debts as well as possible euro collapse. A gardtion is reached whereby the
E2 currency, which is debts of their public mongtamstitutions, is de facto
covered by other debts, those of the E1 governméntdoser and unbiased look
will reveal that what is considered an external &sk-free anchor, a visible and
obvious resource for the countries in E2, is abfumluarantee, which is risky and
virtual by nature. The monetary system in E1 dasshave any external anchor as
becomes all the more clear when the two zonesamieetl upon as one whole.
Even the euro banknotes, which are part of E2 foeserves, are also ECB debt.
Besides, this debt of the ECB is again covered hygBvernments’ debt — a
process, which becomes obvious with the evolutibthe crisis. An accumulation
of debts takes place and a pyramid of debts is ddrmvhich does not have any
external anchol’ Or, in summary, we could say that for its gregiart, the
European guarantee fund B2 is virtual, which becomes even clearer with the
acceleration of the insurance game and even mongitbothe evolution of the
crisis.

Let us look at some of the channels via which theogean integration triggers the
increase of risk and its wrong redistribution, iegd'unexpectedly” to its collapse.

In the first place, let us look at the incentivaning from the flow of resources
(savings and cash) from E1EQ, which can take various forms. Two groups could
be mainly distinguished: those of private savingsmf E1 and those of the
European funds (pre-accession, structural or cohesind all others of this kind).

19 Of course, the experts are aware of this, but teertheless keep saying that money is
confidence and the banking and financial systerascanfidence. This, however, does not
change things; under the gold standard money ifidente too, backed however by real

worth outside the system that is nobody’s debt.
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If we look at the cohesion funds in particular (efhialthough under-absorbed),
have detrimental implications for E2’'s macro-ecogoinm the first place, these
funds enter as liabilities of E2 banks, which auttioally reduce the guarantee
funds. Besides, they create very harmful practmesronyism, corruption and
banditism, although we are constantly assured #utibns are undertaken to
counteract these. Basically, these funds boostitsreshd through the various
fraudulent schemes are most commonly channelledettiors which rely on
speculative increase in prices, such as the catitny real estate sectors, and
others. Hence, the upward pressure on salariegmies and catching-up
movement of prices in general. It is exactly tkistlone that leads to “eating up”
free European risk subsidy 4¢). As a whole, the flow of resources undermines
the system of economic agents’ preferences anduemges the emergence of all
sorts of bandit, venal and non-market strategies.

Secondly come the channels, via which, as a rulstitiations and rules are
mechanically transferred from E1 2. These institutions, being adjudicated over
E2 circumstances, lead to a range of “perverseuapdpected outcomes” by often
changing behaviours in a direction opposite to wias expectet One such
example is the pre-accession closing of chaptetheoEU legislation, whereby a
number of directives were imperceptibly adoptedicilin an E2 context induced
more risk taking. Such was, for instance, the diépnsurance directive, which
required the insurance of deposits of up to 20800 per individual, and later that
was raised to 100,000 euro. In the case of E2 whs effectively translated into
covering practically all deposits as the averagpod# size is too small. This
resulted in a curious guarantee of the whole bankystem (much like the practice
during the socialist period) with all familiar mexatisms of moral hazard and risk
underestimation. This is one example of institutibat leads to the emergence of
the above discussed European premium (or premiurerflargement) and which
becomes a major transmission channel. Furthernfiame, a broader perspective,
the process of adoption of E1 legislation in E2 k&b to the emergence of a
specific “legal illusion” according to which Euroge integration is a process of
“legal” and nominal convergence with economic, re@hvergence following only
too naturally and under the control of bureauceatd politicians. Paradoxically,
countries where Marxism prevailed have forgotteat,thlthough important, legal
and political processes cannot replace the neestriactural economic chang®s.

2 The transfer of institutions and their wrong wtliion has been object of numerous

studies, more often in the light of transitionabeemies (see Polischchuk, 2008) and less

often in the context of EU enlargement.

2L |t should also be noted that the “state-bureaistraind legal way of understanding

convergence has brought the E2 economic actorsrdoshe state and to the European civil

servants and has made them dependant on theseprokimity has further intensified the
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Thirdly, an interesting channel, although in aeliéint context, has been examined
very well by Dowd, Hutchison and Kerr (2011). Befdhe appearance of the E2
premium, during the initial drop in real intereates in E1 in early 2000 the capital
as a cheaper production factor began to replacaitadind to expand and lengthen
the production structure. An inflow of labour forlem E2 to E1 was observed
and a great number of delocalisations or, genesalgaking, the labour in E1 was
replaced by capital from E1, or by labour from B2the time of enlargement and
the appearance of the premium in E2, the capitats £1 began to get channeled
to E2, where a process of substitution of the lalforce with capitals began to be
observed as well. Here, however, the substitutictgsses came to a standstill
because the work force in E2 was depleted and tvasenothing to replace it.
After a period of time, a labour force shortagetethto show - a fact well familiar
in the E2 countries, especially in the constructiod services sectors. Ultimately,
a point was reached where the salaries and incdmE& increased, unit labour
cost and inflation went up, and productivity ananpetitive power declined.

Conclusions and perspectives

In this paper we have presented an analytical matieth we have referred to as
“insurance model” allowing a relatively good expdéion of the EU internal
instability and of the processes that led to theresu crisis. The endogenous
dynamics of disintegration, to put in the simplesty, is caused by the aspiration
to use a “free insurance” in peripheral Europe, itheurance itself being the
outcome of the emergence of a large guarantee @&ithetr explicit or virtual
(promises among others). Certainly, the model hohlgh in common with the
moral hazard models, with some of Dooley’'s theogdtiformulations (Dooley,
2000), and with a number of other models which hiaeen increasingly making
their way not only into the theory but also int@ taconomic policy of European
Union.

First, from a theoretical and empirical perspectimee of the direction for future
research is to study each of the relations in tbdeh between the guarantee fund
(collateral) and the free insurance (risk undenestion); the mechanisms of
formation of the insurance fund and its structtine; link between the confidence,

sense of security and guarantees naturally boo%tiad behaviour”j.e. raising the overall
risk level; hence, the conclusion that in gendralgresented insurance model is of stronger
impact in countries with venal and bandit econostiacture. Yakovlev and al. (2009) offer
an interesting analysis of the behaviour of Russiampanies, which, due to their close
relationship with the state, assumed higher risk actively borrowed from abroad. Later,
during the crisis, they were discretionarily bailedgt. At the same time, Russian savings
were exported.
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credibility effect and the discipline effect, whidan be presumed as non-linear,
etc.

Second lesson and more importantly, with regardht economic policy on a
national and European level, we need to look fa itstitutional mechanisms
which, in short, could prevent the emergence ofitfseirance game, hence the
processes of internal disintegration of the Eurapeaonomy. Although much
needs to be done both theoretically and empiricaly pointed above, the
philosophy of economic measures is generally clgaras to do with a reduced
guarantee fund, less promises of assistance (bgil-tess flows towards the
periphery, stricter control mechanisms over thdeed, etc. A note should be
made that some of these ideas, although slowly veittd difficulty, have been
making their way into the policy of European ingiibns. In this light we could see
some of the measures in the fiscal policy and fisoatrol. On the other hand, the
efficiency of the various types of newly establidhguarantee institutions as
regards the financial and banking system, the nrésims of bailing out distressed
and insolvent countries, the issue of a commonyrasgtional debt, etc., is
questionable (of course from the standpoint ofptessented model).
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