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Executive Summary

Executive Summary

The Economic and Monetary Union (EMU) of the European Union (EU) has ex-
perienced the most severe period of inflation in its history. After inflation in the
euro area temporarily rose above 10 percent, it has again been close to the
European Central Bank’s (ECB) medium-term inflation target of 2 percent sin-
ce 2024. The return to low inflation rates, however, does not necessarily gua-
rantee the long-term stability of EMU. Rather, the high-inflation period from
2021 to 2023 once again exposed its fundamental institutional weaknesses.

Against this background, the Kronberger Kreis, the scientific advisory board
of the Stiftung Marktwirtschaft, examines whether the EMU is adequately pre-
pared to address future challenges. The analysis focuses on the ECB’s mone-
tary policy strategy, the rules and institutions of the monetary union, and the
conditions for and limits to a stronger international role for the euro.

The experience of recent years demonstrates that price stability cannot be
guaranteed by an independent central bank alone. A stable monetary union
requires a credible institutional framework that strengthens individual respon-
sibility and limits adverse incentives for Member States. The EMU combines
supranational monetary policy with largely national fiscal policies. However,
the long-term viability of this institutional arrangement depends on clearly de-
lineated responsibilities and the commitment of Member States to ensure su-
stainable public finances. Nonetheless, it is precisely these conditions that are
increasingly put in doubt.

These structural weaknesses became particularly apparent during the peri-
od of high inflation. High inflation was not solely the result of the COVID-19
pandemic, disrupted supply chains, or the energy price shock triggered by
Russia’s war against Ukraine. The exceptionally expansionary monetary and
fiscal policies pursued during the pandemic have been identified as major
contributing factors to the rise in inflation. The ECB responded significantly
later than in previous inflationary episodes. Furthermore, the ECB’s strategy
deviated from the Taylor principle, which implies that central banks should re-
spond to rising inflation with greater urgency and decisiveness.
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Concurrently, European fiscal rules were rendered more and more complex
and less binding, with the result that they now exert considerably less disci-
plinary pressure on Member States’ fiscal policies. Moreover, the introduction
of the Transmission Protection Instrument (TPI), which allows for purchases
of individual Member States’ government bonds in order to limit risk premia,
further expanded the ECB’s role as a crisis manager supporting highly indeb-
ted Member States, while key reforms of the monetary union initiated in the
wake of the euro crisis remain incomplete. There is still no orderly mechanism
for sovereign debt restructuring, nor has the sovereign-bank nexus been ef-
fectively curtailed. As a result, considerable adverse incentives persist, there-
by increasing the monetary union’s vulnerability to crises and heightening the
risk of fiscal dominance.

These institutional shortcomings affect not only the stability of the moneta-
ry union but also the euro’s international role. Current geopolitical changes
may indeed create opportunities for the European single currency to assume
greater international importance. However, lasting confidence in a major in-
ternational reserve currency, cannot be achieved through joint European debt
instruments or an expansion of joint liability. On the contrary, what matters
are stable institutions, sound public finances, competitive economies, and a
monetary policy that remains credibly focused on price stability. Strengthe-
ning the euro’s international role therefore requires, above all, reinforcing the
monetary union’s institutional framework and improving Europe’s economic
performance.

In order to enhance the stability of EMU and the euro, and to ensure their con-
tinued suitability for the future, the Kronberger Kreis recommends the imple-
mentation of the following reforms:

1. Liability, decision-making and control should always be located at the
same level in both monetary and fiscal policy.

2. Price stability should again receive a greater weight in the monetary po-
licy strategy by adhering more closely to the Taylor principle and incor-
porating it into monetary policy communication, while also taking signals
from monetary and credit developments more seriously. Quantitative ea-
sing through balance-sheet expansion should be confined to exceptional
crisis situations and should subsequently be unwound swiftly.
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10.

Asset purchases aimed at reducing the financing costs of individual
Member States should be avoided. At the same time, the necessary in-
stitutional reforms should be implemented and the required instruments
established in order to relieve the ECB of its role as a sovereign debt cri-
sis manager.

The key adverse incentives (moral hazard) that encourage free-riding in
government borrowing and banking supervision should be eliminated.

European fiscal rules should be strengthened, with a particular emphasis
on ensuring an effective reduction of high debt-to-GDP ratios in the after-
math of crises.

A credible sovereign restructuring mechanism should be established in
order to create incentives for sustainable fiscal policy and enable effecti-
ve crisis resolution.

The regulatory privileges enjoyed by sovereign bonds in banking regulati-
on should be phased out in order to break the sovereign-bank nexus.

The euro’s international role should be strengthened on the basis of a rea-
listic assessment of its potential. Its regional influence can be increased
through the establishment of deeper trade relations and greater econo-
mic integration. Any effort to establish the euro as a global reserve curren-
cy must take account of the associated costs and risks.

Perceived fiscal stability is a key prerequisite for a stronger international
role of the euro as a reserve currency. Binding fiscal rules and the align-
ment of liability and control are indispensable in this regard.

The notion of Eurobonds and joint liability should be disregarded. Instead,
priority should be given to fiscal consolidation in highly indebted Member
States, market-oriented structural reforms, increased trade, stronger eco-
nomic growth, and the removal of regulatory barriers.
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Introduction

1. Introduction

1. Is the euro well equipped to meet future challenges? The short answer to
this question is an unequivocal “No”. In this study, the Kronberger Kreis pro-
vides a more detailed response. It examines the state of EMU following the
COVID-19 pandemic, the energy crisis and the surge of inflation from 2021 to
2023, as well as at the onset of a renewed bout of inflation due to the rise in
energy prices resulting from the war in Iran. This study focuses on the mo-
netary policy of the ECB and its independence from the fiscal policies of the
Member States. Whether the euro is fit for the future depends on the instituti-
ons and rules of the EU designed to ensure that the price level and the finan-
cial system remain stable over the long term and that public finances remain
sustainable even in times of crisis.

2. In the decade from 2009 to 2019, the ECB expanded its balance sheet
more and more strongly through large-scale asset purchases and low-cost
loans to banks. At the same time, central bank interest rates were first lowe-
red to close to 0 percent and subsequently into negative territory. This was
prompted by the global financial crisis, which erupted in the summer of 2007,
and the subsequent euro sovereign debt crisis, which led to far-reaching re-
forms of the architecture of the monetary union. Despite the accommodative
monetary policy, money and credit growth in the euro area remained subdued
until 2019. This was due to private and public borrowers, as well as the ban-
king system, having to consolidate their balance sheets in the aftermath of the
crises. In parallel, inflation remained, on average, at approximately 1 percent
between 2013 and 2019.

3. During the COVID-19 pandemic of 2020/2021, the central bank balance
sheet, government spending and public debt were increased massively. The
money supply grew very rapidly, driven above all by public-sector borrowing.
From the beginning of 2021, inflation began to rise more and more quickly.
Russia’s invasion of Ukraine in February 2022 then served as an accelerant
and drove energy prices higher. The ECB did not begin to raise the relevant
policy rate until July 2022, at first from -0.5 percent to 0 percent. By that
month, consumer price inflation had already reached 9 percent. Shortly be-
forehand, the ECB had created a new programme for purchasing government
bonds of individual Member States, the so-called Transmission Protection
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Instrument (TPI), with which it intends to counter any undesirable increases in
the spreads on bonds issued by highly indebted Member States.

4. The surge in inflation since 2021 resulted in a lasting increase in the price
level and a corresponding loss of purchasing power of more than 20 percent
within three years (Figure 1).

Figure 1: Consumer Price Index for Germany
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Consumer price index (CPI), Germany, level, monthly, 2019 Q4 = 100.

Source: German Federal Statistical Office; authors’ calculations.

5. Expansionary monetary and fiscal policy during the COVID-19 pandemic
contributed to this inflation, as did the energy price shock triggered by war
and sanctions. The ECB responded far too late to the rise in inflation, parti-
cularly when compared with earlier inflationary episodes. When publishing its
revised strategy in July 2021, it even announced that it intended to keep the
policy rate at a negative level for an extended period and would tolerate a
temporary, moderate overshooting of the 2 percent inflation target.

6. Against this background, the Kronberger Kreis examines the change in the
ECB’s strategy in 2021, as well as the review conducted in 2025 that, largely

10
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reaffirmed this strategy. It is questionable whether the strategy is sufficiently
focused on the objective of price stability in the future.

7. Since 2023, the inflation rate has fallen back close to the ECB’s target of
2 percent. The European economy, however, is characterised by internatio-
nally, comparatively weak growth in potential output. The German economy
in particular has been stagnating for years and remains in a structural crisis.
Many Member States exhibit high debt-to-GDP ratios, and both debt ratios
and interest expenditure are expected to rise further. France is currently the
subject of critical observation by financial markets. In Germany, the easing of
the debt brake and substantial planned spending on defence and public in-
vestment are expected to lead to a rapid increase in the government debt-to-
GDP ratio. The Kronberger Kreis assesses the risks that rising public debt in
the euro area poses to the stability of the euro and the role of Germany as an
anchor in this context.

8. In this regard, the institutions and rules of the monetary union are not suf-
ficiently robust. Following the global financial crisis and the euro sovereign
debt crisis, consolidation efforts were undertaken and several important re-
forms of the institutional framework were implemented. These measures,
however, were insufficient in three respects. First, implementation remains
incomplete in some areas, or reforms have been rolled back. Second, new in-
struments have in some cases been introduced that point in the wrong direc-
tion. Third, significant gaps in the regulatory framework still remain.

9. European fiscal rules, for instance, were initially strengthened but were
not applied with sufficient rigour in some Member States. More recently, they
have been reformed again, but with the result that they have become more
complex, more flexible and less stringent and now exert even less of a disci-
plining effect on fiscal policy than before. The introduction of TPI further ex-
panded the ECB’s role as a crisis manager. By contrast, the European Stability
Mechanism (ESM) still lacks sufficient instruments and sanctioning powers to
implement structural adjustment programmes in the event of a sovereign debt
crisis in Member States regardless of their size. Significant gaps in the regu-
latory framework remain because there is still no orderly mechanism for sove-
reign debt restructurings and the sovereign-bank nexus has not been broken.

10. Consequently, there is a risk that, in the event of excessive indebtedness
and a debit crisis in a larger Member State, the ECB will have to shoulder the

11
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main burden of support. This entails the risk of fiscally driven inflation. It is
therefore urgently necessary to break the reform deadlock and make the euro
fit for the future.

11. In June 2025, ECB President Christine Lagarde, in a widely noted con-
tribution entitled “Europe’s ‘global euro’ moment”, discussed the “profound
shift in the global order” and noted that even “the dominant role of the US dol-
lar, the cornerstone of the system, is no longer certain” (Lagarde 2025). The
high level of uncertainty, she argued, was harming the European economy,
yet at the same time the current transformation also offered Europe opportu-
nities to take greater control of its own future and for the euro to gain greater
global significance.

12. In this context, the Kronberger Kreis examines the development of the
euro’s global role and the conditions that are relevant for strengthening that
role. In fact, the euro’s importance as a reserve currency declined during the
euro sovereign debt crisis from 2010 to 2013 and has not significantly reco-
vered since. The internationalisation of the euro is closely linked to the sta-
bility of the monetary union and the performance of the European economy.
Member States whose economies are growing slowly or stagnating ought to
prioritise structural reforms and systematic deregulation in order to facilita-
te growth-oriented structural change driven by technological innovation, free
markets and competition. Catching up with the United States in terms of eco-
nomic output per capita would help the EU preserve and expand its global im-
portance. It would also help to create the basis for a stronger international role
for the euro. Unresolved questions concerning liability and control in a mone-
tary union whose Member States retain broad fiscal sovereignty would need
to be settled before the euro can compete internationally with the US dollar. In
this regard, the Kronberger Kreis proposes a series of measures aimed at the
further development of the architecture of the monetary union.

12
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2. In Brief: The Rules Governing the Supranational Euro

13. With the establishment of EMU, the independent, supranational ECB as-
sumed responsibility for the common currency, the euro. More precisely, it is
the Euro-system that determines the course of monetary policy in the mone-
tary union. The national central banks are represented on the ECB Governing
Council by their governors and presidents and participate in its decisions. In
fact, the ECB Executive Board, comprising the ECB President, the Vice-Pre-
sident and four other members, accounts for only a minority of the Council’s
membership. Furthermore, the national central banks also play a pivotal role
in implementing the policies adopted and analysing the effects of these poli-
cies. They contribute national expertise to the decision-making process.

14. According to the EU Treaties, the ECB’s primary objective is to maintain
price stability in the euro area. Without prejudice to the objective of price sta-
bility, the ECB is also to support the general economic policies in the EU in
order to contribute to the objectives of the Union. The ECB’s independence
is enshrined in the EU Treaties. This makes it formally the most independent
central bank, insofar as the pertinent provisions can be amended solely by
unanimous agreement among the Member States. In comparison, the legisla-
tion governing the US Federal Reserve can be amended by a simple majority
in Congress.' This was also the case with regard to the Deutsche Bundesbank
during the period in which the Deutsche Mark was in circulation.

15. The ECB itself determines how the objective of price stability is to be im-
plemented. As part of its strategy, it has defined its objective as stabilising the
rate of increase in the Harmonised Index of Consumer Prices (HICP) at 2 per-
cent over the medium term. Monetary policy serves to achieve this objective.
The central bank influences money market interest rates so that inflation sett-
les at around 2 percent over the medium term.

16. Because of the interactions between monetary and fiscal policy, the cen-
tral bank cannot by itself ensure price stability under all circumstances. This
requires public finances to be sustainable and national governments to ensure

1 Strictly speaking, a majority of 60 out of 100 votes is required in the US Senate to overcome a filibuster, a tactic
whereby a minority of senators can prevent the passage of legislation or a vote by prolonging debate.

13
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that they remain so without resorting to any form of monetary financing. Fiscal
rules were therefore introduced at the very beginning of the monetary union.
The Member States, which retained broad sovereignty over fiscal policy, were
expected to comply with these rules in order to limit the tendency towards go-
vernment deficits (Kronberger Kreis 2012, 2023). A no-bailout clause was also
introduced to reinforce national responsibility for fiscal policy. Over the years,
the fiscal rules were repeatedly amended, became more complex and were
ultimately weakened (Kronberger Kreis 2023).

17. In response to the recession triggered by the global financial crisis of
2008/09, interest rates were lowered to close to 0 percent and new moneta-
ry policy instruments were deployed. In particular, the quantity of central bank
money was expanded substantially by means of large-scale asset purchases
and longer-term as well as targeted liquidity operations with banks (Kronber-
ger Kreis 2016, 2021, 2022). This resulted in a quantitative easing of moneta-
ry policy beyond reductions in interest rates.

18. In response to the shortcomings in banking regulation and supervision
that were exposed prior to the financial crisis, European banking regulation
was strengthened through stricter capital and liquidity requirements, the ECB
was assigned responsibilities for micro- and macroprudential supervision, the
banking union was established, and a Single Resolution Mechanism and Sin-
gle Resolution Fund were created (Kronberger Kreis 2011, 2015).

19. European fiscal rules were initially strengthened and additional rules were
implemented. Following various rescue programmes, the European Stability
Mechanism (ESM) was established to oversee the management of fiscal cri-
ses and, when deemed necessary, to provide assistance, contingent upon the
fulfilment of specific criteria. In addition, new programmes for central bank
intervention in sovereign bond markets were introduced. During the finan-
cial crisis, the ECB launched the Securities Markets Programme (SMP). This
was followed in 2012 by the so-called Outright Monetary Transactions (OMT)
and, most recently, in 2022, ahead of the start of monetary policy tightening,
by the Transmission Protection Instrument (TPI). The latter stipulates that the
ECB will intervene in instances where specific conditions are met, with the
aim of curbing the escalation of risk premia on government bonds (Kronber-
ger Kreis 2022).

14
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3. Is Monetary Policy Sufficiently Focused on Price Stability?

20. The ECB has committed itself to reviewing its monetary policy strategy
regularly at five-year intervals. Most recently, a major review was conducted
in 2020/2021, resulting in several changes to the strategy.? In 2025, a more
narrowly focused review was carried out, which largely reaffirmed the 2021

strategy.
Inflation Developments to Date

21. Post-2020 developments have been marked by high inflation. At its peak,
the inflation rate, as measured by the Harmonised Index of Consumer Prices
(HICP), exceeded 10 percent. A comparison with inflation developments sin-
ce 1999 demonstrates the exceptional nature of the years from 2021 to 2023

(Figure 2).

Figure 2: Inflation Developments in the Euro Area since 1999
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Inflation target: HICP initially below 2 percent; from 2003, below but close to 2 percent;
from 2021, 2 percent over the medium term. The chart shows 2 percent.

Sources: Eurostat, ECB.

2 Ahead of the 2021 review, the Kronberger Kreis had already published a comprehensive study containing a series
of recommendations (see Kronberger Kreis 2021).
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22. It is instructive to compare consumer price inflation, which is subject to
particularly large fluctuations due to import and energy prices, with the GDP
deflator, which is the broadest measure of domestic inflation. It encompasses
the prices of all goods and services produced domestically, including capital
goods and the government sector, but excludes imports.

23. Three periods can be distinguished. Until the onset of the financial cri-
sis in 2007, the ECB was very successful in stabilising inflation close to 2 per-
cent, whether measured by consumer prices or by domestic inflation. Initially,
the ECB had set a target of below 2 percent (i.e. a range of 0 to 2 percent). In
its first strategy review in 2003, this was refined to below but close to 2 per-
cent. Inflation declined during the recession of 2008/09. Over the following
ten years, it averaged close to 1 percent. While domestic inflation gradually
rose to close to 2 percent by 2019, consumer price inflation fluctuated marke-
dly due to changes in import prices (Wieland 2021). The third phase commen-
ced with the rise of inflation in 2021.

Figure 3: Policy Interest Rate and Inflation in the Euro Area since 1999
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Inflation target: HICP initially below 2 percent; from 2003, below but close to 2 percent; from 2021, 2
percent over the medium term. The chart shows 2 percent. Policy rate: With the switch to full allotment,
the deposit facility rate replaced the main refinancing operations rate as the market-relevant policy rate.

Sources: Eurostat, ECB.
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The Taylor Principle

24. Figure 3 illustrates how the ECB’s interest rate policy has changed over
time. It shows the relevant policy rate at each point in time® together with
domestic inflation. In the years preceding the financial crisis, the ECB con-
sistently raised the policy rate swiftly whenever inflation threatened to rise
above 2 percent. Consequently, it was able to keep the inflation rate fairly clo-
se to 2 percent.

25. In the years following the financial crisis, when inflation was significantly
below the stipulated target, the ECB lowered the policy rate and kept it well
below the inflation rate. In doing so, the ECB Governing Council implemented
the so-called Taylor principle from 1999 to 2019. It sought to stabilise inflation
by adjusting the nominal policy rate by more than one-for-one in response to
deviations of inflation from its target. As a result, the real interest rate, i.e. the
nominal interest rate minus the inflation rate, was positive when inflation was
close to or above target and negative when inflation was below target. This
can readily be seen in the left-hand panel of Figure 4. Prior to the financial cri-
sis, the points are concentrated mainly in the upper-right quadrant. However,
following the recession and the subsequent period of low inflation, there was
a shift in concentration to the lower-left quadrant.

26. However, in 2021 and 2022 the ECB abruptly departed from this prin-
ciple. It allowed the real interest rate to fall as inflation rose.* Monetary po-
licy thus amplified inflation instead of restraining it. The low real interest
rate supported aggregate demand and thereby gave firms additional sco-
pe to pass higher costs on to customers through higher prices. The unu-
sual response of the ECB Governing Council in those years, compared
with that of earlier Governing Councils, is particularly evident in the right-
hand panel of Figure 4, where the trajectory extends far into the lower-right
quadrant. In fact, under its new strategy, the ECB had even announced
that it intended to keep interest rates negative for an extended period and

3 Following the switch to full allotment in central bank refinancing operations, the policy rate relevant for monetary
policy changed in 2008 from the ECB’s main refinancing operations rate to the deposit facility rate.

4 The ECB was not alone in pursuing this approach. Like the ECB, the US Federal Reserve also departed from the
Taylor principle. In this way, accommodative monetary policy amplified the inflationary surge (Tatar and Wieland
2024, Wieland 2024, Bordo, Cochrane and Taylor 2024).

17



Is the Euro Fit for the Future?

Figure 4: Real Interest Rate versus Inflation Gap
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Sources: Eurostat, ECB, Hegemann and Wieland (2025a).

would accept a temporary, moderate rise in inflation above the target rate:®

[...] the Governing Council today revised its forward guidance on interest
rates. It did so to underline our commitment to maintain a persistently ac-
commodative monetary policy stance to meet its inflation target.

In support of its symmetric two per cent inflation target and in line with its
monetary policy strategy, the Governing Council expects the key ECB in-
terest rates to remain at their present or lower levels until it sees inflation
reaching two per cent well ahead of the end of its projection horizon and
durably for the rest of the projection horizon, and it judges that realised pro-
gress in underlying inflation is sufficiently advanced to be consistent with

5 In a press interview, ECB President Christine Lagarde subsequently expressed regret at having placed so much
weight on this guidance in the ECB’s communication: “’But what | regret personally is to have felt bound by our
forward guidance,’ she adds, referring to the commitment the ECB had given not to start raising interest rates until
it had stopped buying billions of euros in mostly government debt, which it did slowly over the first six months of
2022. ‘I should have been bolder. (...) But what we should have learned is that we cannot just rely only on textbook
cases and pure models. We have to think with a broader horizon.”” Financial Times, October 27, 2023.
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inflation stabilising at two per cent over the medium term. This may also im-
ply a transitory period in which inflation is moderately above target.

27. From the perspective of the Star Trek series, the ECB Governing Coun-
cil followed the mission “To boldly go, where no man has gone before” and
explored a “space quadrant” it would have been better not to visit. In other
words, the central bank responded far too late, with its first interest rate in-
creases coming only in the summer of 2022. In 2023, it eventually raised the
policy rate rapidly to around 4 percent. Concurrently, the tightening of mone-
tary policy resulted in significant turbulence within the banking system in the
spring of 2023. By 2024, the ex post real interest rate was once again above
the inflation gap, as can be seen in the right-hand panel of Figure 4. Most re-
cently, however, the ex post real interest rate calculated in this way has tur-
ned slightly negative again, i.e., domestic inflation remains above the policy
rate of 2 percent.

28. The Taylor principle would have called for a different approach, with ear-
lier and possibly more gradual interest rate increases spread over a longer pe-
riod. This would have afforded the financial sector more time to adapt to the
elevated level of interest rates. So-called Taylor rules for policy rates, which
consider both the inflation gap and the output gap as indicators of the state of
the economy, have been shown to provide reliable real-time warning signals
indicating the need to tighten monetary policy as early as 2021.% Against this
backdrop, the recent interest rate increase in June 2026 was overdue, and
further rate increases are likely to be necessary.

29. In its study on the ECB’s 2021 strategy review, the Kronberger Kreis had
already recommended that the ECB pay greater attention to the Taylor prin-
ciple and use Taylor rules in communicating its strategy. Another reason for
this recommendation was the Federal Constitutional Court’s (2020) require-
ment of proportionality in the use of monetary policy instruments, since Tay-
lor rules imply a proportional monetary policy response to inflation develop-
ments. At the time, the Kronberger Kreis had also taken the rapid increase in

6 See, for example, Tatar and Wieland (2025) and Hegemann and Wieland (2025a).
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money growth observed in 2020 as grounds for warning of possible stagflati-
on.” This subsequently materialised, particularly in Germany.

30. Many economies, including the United States, experienced a similar de-
velopment in the aftermath of the global pandemic and the subsequent ener-
gy crisis that followed Russia’s invasion of Ukraine. However, the findings of
empirical studies suggest, that this development cannot be attributed solely
to Putin and his war, but that the prolonged expansionary monetary and fiscal
policies also made a significant contribution.®

31. The Kronberger Kreis therefore reiterates its recommendation that greater
weight should be given to price stability in the monetary policy strategy by pa-
ying closer attention to the Taylor principle, using Taylor rules in the communi-
cation of the monetary policy strategy, and taking signals from monetary and
credit developments more seriously.

7 Kronberger Kreis (2021), pp. 51-52: “However, developments in the wake of the coronavirus crisis point in a diffe-
rent direction. The growth rate of the money supply has risen sharply and has been around ten percent since the
second quarter of 2020, a level last reached just before the financial crisis (Figure 3). In contrast to the development
before the financial crisis, the increase in money growth this time is related in particular to a strong increase in pu-
blic sector credit. If this high money growth continues, it will give rise to risks of higher inflation or even stagflation
in the medium term.”

8 The analyses by Barro and Bianchi (2026), Giannone and Primiceri (2024), and Ascari et al. (2024), for example,
show that inflation was not triggered solely by Russia’s war against Ukraine and the ensuing energy crisis. Rather,
in these analyses, demand-side impulses, in particular monetary and fiscal policy as well as government financing,
play at least a similarly important role in the inflationary surge.
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4. Are the Institutions of the Monetary Union
Fit for the Future?

32. Monetary and fiscal policy are closely interrelated. In particular, the su-
stainability of public finances is an essential prerequisite for price stability,
with sustainability ensured through fiscal instruments rather than through any
form of monetary financing.

The Risk of Fiscally Driven Infiation

33. A number of channels have been identified though which fiscal policy
may drive inflation. One is the standard Keynesian mechanism: expansiona-
ry fiscal policy increases aggregate demand relative to the supply of goods
and services. This enables firms to increase prices, to enter into higher wage
agreements, and to pass these higher costs again on to their final customers.
Government borrowing creates demand for savings, requiring real interest ra-
tes to rise. The central bank must raise policy rates to bring them into line with
the higher real interest rate, and sufficiently above it to restrain aggregate de-
mand and stabilise inflation again.

34. ltis evident that there are further links between fiscal policy, monetary po-
licy and inflation because monetary policy has fiscal implications. The creati-
on of money by a central bank generates seigniorage revenue for the govern-
ment, inflation acts as a tax on monetary wealth, an (unexpected) increase
in the price level reduces the real, purchasing-power-adjusted value of debt,
and monetary policy affects government bond yields and spreads. Higher
debt can therefore lead to higher inflation, either because inflation expectati-
ons rise in anticipation of future monetary policy easing or because the resul-
ting increase in the price level itself reduces the real value of outstanding debt.

35. The fiscal implications of monetary policy measures are particular-
ly evident in changes in the central bank balance sheet. Quantitative easing
through purchases of government bonds and other securities led to substan-
tial holdings on the ECB’s balance sheet (see Figure 5). In doing so, the ECB
reduced the supply of government bonds in the market and increased the
amount of central bank money held in banks’ accounts. Through quantitati-
ve easing, it sought to induce portfolio shifts, raise securities prices and other
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asset prices, reduce risk premia and thereby increase aggregate demand and
the inflation rate.® The fiscal implications include lower yields on government
bonds. The decline in the ECB’s balance sheet to date has been driven prima-
rily by changes in the terms of longer-term refinancing operations and repay-
ments by banks (Figure 5).

Figure 5: Developments in the ECB Balance Sheet and Securities Holdings
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36. With programmes such as OMT and TPI, the ECB has also positioned it-
self to use targeted interventions to limit the yields on individual countries’
government bonds when they reach a level it considers inappropriate. On the

9 Quantitative easing in the form of balance-sheet expansion when policy rates are close to 0 percent is a sensible
approach when a deflationary development is expected (see Kronberger Kreis 2021). This strategy, implemented
during the financial crisis, had already been developed in research in light of developments in Japan in the late
1990s (see Orphanides and Wieland 2000). It should, however, be regarded as a crisis instrument. The balance
sheet should therefore be reduced swiftly after the exit from the low-interest-rate policy in order to restore room for
manoeuvre in possible future crises.
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one hand, the ECB has already had a limiting effect simply by announcing the-
se programmes. On the other hand, there is a risk that governments may re-
frain from politically unattractive consolidation measures and instead hope for
ECB intervention. This applies in particular to TPI, which, unlike the OMT pro-
gramme established in the midst of the euro crisis, is not tied to the consoli-
dation and reform conditions of an ESM stabilisation programme.

37. There are many historical examples of fiscally induced inflation (Bordo
and Levy 2021, Hegemann and Wieland 2026). In particular, budget deficits
have frequently led to persistent inflation when they were financed through
money creation and were not backed by future tax increases or government
spending cuts. High budget deficits, however, do not necessarily result in hig-
her inflation rates. Their effects depend on the independence and credibility
of monetary policy, the effectiveness of fiscal rules and the degree of econo-
mic slack. High and rising government debt nevertheless increases the risk
of fiscally induced inflation. The inflation expectations of participants in finan-
cial, goods or labour markets may be based on the expectation of a delayed
monetary policy response. Budget deficits and rising government debt can
therefore lead to inflation even if the central bank is independent and commit-
ted to price stability.

38. In this context, developments in deficits and government debt are a cau-
se for concern. On average, the fiscal position in the euro area still appears
to be manageable, when compared with that of the United States. For the
euro area, a budget deficit of just over 3 percent of GDP is expected in the
years up to 2029 (IMF 2026), while the figure for the United States is likely to
be around 7.5 percent of GDP. According to projections, the US government
debt-to-GDP ratio will quickly rise above its 2020 peak of 130 percent. In Fe-
bruary 2026, Philip Swagel, Director of the Congressional Budget Office, sta-
ted: “Our budget projections continue to indicate that the fiscal trajectory is
not sustainable.”’® This could cause a further rise in inflation, which could in
turn spill over to the euro area.

39. In addition, developments within the euro area are characterised by si-
gnificant heterogeneity, and upon closer inspection, entail significant medi-
um-term risks in many Member States (European Commission 2025). Among

10 Director’s Statement on the Budget and Economic Outlook for 2026 to 2036, https://www.cbo.gov/publicati-
on/62050.
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the major economies, the IMF projects the largest increases in the debt-to-
GDP ratio for France and Germany. In Italy, where the ratio is already consi-
derably higher, it is expected to remain at a persistently high level, while in
Spain it is projected to decline owing to a higher growth rate. To assess wh-
ether a higher debt-to-GDP ratio leads to greater fiscal consolidation, we di-
vide the countries into two groups: those with a debt ratio above 90 per-
cent and those with a ratio below 90 percent. It emerges that highly indebted
countries have, on average, not reduced their debt ratios since the euro so-
vereign debt crisis of 2011/12 (Figure 6). The average debt-to-GDP ratio
for the euro area declined after the financial and euro sovereign debt cri-
ses mainly because Member States with lower debt ratios, in particular Ger-
many and the Netherlands, consolidated their public finances, supported by
economic growth. Moreover, IMF projections indicate that the debt ratios of
both groups are likely to rise in the future. This applies not least to EU Mem-
ber States that do not use the euro and have so far had lower debt ratios.

Figure 6: Developments and Projections for Government Debt-to-GDP Ratios in the EU
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40. Debt dynamics could deteriorate significantly if real interest rates remain
positive, since they depend on the difference between the interest rate and
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economic growth. If nominal interest rates exceed nominal growth, an adver-
se snowball effect arises. In an environment of heightened uncertainty about
future economic growth and rising government interest expenditure, fiscal
trends can therefore deteriorate rapidly. Countries with high debt-to-GDP ra-
tios are particularly vulnerable if they are hit by adverse shocks, such as the
current energy crisis. Figure 7 shows that projections for interest expenditu-
re as a share of GDP point clearly upwards in the large Member States of the
monetary union.

Figure 7: Interest Expenditure in Selected Member States
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Free-Riding and the Dilemma of Fiscally Sound Member States

41. In the course of the most recent reform of the EU fiscal rules, uniform
numerical rules were replaced by country-specific expenditure paths based
on debt sustainability analyses. These depend heavily on assumptions about
growth and interest rates and therefore also on monetary policy. Furthermo-
re, there are incentives to employ overly optimistic assumptions. This under-
mines the credibility of the fiscal rules (see Kronberger Kreis 2023, Wieland
2024, Scientific Advisory Board at the Federal Ministry of Finance 2025).
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42. Rising debt-to-GDP ratios could increase risk premia on government
bonds. Moreover, the increase in Germany’s debt-to-GDP ratio is likely to rai-
se the general level of real interest rates in the euro area. Germany has been
regarded as the fiscal anchor of the monetary union for decades. During the
European sovereign debt crisis, it provided a safe haven and fiscal support
for the new stabilisation mechanism and the assistance programmes. Follo-
wing the European debt crisis, Germany’s reformed debt brake helped to re-
duce the debt-to-GDP ratio (e.g. Langer et al. 2025, Scientific Advisory Board
at the Federal Ministry of Finance 2025). Germany’s borrowing capacity and
that of other low-debt Member States, combined with possible fiscal trans-
fers to less fiscally sound states, as well as the expectation of possible ECB
interventions in future crises, are likely to have kept the yield spreads of high-
ly indebted Member States lower than would otherwise have been the case
(Altavilla et al. 2014, Falagiarda and Reitz 2015, Krishnamurthy et al. 2018).

43. Chien et al. (2025) conducted a study that sought to quantify the trans-
fers resulting from the expansion of national central bank balance sheets. The
increase in the Euro-system’s aggregate balance sheet is largely attributab-
le to the expansion of the balance sheets of the national central banks, which
carry out most of the bond purchases. These bond purchases are financed
predominantly through the issuance of bank reserves in the core countries,
while their central banks build up claims on the central banks of the periphe-
ral countries via the so-called TARGET2 system. This is part of a single mo-
netary policy. It means, however, that the Deutsche Bundesbank, for examp-
le, financed its balance-sheet expansion mainly through the issuance of bank
reserves, whereas the Banca d’ltalia did so through the issuance of TARGET2
liabilities.

44. According to Chien et al. (2025), exchanging marketable assets, such
as government bonds, for non-marketable assets, such as reserves or TAR-
GET2 claims, inevitably gives rise to transfers. Some market participants ob-
tain financing below market interest rates and thereby receive transfers, while
others incur costs above market rates. Chien et al. (2025) estimate that bet-
ween 2004 and 20283 this resulted in cross-border transfers from Germany to
other countries equivalent to 10.9 percent of its GDP, while Italy and Spain re-
ceived cross-border subsidies equivalent to 5.7 percent and 7.5 percent of
their GDP, respectively. These transfers, however, benefited taxpayers in tho-
se countries only in part, another part accrued to their banks.
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45. Member States that are financially stable find themselves confronted with
a strategic dilemma (Kronberger Kreis 2023). They safeguard the stability of
the monetary union and implicitly provide stabilising transfers through the
ECB’s balance sheet. As a result, more highly indebted Member States have
little or no incentive to consolidate their public finances. They may even seek
to loosen the EU fiscal rules. Ultimately, such an arrangement would mean
that fiscally sounder states either use their capacity to assume liabilities to
support additional common debt or accept an inflationary policy. The latter,
however, is inconsistent with the objectives of the monetary union and would
destroy trust in the euro. To make the monetary union fit for the future, it is
therefore urgently needed to close the gaps in the regulatory framework that
foster these adverse incentives and free-riding.

The Sovereign-Bank Nexus and the Risk of Financial Dominance

46. There is also a potential link between banking and financial stability, on
the one hand, and monetary and fiscal policy, on the other. Though conside-
rable progress has been made since the financial crisis with regard to banks’
capital ratios, particularly risk-weighted capital ratios. Moreover, despite tur-
moil in the banking system, the ECB managed to raise policy rates rapidly in
20283, whereas this tightening of monetary policy should have begun earlier.
A degree of fragility nevertheless remains, which may allow for persistent in-
centives to delay monetary policy tightening, refrain from curbing asset price
booms and take fiscal risks.

47. In particular, the sovereign-bank nexus persists. European banks invest
disproportionately in domestic government bonds. European governments,
in turn, tend to intervene with fiscal support when domestic banks come un-
der threat. The sovereign-bank nexus describes a self-reinforcing risk loop in
which banks hold large amounts of their own sovereign’s bonds, so that bank
failures place a burden on the government budget while, conversely, the con-
dition of public finances can endanger the stability of banks.

48. This nexus is reinforced by the regulatory privileges of government bonds
and constitutes a key stability risk in the euro area. This is evident, among
other things, from the fact that banks remain heavily exposed to their own so-
vereign through large holdings of government bonds or public-sector loans.
Figure 8 shows these exposures both in absolute terms and as a share of to-
tal assets. This gives rise to a risk of financial dominance, i.e., central banks
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face an incentive to postpone monetary policy tightening because it would
have adverse effects on the stability of an undercapitalised banking system

and could also trigger fiscal risks through the sovereign-bank nexus.

Figure 8: Continued High Bank Exposures to Their Own Sovereigns
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49. In view of the risks and adverse incentives discussed above, the archi-
tecture of the monetary union continues to exhibit significant gaps. In certain
domains, such as the efficacy of the fiscal rules and the ECB’s willingness to
intervene, it has moreover been further weakened in recent years. The ECB
is being pushed even more than before into the role of crisis manager, a role

it cannot fulfill.

Gaps in the Regulatory Framework and the Necessary Reform Agenda

50. The gaps in the regulatory framework can be illustrated by comparing the
status quo described in Section 2 with the proposals put forward by the Kron-
berger Kreis (2011, 2012) and by the German Council of Economic Experts
(Feld et al. 2016a, 2016b; German Council of Economic Experts 2013, 2014,
2015a, 2015b, 2019) to which members of the Kronberger Kreis contributed.
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Figure 9 illustrates the corresponding concept of a fully developed institutio-
nal framework for a monetary union of Member States retaining broad fiscal
sovereignty.

51. This concept for the architecture of the monetary union, a “Maastricht
2.0”, so to speak, combines the imperatives of crisis prevention and manage-
ment. It consists of three pillars, differentiated according to the degree to
which responsibility is assigned to the European level. The guiding princip-
le is to preserve the alignment of liability and control. The framework is inten-
ded to address two fundamental weaknesses that became apparent during
the financial and euro crises: insufficient economic and fiscal policy discipli-
ne, exacerbated by dysfunctional sanction mechanisms and inadequate fi-
nancial market regulation and supervision. Furthermore, there was no credib-
le crisis-response mechanism for banking and sovereign debt problems that
could contain moral hazard and ensure market discipline.

52. The proposed framework is intended to promote economic and fiscal po-
licy discipline, with a view to preventing excessive increases in public and pri-
vate debt and effectively reducing moral hazard in both the public and priva-
te sectors.

53. Although many of the reforms introduced after the European sovereign
debt crisis were broadly aligned with this approach, important gaps remain.
A credible sovereign restructuring mechanism would be needed to create
strong incentives for governments to pursue forward-looking policies aimed
at ensuring sustainable public finances and to enable an effective response in
the event of a crisis. Instead, the fiscal rules have recently been loosened con-
siderably. In addition, the institutional framework calls for the gradual removal
of the privileges of government bonds in banking regulation. This is still mis-
sing, and consequently the potentially crisis-inducing interdependence bet-
ween sovereigns and banks in the euro area persists.

54. The objective of this proposal is to relieve the ECB of its role as crisis ma-
nager. Instead, the ECB has further expanded this role, most recently through its
Transmission Protection Instrument (TPI) for government bond purchases. TPI
goes beyond the OMT programme established during the crisis because it re-
moves the requirement of a conditional ESM programme as a prerequisite for
large-scale ECB interventions in sovereign bond markets in support of individu-
al financially weak Member States.
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Figure 9: A Stable Institutional Framework: Maastricht 2.0
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55. By contrast, under the proposed institutional framework, national govern-
ments will continue to bear full responsibility for their respective budgets.
This ensures that private creditors bear the consequences of fiscal policy mi-
stakes. The ESM serves as a conditional fiscal backstop and provides targe-
ted support only with the consent of the other Member States and within the
framework of strict reform programmes. A debt restructuring regime with pre-
defined creditor participation reduces uncertainty in the event of financial cri-
ses and removes the market expectation that the ECB will intervene as a per-
manent crisis manager. These elements are intended to break the cycle of
moral hazard and restore market discipline, allowing the ECB to focus on its
core monetary policy mandate rather than on emergency interventions in cri-
sis situations.
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Address Moral Hazard or Advance Common Borrowing?

56. Cochrane, Garicano and Masuch (2025) present a comprehensive over-
view of the historical progression and institutional development of the euro.
Their study also concludes that the eurozone's institutional framework is in-
adequate to meet future challenges.They criticize the current course, arguing
that it is leading to a crisis. Similar to the Kronberger Kreis and the German
Council of Economic Experts in its earlier composition, they conclude that, in
a monetary union without a corresponding fiscal union, overindebted Member
States must be allowed to default, just as private companies can. If, by con-
trast, the central bank repeatedly intervenes to prevent sovereign default or
suppress bond yields, Member States lose the incentive to maintain fiscal dis-
cipline, inevitably leading to repeated interventions and recurring inflationary
pressures. The primary issue that therefore needs to be addressed is the so-
called moral hazard, i.e., the risk of misconduct. The incentives that give rise
to such misconduct need to be eliminated. Like the Kronberger Kreis, Cochra-
ne, Garicano and Masuch (2025) propose a series of reforms based on esta-
blishing a framework for orderly sovereign insolvency and debt restructuring.

57. Other proposals move in the opposite direction. Calls have once again
been made for the introduction of so-called Eurobonds. These would be com-
mon debt instruments that entail joint and several liability, or at least create
the impression that such guarantees exist for Member States’ debt. Blan-
chard and Ubide (2025), for example, propose replacing a substantial share
of national bonds with Eurobonds, amounting to at least 25 percent of na-
tional bond issuance. The aim of this exchange would be to create a deeper
and more liquid Eurobond market. According to Blanchard and Ubide (2025),
this would help Europe’s financial ecosystem compete with that of the Uni-
ted States. In their view, the central problem is the absence of a sufficient-
ly large market for European government bonds. Blanchard and Ubide (2025)
expect this approach to provide all Member States with more favourable fi-
nancing conditions. To this end, they regard a joint and several guarantee for
these so-called blue bonds as the ideal solution. If this were not feasible, they
advocate public backing through the direct allocation of a share of value-ad-
ded tax revenues.

58. However, there is reason to fear that common guarantees for the debt of

highly indebted Member States would raise rather than lower the yields of low-
debt Member States such as Germany and the Netherlands (see Hegemann
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and Wieland 2025a). Presently, merely three of the twenty euro-area Member
States, together accounting for approximately 21 percent of outstanding go-
vernment debt, have an AAA rating indicative of safe-asset status. If Euro-
bonds weaken incentives for fiscal discipline in these countries, it becomes
questionable whether Eurobonds could in fact be regarded as safe assets.
Proposals for Eurobonds disregard problems of moral hazard and asymmetric
information, as well as the resulting adverse incentives that are central to mo-
dern financial economics and political economy. In contrast, proposals such
as those advanced by the Kronberger Kreis, the German Council of Econo-
mic Experts in its earlier composition, and Cochrane, Garicano and Masuch
(2025) address these challenges directly.
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5. Will the Euro Soon Play a Greater International Role?

59. The aforementioned advantage that US government financing may enjoy
as a result of the deep and liquid market for US Treasury securities is closely
linked to the role of the US dollar as an international reserve currency. Inter-
national demand for US Treasury securities leads foreign investors to accu-
mulate increasing amounts of claims denominated in US dollars. This allows
the United States to finance a larger current account deficit on a sustained ba-
sis. At the same time, it enables the US government to benefit from lower fi-
nancing costs. This phenomenon is also referred to as the “exorbitant privile-
ge” arising from the role of the US dollar as an international reserve currency.

Government Financing and Reserve Currency Status

60. Jiang et al. (2026) estimate that the loss of this “exorbitant privilege”
would be equivalent to an increase of just under 90 basis points in US bor-
rowing costs. They put the present value of this advantage at USD 33 trillion.
Another empirical study by Gomez-Cram et al. (2026), co-authored by one of
the authors of Jiang et al. (2026), concludes that the United States has alrea-
dy exhausted this privilege. According to their portfolio calculations, market
participants have no longer regarded US Treasury securities as safe since the
increase in government debt associated with efforts to mitigate the effects of
the COVID-19 pandemic. They reach this conclusion because, according to
their calculations, US Treasury securities are no longer favourably priced re-
lative to AAA-rated corporate bonds or foreign government bonds, particular-
ly German Bunds.

61. Alongside the disruptions in the international trade and financial systems
caused by the tariff war initiated by the Trump administration, observers
and ECB representatives have identified opportunities for the euro to play a
greater international role. In a widely noted blog post in June 2025, ECB Pre-
sident Christine Lagarde stated:

,We are witnessing a profound shift in the global order (...). But the shift
under way also offers opportunities for Europe to take greater control of
its own destiny and for the euro to gain global prominence. At present, the
euro is the world’s second most-used currency, accounting for 20 percent
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of global foreign exchange reserves, compared with 58 percent for the US
dollar. Increasing the euro’s global status would bring tangible benefits: lo-
wer borrowing costs, reduced exposure to currency fluctuations and insu-
lation from sanctions and coercive measures.”

62. When it was introduced, the euro essentially inherited the international
reach of the Deutsche Mark. The ECB retained the Deutsche Bundesbank’s
neutral stance towards the international role of its currency and did not ac-
tively promote it. At the beginning of the euro era, its first President, Willem
Duisenberg, stated that it was best to leave its (international) development to
market forces (Duisenberg 1999). Several years ago, however, a shift towards
more active promotion of the euro’s international role took place. The Euro-
pean Commission had advocated such a policy, and ECB representatives ad-
opted the same position. The 2019 report on the international role of the euro
(ECB 2019) already marked a change in the ECB’s stance towards actively
promoting the euro’s international role.

63. In this context, it is important to examine whether the euro has made pro-
gress, whether the importance of the US dollar has declined, and what impli-
cations this has for the key questions concerning whether the euro is fit for
the future: namely, whether priority should be given to creating deep mar-
kets through common bonds or to eliminating adverse incentives and mo-
ral hazard.

64. Figure 10 shows the development of international reserve currencies sin-
ce 1928. After the First World War, the British pound began to lose impor-
tance. Following the Second World War, the US dollar increasingly assumed
the role of the leading international reserve currency. This creates structural
demand for US-dollar-denominated securities in international financial mar-
kets. Since the late 1950s, around 60 to 70 percent of international reser-
ves have been held in US dollars. The dollar is frequently held in the form of
US Treasury securities. After declining to 50 percent in the 1980s, the dollar’s
share recovered and stabilised between 60 and 70 percent. Most recently, it
stood at 58 percent.

65. Between the mid-1970s and the end of the 1990s, the Deutsche Mark
had a certain degree of regional importance as a reserve currency, accoun-
ting for a share of between 10 and 20 percent. The French franc, the Bri-
tish pound and the Japanese yen had considerably smaller shares. With the
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introduction of the euro, the European single currency inherited the impor-
tance of its predecessor currencies as international reserve currencies. In the
2000s, its share exceeded 25 percent, but subsequently fell to 20 percent and
has remained at that level ever since.

Figure 10: The US Dollar Dominates as an International Reserve Currency
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66. The international importance of a currency depends, not least, on the
perceived fiscal stability of the issuing country. Weak public finances under-
mine confidence and limit a currency’s potential as a reserve currency. This
is a key reason why, over the past year, many observers have come to belie-
ve that the US dollar could lose some of its international appeal. The Trump
administration’s aggressive tariff policy, talk of “taxing” foreign holders of US
Treasury securities under a so-called Mar-a-Lago Accord, President Trump’s
repeated attacks on the Federal Reserve and its independence, and, not
least, the prospect of a rapidly rising government debt-to-GDP ratio have rai-
sed doubts in financial markets. In particular, following the “Liberation Day”
tariff announcements on 1 April 2025, the US dollar experienced capital out-
flows. In the meantime, however, the US dollar has once again proved to be a
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safe haven, most recently during the US-Israeli war against Iran and the resul-
ting energy price shock in the spring of 2026.

67. Doubts about US fiscal policy, however, do not automatically imply a
greater international role for the euro or, as a consequence, more favourable
financing conditions for the Member States of the monetary union. The rela-
tionship between a currency’s international importance as a reserve currency
and perceived fiscal stability has already had an adverse effect on the euro’s
international role in the past (Hegemann and Wieland 2025b). As the credit-
worthiness of several euro-area Member States deteriorated during the Euro-
pean sovereign debt crisis from 2010 to 2014, the euro’s share of global reser-
ves declined almost simultaneously (see Figure 11). The creditworthiness of
euro-area governments is weaker today than it was before the euro crisis, and
the euro’s share as a reserve currency remains relatively low. In any event, it
has so far failed to regain the share of international reserves it held in the se-
cond half of the 2000s.

Figure 11: The Euro’s Importance as a Reserve Currency Declined During the Sovereign
Debt Crisis
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68. Another factor affecting the attractiveness of US dollar reserves is the uti-
lisation of financial sanctions by the United States and its allies. This contri-
butes to a certain degree of fragmentation, for example through parallel pa-
yment systems and reserve holdings in non-traditional currencies and gold.
Since the EU often imposes similar or even more far-reaching sanctions than
the United States, the attractiveness of the euro is likely to be affected as well.
Interestingly, however, the Chinese yuan has not benefited significantly from
this as a reserve currency. Its role remains very limited. Given the substanti-
al restrictions on capital movements, this is not surprising. Instead, countries
have, in particular, increased their gold reserves. By now, if gold is included
as a reserve asset, it is the second most important reserve asset, well ahead
of the euro (see Figure 12).

Figure 12: The Importance of Gold as a Reserve Asset Has Increased
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69. Furthermore, there are a number of other factors and instruments that
must be considered when assessing the international role of the US dollar.
Figure 13 compares the importance of the US dollar, the euro and the yuan
across a range of other instruments.

70. The US dollar accounts for 60 percent of foreign exchange reserves, yet
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more than 60 percent of international debt instruments are denominated in US
dollars, as are more than 50 percent of international loans. In addition, almost
half of international payments via SWIFT and nearly 90 percent of over-the-
counter foreign exchange transactions are conducted in US dollars. The US
dollar also plays an even more important role in the world of cryptocurrencies
that have emerged in recent years. It accounts for almost 100 percent of so-
called stablecoins. These are privately issued cryptocurrencies whose value
is fixed to a national central bank currency. Until now, these stablecoins have
primarily served as on- and off-ramps to the world of cryptocurrencies. This
encompasses a wide range of private, largely speculative and more or less
money-like instruments based on blockchain technology.!

Figure 13: Importance of the US Dollar, the Euro and the Chinese Yuan
across Different Instruments
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*As each transaction in the foreign exchange market involves two currencies, the shares of turnover add
up to 200 percent. The data on foreign exchange reserves refer to the end of 2024, the data on interna-
tional debt to the fourth quarter of 2024, the data on international loans and deposits to the first quarter
of 2025, the data on OTC foreign exchange turnover to 2022, and the data on stablecoins by market ca-
pitalisation to September 2025.

Source: IMF, ECB, BIS, SWIFT, Defillama and authors’ calculations.

11 This technology is now used in a wide range of applications. It is a decentralised, tamper-resistant database. Data
are stored in chronological blocks that are cryptographically linked to one another. Since all network participants
maintain the same copy of the ledger, no central authority, such as a bank, is required.
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71. Given these diverse international roles of the US dollar, significant net-
work effects are likely to help ensure that the US dollar will not lose its consi-
derable international importance any time soon.

Stablecoins, the Digital Euro and Eurobonds:
Implications for Government Financing

72. The Trump administration’s recent initiative concerning the international
role of the dollar is the so-called “Guiding and Establishing National Innova-
tion for U.S. Stablecoins” (GENIUS) Act of summer 2025. The White House
uses exuberant language, describing it as a “historic piece of legislation” that
would enable the United States to lead the global digital currency revolution
to make the United States the “crypto capital of the world”. The GENIUS Act,
it argues, will “secure the US dollar’s status as the global reserve currency.
By boosting demand for US Treasury securities, stablecoins will play a cru-
cial role in ensuring the continued global dominance of the US dollar as the
world’s reserve currency” (US Congress 2025).

73. Regardless of whether one considers this assessment appropriate, this
does not sound like an administration intent on relinquishing the dominant
international role of the US dollar. In fact, the approach taken by President
Trump and his administration has some parallels with that of the Nixon admi-
nistration. On the one hand, President Nixon ended the central role of the US
dollar in the Bretton Woods system, which he regarded as too costly for the
United States, and repeatedly exerted strong pressure on the Federal Reser-
ve to keep interest rates low. On the other hand, he pursued initiatives that
strengthened and expanded the international role of the US dollar in offshore
markets, for example through the petrodollar agreements.

74. The Trump administration’s stablecoin initiative has drawn strong criti-
cism from certain observers because of concerns that private stablecoins
pose risks to the stability of the financial system, among other reasons be-
cause issuers may not make adequate provision for crises of confidence. The
corresponding MiCA regulation in the EU is considerably more cautious in its
approach (Hegemann and Wieland 2025b).

75. In contrast to the approach of the US Federal Reserve, the ECB advoca-

tes the issuance of a central bank digital euro. It regards the digital euro as
one of several elements of its strategy to give the euro a more prominent role.
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Accordingly, it has developed a plan to issue digital euros for consumers and
businesses. In doing so, it aims at strengthening the sovereignty of the mo-
netary union and the role of the euro in transactions. The process has alrea-
dy advanced to the point where the EU is expected to establish the neces-
sary legal framework in 2026, allowing the digital euro to be issued in 2029.

76. Indeed, the euro has long existed in digital form. Banks in Europe hold di-
gital central bank money in the form of deposits with the central banking sy-
stem. These amount to EUR 2,640 billion. Cash, by contrast, accounts for
only one quarter of central bank money. Households and businesses hold pri-
vate digital euros created within the banking system, including in the form of
current account balances and savings deposits. These amount to just over
EUR 15,600 billion (M3 excluding currency in circulation). Banks benefit from
their large-scale role in creating money denominated in the official currency.
Customer deposits are a comparatively inexpensive source of funding. So
far, banks have successfully resisted competition from the digital euro, which
would give all citizens access to central bank deposits.

77. According to the ECB’s plans and the Commission’s proposed regulati-
on, the digital euro is to be issued by qualified entities, primarily credit institu-
tions. To avoid adverse effects on the liquidity and profitability of the banking
system as a result of large deposit outflows from banks, the ECB’s plans envi-
sage restrictions both on the range of users and on the amounts that may be
held in individual accounts. Accordingly, holdings in an account are expected
to be capped at around EUR 3,000, and the digital euro would not bear inte-
rest. The digital wallet would be linked to a bank account. A “waterfall mecha-
nism” would ensure that any amount of a payment exceeding this limit is co-
vered through conventional accounts held with intermediaries.

78. The prospect of a central bank digital currency for the general public has
been questioned from several quarters (see, for example, Waller 2021, House
of Lords Economic Affairs Committee 2022). In this context, central bank digi-
tal currency has repeatedly been described as a “solution in search of a pro-
blem”. The United States therefore has no plans to introduce one and has
explicitly ruled it out. By contrast, the design envisaged for the European Mo-
netary Union, with substantial restrictions intended to protect the structure of
the financial system, runs the risk of making the digital euro so unattractive
that it may attract little demand or use (see Broemel, Meyer-Gohde and Wie-
land 2023). If a project that has been pursued and promoted for so long were
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to fail, this could entail some reputational damage for the ECB. From a fiscal
perspective, however, it can be noted positively that the digital euro at least
constitutes a safeguard against a potential loss of seigniorage that could re-
sult if users migrated to private digital currencies. This concern was already
raised in 2019, when Facebook announced plans for its own digital curren-
cy, Libra. That initiative ultimately appears to have failed as a result of regu-
latory obstacles.

79. In their proposal to exchange government bonds on a large scale for
jointly guaranteed Eurobonds, Blanchard and Ubide (2025) have now put for-
ward an alternative approach intended to strengthen the euro’s international
role and reduce financing costs for the Member States of the monetary uni-
on. Proponents frequently invoke the experience of the United States after the
War of Independence. In 1790, Alexander Hamilton successfully advocated
consolidating the war debts of the individual states into federal bonds. The
aim was to reduce the financing costs of the jointly fought war of indepen-
dence towards the levels prevailing on British government bonds.

80. However, Lustig (2026has demonstrated, drawing upon the research of
Payne et al. (2025), that the goal of such low financing costs was not attained
until the 1880s. In the intervening period, the financial crisis of 1837 ultimate-
ly led to defaults on debts that individual states had accumulated to finance
infrastructure programmes. Crucially, the federal government did not bail out
the states. As a result, they accepted binding debt rules and limits on their fis-
cal sovereignty. Like Cochrane, Garicano and Masuch (2025) and the Kron-
berger Kreis (2012, 2016, 2021, 2022, 2023), Lustig (2026) therefore argues
that the European Monetary Union must first address adverse incentives and
moral hazard and should refrain from joint liability for Eurobonds.

81. There has been no significant further progress since the euro’s initial pha-
se in key areas that shape its international role. These include the euro’s role
as a global reserve currency, as an internationally used means of payment,
as a currency for trade invoicing, as a currency for international bonds and
loans, and with regard to cross-border bank deposits and claims. Overall, the-
se developments suggest that a major decline of the US dollar as the inter-
nationally dominant currency is highly unlikely in the near future. Furthermo-
re, the hypothesis that there is a trend towards a multipolar currency system
is questionable.
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82. The euro’s role is primarily regional. Previous efforts to strengthen its in-
ternational role have met with little success. Future policy should be guided
by a realistic assessment. The euro has gained importance in neighbouring
countries, and this regional influence can be preserved and expanded through
deeper trade and integration. Policymakers must, however, take into account
the costs and risks of promoting the euro as a global reserve currency, inclu-
ding volatility, adverse network effects, credibility risks in the event of failure
and geopolitical retaliation.

83. Calls for Eurobonds and joint liability should be ignored. Instead, the fo-
cus should be on fiscal consolidation in highly indebted Member States and
the implementation of market-oriented structural reforms. Strengthening trade
and economic growth and removing regulatory barriers are essential. The Eu-
ropean Monetary Union is still (relatively) young, and it will take some time be-
fore it reaches the maturity of the dollar. Reforms to make the European Mo-
netary Union fit for the future should strengthen and preserve the alignment
of liability and control.
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6. Conclusion: Reforms to Make the Euro Fit for the Future

84. From its assessment of the state of the European Monetary Union follo-
wing the high-inflation period from 2021 to 2023, the Kronberger Kreis derives
the following recommendations for ECB policy and for reforms of the institu-
tional framework:

1. The overarching principle that should govern monetary and fiscal po-
licy, government financing, and the regulation of the financial system
should be that liability, decision-making and control must always re-
side at the same level.

2. In the field of monetary policy, the responsibility for decision-making
lies with the ECB, and in particular with the ECB Governing Council,
which has the necessary instruments at its disposal. Greater weight
should be given to price stability in the monetary policy strategy by
paying closer attention again to the Taylor principle, using Taylor ru-
les in the communication of the monetary policy strategy and ta-
king signals from monetary and credit developments more seriously.
Quantitative easing through balance-sheet expansion should be re-
garded as a measure to be employed in crisis situations, such as the
threat of deflation when interest rates are close to 0 percent. Thereaf-
ter, the balance sheet should again be reduced swiftly.

3. Conversely, asset purchases aimed at reducing the financing costs
of individual Member States should be avoided. However, the ECB
can only be relieved of its role as sovereign debt crisis manager if ma-
jor gaps in the regulatory framework are closed through reforms and
other instruments for crisis management. If this does not happen, key
adverse incentives for fiscal policy and the resulting fragility of the
monetary union in times of crisis will persist.

4. The fundamental issue to be addressed concerns the existence of si-
gnificant adverse incentives (moral hazard) that lead to free-riding in
the areas of government debt and banking supervision. This makes
the monetary union vulnerable to crises.
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10.

The fiscal rules that members of the monetary union are required
to follow have been loosened too far. In particular, they have failed
to ensure that large Member States reduce their debt-to-GDP ratios
again following crises that have caused those ratios to rise. The fis-
cal rules should therefore be strengthened to ensure an effective mi-
nimum reduction in debt-to-GDP ratios.

A credible sovereign restructuring mechanism is necessary to create
strong incentives for governments to pursue forward-looking policies
aimed at ensuring sustainable public finances and to respond effec-
tively in the event of a crisis.

Furthermore, the regulatory privileges of government bonds within
the framework of banking regulation should be progressively elimina-
ted. This would break the potentially crisis-inducing interdependence
between sovereigns and banks in the euro area. It would also create
the conditions necessary for a common deposit insurance scheme.

Previous efforts to strengthen the euro’s international role have met
with little success. Future policy should be guided by a realistic per-
spective. The euro has gained importance in neighbouring countries,
and this regional influence can be preserved and expanded through
deeper trade and integration. Policymakers must, however, take into
account the costs and risks of promoting the euro as a global reserve
currency, including volatility, adverse network effects, credibility risks
in the event of failure and geopolitical retaliation.

There is a link between a currency’s international importance as a
reserve currency and the perceived fiscal stability. In this context,
strengthening the fiscal rules and ensuring the alignment of liability
and control within the monetary union are important prerequisites for
strengthening the euro’s international role. This, in turn, would have a
favourable effect on Member States’ financing costs.

Calls for Eurobonds and joint liability should be ignored. Instead, the
focus should be on fiscal consolidation in highly indebted Member
States and the implementation of market-oriented structural reforms.
Strengthening trade and economic growth and reducing regulatory
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impediments, is imperative. The European Monetary Union is still
comparatively young, and it will take some time before it reaches the
maturity of the dollar.
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