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Introduction

We live in a world shuddered by multiple and profound crises. From the global
financial crisis and the Eurocrisis that followed, to the pandemic, Russia’s invasion
in Ukraine, the consequent energy and inflation crises, the continuously evolving
climate crisis, and the brewing tension among the world’s major powers, the last
few years have been marked by political and economic instability, leading many to
talk about a new era in the world’s history. New concepts have emerged to describe
this era. ‘Permacrisis’ is one of these concepts. For Collins English Dictionary,
permacrisis was the word of the year 2022. It refers to ‘an extended period of insta-
bility and insecurity, especially one resulting from a series of catastrophic events’.
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This is different from the traditional conception of crisis derived from the Greek
word kpion (judgement), which denotes ‘a moment of opportunity’ (Turnbull,
2022), i.e. when an event shakes the status quo forcing us to consider new options
for action. The traditional notion of crisis then is characterized by temporality; on
the contrary, permacrisis implies that ‘crisis-as-context ceases to be a crisis ... and
becomes a fundamental feature of the system’ (Henig & Knight, 2023:3). In other
words, we are now living in a ‘new normal’, which is more volatile and unpredict-
able than the past (Zuleeg et al., 2021).

Tooze’s (2022) definition of ‘polycrisis’ also implies a new context, in which
‘the whole is even more overwhelming than the sum of the parts’. Implicit in these
concepts is the idea that the world is now different; globalization and technological
progress have created an interconnected and interdependent world, where separate,
peripheral crises interact and reinforce each other. These interdependent shocks are
likely to occur with higher frequency, because of recent structural changes which
seem to represent a break with the recent past. In international economics and poli-
tics, we witness the rise of a multipolar world and, along with it, a multiplication
and intensification in the conflicts of interest and tensions over international issues.
One of these issues is the climate crisis, which has also been accelerating continu-
ously crashing through new thresholds towards a tipping point with unpredictable
implications. Technology’s impact on our lives has also increased dramatically, par-
ticularly since the COVID-19 pandemic, creating new challenges for the economy
and the labour market in particular.

While this new turbulent era is best conceptualized at the global level, its impli-
cations are manifested at the regional and local levels, and more often than not, they
materialize in different ways, given the variation of socio-economic contexts and
institutional legacies across the globe. In this context, in this volume we focus on
how permacrisis has been experienced and dealt with in Europe and in Latin
America. To do so we propose to employ the analytical lens of comparative region-
alism, a perspective that examines and compares regional processes and organiza-
tions in all the regions of the world from an equal foot in terms of methods and
theories, i.e. trying to avoid ‘Eurocentrism’ in the studies of regionalism and
regional organizations (Katzenstein, 1996; Fawcett, 2004; Shaw et al., 2012;
Acharya, 2012; Solingen, 2014; Borzel & Risse, 2016).

Permacrisis in Europe and Latin America

The examination of Europe and Latin America has theoretical interest because they
represent two very different types of processes of regional integration and establish-
ment of regional organizations. The most striking difference is the centrality of the
European Union (EU) in Europe, against a plurality of regional organizations in
Latin America, which has expanded even further particularly since the 1990s
(Bianculli, 2016). A comparative analysis helps us identify the strengths but also the
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potential weaknesses of regionalism to deal with the challenges of the per-
macrisis era.

Europe, where talk of a polycrisis in public discourse first appeared (Junker,
2016), has perhaps suffered more than any other region from repeated shocks. In
addition to global crises like the pandemic and the climate crisis, the EU has also
had to deal with shocks of a distinctly regional nature (e.g. Brexit and the 2015-2016
Mediterranean refugee and migration crisis) or with shocks whose impact was felt
much more intensely in Europe (e.g. the global financial crisis and the subsequent
Eurocrisis or the Russian invasion in Ukraine and the ensuing energy and inflation
crises). Academic literature has already started to investigate the implications of this
new reality for EU’s integration dynamics (Zeitlin et al., 2019; Jones et al., 2021;
Ferrara & Kriesi, 2022; Anghel & Jones, 2023). Despite Jean Monnet’s oft repeated
dictum that European integration will progress through crises, the evidence shows
that integration deepening is not inevitable after a crisis, and even when it occurs, it
is often incomplete and ambiguous (Jones et al., 2016, 2021). On the contrary, it is
widely acknowledged that the recent crises have posed a significant challenge for
the EU, as they test the Union’s institutional and policy limits and strengthen the
politicization of the integration process, already on the rise after the Maastricht
Treaty (Hooghe & Marks, 2009; Zeitlin et al., 2019). On the positive side, the expe-
rience from multiple crises may lead to institutional and policy learning, as demon-
strated by the comparison of EU’s different responses to the Eurocrisis and the
pandemic (Wolff & Ladi, 2020). Having said that, different crises have different
characteristics and raise different coordination and policy challenges. It is not sur-
prising, therefore, that EU’s successful reaction to the pandemic was not replicated
in the case of the war in Ukraine and the ensuing energy crisis, demonstrating the
need for more comparative analysis of crisis responses (Anghel & Jones, 2023).

The concept of ‘permacrisis’ applies perfectly to Latin America as well. For four
decades, the continent has faced successive crises, most of them originating from
macroeconomic imbalances. Although the effects of the global financial crisis were
less severe than those of the crises in advanced economies, the region was not
immune to the pandemic and the effects of the war in Europe. In Latin America the
impact of the pandemic has been in fact particularly hard: despite having 8.4% of
the world’s population, it had 26.7% of deaths by COVID-19, and extreme poverty
increased from 27.8% of the population in 2014 to 32.1% in 2022 (CEPAL, 2023).
In some of the countries of the region, the decrease in the quality of life of the
middle classes and the increase in inequalities opened space for extreme political
proposals, putting democracy at risk. The persisting political polarization within
and among countries has hindered the consolidation of a solid consensus on the
revival of regionalism, despite the change of regime in Brazil from former President
Bolsonaro to a third mandate of President Lula and the latter’s intention to foster
Latin America integration (Ribeiro Hoffmann, 2023).

Our focus is on finance and its connections to growth and democracy. This choice
is deliberate and lies at the heart of the Jean Monnet Network ‘Crisis-Equity-
Democracy for Europe and Latin America’, which funded the research conducted
for the book. Scholars involved in this research network have argued that finance
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plays a crucial role for economic growth and stability but can also become a desta-
bilizing factor, as the global financial crisis and subsequent episodes of financial
turbulence have aptly demonstrated (De Souza Guilherme et al., 2021). The most
recent episode occured in the USA, in March 2023, when three of the four largest
banking failures in US history occurred, marked by the fastest run on deposits ever
recorded; its resolution required a major intervention by the Federal Reserve and
government authorities to prevent a financial meltdown (Beams, 2023). We have
also argued that the political spillover from the global financial crisis and its han-
dling catalysed a resurgence of populist and nationalist rhetoric and politics, which
(reinforced by subsequent crises) has driven democratic deterioration across the
globe to a tipping point (Freedom House, 2023).

Objectives and Structure of the Book

From a comparative regionalism perspective, this book has three main objectives:
First, to critically analyse and evaluate the response of regional organizations and
governments in the EU and Latin America to the crises that have shook these regions
in recent years. This analysis takes place at two levels: one political and one eco-
nomic. On the politics front, the first part of the book examines the challenges to
democracy stemming from the recent crises, employing a regional perspective.
More specifically, the chapters on Latin America, while acknowledging that demo-
cratic crises are not something new in the region, identify new challenges to democ-
racy and examine their impact on regional and interregional relations. In this
context, in the first chapter, Monica Herz and Andrea Ribeiro Hoffmann examine
the rise of far-right regimes in the region focusing on Bolsonaro’s government in
Brazil. Their analysis shows that Bolsonaro’s government contributed to the decay
of democracy in Brazil, led to disengagement with the multilateral system, and
undermined regionalism in Latin America while weakening relations between the
EU and LAC.

José Bricefo-Ruiz, in his chapter, stresses the fact that democratic crises have
occurred with high frequency for several decades in Latin America. However, he,
too, highlights the novel features of recent democratic crises in the region. He shows
that democratic crises are now less likely to come from traditional military coups
d’état than political strategies of democratically elected governments, such as polar-
ization, undermining of the opposition, impeachments and more generally lawfare
tactics, and non-traditional military interventions. The continued challenges to
democracy and the ensuing political instability undermine the ability of Latin
American countries to address the new challenges of permacrisis, like climate
change, immigration, and shifts in the international economic and political order.
The author focuses on the role of regional institutions and in particular that of the
Organization of American States (OAS) in helping to address the democratic crises
that Latin American countries have experienced since the 1990s. He argues that
despite some initial successes, gradually the effectiveness of the organization in
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handling such crises has declined, making the coordinated response of the region to
the challenges of permacrisis more difficult.

Finally, Tiziano Breda focuses on another recent trend, inspired by El Salvador’s
president Nayib Bukele, and his hard-line policies on criminality. The success of
Bukele’s approach in reducing crime exercises an increasing appeal for many other
politicians in the region that seek to emulate it. The problem is that the policies
adopted by Bukele, while successful, often violate human rights, depend on the
concentration of power in the hands of the executive, and ‘are nurturing a growing
movement of punitive populism’. While Breda’s analysis shows that this policy
paradigm has remained mostly rhetorical until now in other countries, it could have
along-term impact on actual policies in the region, eroding the quality of democracy.

The chapters discussing Europe are somewhat more optimistic, despite the chal-
lenges facing the EU, not least the rise of populist, Eurosceptic, and far-right parties
in recent years. Bettina Guilherme examines comparatively the handling of the
Eurozone debt crisis and the pandemic, from a legitimacy point of view, focusing in
particular on the role of the European Parliament (EP). In contrast to the Eurozone
crisis, when intergovernmentalism dominated negotiations, during the pandemic,
the EU reverted to its traditional ‘community method’ of legislation. The latter
includes an active role for the European Parliament, which, during the pandemic,
was able to contribute substantially to the design of the Recovery and Resilience
Facility (RRF), EU’s flagship fiscal initiative to combat the pandemic and its eco-
nomic and social consequences. Moreover, the EP was able to promote transparency
and the rule of law in the governance arrangements agreed. While far from perfect,
the EU’s response to the pandemic crisis endorsed solidarity as a guiding principle,
improving thereby its legitimacy vis-a-vis the European citizens.

The next chapter by Dimitris Katsikas picks up where Guilherme’s chapter left
off by examining in more detail the popular legitimacy of the EU during the per-
macrisis era. The author seeks to assess the impact of permacrisis as ‘an extended
period of stress and insecurity, on European citizens’ support towards European
integration’. To do so, Katsikas employs Easton’s (1975) concept of diffuse support
and uses Eurobarometer data to examine the impact of consecutive crises on it over
the last 15 years. Moreover, given that different crises have led to different rifts
within the EU, he separates the data into three groups of countries: (a) southern
Europe, (b) eastern Europe, and (c) northern/western Europe. The findings show
that overall, public support for the EU has increased during this period, despite the
significant decline observed during the Eurozone crisis, across all groups of coun-
tries. Therefore, the democratic legitimacy of the EU appears strengthened.
However, the data also reveal potential problems; the share of people who do not
trust the EU or are dissatisfied with the way democracy works in the EU has risen
over time, while there is evident variation in the responses among the three geo-
graphical groups during different crisis episodes. Overall, therefore, despite the
positive results, there are signs of heightened politicization of the EU and therefore
support for the idea of an intensifying constraining dissensus, which could prove an
obstacle to further integration initiatives.
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On the economics front, the second part, focusing on the EU, examines fiscal
and financial stability and resilience. These aspects are considered crucial, given the
significant problems of the European banking system and the limitations of the
Union’s fiscal capacity, both significant factors for the deterioration from the global
financial crisis to a full-blown Eurocrisis in the previous decade. More specifically,
the chapter by George Andreou examines the EU’s fiscal reply to the pandemic, the
NextGenerationEU programme and its main component, the RRF, already men-
tioned above, and their uneasy co-existence with the more standard arsenal of the
EU’s fiscal tools and particularly the so-called cohesion policy. Andreou shows how
the NextGenerationEU and the RRF are part of an EU tradition of resorting to the
establishment of new ad hoc, off-EU budget tools in response to external shocks.
While these tools proved crucial for economic and social resilience during the pan-
demic, their co-existence with EU’s cohesion framework, with which they share, to
a certain degree, similar objectives and priorities, poses numerous challenges in
terms of fragmentation and duplication of proposed investments, implementation
arrangements, funds, and levels of governance. Moreover, their shorter implementa-
tion period and lighter bureaucratic burden may even impact adversely the timeline
of implementation of the ‘normal’ cohesion policy programmes.

Similar concerns over the effectiveness of policy interventions, this time in the
area of finance, are expressed by Mikael Mikipdi, David Howarth, and Scott James.
In their chapter they focus on the reforms that were promoted in the aftermath of the
global financial crisis (GFC), to address the too-big-to-fail (TBTF) problem in the
banking sector, which led to public bailouts, contributing thus to the deterioration of
public finances and the Eurozone crisis that followed. The authors engage in a com-
parative examination of several European countries (the UK, France, Germany, the
Netherlands), the EU level, and the USA, across a range of regulations including
capital requirements, liquidity and resolution rules, and structural reforms. While
acknowledging that many changes were made, the authors argue that with the
exception of structural reforms (i.e. reforms relating to the organizational set-up of
banks, particularly with respect to investment and non-investment activities and the
ring-fencing of the latter) in the USA and the UK, the reforms promoted cannot
effectively tackle the TBTF problem. Structural reform proposals in the EU were
not implemented, while many of the other regulations outlined in the Basel III pack-
age were watered-down when transposed into EU law. The authors argue that this is
due to national authorities’ concerns over competitiveness and the lending ability of
their domestic banking sectors. As a result, the systemic threat posed by the TBTF
problem remains unresolved.

The final chapter in this part, by Dimitris Katsikas, examines in more detail one
of the areas discussed by Mékipdi et al. In particular, the chapter focuses on one of
the most important innovations of the Banking Union, EU’s flagship reform, the
adoption of the bail-in principle in the resolution of failing banks. The bail-in prin-
ciple was introduced to eliminate publicly funded bailouts, break the link between
banks and sovereigns, and instil discipline in financial market participants. Katsikas
examines the implementation of the bail-in principle, in two major banking crises,
in Cyprus and Italy. The analysis of the way the bail-in principle was implemented
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in these crises shows the significant political economy constraints at play. In both
cases, bail-in requirements were not fully implemented, and even in cases where
some burden sharing did take place, certain investor categories were compensated.
Even in the case of Cyprus, where an extensive bail-in was implemented, this was
limited to certain categories of investors and banks. In both cases, public bailouts
were not averted. What is more, it is shown that these political economy constraints
have been largely internalized in the new regulatory framework, which allows mul-
tiple resolution options, involves many actors, and allows local authorities substan-
tial leeway.

In the third part, focusing on Latin America, given the region’s past record and
future development challenges, we examine the interaction between politics,
finance, and economic growth. The chapter by Maria Antonieta Del Tedesco Lins
serves as an introduction to the region’s turbulent recent economic and political his-
tory. Del Tedesco Lins focuses on the experiences of the three largest economies in
the region, Argentina, Brazil, and Mexico, during the past 15 years, demonstrating
how they are trapped in a state of economic stagnation, from which they seem
unable to escape. This situation is the result of structural deficiencies in the econ-
omy, but it also reproduces socioeconomic inequalities in a vicious cycle, which
seems to get worse, given recurrent external shocks, such as the pandemic. The
author argues that beyond economic fundamentals, we also need to look at political
factors and, in particular, the interaction between political instability and the under-
lying economic dynamics. The joint discussion of economic and political develop-
ments shows that political turmoil impacts adversely the economy and obstructs the
effective handling of external shocks. The latter remain unresolved, gradually feed-
ing into economic and institutional structural weaknesses reproducing and sustain-
ing a permanent state of stagnation.

Given the importance of trade for economic growth in Latin America, the chapter
by Julieta Zelicovich focuses on the impact of permacrisis on the governance of
trade relations with the EU. She shows how the challenges of permacrisis, like cli-
mate change and the need for sustainable development, have driven changes in uni-
lateral, regional, and interregional trade rules. In this context, Zelicovich identifies
three new key mechanisms that have been shaping interregional trade governance in
recent years: the modernization of existing free trade agreements and conclusion of
pending negotiations, the establishment of a new type of trade-related cooperation
sectoral agreements, and unilateral reforms. These mechanisms do not show the
same dynamics, and they carry different political economic implications. In particu-
lar, the weak regional coordination in Latin America and the vulnerable state of
many economies in the region, Zelicovich argues, have allowed the push for extra-
territorial application of unilateral reforms and the pursuit of bilateral over interre-
gional or sub-regional agreements, by the EU, rendering the interregional trade
relations increasingly asymmetrical.

The chapter by Giselle Datz focuses on another chronic problem of the Latin
American region: sovereign debt crises. Datz shows that starting from the Brady
plan, which was catalytic for the resolution of the debt crisis of the 1980s, the adop-
tion of ad hoc, market-based solutions to the problem of sovereign defaults in Latin



8 D. Katsikas et al.

America, and elsewhere, has failed to provide the necessary systemic institutional
solution and has, indeed, created more coordination problems between public and
private actors involved in the process of debt restructuring. Therefore, even when
such crisis episodes have been successfully handled, the broader problem remains,
and new episodes plagued by dysfunctional restructuring negotiations always
emerge. In this sense, as the author concludes ‘the past thus remains an insufficient
prologue to a future where sovereign debt restructurings are a predictable part of
permacrisis’.

The second objective of the book is to contribute to a better understanding of the
promised benefits and risks of digital currencies and fintech, more generally, for
economic growth, financial stability, and inclusion. The standard of information and
transparency in these markets is very asymmetric across different levels (local,
regional, global) and actors involved (individuals, companies, private financial insti-
tutions, central banks, and regulators), with both economic and political conse-
quences. In this sense, digital currencies and fintech can be seen as a way to address
some of the issues that have led to crises in the recent past but could also be a new
source of crises themselves. In the fourth part of the book, several chapters engage
with this cutting-edge problematique, from both theoretical and policy perspectives,
with some of the chapters discussing regional aspects.

In the first chapter of this part, Christian Ghymers discusses the potential benefits
of one of the most promising innovations in digital finance, the introduction of cen-
tral bank digital currencies (CBDCs). For Ghymers, CBDCs offer significant ben-
efits, such as ‘significantly faster, safer, cheaper payments than cash or bank
accounts, particularly for cross-border payments’. Moreover, they are expected to
reduce bank profitability and make monetary policy more efficient. But the most
important contribution of CBDCs for Ghymers is their potential as a ‘game changer’
of the international monetary system. Through their technological features, which
can eliminate the difference between domestic and cross-border transactions, the
creation of a safe, cheap, multilateral system of payments can become a reality.
Ghymers does not stop there and proposes to go one step further. Taking full advan-
tage of their technological potential, the adoption of CBDCs could lead to the cre-
ation of a global safe asset, an e-SDR, to be issued by the IMF, which would become
the international lender of last resort. This would allow the management of global
liquidity multilaterally, ensuring global stability and rectifying the asymmetric
dollar-based and crisis-prone international monetary system.

In the next chapter, Stephan Schulmeister deals with the darkest aspects of digi-
tal finance, examining the rise and features of cryptocurrencies and, more specifi-
cally, the bitcoin. Schulmeister does not engage in a technical analysis of bitcoin but
rather tries to examine its emergence as part of the great transformation of capital-
ism that has been taking place since the 1970s into financial capitalism. Bitcoin and
other cryptocurrencies, which have no intrinsic value and are not connected to other
currencies or valuable commodities (like stablecoins), thus lacking price limits dic-
tated by fundamentals, rely on psychological and speculative drivers and as a result
display very high volatility. After reviewing the literature, Schulmeister argues that
most bitcoin transactions are related to trading and speculation, have little impact on
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the real economy, and are being used to fund illegal activities. As such bitcoin and
other cryptocurrencies constitute for Schulmeister the ‘incarnation of finance capi-
talism’, taking the process of financialization to the extreme, deepening the separa-
tion of finance and the real economy, and through their pronounced volatility and
speculative drive continuously sustaining financial instability as a constituent fea-
ture of permacrisis.

The next chapter by Maria Antonieta Del Tedesco Lins and Andrea Ribeiro
Hoffmann returns to the CBDCs. Their aim is to examine the potential economic,
social, political, and international repercussions of CBDCs, by focusing on the case
of a particular country: Brazil. In recent years Brazil launched a highly successful
instant payments system called Pix and plans to launch a central bank digital cur-
rency, Drex, in 2024. The authors argue that there are significant potential benefits
domestically, in terms of costs and inclusiveness, provided however that a robust
regulatory framework, which ensures transparency and privacy protection, is cre-
ated. While Brazil seems to be moving fast domestically, it has been less active at
the international level, particularly vis-a-vis other countries and organizations in the
region. Given the significant opportunities and challenges that lay ahead for the
international monetary system, as a result of both the increased geopolitical and
geoeconomic rivalries among great powers, particularly between the USA and
China, and the ongoing digitalization process, there is a need for more international
cooperation on the future of digital monetary relations. For the authors, Brazil
should exploit this opportunity by engaging more actively with other countries and
international organizations in the region and also with the EU.

The next two chapters by Anastasia Kotovskaia and Panagiotis Barkas echo the
argument of Del Tedesco Lins and Ribeiro Hoffmann about a balanced approach
between market innovation and regulation, this time for fintech. Both chapters dem-
onstrate how through the use of technological and financial innovation, and data
science, fintech companies have emerged as a dynamic force in modern finance,
delivering new products and services. Beyond the obvious benefits of increased
consumer choice, which translates into cheaper and faster services, fintech holds the
promise of financial inclusion for populations previously excluded from the tradi-
tional banking system, particularly in developing countries. Kotovskaia in particular
argues that fintech can narrow the gender aspect of financial inclusion, as women
often face higher barriers to accessing financial services. Moreover, discussing
Latin American countries, Kotovskaia believes that the region has the potential to
become one of the biggest fintech markets in the future, a development which could
substantially improve financial inclusion in the region. All these benefits notwith-
standing, the author calls for caution, as she analyses several risks associated with
fintech, particularly those relating to vulnerabilities in data management and protec-
tion, cybersecurity, and operational resilience. Barkas engages with the same topic,
but he focuses more on consumer protection and the risks that arise from market
failures and psychological and cognitive factors that affect consumers’ financial
decisions. To do so he relies on the use of concepts and tools from microeconomics
and behavioural economics, which describe, and offer suggestions to address, the
aforementioned challenges. Also, the author stresses the importance of synergies in
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promoting responsible and effective regulation, both within borders, through the
collaboration of governments, companies, the academic community, and civil soci-
ety but also internationally between national regulators and international regulatory
organizations, as the enhanced financial interconnectedness and interdependency,
which brings the world of fintech, entail more contagion and consumer-related risks
of a transboundary nature.

The third objective of the book is to promote the mutual understanding about the
challenges of permacrisis in Europe and Latin America and advocate for their coop-
eration at the multilateral and bi-regional levels. This objective is particularly
important for our Jean Monnet Network and very topical, given the EU CELAC
Summit 2023 that took place on the 17th and 18th of July, in the context of which
our network participated in the fifth Academic Summit of the Permanent Academic
Forum LAC-UE at the University of Alcald, 68 July 2023. The past experience and
future prospects of both multilateral and interregional EU-CELAC cooperation for
tackling the permacrisis challenge are reviewed in the fifth and final part of the book.

More specifically, the first two chapters put forward innovative proposals for
addressing, at the multilateral level, some of the key challenges of permacrisis.
Christian Ghymers kicks off this part with an ambitious proposal for reforming the
international financial and monetary system, which he deems necessary to secure
the funding that is needed for de-carbonization. Ghymers describes the huge
amounts required over the next several decades for de-carbonization investments
and the related transition costs and shows how current financing levels are wholly
inadequate to cover these expenses. It is not simply a matter of political will and
political economy considerations; the author argues that the way the financial and
international monetary systems operate imposes structural constraints on the inter-
national community’s ability to mobilize and disperse geographically, as needed,
the necessary funds. Accordingly, Ghymers proposes a financial international pub-
lic intervention to complement current taxes on CO, emissions. This will provide
positive incentives (‘bonus’) for new de-carbonization investments, thereby reduc-
ing their high ex ante uncertainty and making them viable. Ghymers also proposes
a safe asset at the multilateral level and the corresponding upgrading of IMF into a
global lender of last resort, an initiative which, if combined with the transition to
new CBDCs, could lead to the creation of an e-SDR, as outlined also in a previous
chapter by the author.

Stephan Schulmeister also puts forward a novel -but simple to implement- reform
of the global financial system. Schulmeister argues, in line with the discussion of
permacrisis in this introductory chapter, that the transformation of the global finan-
cial system during the last several decades has contributed to the constant sense of
uncertainty and the recursive episodes of financial instability, which are constituent
features of permacrisis. In contrast to the still dominant efficient market hypothesis,
Schulmeister shows that the modern financial system follows a series of ‘bull’ and
‘bear’ swings, which increase volatility, dampen the real economy, and prevent the
uninhibited funding necessary for the green transition. According to Schulmeister,
this model of operation is due to the dominance of algorithmic trading and technical
analysis, at the expense of the proper analysis of fundamentals. To remedy this
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problem, the author advocates replacing the current continuous trading model with
electronic auctions that will take place at specific intervals during the day, e.g. every
3 h; this would slow down asset trading and reduce volatility, as it would eliminate
short-term profit-seeking through the exploitation of high-frequency price data and
would force traders and investors to consider more seriously market and asset fun-
damentals in their decisions.

The need for multilateral and interregional cooperation is the focus of the next
chapter by Nicola Bilotta. Bilotta discusses the new emerging reality in the interna-
tional monetary system which he argues is characterized by three developments:
economic dislocations, geopolitical tensions, and digitalization. These develop-
ments could lead to international monetary fragmentation if different economic
blocs establish parallel, non-complementary systems. According to the author,
CBDC:s offer an opportunity to overcome such challenges, if countries cooperate to
establish interoperable institutional arrangements. While cooperation needs to be
promoted multilaterally, Bilotta also argues in favour of increased cooperation
between the EU and LAC in the framework of the EU-LAC Digital Alliance, as they
share a common interest in shaping the new digital global financial and monetary
architecture according to their own principles, while strengthening their autonomy
vis-a-vis the USA and China. According to the author, this should be seen as a stra-
tegic move, which would enable the participating regions and countries not only to
improve and facilitate interregional transactions but also to influence, through their
combined market weight and the ability to withhold access to their network of
CBDCs, the shaping of global rules and standards.

The final chapter of this volume, co-authored by Andrea C. Bianculli, Laia
Brossa, and Jacint Jordana, reviews six decades of interregional relations between
the EU and Latin America. More specifically, the authors examine the evolution of
these relations since the 1960s, through the analysis of the policy instruments used
to organize these relations. In doing so, they introduce a novel database which cata-
logues and categorizes the policy instruments used during this period. This database
constitutes a distinct and valuable original contribution of the Jean Monnet Network
‘Crisis-Equity-Democracy in Europe and Latin America’. In their analysis,
Bianculli, Brossa, and Jordana show that agreements, particularly those relating to
trade, have been the most frequently used policy instrument. It is worth noting that
agreements tend to be bilateral, throughout the period under examination. On the
other hand, interregional agreements, which have been sought by the EU since the
1990s, never really took off. The clearest example of the challenges they face, due
to their deeper agendas and the involvement of numerous actors with different inter-
ests, is the agreement between the EU and Mercosur that has been negotiated for
more than 20 years. The authors note that shocks such as the Eurozone crisis have
affected the EU’s ability and appetite for funding. Moreover, in the context of an
increasingly intense global competition, the idea that certain Latin American coun-
tries should be ‘graduated’ and not benefit from developmental aid or preferential
treatment arrangements has also shaped preferences in the EU. On the other hand,
in today’s increasingly multipolar world, characterized by great power rivalries and
the decline of multilateralism, the EU aims to strengthen and rebuild relations with
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Latin America, as demonstrated by the recent EU-CELAC Summit and the provi-
sion of €45 billion for investment through the Global Gateway platform, mostly on
renewable energy and digital services. Clearly, developments in the international
order open up new opportunities for cooperation between the two regions, as dis-
cussed by several chapters in the volume.

Finance, Growth, and Democracy in the Era of Permacrisis

The era of permacrisis poses tremendous challenges for all regions and countries in
the world. Some of these challenges require immediate response, as was the case
during the pandemic, while others demand a continuous effort to address problems
and build resilience, as is the case with the climate crisis. In this book we invited
several authors, with different backgrounds, to examine some of these challenges
from an interdisciplinary and comparative perspective with a focus on Europe and
Latin America. As outlined in the previous section, some of the chapters engaged
with the way different shocks were handled by governments and regional organiza-
tions, while others emphasized the conditions which produce the shocks. All of
them provide valuable insights into the challenges we face, and most of them offer
suggestions on how to address them more effectively.

Without attempting to provide a full analysis of the findings and suggestions of
the book’s 20 chapters, we engage here in a brief discussion of the evidence pro-
vided, to draw some common interpretive threads. One such thread is the impor-
tance of highlighting the structural shifts and transformations that have led to the
various shocks examined in the book. Finance, in line with our Jean Monnet
Network’s rationale, has emerged as an area which is crucial in this respect. The
transformation of finance over the last few decades, through processes such as glo-
balization, securitization, financialization, and, more recently, digitalization, has not
only changed the nature of the global financial system but of capitalism itself. As
was shown by different chapters in this book, this transformation has significant and
broad repercussions in the context of permacrisis.

Thus, for example, the chapters by Schulmeister demonstrate how innovations
like cryptocurrencies and algorithmic trading increase volatility and risk, rendering
thus the system crisis prone. At the same time, other structural shifts impede the
resolution of crises once they erupt. Datz, in her discussion of the market-based
solutions, promoted to deal with sovereign debt crises, Mikipéai et al. in their analy-
sis of the TBTF problem and Katsikas in his review of the implementation of the
bail-in principle, highlight and analyse the political economy constraints, which are
endogenous in the way financial capitalism has evolved and which inhibit both the
conclusive resolution of crises but also more ambitious regulatory reforms to avert
similar crises in the future. As a result, crises often remain unresolved or are par-
tially resolved, without addressing their underlying structural causes, a practice
which in effect sets the ground for the next crisis episode.
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Another, equally important side effect, highlighted by Ghymers, is the fact that
in the way the international financial system operates, it is impossible to find the
resources necessary to fund the green transition and to combat the climate crisis
timely. It seems, therefore, that the structural transformations that have shaped
financial capitalism have created strong endogenous constraints to our ability to
deal effectively with the challenges of permacrisis, which can only be removed with
an ambitious paradigm-shifting reform of modern-day capitalism itself.

On the other hand, this does not mean that until such a systemic change is accom-
plished, governments or regional organizations are helpless in the face of crises. The
chapters by Guilherme and Andreou show that the EU’s reaction to the pandemic
was much better than that of the Eurozone crisis. Fast reflexes in an array of policy
areas gave EU member states the necessary leeway to deal with the challenges
raised by COVID-19, and an ambitious fiscal intervention with the Recovery and
Resilience Facility provided the necessary resources to deal with its economic and
social consequences. As a result, as Katsikas demonstrates, popular support and
therefore the democratic legitimacy of the EU are now higher compared to the pre-
GFC period. Of course, this does not mean that all is well with the EU; in the same
chapters, Guilherme mentions some of the old political economy rivalries between
member states that emerged once again during the pandemic; Andreou warns about
the governance and implementation consequences of overlapping ad hoc arrange-
ments with permanent institutional mechanisms, while Katsikas notes the rising
share of citizens who are dissatisfied with the way the EU operates and the latter’s
increased politicization, which is bound to make crisis handling even more chal-
lenging in the future, as dissatisfied citizens increasingly turn to populist,
Eurosceptic, and even far-right parties.

In Latin America, things seem to be even more difficult, given the absence of
both a significant governance centre at the regional level and the burden of a long
legacy of democratic and economic crises. Indeed, the chapter by Bricefio-Ruiz
demonstrates this mutually reinforcing vulnerability, between unstable national
democracies and weak regional organizations, which are unable to intervene effec-
tively to resolve them. What is more, these crises are increasingly characterized by
new features, as Bricefio-Ruiz demonstrates in his categorization of undemocratic
political strategies. Even more worrisome is the rise of far-right ideology in the
region as documented by Herz and Ribeiro Hoffmann. Focusing on the case of
Brazil, the authors show that illiberal regimes not only affect domestic democratic
and human rights but also shape external relations as well, undermining both
regional and interregional cooperation, which makes it even harder to address the
common challenges of permacrisis. In this context, certain states’ efforts to deal
with a crisis on their own can actually lead to further deterioration of democratic
standards, as Breda demonstrates with Bukele’s policy paradigm. The failure to
cooperate regionally has also negative economic consequences. As Zelicovich
shows in her chapter on the governance of interregional trade between Latin America
and the EU, the former’s lack of effective regional cooperation has allowed the EU
to effectively dictate the terms of trade governance.
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The comparative analysis of the two regions clearly demonstrates the existence
of a strong tradition of regional cooperation and existence of regional institutions in
both cases. However, while in Europe, the EU has become the leading institution
and provided states with the ability both to manage more effectively recurring crises
(through a process of institutional learning) and to shape the rules of multilateral
and interregional governance to their advantage, in Latin America, a plurality of
organizations has been created, with different memberships and mandates as well as
relevance for their member states’ foreign policies. The current status of what is
practically a paralysis of most organizations, mainly in South America, with the
possible exception of CELAC, shows how regionalism in Latin America has become
a hostage of political polarization and has failed to become a stable platform for
engagement and deepening of cooperation, even during acute crises that impacted
all countries, such as the pandemic. Democratic crises in leading countries in the
region, such as Venezuela under the governments of Chavez and Maduro or Brazil
under the government of Bolsonaro, have contributed to this paralysis and the weak-
ening of regional organizations, including Mercosur.

When assessing the potential of the EU and Latin American regional organiza-
tions to handle specific issues addressed in the book, such as digital and fintech
challenges, it is clear that they have limited experience and capacity to foster coop-
eration in the case of Latin America. Lins and Ribeiro Hoffmann show how even in
cases where countries are very proactive, such as Brazil, initiatives have been mainly
limited at the domestic level and have not fostered common regional approaches. In
the EU, on the other hand, there are legislative and policy initiatives undertaken at
the regional level, primary among them the preparation for the launching of a digital
euro in the near future. Moreover, as Barkas and Kotovskaia discuss, there are regu-
latory arrangements designed to facilitate the expansion of fintech in the EU but also
to buttress consumer protection, including the privacy of data. Still, there is a long
way to go yet, as technological innovations and artificial intelligence, foremost
among them, set new challenges to regulatory authorities daily.

Finally, several chapters have discussed the significance of multilateral coopera-
tion for systemic changes at the global level, such as Ghymer’s proposals for de-
carbonization investment incentives and the introduction of a digital SDR,
Schulmeister’s proposal for replacing algorithmic trading with electronic auctions,
or Datz’s proposal for a multilateral sovereign debt restructuring mechanism, and
cooperation at the interregional level, as argued, among others, by Bilotta and by
Bianculli et al. From the point of view of the Jean Monnet Network that funded and
guided this research, we believe that promoting interregional cooperation between
the EU and Latin America, mainly via interregional initiatives such as the
EU-CELAC Partnership, but also bilaterally, with states such as Brazil—as long as
such arrangements are not unduly asymmetrical in terms of their content—is key for
promoting stability and growth in the context of permacrisis. Relations among the
EU and Latin America have been based on common values regarding democracy
and human rights, and these are preconditions for cooperation regarding inclusive
growth and finance and the promotion of equity in the long term.
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Introduction

The crises of democracy and of multilateralism are crucial phenomena to under-
stand international relations, as well as relations between the Latin America and the
Caribbean (LAC) and the European Union (EU) at this point of history. Diamond
(2021) argues that while between 1974 and 2005 many states became democratic,
since 2006, a democratization ‘recession’ erupted, with declining numbers of demo-
cratic transitions and multiple occurrences of democratic decay such as Brazil,
Nicaragua, Venezuela, Hungary, Poland, Turkey, and Russia. Democratic decline
has also reached the core of Western democracies with Donald Trump’s election and
the growing foothold of far-right parties and leaders in many European countries
such as Italy and the Netherlands. Backsliding of democracy or de-democratization
processes suggests that the mainstreaming and normalization of the far right are an
international historical process as both contagion and mutual support take place
(Mudde, 2019; Krzyzanowski et al., 2023).

De-democratizing agents have acquired some common features despite national
and local specificities. The drive to destroy institutions that represent collective
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debate, negotiations, and decision-making processes may start at the national level
but has clear and dangerous international implications as it unfolds in the interna-
tional arena. As far-right leaders progressively moved from the margins of political
life to positions of power in several countries, it becomes crucial to fully understand
their positions and actions in relation to the multilateral system, as well as their
interconnected strategies. In their concrete actions on the diplomatic level, far-right
leaders seem to have a convergence of action centred on three main axes, going
beyond national particularities: unashamed advocacy for a conservative, authoritar-
ian, and traditional worldview; denialism of science; and destructive posture towards
multilateral institutions geared towards inclusion. They have been trying to influ-
ence and steer the international agenda, sometimes undermining norms and institu-
tions, such as with the denial of climate change and the health crisis during the
COVID pandemic, sometimes advancing a conservative agenda such as in the case
of sexual and reproductive rights, evidenced with the creation of the Geneva
Consensus in 2020 (Drumond & Rebelo, 2023). The Agenda 2030 is accused by
some of these leaders of being an instrument to weaken sovereignty and establish a
new world order for the benefit of collectivism and tyranny (Vox, 2022); the very
concept of universal human rights collides with a political project that exalts a ret-
rospective nationalistic utopia based on traditional values (Dip, 2023).

The rise of the far-right and authoritarian movements and leaders is a central
process in the era of ‘permacrisis’ that we discuss in this edited volume. The Jean
Monnet Network ‘Crisis-Equity-Democracy’ has explored the relations between
economic and financial crises and democracy over the last 6 years from an interdis-
ciplinary perspective. The literature on democratic crisis and the rise of the far-right
have raised several possible drivers of these processes, such as the impact of neolib-
eralism and the 2008 financial crisis on material economic inequalities and on indi-
vidual and collective subjectivities. Wendy Brown opens the door to an understanding
of the despise for institutions, laws, and norms that are portraited as limiting the
liberty of the individual. She has engaged in the debate on the topic connecting the
discussions on authoritarian worldviews, neoliberalism, and traditionalism. Brown
investigates the interaction between neoliberal formulations of freedom and resent-
ment, and she argues that the association of nationalism with a version of liberalism
focusing on the defence of sovereignty and on anti-statism allows us to refer to
‘authoritarian freedom’ (Brown, 2019). This neoliberal worldview, based on
Friedrich Hayek’s writings and widely implemented worldwide since the Reagan-
Thatcher governments in the early 1980s, attempts to demolish the collective fabric
of societies and bases the new social order on markets and morality. Neoliberalism
defends the dystopia of an inegalitarian order in which individuals and families
would be politically pacified by markets and morals and subtended by an autono-
mous and authoritarian but de-politized state (Brown, 2019, p. 17). Traditional val-
ues are thus presented as an essential supplement to free markets, and the capacity
of tradition to produce social harmony, conformity, and integration is stressed.
Inclusion, civil rights, constitutionalism, social justice, and resource distribution by
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state policies are under attack by potent social groups that have clung to a concept
of liberty based on the expansion of market rationality to all spheres of life and that
is striped of the political valences that attach it to popular sovereignty (Brown,
2019, p. 13).!

The global spread of the economic theories of Hayek and the so-called Austrian
school of economics have been propagated internationally for decades through a
dense and sophisticated network of research institutes and think tanks, the origins
of which date back to the creation of the Mont Pelerin Society in 1947 (Mirowski
& Plehwe, 2015) and of which today Atlas Network represents the most visible and
influential face. In this context, political acts are seen as a threat to liberty. Liberty
is seen to thrive not only when the logic of markets prevails but also within the
private family sphere, where traditional values are preserved. The concept of lib-
erty put forward here pertains to freedom to compete and treats the result of this
competition, whether it be inequality or pain, as natural and functional to
social order.

In the discourses of far-right leaders such as Donald Trump, Jair Bolsonaro, and
Javier Milei, state-administrated social policy, planning, and social justice contrast
with this world of liberty. Other leaders use the state and social policies to ensure
popular support, such as Viktor Orban; the relation between authoritarian leaders
and neoliberalism varies in different countries and regions. In Latin America, the
Chilean military dictatorship of Gen. Pinochet (1973—-1990) is a historical exem-
plar case of authoritarianism and neoliberalism, followed by Bolsonaro and Milei.
The choice of the red pill (liberty) in the movie Matrix became an icon of the far-
right’s cultural online world. Liberty is sought against the ‘cathedral’, or the liberal
intellectual elites, who share a common cosmopolitan, ‘globalist’” world vision
opposed to the traditional values. In line with this logic, far-right and authoritarian
actors resolve the permanent tension between order and justice in favour of repres-
sion. Law and order themes are expressions of this preference. Security is priori-
tized over other core values, and police forces and armed forces are treated as
privileged social groups as they are supposed to guarantee order and use violence
in a legitimate way.

This chapter discusses the crises of democracy and multilateralism and its effects
on EU-LAC relations, focusing on the case of Brazil under the government of
Bolsonaro. The next session contextualizes Bolsonaro’s government and foreign
policy in the Latin American far-right, and the third session analyses the effects of
his foreign policy on EU-LAC relations. The final remarks briefly discuss the
changes of Brazilian foreign policy after one year of Lula da Silva’s third mandate
and the possible effects on EU-LAC in the near future.

!'For further discussion on Brown’s work, see Herz and Summa, forthcoming.
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The Rise of the Far Right in Latin America and Bolsonaro’s
Government

Sanahuja and Burian (2020) argue that the far-right in Latin America share some
common characteristics, one of them being a particular interpretation of national-
ism, since xenophobia is not a central issue for the far right in this region, as is the
case in Europe. In Latin America the ‘other’ is associated with everything that chal-
lenges the national, which is in its turn understood as a homogenized concept, so
issues such as the recognition of social diversity or plurinationality are perceived as
a threat to the nation. ‘Rather than the combination of xenophobia and nationalism,
it seems more appropriate to think of a combination of nationalism and sovereignty,
as arejection of various foreign things’ (p. 18, our translation). Despite the common
characteristics, Latin America is also plural, including the relation between far right
and populism, given the historical experience with left-wing populism in the region
(Mudde & Kaltwasser, 2012; Kaltwasser & Van Hauwaert, 2020). The recent rise of
the populist far right in Latin America is summarized by Zanotti et al. (2023, p. 3):

Things started to change in 2017. In Chile, the former Independent Democratic Union
(UDI) congressman José Antonio Kast left the party to run for president as an independent.
With a discourse not unlike the PRR’s [Radical Right Parties], he surprisingly obtained
almost eight percent (8%) of the vote share in the presidential election. In 2021, Kast was
the most-voted candidate in the first round, with nearly 28 percent of the vote, being
defeated in the second round, but obtaining 44 percent of the vote. In Brazil in 2018, Jair
Bolsonaro, a former army captain with a similar discourse, became the first PRR president
in the region. Bolsonaro won the presidency by obtaining more than 46 percent of the vote
in the first round and around 55 percent in the second round.

Even if part of a global trend, Bolsonaro’s government must be understood in the
context of domestic particularities derived from the Brazilian political system, polit-
ical culture, and society, as well as his leadership. Bolsonaro was elected on an
anti-rights platform, marked by hate speech againstindigenous peoples, LGBTQIA+,
blacks, and women; cleansing the nation from these alleged corrupting influences
has been put forward as a mission. Bolsonaro adopted an ideological foreign policy
that must be understood in the context of a transnational far-right trend that acquires
unique features in Brazil (Herz, 2022). Bolsonaro’s foreign policy has played an
important role in his government, unlike other experiences in Brazilian history,
where foreign policy was a marginal part of the domestic political debate. Almeida
(2021) argues that Bolsonaro’s foreign policy was the most formidable and bizarre
rupture in diplomatic standards and foreign policy in the country’s national history.
He called the phenomenon ‘bolsolavismo diplomacy’ due to the influence of Olavo
de Carvalho, a Brazilian right-wing thinker who lived in the United States and who
assumed the role of Bolsonaro’s ‘guru’. Still according to Almeida, the rupture
caused by the ‘bolsolavismo diplomacy’ included the abandonment of multilateral-
ism, which is associated with ‘globalism’, a concept linked to Marxism, and the
threat of global solidarity to sovereignty and national interests.
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Adaptation to international norms and institutions that marked the foreign policy
of the post-democratic period was put into question. South-South cooperation, a
drive for regional integration in Latin America, and attempts to put forward propos-
als for environmental norms that are acceptable to the Global South were disre-
garded. Basic premises with which previous governments had worked were
abandoned, and in Latin America the investment in regional coalitions and multilat-
eral institutions that had characterized Brazilian foreign policy at least since 1994
was shelved (Herz, 2022). The slogan ‘Brazil beyond anything’, adopted by
President Bolsonaro when still a candidate, in line with Trump’s terminology,
expresses a traditional concept of sovereignty in which the focus is on the relation-
ship between the state and the nation, and global governance is put aside. Multilateral
international and regional institutions were treated as either irrelevant or a threat.
The UN system was treated as the expression of the decadence of Western civiliza-
tion because of its practices, policies, and ideas on inclusion and norms on universal
human rights (de Carvalho Hernandez, 2022).

Gomes Saraiva and Costa Silva (2019) differentiate what they call the ‘ideologi-
cal axis’ of Bolsonaro’s government, including former-Foreign Minister Ernesto
Aratjo and Eduardo Bolsonaro, who are directly influenced by Olavo de Carvalho,
and, to a lesser extent, neo-Pentecostal churches that are sympathetic to their ideas
and a ‘pragmatic axis’, in which they include the military, especially the former
Vice President Hamilton Mourdo, members of the Chamber of Deputies, and the
agrobusiness interest groups. The increased influence of ideology in Brazilian for-
eign policy is not an isolated phenomenon; on the contrary, some of these traits can
be observed in the foreign policy of other leaders from the far-right in the world,
including former US President Trump and Hungarian President Orban. According
to Sanahuja and Burian (2023), these leaders share a vision of a reactionary interna-
tionalism and anti-cosmopolitanism, which, according to them, is a new expression
of the friend-enemy distinction in Carl Schmitt’s sense. Key factors to understand
the rise of the far-right in the world are the hegemonic transition at the global level
and the crisis of globalization, evidenced in the 2008 financial and economic crisis,
a process that led to a reaction of the ‘losers’ (real or perceived) in a Polanyian
counter-movement, and the questioning of the liberal international order and the
idea of cosmopolitanism, multiculturalism, and progress. They reject modernity and
ideas associated with the (European) enlightenment.

Sanahuja and Burian (2020) argue that in Latin America ‘globalism’ and cultural
Marxism are constructed as the main enemy of the ‘people’, differently from
Europe, where the main ‘other’ are immigrants and Islam. Another element in Latin
America is the perception of diversity as a threat to cultural homogeneity: ‘In this
region, not all right-wing parties of this type have strong xenophobic or Islamophobic
components, without saying that there are no negative attitudes or securitarian dis-
courses on immigration. However, in this type of discourse, the “other” is often
associated with the “foreign”—which calls into question the national—or, on occa-
sions, with plurinationality and the recognition of socio-cultural diversity, in con-
trast to a homogenizing conception of national identity, understood as something
homogenous, hierarchical and ordered. Rather than a combination of xenophobia
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and nationalism, it seems more appropriate to think of a combination of nationalism
and sovereignty, in terms of rejection of the foreign or diverse’ (op.cit, p. 18).
Neopatriots are nationalists and reject multiculturalism and any regional or global
norm that restricts sovereignty; they also blame ‘international elites’ for propagat-
ing ‘cultural Marxism’, a concept that in Bolsonaro’s case includes leaders from
Hugo Chavez to Emmanuel Macron, foreign NGOs such as Greenpeace, and activ-
ists such as Greta Thunberg and even Pope Francis (op.cit., p. 30).

Zanotti et al. (2023) also highlight regional specificities of what they refer to as
the ‘populist radical right’ and their traits of nativism and authoritarianism. They
argue that while in Europe, ideological nativism is articulated through the prefer-
ence for anti-immigration policies, in Latin America, the markers of difference to
identify ‘others’ are not the immigrants but rather, religious, racial, and ethnic
minorities, persons who identify as LGBTI+, and feminists. In the case of Bolsonaro,
indigenous groups, quilombolas, and afro-decendants have been the major target of
othering and exclusion. The concept of authoritarianism has regional variances too;
radical right parties ‘express their ideological authoritarianism not only as a prefer-
ence for stricter measures in terms of law and order, but also as support for morally
conservative policies’ (op.cit., p.10). Bolsonaro has both characteristics: ‘Bolsonaro
embodies the growth of neoconservatism and its attempts to prevent access to equal
rights, especially for women and members of the LGBTI+ community, though the
defence of traditional family values. Concerning traditional moral values, Bolsonaro
stressed two popular themes, the idea of “gender ideology” and non-partisan educa-
tion, attracting allies in religious groups promoting censorship and mobilizing
against, for example, the inclusion of sexual education in school curricula’ (op.cit.,
p. 10). Still according to Zanotti et al. (2023), another specificity of Bolsonaro’s
far-right regime is the place of the military and military dictatorship: ‘in Bolsonaro’s
discourse, the politicization of a nationalist sentiment goes hand in hand with
authoritarianism and a reactionary nostalgia for the military dictatorship’ (op.cit,
p. 11). This can best be illustrated with his own words on the occasion of the vote
for the impeachment of former president Dilma Rousseff, when he dedicated his
vote to the ‘Brazilian traditional family’, to the memory of Colonel Carlos Alberto
Brilhante Ustra, one of Dilma Rousseff’s torturers during her detention during mili-
tary rule, and to the Armed Forces (op.cit., p. 11).

The political ideology of top members of Bolsonaro’s government, including
himself, former Foreign Minister Ernesto Aradjo, and the former Minister for
Women, Family and Human Rights, Damares Regina Alves, is another key element
to understand Bolsonaro’s foreign policy; however, other elements are relevant too.
During the last couple of decades, Brazilian foreign policy has been evolving from
a top-down strategic policy decided by the Ministry of External Relations, based on
consensual values, norms, and orientations, or by the president and his close advi-
sors, as captured by the concept of ‘presidential diplomacy’, to more horizontal and
complex processes. Milani and Pinheiro (2013) discuss the theoretical perspectives
to study foreign policy, i.e. foreign policy analysis (FPA), and the literature of
Brazilian foreign policy since the end of the Cold War and argue that in Brazil ‘new’
actors and factors had become more relevant to understand the debate, formulation,
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and implementation of foreign policies, such as the constitutional competences of
the executive and legislature, the role of parliamentarians, of different executive
agencies such as the General-Secretariat of the Presidency, ministries such as health,
education, or culture, sub-national units such as states and cities, and the civil soci-
ety. They argue that Brazilian foreign policy could be studied as a public policy, i.e.
both the state organs and the government are involved in action at the international
level, but they excluded social and economic actors such as business, NGOs, and
social movements from this concept as it must include some level of direct connec-
tion with the state. They also discuss the relations between these processes of decen-
tralization and loss of control of the foreign policy by traditional actors, such as the
Ministry of External Relations (Itamaraty), with the process of democratization,
arguing that pluralization does not necessarily imply a more democratic or a more
effective foreign policy as it may lead to fragmentation, ambiguity, and
inconsistencies.

Lopes (2020) shares this last point of view, arguing that from President Fernando
Henrique Cardoso to Jair Bolsonaro, this combination of factors has prompted an
epochal shift in Brazil’s external relations, whose bottom line might be the demise
of the Ministry of External Relations as the chief formulator of foreign policy, while
other governmental bureaucracies, political parties, and individuals take over as the
gravity centre in the process of policymaking, turning the contents of Brazil’s for-
eign policy slightly more responsive to social inputs but less predictable and coher-
ent over time. The concept of ‘intermestic’ is a useful concept to understand these
changes. According to Long (2017), the concept was coined by Bayless Manning in
1977 and describes matters that are profound and inseparable both internationally
and domestically. The idea of intermestic is related to a notion of linkage developed
by James Rosenau, Robert Putnam’s ‘two-level-game’ perspective, as well as Helen
Milner’s theory about how domestic politics influence international actions; it was
used both as a process and as a type of issue. According to Manning, intermestic
foreign policies are influenced primarily by interest groups and congress, in politi-
cal processes that are also open to external influences. Manning saw these processes
as resulting from increasing interdependence and argued that congress members
seek to protect their constituents and interests ‘regardless of foreign policy implica-
tions’, i.e. foreign policy was more a residual output of domestic, shorter-term/
electoral cycle concerns, instead of being led by long-term strategic objectives
(Long, 2017).

The Effects of Bolsonaro’s Foreign Policy
on EU-LAC Relations

EU-LAC relations evolved in many levels: bilateral relations between the EU and
individual LAC countries; interregional relations with sub-regional organizations,
such as EU-Mercosur, and the comprehensive interregional relations with the whole
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region, channelled via the EU-CELAC Strategic Partnership since 2013. These rela-
tions are affected by several factors such as transnational relations among social and
economic actors, global multilateral norms and practices, and EU’s and LAC coun-
tries’ foreign policies. Brazilian foreign policy is one among these factors, but given
Brazil’s size and leadership, it has historically significantly influenced EU-LAC
relations. Bolsonaro’s foreign policy had an impact on EU-LAC relations on two
main levels: firstly, by prioritizing Brazilian bilateral relations with the United
States and downplaying relations with LAC countries and regional integration.
Brazil’s withdrawal from CELAC in 2020 undermined the EU-CELAC Strategic
Partnership as it had been a key country in the establishment of CELAC, along with
Mexico (Ribeiro Hoffmann, 2021).> Secondly, by favouring ideological alliances
with far-right governments, parties, and leaders such as Hungarian Prime Minister
Viktor Orban, the Spanish Vox Party, and the Madrid Foro (Sanajuha & Burian,
2023) over institutionalized, multilateral, state-based relations, a characteristic of
EU relations with third countries and ideologized foreign policy in several areas
such as climate change and human rights, putting into question key values underly-
ing the EU-Brazil Strategic Partnership and EU-Mercosur relations.

Mercosur is a particular case in the context of Bolsonaro’s foreign policy and
important to EU-LAC relations since this is considered one of the exemplar cases of
interregionalism promoted by EU foreign policy especially in the 1990s, other
examples being the Andean Community, the Central American Common Market,
and the Caribbean Community, also in the LAC region, ASEAN in Asia, and SADC
and ECOWAS in Africa. Mercosur, and regional integration, had been supported by
all Brazilian governments until Bolsonaro, despite the variance in the priority
accorded to free trade in the models of development (Briceno, 2013). In line with
the overall dismissal of regional integration, Bolsonaro’s first Minister of External
Relations, Ernesto Aradjo, and his Minister of Economics, Paulo Guedes, favoured
the ‘flexibilization’ of Mercosur, allowing member states to negotiate international
trade agreements individually and reduce tariffs unilaterally, what would have
meant in practical terms the end of this project of regional integration and the aim
of creating a common market in the Southern Cone, since Mercosur would have
been rolled back into a free trade area. However, by the beginning of 2021, the
opposition and resistance to Bolsonaro’s government succeeded in pushing for

2Regional integration in LAC was a priority of Lula’s foreign policy then. He convened the 1st
Summit of Latin America and the Caribbean on Integration and Development, in 2008, in Salvador,
and in collaboration especially with Mexican President Felipe Calderén, CELAC was formally
created in December 2011, in the context of the 3rd Latin American and Caribbean Summit on
Integration and Development, and the 22nd Rio Group Summit, in Caracas. Thereafter Venezuela
became a third country leading CELAC’s agenda and framing it ever more as an ‘anti-imperialist’,
meaning anti-USA organization, competing with the Organization of American States (OAS).
Despite this, the EU established a dialogue with CELAC in 2013, replacing the political dialogue
between the EU and LAC countries that evolved from the dialogue with the Rio Group, itself
established during the conflicts in Central America in the 1980s. In 2013 and 2015 Ministerial
Summits took place and established Actions Plans, but until 2023 no Summit took place due to the
polarization of regionalism in LAC (Ribeiro Hoffmann, 2021, pp. 132-133).
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changes leading, among others, to the replacement of his Minister of External
Relations (Saraiva & Alburquerque, 2022). While Minister Aradjo had close links
with Bolsonaro’s son, Eduardo Bolsonaro, then President of the Commission of
External Relations at the congress and was one of the main pillars of Bolsonaro’s
ideologized government and foreign policy project, Minister Franca had a low
administrative profile, and the ministry lost power in the formulation of Brazilian
foreign policy. Opposition to Bolsonaro’s domestic and foreign policies in inter-
mestic processes contributed to the preservation of Mercosur as a customs union,
with a common external tariff and mandate to negotiate international agreements,
among them the trade agreement with the EU.

The EU-Mercosur agreement has a long history. An ‘Interregional Framework
Cooperation Agreement between the European Community and its Member States,
of the one part, and the Southern Common Market and its Party States, of the other
part’ was signed and entered into force in 1999 with three pillars: political dialogue,
development cooperation, and trade negotiations. While the first two pillars have led
to consensus and memoranda of understandings, trade negotiations were suspended
and reopened on several occasions (Doctor, 2007; Meissner, 2016; Bianculli, 2020).
The last relaunching of these negotiations took place in 2016, after the end of so-
called ‘left turn’ and ‘post-hegemonic’ regionalism in Latin America, a concept of
regional integration that prioritized the consolidation of regional infrastructure proj-
ects and social policies over trade liberalization (Riggirozzi & Tussie, 2012). In this
period, presidents favouring trade liberalization took power in Brazil (Vice-President
Temer replaced Dilma Rousseff after her controversial impeachment, in 2016) and
Argentina (Mauricio Macri, in 2015). In Paraguay, neoliberal Hordcio Cartes had
been in power since 2013 and was succeeded by also neoliberal Mario Abdo Benitez,
in 2018, and, in Uruguay, centre-left Tabaré Vazquez was replaced in 2020 by neo-
liberal conservative Luis Lacalle Pou. The suspension of Venezuela from Mercosur
in 2016 on the grounds of failing to incorporate the normative acquis of the customs
union into domestic law and in 2017 for having violated Mercosur’s democracy
clause, the Ushuaia Protocol, also favoured a relaunching of the EU-Mercosur
negotiations (Ribeiro Hoffmann, 2023a).

Despite the change of Minister of External Relations of Bolsonaro’s government
and the survival of Mercosur and the EU-Mercosur agreement, another problem led
to a new problem to EU-Mercosur negotiations. As Bolsonaro’s government far-
right profile became clear over time, this created a problem for EU-Brazil and
EU-Mercosur relations since these relations have been historically driven not only
by free trade interests but also by values such as democracy and human rights and,
more recently, sustainable environment and climate change. While democracy and
human rights conditionalities have been eroded in both regions as indicated in their
lack of effectiveness to address the democratic backslide of countries such as
Venezuela, Brazil, Hungary, and Poland, climate change activists were not silenced.
The criticism of Bolsonaro’s domestic and foreign policy on the environment and
climate change generated powerful national and transnational collaboration includ-
ing the ‘Brazilian Front Against the Mercosur-EU and Mercosur-EFTA Agreements’
(FASE et al., 2023) and the European Parliament and, ultimately, a successful
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movement to impede the ratification of the EU-Mercosur agreement (Fontes, 2023,
Da Silva & Fearnside, 2022). The low expectations of gains from economic actors,
as reported in consultancies by the EU (LSE, 2018) and by the Brazilian govern-
ment (Maduro et al., 2020), also contributed to this result (Baltensperger & Dadush,
2019; Caetano, 2022; Mata Diz, 2022).

Final Remarks

We argued that Bolsonaro’s far-right government in Brazil contributed to the decay
of democracy, disengagement with the multilateral system, and weakening of
regionalism in Latin America, as well as relations among the EU and LAC. The
election of President Lula da Silva gave a new impetus to democracy and a change
in Brazilian foreign policy: Brazil returned to CELAC and participated in CELACs
7th Presidential Summit in the first month of his mandate, in January 2023, and
hosted the 11th South American States Presidential Summit in May 2023. The warm
reception of Venezuelan President Maduro in this meeting was, however, divisive,
showing that Venezuela is still an obstacle to the deepening of regional cooperation
in Latin America. Maduro’s recent declarations about his interest in annexing part
of Guiana’s territory of Essequibo further complicated the situation (Osborn, 2023).
After almost one year in power, Lula’s regional agenda has been, however, watered
down to some infrastructure projects, such as the bioceanic routes connecting Brazil
with the Pacific Ocean (Brazilian Ministry of Planning and Budget, 2023). At the
political level, Brazil also hosted in Belém do Para the Summit of Heads of States
of the Amazon Cooperation Treaty Organization (OTCA), in August 2023, but the
follow-up is yet to be seen.

As regards the relations with the EU, the EU-CELAC dialogue was resumed
after seven years, and the 3rd EU-CELAC Summit of Heads of States and
Governments took place in Brussels on 17-18th July 2023. The Summit was held
under the theme ‘Renewing the bi-regional partnership to strengthen peace and sus-
tainable development’, and its main formal Summit outcomes included the
‘EU-CELAC 2023 Summit Declaration’ and the ‘Road Map 2023-2025’. Reception
by experts was mixed (Nolte & Alvarez, 2023; Ribeiro Hoffmann, 2023b; Ghymers,
2023), but in the current context of ‘permacrisis’, small steps must be celebrated.
The EU-Mercosur negotiations were also resumed under Lula’s government, but
there are still disagreements on the treatment of climate change, agriculture, and
governmental procurement. The election of Javier Milei in Argentina in November
2023 has increased the level of uncertainties further. The effect of Milei’s election
on LAC and on the relations with the EU must be assessed beyond the EU-Mercosur
agreement; his success shows that the far-right still has electoral power in Latin
America, and his connections with Bolsonaro and ‘bolsonarismo’ as well as far-
right leaders in the world, including Europe, are strong and likely to influence the
political landscape in the region and EU-LAC relations in the near future.
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Introduction

Democracy has become a normality in Latin America. Most of the countries of this
region are now ruled by governments elected in free elections, and peaceful political
alternation has become a reality. This notwithstanding, democracy is also at risk in
Latin America. It is valid to assert that permacrisis is one of the features of the
democratic experience in the Latin American countries since the process of transi-
tion that began in the late 1970s and the early 1980s. In this context, the promotion
and protection of democracy become even more important when the political polar-
ization and social and economic crises are used as excuses to weaken the demo-
cratic practices in the region.

Regionalism has become an instrument to promote and protect democracy in the
Americas. The early involvement of regional schemes took place in the 1990s in the
Organization of Americas States (OAS) in a context of transition and early consoli-
dation of democracy in the Southern Cone and the Andes. This paper analyzes the
role of the OAS in addressing the democratic crises the Latin American countries
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have experienced since the 1990s. It is argued that despite initial successes such as
the OAS’ response in the cases of Perd and Haiti in the 1990s or in the mediation in
Venezuela in 2003, after 2009, the efficiency of the OAS was much lower.

This chapter is divided in three sections. The first section presents a conceptual-
ization of the diverse forms of democratic crises that have occurred in Latin America.
In the second section, the theoretical debate about the role of international institu-
tions in the protection of democracy is presented. In the third section, we analyze
the recent crises in Latin America and the responses of the OAS. In this section, the
OAS intervention in these democratic crises is also evaluated.

Democratic Crises: Concepts and Varieties

Juan J. Linz describes democracy as “a government pro tempore, a government in
which the electorate at regular intervals can make those governing accountable and
impose a change” (Linz, 1985: 16). Adam Przerowski proposes a definition of
democracy in which alternation is fundamental. For him, “democracy is a system in
which parties lose elections. There are parties: division of interests, values, opin-
ions. There is competition, organized rules. And there are periodic winner and los-
ers” (Przerowski, 1991: 10).

In his classical book Polyarchy, Robert Dahl defines democracy as “a political
system one of the characteristics of which is the quality of being completely or
almost completely responsive to all its citizens” (Dahl, 1971: 1). According to Dahl,
for a government to be responsive to the preferences of its citizens, these latter
should have “unimpaired opportunities.” For these conditions to be achieved, the
institutions of the society must provide at least some guarantees: (1) freedom to
form and join organizations; (2) freedom of expression; (3) right to vote; (4) eligi-
bility for public office; (5) right of political leaders to compete for support; (6) right
of political leaders to compete for votes; (7) alternative sources of information; (8)
free and fair elections; and (9) institutions for making government policies depend
on votes and other expressions of preference.

Levitsky and Way simplify Dahl’s framework arguing that a “procedural mini-
mum” definition of democracy includes four key attributes: (1) free, fair, and com-
petitive elections; (2) full adult suffrage; (3) broad protection of civil liberties,
including freedom of speech, press, and association; and (4) the absence of non-
elected “tutelary” authorities (e.g., militaries, monarchies, or religious bodies) that
limit elected officials’ power to govern (Levitsky & Way, 2010: 5-6). However,
these authors include an additional condition: “the existence of a reasonably level
playing field between incumbents and opposition” (Levitsky & Way, 2010: 6).

In our view at least six factors have become the main causes of the democratic
crises in Latin America in the last three decades: generalized upheavals and the
increasing political polarization; the emergence of populist leaders democratically
elected that decide to destroy democracy and led to what Levitsky and Way describe
as “competitive authoritarian regimes”; and the proliferation of impeachment and
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lawfare and nontraditional forms of military intervention. As it is explained in a next
section of this chapter, these diverse types of crises lead to an undermining and, in
some cases, even the disappearance of some of the guarantees that characterize
democracy. When that happens, a democratic crisis occurs.

Generalized upheavals refer to massive mobilizations of economic, political, and
social actors against the policies (especially the economic policies) implemented by
certain governments. When these upheavals are radicalized, they produce levels of
political instability that cause an existential crisis of the political regime. As Panizza
argues (2009), the ascendancy of the left in Latin America was accompanied by an
empowerment of the popular sectors. However, this also produced an increasing
polarization and political instability, expressed in political protest in the form of
street demonstrations, disturbances, road blockages, or the occupation of public
buildings and public spaces. This has produced a political turmoil that in some cases
have led to the collapse of constitutionally elected governments (Panizza, 2009:
198). In other cases, those protests were used as an excuse to promote nontraditional
military interventions.

Political polarization is one of the features of politics worldwide in the last few
decades. Figures such as Hugo Chévez, Cristina Kirchner, Donald Trump, and Jair
Bolsonaro, for example, have polarized their democracies.! When polarization
appears, the logic “us vs. them” permeates the working of the whole political sys-
tem replacing the traditional logic of democracy based on normal competitive poli-
tics. Jeniffer McCoy defines political polarization “as a process of simplifying
politics, leading toward a division of society into two mutually antagonistic camps”
(McCoy, 2023: 1). In another paper written with Tahmina Rahman and Murat
Somer, McCoy defines polarization as “a process whereby the normal multiplicity
of differences in a society increasingly align along a single dimension, cross-cutting
differences become instead reinforcing, and people increasingly perceive and
describe politics and society in terms of ‘Us’ versus ‘Them’” (McCoy et al., 2018:
18). The process of polarization “simplifies the normal complexity of politics and
social relations. Polarization does so by aligning otherwise unrelated divisions,
emasculating cross-cutting cleavages, and dividing society and politics into two
separate, opposing, and unyielding” (Somer and McCoy, 2018: 5).

Another variety of crisis emerged from populist leaders democratically elected
that use democracy to destroy democracy. Fareed Zakaria describes those regimes
as “illiberal democracies,” the leaders of which are elected, reelected, or reaffirmed
through referenda but that consistently ignore constitutional limits on their power
and deprive their citizens of basic rights and freedoms (Zakaria, 1997: 22). Leonardo
Morlino prefers the concept of hybrid regimes. For him, a hybrid regime is “a set of
institutions that have been persistent, be they stable or unstable, for about a decade,

! Different studies have been published about these cases of polarization. For the case of Venezuela,
see Corrales (2011) and Garcia Guadilla and Mallen (2019). For the case of Argentina, see Schober
(2017) and Torcal and Carty (2023). For the case of the United States, see Abramowitz and McCoy
(2019). For the case of Brazil, see Goldstein (2019) and Iamamoto et al. (2023). See also Herz and
Ribeiro Hoffmann chapter in this book.
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have been preceded by an authoritarianism, a traditional regime (possibly with colo-
nial characteristics), or even a minimal democracy and are characterized by the
break-up of limited pluralism and forms of independent, autonomous participation,
but the absence of at least one of the four aspects of a minimal democracy” (Morlino,
2009: 82).2

Levitsky and Way (2010) use the category “competitive authoritarianism,” a
hybrid regime type that shares characteristics both of democracy and authoritarian-
ism. For Levitsky and Way:

Competitive authoritarian regimes are civilian regimes in which formal democratic institu-
tions exist and are widely viewed as the primary means of gaining power, but in which
incumbents’ abuse of the state places them at a significant advantage vis-a-vis their oppo-
nents. Such regimes are competitive in that opposition parties use democratic institutions to
contest seriously for power, but they are not democratic because the playing field is heavily
skewed in favor of incumbents. Competition is thus real but unfair. (Levitsky & Way,
2010:5)

It is important to highlight that a competitive authoritarian regime is not the same as
a fully authoritarian one. In the competitive authoritarian regimes, the opposition
parties could compete in elections held regularly. This notwithstanding, in competi-
tive authoritarian regimes the incumbent violates at least one of three defining attri-
butes of democracy: (1) free elections, (2) broad protection of civil liberties, and (3)
a reasonably level playing field (Levitsky & Way, 2010: 7).

Another risk to democracy, especially in Latin America, is the increasing judi-
cialization of politics. Catalina Smulovitz (2022: 232) mentions aspects such as the
replacement of the popular vote for the decision of a few, the politicization of jus-
tice, and the social effect of regression of certain judicial decisions as examples of
this judicialization. Another aspect is the recent emergence of what in Latin America
has been called lawfare. This is a concept originally developed in the United States
and China in the 1990s, the central idea of which was the use of law as a tool of war.
In Latin America, the concept of lawfare was transformed and began to describe a
new political strategy in which the judicial power is the main actor. Camila
Vollenweider and Silvina Romano describe lawfare as:

The improper use of legal instruments for the purposes of political persecution, destruction
of public image and disqualification of a political adversary. It combines ostensibly legal
actions with extensive press coverage to put pressure on the defendant and his entourage
(including close family members) in such a way that he or she is more vulnerable to accusa-
tions without evidence. The goal: to make it lose popular support so that it does not have the
capacity to react. (Vollenweider & Romano, 2017: 19)

The former Brazilian Minister of Foreign Affairs, Celso Amorim, in a paper written
with Carol Proner, describes lawfare as the “use of legal apparatuses as unconven-
tional strategies to destabilize opponents and political opponents” (Amorim &
Proner, 2022: 16).

2 According to this Italian pundit, for a minimal definition of democracy, we need at the same time
(a) universal suffrage, both male and female; (b) free, competitive, recurrent, and fair elections; (c)
more than one party; and (d) different and alternative media sources (Morlino, 2009: 277).
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Smulovitz argues that lawfare is not really a novelty in Latin American political
reality. For her, there is some kind of partisan bias in the conceptualization of law-
fare. There are reasons to agree that left-wing scholars tend to describe lawfare as a
kind of activity that has as main target political leaders located in left of the political
spectrum (see, e.g., Vegh-Weis, 2023), by forgetting that Nicolas Maduro in
Venezuela and Daniel Ortega in Nicaragua have recurred to lawfare to attack politi-
cal opponents. In consequence, it is valid to argue that, novelty or not, lawfare is a
reality in current Latin American politics. As the Brazilian scholars Cristiano Zanin,
Valeska Martins, and Rafael Valim assert: “lawfare is a serious issue and for this
reason deserves significant and thorough attention. Simplifying it as a mere rhetori-
cal instrument, even with the best of intentions, is as damaging as the skepticism or
prejudice with which some view it” (Zanin et al., 2022: 83).

Impeachment has been another problem in Latin America. Pérez-Lifidn (2018:
1) asks if impeachment is a functional equivalent of traditional military coups. In
our view, there are reasons to think that the response to this question is affirma-
tive. Pérez- Lifidn and Polga-Hecimovich (2019: 3) assert that “most authors
seem to implicitly accept that coups and presidential downfalls share some com-
mon causes.” The fact is that between 1992 and 2016 eight presidents were
impeached in Latin America. Certainly, impeachment is a legal mechanism estab-
lished in most democratic constitutions. The problem is that in Latin America,
impeachment has become a tool to expel some political leaders from the presi-
dency, even if they have not clearly committed a crime that justified their destitu-
tion. This is the reason why Pérez-Lifidn argues that the “impeachment procedure
has been consistently ‘stretched’ for political reasons” (Pérez-Lifidn, 2018: 2).
The consequence is that there is a risk that “impeachment loses legitimacy as a
tool of accountability when politics, rather than arresting illegal behaviour,
become the sole motivation for removing the president” (Llanos & Marsteintredet,
2021: 2).

Finally, even if the military are not the central actors of democratic ruptures
through coup d’états, it does not mean that they totally disappeared from the politi-
cal scenario. As said previously, coup d’état directly executed by military is not the
rule in Latin America, but some cases have occurred, for example, in Paraguay in
1996. Similarly, a new kind of military intervention has emerged that is called in
this paper “nontraditional military intervention.” In these cases, the military have
participated in the destabilization of the democratic regime, and they have even
demanded the resignation of the president, but, conversely to previous periods in the
history of Latin America, afterward they have not taken control of the state and its
institutions. This happened in Venezuela in 2002, Honduras in 2009, and Ecuador in
2010. In the case of Brazil, Ioris and Schneider observed “the return of the military
to the centers of power” (2022, p. 19).
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The International Promotion and Protection of Democracy

The literature on transition to democracy tends to consider it as basically
associated to domestic political processes or specific national historical conjunc-
tures that are not necessarily linked to external factors. However, this approach to
the issue has been contested by a literature that highlights the international dimen-
sion of democratization. Thus, Laurence Whitehead edited in 2001 a book in which
a group of pundits examined the extent to which international factors could influ-
ence the process of democratization (Whitehead, 1996). These external actors adopt
narratives and encourage actions that make them promoters and protectors of
democracy.

Democratic promotion is a concept that describes international actions aiming at
contributing to the transition from authoritarian regimes to democracy. Inken von
Borzyskowski and Mert Kartal (2023: 84) argue that when describing the actions of
external actors to encourage democracy, “‘external” means to focus on the interna-
tional community and not on the activities originating exclusively from inside the
country. “Encourage” implies deliberate attempts to promote democracy rather than
nondeliberate attempts to foster it, such as contagion. Another concept is demo-
cratic protection, described by Hawkins (2008: 375) as “activities that offer tangible
or intangible rewards or penalties to the state as a whole for aggregate behavior with
respect to democratic standards.”

The role of external actors in the promotion and protection of democracy has
been critical. Wolff and Wurm (2011) focus their analysis on states with consoli-
dated democracies as external promoters, by arguing that they develop a democratic
foreign policy that includes actions to encourage that kind of political regime. By
contrast, Jon C. Pevehouse (2002) concentrates his analysis on the actions of states
that he calls “young democracies.” For him, these countries use regional interna-
tional organizations in the processes of consolidating democracy. The fact is that
both consolidated and young democracies use regional organizations (or more prop-
erly regionalism) as spaces to promote and protect democracy.

Thus, regional institutions have become important external actors in the pro-
motion and protection of democracy through diverse mechanisms (Van der
Vleuten & Ribeiro Hoffmann, 2010). The first of them is the approval of the so-
called democratic charters or democratic clauses, regional legal instruments that
condemn the rupture of the democratic order and establish sanctions to the per-
petrators of such violations. These legal instruments condition the participation
in a scheme of regional integration or cooperation to the respect of democratic
rules. On the other hand, most of these clauses include actions and mechanisms
to protect democracy when a political crisis emerges, especially in young
democracies.
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The Democratic Crisis in Latin America

Latin America democracies have had to deal with important challenges after their
consolidation. Different crises have occurred in the framework of classification pre-
sented in the previous section of this paper. The coup against Jean Bertrand Aristide
in Haiti in 1991 and Lino Oviedo’s coup d’état attempt in 1996 in Paraguay were
cases of traditional coups. Bolivia, Paraguay, Peru, and Venezuela have experienced
diverse crises in the last 30 years. Ecuador, Guatemala, and Honduras have also
undergone dramatic periods of democratic instability. Brazil is presented as an
example of judicialization of politics lawfare and polemical impeachment.

Generalized upheavals, the best example of which was the so-called Caracazo,
were critical in the crisis in Venezuela since 1989, a country that at that moment was
considered a model of democracy in Latin America. Between 2003 and 2005
upheavals caused the resignation of Presidents Gonzalo Sanchez de Lozada and
Carlos Meza in Bolivia. A similar situation occurred in Ecuador in 2005, where
protests caused the resignation of President Lucio Gutiérrez.

Another problem of Latin American democracies is the increasing political
polarization, to some extent promoted by the traditional elites that feared the loss of
their privileges. This was the case in Venezuela on 11 April 2002, when a group of
military officers rejected Hugo Chavez as president, but a military junta did not take
control of the state, and the businessman Pedro Carmona was appointed president.
In 2009, the military arrested and expelled from the Honduran territory the President
Manuel Zelaya, but the president of the congress Roberto Micheletti became presi-
dent. In 2010, members of the Ecuadorian Armed Forces and National Police fos-
tered a revolt against Rafael Correa. The police and armed forces occupied the
National Assembly building, and Air Force shut down Mariscal Sucre International
Airport in Quito and José Joaquin de Olmedo International Airport in Guayaquil.
The rejection of the Public Service Organic Law approved by the congress under the
auspice of Correa’s government led to a political crisis that was described by Correa
as a coup d’état. In another case, Williams Kaliman, commander of the Bolivian
Armed Forces, “suggested” to Evo Morales to resign in the context of a political
turmoil due to accusations of electoral fraud in 2019, but the political opponent
Jeanine Afiez was the provisional president.

We also have observed cases of the emergence of competitive authoritarian
regimes, hybrid democracies, where elections are held regularly but where political
liberties have been undermined and political alternation has almost disappeared.

The first case was the so-called self-coup by the Peruvian president Alberto
Fujimori in 1992. Fujimori decided to dissolve the congress and reorganize the judi-
cial power. He also suspended various articles of the constitution, and by the Decree
Law 25,418, Fujimori implement economic reforms and adopted severe anti-
terrorist policies (Table 3.1).

Venezuela is a paradigmatic case of competitive authoritarianism. Hugo Chavez
arrived in power in free elections in 1998, and his posterior reelections were legal in
terms of transparency and political competition. However, from 2007 onwards,
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Table 3.1 Main democratic crises in Latin America and OAS responses: 1991-2023

Type of crisis
Coup d’état

Competitive
authoritarianism
Competitive
authoritarianism
Impeachment

Coup d’état
Impeachment/
upheavals

Political polarization
Nontraditional
military intervention

Generalized
upheavals

Generalized
upheavals

Political polarization

Political polarization
Nontraditional
military intervention

Political polarization
Nontraditional
military intervention

Lawfare
Impeachment

Political polarization

Lawfare
Impeachment

Country/year
Haiti, 1991

Pert/1992
Guatemala/1993
Venezuela/1993
Paraguay/1996

Paraguay/2000

Venezuela/2001-2003

Bolivia 2003/2005

Ecuador/2005

Bolivia/2008

Honduras/2010

Ecuador/2010

Paraguay/2013

Venezuela/2014

Brazil/2016

Event

Coup d’état against Jean
Bertrand Aristide

Alberto Fujimori self-coup

Jorge Serrano’s attempt of
self-coup

Impeachment to Carlos
Andrés Pérez

General Lino Oviedo’s
attempt of coup d’état
Political Crisis during the
presidency of Rail Cubas
Protest pro and contra Hugo
Chavez

Brief coup d’état in April
2002

Protests against Sdnchez de
Lozada (2003)

Protests against Carlos Meza
(2005)

Protest against Lucio
Gutiérrez (2005)

Attempt of secession of some
regions controlled by
opponents to Evo Morales
Manuel Zelaya calling for a
referendum

Zelaya detention and
expulsion

Political crisis and
polarization

Attempt of coup against
Rafael Correa

Contested impeachment to
Fernando Lugo

Massive protests against
Nicolas Maduro’s government
Violation of human rights
Contested impeachment to
Dilma Rousseff

Regional
responses

Military
intervention
(non-OAS)
Declaration
Declaration

None

Declaration

Facilitation

Facilitation

Facilitation

Facilitation

Suspension

Declaration

Facilitation

Declaration

None

(continued)
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Table 3.1 (continued)

Regional
Type of crisis Country/year Event responses
Political polarization | Venezuela 2017/2019 | Protest against the attempt of | Mediation
Competitive the dissolution of the Attempt of
authoritarianism parliament suspension
Lawfare Political persecution and

violation of human rights
Lawfare against political
opponents

Rejection to the convening of
a National Constitutional
Assembly

Proclamation of Juan Guaid6
as interim president

Political polarization | Bolivia/2019 Protests pro and contra Evo Facilitation
Nontraditional Morales
military intervention Accusations of fraud in

general elections
Military call to Evo Morales

to resign
Political polarization | Nicaragua/2019-2022 | Protests and violence in the Declaration
Competitive streets
authoritarianism Increasing control of Daniel
Lawfare Ortega of the state institutions

Lawfare against candidates of
the opposition parties

Political polarization | Perid/2021-2022 Congressional attacks to Declaration
Lawfare Pedro Castillo
Attempt of self-coup Judicial persecution to Pedro

Castillo

Pedro Castillo’s attempt of

self-coup

Protests and violence in the

streets

Source: elaboration by author

Chévez began a process to control the judicial and electoral power using the parlia-
ment, which was under his control, due to the decision of the opposition parties not
to participate in the parliamentary elections of December 2005. A decade later,
Nicolas Maduro deepened the authoritarian nature of the political regime in
Venezuela, especially after the elections of 2015 in which the opposition took con-
trol of the parliament. Maduro’s government used the Supreme Court to neutralize
the parliament and in 2017 convened a National Constitutional Assembly purport-
edly to draw up a new constitution. The elections held in 2019 were called by this
constitutional assembly and not by the electoral power, while the executive con-
trolled de facto the other powers. This took place in a political scenario of political
polarization with violent protests in the streets against Maduro, to which the
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government responded with severe repression and violation of human rights.
Similarly, the government implemented a lawfare strategy against political
opponents.

The Nicaraguan regime also works in the logic of a competitive authoritarian
regime, even if there are reasons to think that after the 2021 election it became just
a traditional authoritarian government. Daniel Ortega was elected in free elections
in 2006 and was reelected in 2011 and 2016. However, the political climate in
Nicaragua was quite polarized with protests in the streets against Ortega and an
increasing control of the parliament and judicial power by the executive. Significant
protests occurred in 2018, and the response of the government was a violent repres-
sion and the arrest of political opponents. The paramount moment of the crisis was
the 2021 elections when the authoritarian nature of the regime was revealed.
Opposition parties were cancelled, and the most important political opponents were
prevented from running in the elections by using lawfare. As a result, Ortega was
easily reelected with 75% of the votes.

Lawfare and impeachment as political tools have also been part of the demo-
cratic crisis in the region. One of the first cases of impeachment happened in
Venezuela, where Carlos Andrés Pérez was suspended as president due to accusa-
tions of political corruption. However, impeachment as political instrument became
a real problem in Latin America after the questionable impeachment of Fernando
Lugo in Paraguay in 2013 and Dilma Rousseff in Brazil in 2016. In both cases,
impeachment responded more to political reasons than to a desire to condemn ille-
gal behavior of presidents. In the case of Lugo, the impeachment was performed in
just 48 h, which raises serious doubts about the respect of right of defense of the
impeached president. In the case of Brazil, although the impeachment lasted several
months, it was considered that the “pedaladas fiscais,” the argument fostered by the
political opponents, was not a constitutional cause of impeachment.

Lawfare has become a cause of political crisis in Brazil, Peru, Nicaragua, and
Venezuela. The most famous case of lawfare was the judicial persecution performed
by the attorney Sergio Moro in Brazil against Luiz Ignacio Lula da Silva. Lula was
condemned to 12 years in prison and was impeded to participate in the general elec-
tions in 2018, when he was leading the polls. Moro was appointed as minister by
Jair Bolsonaro once he became president. In 2021, the Brazilian Supreme Court
annulled Lula’s convictions. In Venezuela, Nicolas Maduro has used lawfare to
impede opponents such as Leopoldo Lépez, Maria Corina Machado, and Antonio
Ledezma to participate in elections. In Nicaragua, Daniel Ortega-controlled courts
have impeded leaders like Juan Sébastian Chamorro, Cristiana Chamorro, and
Arturo Cruz, among others, to run in elections.

The case of President Pedro Castillo in Peru is more complex. On the one hand,
since his arrival in power he experienced a sort of lawfare manifested in various
judicial processes against him and different attempts of impeachment. This could be

3 Pedaladas Fiscais (pedaling in English) was described as an action of the federal government that
allowed the administration to fund a program for family farmers using money that was not reim-
bursed until several months later. By doing this, the administration was bypassing the congress.
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Table 3.2 Guarantees violated in the Latin American democratic crises

Type of crisis Guarantees violated

Political polarization Freedom of expression
Risk in the broad protection of civil liberties, including freedom
of speech, press, and association

Competitive Free and fair elections

authoritarianism The existence of a reasonably level playing field between
incumbents and opposition

Lawfare Right of political leaders to compete for support
Free and fair elections
Eligibility for public office
Right of political leaders to compete for votes

Impeachment Right of political leaders to compete for support
Nontraditional military The absence of nonelected “tutelary” authorities (e.g., militaries,
intervention monarchies, or religious bodies)

Source: elaboration by author

described as a sort of “parliamentary harassment.” However, his failed attempt of a
self-coup in 2022 was an expression of a desire to adopt the logic of an authoritarian
competitive regime.

All these modalities of political crisis in Latin America implied a violation of the
guarantees proposed by Dahl and reformulated by Levitsky and Way, as shown in
Table 3.2.

The Regional Responses of the OAS

Based on Heine and Weiffen (2014), it is argued in this chapter that three simple
forms of responses could be given by regional institutions to the democratic crisis,
as shown in Table 1. The first one is described as declarations, essentially mani-
fested in agreements, decisions, or resolutions approved by the regional institutions
in which they express their concern about particular political or social events that
could imply a risk for democracy or in which they manifest their support to a demo-
cratic regime. The second one is facilitation, which happens when the regional insti-
tution decides to intervene in the political process of a country that is experiencing
upheavals, political polarization, or events that imply a severe risk to democracy.
This intervention is manifested with the promotion of mediation or electoral obser-
vation. The third response is the imposition of sanctions, which occurs when a break
in the democratic order takes place and the regional institution decides to adopt
measures to isolate the perpetrators of a democratic rupture.

The responses of the OAS have been diverse. In 1991 the hemispheric scheme
approved the resolution 1080, in which the countries agreed to act in case of “sud-
den or irregular interruption of the democratic political institutional process or of
the legitimate exercise of power by the democratically elected government in any of
the Organization’s members?” (OAS, 1991; Resolution 1080). As Feldmann (2015:
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2) asserts, the Resolution 1080 was invoked in the crisis in Haiti in 1991, in Peru in
1992, in Venezuela in 1992, in Guatemala in 1993, in Paraguay in 1996, and Ecuador
in 2000. However, in all those cases the OAS just made declarations expressing its
concern about the risk to democracy and condemning any illegal rupture of the
democratic order. This is not a surprise because the Resolution 1080 does not have
mechanisms to sanction a violation of the democratic order, and the OAS can only
“look into the events collectively and adopt any decisions deemed appropriate, in
accordance with the Charter and international law” (OAS, 1991, Resolution, 1810,
paragraph 2). Due to this, in 1992, the Washington Protocol was signed, in which
sanctions were approved when a democratic break occurred.

The Interamerican Democratic Charter (IADC), approved in 2001, is a much
more complex instrument in defense of democracy. Three situations are foreseen in
the charter. The first occurs when “the government of a member state considers that
its democratic political institutional process or its legitimate exercise of power is at
risk.” In this case, the state “may request assistance from the Secretary General or
the Permanent Council for the strengthening and preservation of its democratic sys-
tem” (IADC, 2001; art. 17).

The second one refers to situations that “arise in a member state that may affect
the development of its democratic political institutional process or the legitimate
exercise of power” (IADC, 2001, art. 18). In this case, the Secretary General or the
Permanent Council may, with prior consent of the government concerned, arrange
for visits or other actions to analyze the situation. The Secretary General will submit
a report to the Permanent Council, which will undertake a collective assessment of
the situation and, where necessary, may adopt decisions for the preservation of the
democratic system and its strengthening (IADC, 2001, art. 18).

The final case occurs when “an unconstitutional interruption of the democratic
order or an unconstitutional alteration of the constitutional regime that seriously
impairs the democratic order in a member state” takes place (IADC, 2001, art. 19).
If this situation persists, a country is impeded from participating in the OAS’
institutions.

The Secretary General may request the immediate convocation of the Permanent
Council to undertake a collective assessment of the situation and to take such deci-
sions as it deems appropriate. The Permanent Council may undertake diplomatic
initiatives, including good offices, to foster the restoration of democracy. If such
diplomatic initiatives prove unsuccessful, or if the urgency of the situation so war-
rants, the Permanent Council shall immediately convene a special session of the
General Assembly. The General Assembly will adopt the decisions it deems appro-
priate, including the undertaking of diplomatic initiatives, including good offices, to
foster the restoration of democracy (IADC, 2001, art. 20).

If those diplomatic initiatives fail, a special session of the General Assembly
shall take the decision to suspend said member state from the exercise of its right to
participate in the OAS by an affirmative vote of two thirds of the member states in
accordance with the Charter of the OAS (IADC, 2001, art. 21).



3 Democratic Crises in Latin America and the Responses of Regional Institutions... 45

Thus, it could be argued that the IADC includes facilitation and sanctions as
mechanisms to deal with democratic ruptures while at the same time allowing a
government that is threatened by a risk of democratic break to ask for assistance.

Notwithstanding all these good intentions, the fact is that OAS’ performance in
defense of democracy through the IADC has been weak and in some political and
academic circles in Latin America severely criticized. Even the action of Secretary
Generals such as José Miguel Insulza and Luis Almagro have been condemned.

The illegal detention and expulsion of President Zelaya in 2009, the Paraguay
impeachment in 2012, and the long Venezuelan crisis between 2013 and 2019 show
the failures of the implementation of the Charter.

In the case of Honduras, the OAS decided to suspend the country. However, the
new regime led by Micheletti remained in power, and Zelaya was never restored as
president. As a result, the OAS modified its strategy and opted for the promotion of
dialogue between the different Honduran political actors that ended in new elections
with the observation of the OAS and the restoration of Zelaya’s political rights. In
fact, Insulza stated: “why the issue of Honduras continued in discussion. The reason
is because economic sanctions do not work; they merely hurt the people that endure
them directly” (Insulza, 2009, September 10). This was exactly the same strategy
the OAS implemented in the case of the Paraguayan impeachment. In this case, the
OAS’ strategy was different to that adopted by Mercosur and UNASUR, which
decided to suspend Paraguay from the respective regional blocs.

In the case of Venezuela, the situation was different. In the early period of politi-
cal polarization (2001-2004), the OAS rejected the coup d’état to Chavez in April
2002, and the hemispheric scheme was actively involved in the promotion of a polit-
ical dialogue to find a solution to the polarization in that country. Secretary General
César Gaviria directly acted as a mediator, in collaboration with the Carter Center,
which led to the recall referendum in 2004. However, when the crisis reemerged
after the death of Chavez and the rise to power of Nicolas Maduro, the situation was
quite different. As the IADC gives the states the opportunity to request assistance,
Maduro’s government opted to avoid the OAS involvement in the solution of the
increasing political polarization and general upheavals in 2014. Instead, Maduro’s
regime opted for the mediation of UNASUR, even including actors such as the
Vatican. When the violation of the democratic rule deepened in 2017 (attempt of
dissolution of the parliament and convening of a National Constitutional Assembly),
attempts were made in OAS to activate the IADC for Venezuela, approve sanctions,
and suspend Venezuela, but they did not work because most of the CARICOM
countries supported Venezuela and as “blocking minority” impeded the implemen-
tation of the Charter.

Another polemical OAS intervention occurred in Bolivia in the 2019 electoral
process. The elections were part of a complex process due to the polarization that
existed around the legality of Morales’ reelection. The day of the elections the crisis
emerged when the preliminary count was suspended with some 84% of polling sta-
tions counted and the results showed that a ballotage would be needed. When the
count was resumed 24 h later, Morales led the election with a margin that made the
ballotage unnecessary. The reaction of the anti-Morales part of population was



46 J. Bricefio-Ruiz

protests and upheavals, while the Minister of Defense Kaliman “suggested” to
Morales to resign. Under those pressures, Morales resigned, and a confused and not
very constitutional process of political transition took place.

The OAS electoral mission presented on 21 October a press release in which it
seemed to confirm the accusations about fraud in the election. The report stated a
“deep concern and surprise at the drastic and hard-to-explain change in the trend of
the preliminary results [from the quick count] revealed after the closing of the polls”
(OAS, 2019a). Two days later, the electoral mission issued a report in which it reit-
erated the criticism to the electoral process. In the report it is argued that “the
changes in the TREP [quick count] trend were hard to explain and did not match the
other measurements available” (OAS, 2019b: 3). However, reports elaborated after-
ward by Long et al. (2019) and another report written by Idrobo et al. (2022) showed
that there was no real evidence of fraud in the elections. The Bolivian election was
a crossroad in the weaking of the OAS as promoter and protector of democracy.

In other crises, the OAS has not been able to stop the undermining of democracy
in the region. In the polemical impeachment of Dilma Rousseff in 2016, the OAS
made no declaration despite the evidence of the political bias of that process. In the
case of Nicaragua, Ortega’s antidemocratic actions continue despite the OAS’ dec-
larations. In the case of political instability in Peru, especially after the arrival in
power of Pedro Castillo in 2021 and his failed self-coup in 2023, the OAS has not
been an actor in the solution of the crisis.

Conclusions

Despite the democratic progress Latin America has experienced since the end of the
1970s and the early 1980s, the region also has undergone diverse political crises that
have undermined the process of consolidation of the democratic regime. The crisis
of democracy in Latin America certainly precedes what in this book is described as
permacrisis. However, current Latin American democratic crises are more challeng-
ing as political regimes and regional institutions need to also tackle other crises such
as migration, climate change, or hegemonic transition in the international system.
Certainly, although there have been some attempts of traditional coup d’état (e.g., in
Paraguay), the risk for democracy does not come mainly from the military but from
new political strategies of destabilization. Increasing polarization, general upheav-
als, the emergence of competitive authoritarian regimes, lawfare, impeachment
used as political tool, and nontraditional military interventions are the new mecha-
nisms that trigger the democratic crises in Latin America.

Regional institutions such as the OAS have become actors in the promotion and
protection of democracy in Latin America in the framework of those crises. Although
the idea of democracy was part of several OAS declarations since the 1940s, the
approval of the Resolution 1080 in 1991 and the signing of the Washington Protocol
in 1992 implied the creation of regional mechanisms to protect democracy. These
were further strengthened in 2001 with the signing of the IADC. Based on those
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hemispheric norms, the OAS has been involved in the handling of important demo-
cratic crises in Venezuela, Honduras, Paraguay, Bolivia, or Peri. However, the
assessments of the effects of those mechanisms vary. As Feldmann asserts: “while
certainly not negligible, it is also true that their impact has been rather modest and
contrasts sharply with the loud rhetoric that accompanied the creation of the mecha-
nisms” (Feldmann, 2015: 2). This view is shared by other experts such as Freitas
Lacerda and Silva de Freitas (2018) who argued that the OAS was losing its credi-
bility in the promotion and protection of democracy because it failed to find a rapid
and satisfactory solution to the rupture of the democratic order in Honduras and
Paraguay. Other experts, such as Thomas Legler, have a more nuanced approach to
the issue. For him, defending democracy has become more problematic due to
hemispheric and regional circumstances, especially by what he calls a “hemispheric
order upheaval” “a particularly disorderly type of regional order transition in which
interstate cooperation is seriously impeded by institutional balancing and the coex-
istence of power vacuum, crisis of authority, leadership deficit, and institutional
dysfunctionality” (Legler, 2020: 137).

Several factors could explain the poor performance of OAS regional mechanisms
for the defense of democracy, including the ideological cycles that the region has
experienced in recent decades, the way that such mechanisms were conceived, the
need for a clearer definition of what is meant by “democratic crisis,” and the over-
lapping of South American and Hemispheric spaces to manage the crises. Due to
space limitations, it is not possible to analyze these factors here. However, they have
contributed to the undermining of the efficiency of regional mechanisms for the
defense of democracy.
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Introduction

Latin America has been plagued by a series of crises over the past few years, in what
this volume defines as “permacrisis”, as discussed in the introduction, and meaning
“an extended period of instability and insecurity, especially one resulting from a
series of catastrophic events” (Collins English Dictionary 2022 mentioned in
Katsikas et al., this volume). The economic stagnation of the second decade of the
twenty-first century, which followed the boom of commodities prices in the 2000s,
the exodus caused by political crises such as those of Nicaragua and above all
Venezuela, the dreadful impact of the COVID-19 pandemic, the consequences of
Russia’s war on Ukraine, and the ever-growing global drug consumption have all
contributed to shake the socio-economic grounds of the region. In particular, the
setbacks in the economic and education sectors caused by the lockdowns imposed
during the pandemic and the shifts in drug trafficking and peddling operations asso-
ciated with border shutdowns have fed the recruitment pool of criminal organisa-
tions engaging in turf wars for the control of smuggling and extortion activities.
This has in turn led to the deterioration of security in many Latin American
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countries, including those who were known as oases of peace, such as Costa Rica,
Chile, Argentina, and Ecuador. Insecurity has become a top concern for most citi-
zens across the Western Hemisphere, which has translated into mounting pressure
for governments to come up with solutions to address violent crime.

Only one country has experienced a counter-trend in the fight against criminal
gangs: El Salvador. The country’s president, Nayib Bukele, has gained international
acclaim for his unapologetic stance on cracking down on gangs and reducing vio-
lent crime. His administration’s hard-line approach has led to a notable decline in
gang-related violence, transforming El Salvador into a symbol of successful anti-
gang policies in the region. Between 2022 and 2023, his government claims to have
arrested more than 70,000 people tied with gangs, dismantling their operation and
prompting extortion to subside and homicides to nosedive from a rate of 17.8 per
100,000 inhabitants in 2021 (already considerably down from 51 in 2018, just
before Bukele took office in 2019) to just 2.4 in 2023. The results of his policies are
appreciated by most Salvadorans, who widely believe the country’s security situa-
tion has improved, translating into an approval rate of well over 80% that led to his
re-election in 2024. The apparent efficacy and the wide popularity of Bukele’s
methods have appealed to a growing number of Latin American politicians who
have started to use them as rhetoric tools to either criticise sitting governments’
inefficacy or rally support for their presidential campaigns.

However, Bukele’s practices are rooted in undemocratic premises of disrespect
for certain human rights and the concentration of power in the hands of the execu-
tive and are nurturing a growing movement of punitive populism that risks eroding
the democratic standards in other regional countries. National and international
human rights groups have reported thousands of violations, including the use of
excessive force, arbitrary detentions, and restrictions on freedom of expression and
assembly, besides the denial of the right to legal defence and a fair trial. Moreover,
the very premise of Bukele’s approach is the absence of scrutiny from any other
branch of the state, deriving from the amount of power he has managed to concen-
trate by controlling the legislature and the judiciary, to the detriment of the country’s
democratic checks and balances.

Luckily, there are a few practical reasons why El Salvador’s draconian measures
cannot be implemented elsewhere or at least cannot yield the same security results.
Furthermore, electoral processes in 2023 show that promising to mimic Bukele’s
methods is not an electoral game changer, as other factors play into voters’ decision
to elect their representatives. Nonetheless, as long as El Salvador is able to maintain
or deepen its security achievements, the popularity of these measures will keep
growing, spreading the notion that only the suspension of democratic rights and the
militarisation of societies can bring a solution to violent crime. This carries with it
the risk of erosion of democracy in Latin America.

This article seeks to examine the risks posed by the spread of Bukele’s anti-gang
campaign in terms of democratic setbacks while also assessing its electoral impact
on the wider Latin American region. It does by firstly presenting the growing chal-
lenge represented by the rise in criminal activities in various Latin American coun-
tries, displaying El Salvador’s outstanding “exception” in a region where security
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has turned into citizens’ main concern even in the once safest countries. It then
describes the appeal of Bukele’s measures and the emulation by a growing list of
policymakers in several countries, from local administrators to presidential candi-
dates and even sitting presidents, laying out the risks of eroding respect of human
rights and democratic norms associated with these measures. Finally, it assesses the
still limited impact of Bukele-style rhetoric in presidential elections undergone by
Paraguay, Ecuador, Guatemala, and Argentina, displaying the other elements that
play into voters’ decisions to pick candidates that do not necessarily anchor their
campaign plans on mimicking Bukele’s methods. Nonetheless, it flags that the sway
of Bukele’s rhetoric is likely to grow further in the future and can have long-term
impact on public policies throughout the region, unless it is met with an effective
and sustainable alternative which is not based on rights suppression and executive
control.

Crises and the Rise of Crime in Latin America

Latin America, a region characterised by high socio-economic disparities and vary-
ing degrees of development, has historically faced numerous challenges in dealing
with violent crimes perpetrated by illegal armed groups with or without ideological
motives. While the 2010s saw an overall reduction of violence levels across the
Western Hemisphere, in recent years some countries—including traditionally less
violent ones—experienced an uptick in criminal activities and homicides associated
to them. The impact of the COVID-19 pandemic on the livelihood of millions of
people, particularly on young students whose education was impacted by school
closures, and the shifts in drug trafficking routes forced by border shutdowns fed the
recruitment pool for criminal organisations throughout the continent (United
Nations Office on Drugs and Crime, 2020). In turn, as both petty and organised
crime thrived, ill-equipped and sometimes corrupt governments were unable to
adequately mitigate the pandemic’s impact on their countries’ populations. As a
result, insecurity has become a main concern for citizens in several countries, while
trust in national institutions is wavering.

Latin America also suffered from high levels of income inequality, and the pan-
demic exacerbated this problem. The most marginalised communities suffered dis-
proportionately as they lacked access to quality healthcare and faced increased job
insecurity. The economic divide between the rich and the poor widened, leading to
a negative impact on social cohesion and stability (Economic Commission for Latin
America and the Caribbean, 2022). The pandemic hit the informal sector particu-
larly hard, which employs a significant portion of Latin America’s workforce,
exposed to the lack of social protection and income instability. With lockdowns and
restrictions, many informal workers lost their sources of income, leading to a surge
in poverty rates (United Nations Development Programme, 2023). School closures
and the shift to remote learning had detrimental effects on education in many coun-
tries, as millions of students lacked access to the necessary technology and Internet
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connectivity to participate in online classes. This digital divide disproportionately
affected students from lower-income families, hindering their educational progress
and exacerbating existing inequalities in access to quality education (United Nations
International Children’s Emergency Fund, 2020). Furthermore, the strain on health-
care systems in Latin America was immense, with many countries facing shortages
of medical supplies, intensive care unit beds, and healthcare personnel. These short-
ages resulted in difficulties in providing adequate care to COVID-19 patients and
led to increased mortality rates, contributing to fostering discontent among enraged
citizens.

Against this backdrop, organised crime adapted quickly to the new reality. In
Mexico and Central America, drug cartels and gangs even took advantage of the
governments’ inability to alleviate the humanitarian consequences of lockdowns.
For example, they enforced their own restrictions but also suspended some extortion
payments and even provided food handouts to locals, in order to win their hearts and
minds, as well as consolidate their criminal governance (International Crisis Group,
2020). Border and air traffic shutdowns favoured the development of maritime drug
trafficking and modified the dynamics in drug peddling, co-opting the food delivery
sector (United Nations Office on Drugs and Crime, 2021). Meanwhile, cocaine and
marihuana production in countries such as Colombia, Peru, and Bolivia continues to
grow unchecked, while synthetic drug production literally skyrocketed, meeting an
increasing demand also related to the mental distress caused by the prolonged lock-
downs imposed by several governments to contain the pandemic (ibidem).

In addition, Latin America has experienced extraordinary migration flows in
recent years, which have further attracted the interests of criminal organisations
involved in human smuggling and trafficking, as well as those willing to recruit their
members among migrants. Even before the pandemic, millions of Venezuelans had
left their country to resettle mostly in South American countries such as Colombia,
Peru, Ecuador, and Chile, while hundreds of thousands of Nicaraguans did the same
to neighbouring Costa Rica. Both exoduses were prompted by those countries’
political crises and the crackdown on dissent perpetrated by the authoritarian gov-
ernments of Nicolds Maduro and Daniel Ortega. The socio-economic meltdown
prompted by the COVID-19 pandemic fuelled these flows but also diverted them
and prompted new ones, making north-bound migration towards Mexico and the
USA to skyrocket and reach unprecedent levels (Solomon & Hesson, 2023). As a
result, human smuggling is buoying, and criminal groups making a profit of it, such
as the Gulf Clan in Colombia and the Venezuelan Tren de Aragua, are thriving.

The combined increase in drug production and demand, as well as the potential
workforce for criminal groups involved in extortion and drug and human trafficking
activities, turned out to be an explosive mix for the region. As soon as mobility
restrictions were lifted, turf wars for the control of both international and local traf-
fics broke out in a wide array of countries, and also petty crimes spread across the
region, affecting even the once safest countries. As an illustration, Costa Rica—
among the least violent and most developed countries of Central America—recorded
a rate of 12.6 homicides per 100,000 inhabitants in 2022, the highest in the coun-
try’s history, with violence concentrated in coastal locations such as Limén and



4 Fighting Crime and Preserving Democracy in Latin America 55

Puntarenas, crucial maritime drug trafficking hubs. This trend has further continued
in 2023, with homicides increasing by another 40%, as of September (Voss, 2023).
In Chile, murders surged by 43% in 2022 and kidnappings by 77% (Ramos Miranda,
2023). A survey by market research firm Ipsos published in May 2023 found that
violence has become the primary topic worrying Chileans, despite the country’s
historically low levels of violence and criminality (IPSOS, 2023). Also in Uruguay,
the government has struggled to tame a homicide rate that jumped by a quarter in
2022 and is now triple that of neighbouring Argentina, where security has nonethe-
less rivalled the hyperinflation-torn economy as citizens’ main concern (Burns,
2023). The most striking case, however, is undoubtedly Ecuador. Over a decade
ago, the Andean country, sandwiched between coca-producing countries such as
Colombia and Peru, had managed to reduce levels of violence following a process
of “legalisation” of the country’s main gangs, including the notorious Latin Kings,
promoted by former President Rafael Correa (2007-2017). The power vacuum left
by their exit from the scene and that of FARC rebels after the 2016 peace deal in
Colombia, however, appears to have been filled by a growing number of criminal
groups with links to Mexican drug cartels and the Albanian mafia which have been
vying for control of the territory and prisons for drug trafficking and distribution,
sparking a wave of violence that has prompted a fivefold increase in annual homi-
cides between 2016 and 2022 and is foreseen to further worsen in 2023, having
already grown by 58% compared to the previous year (Pellegrini & Mosquera, 2023).

The Rise of Nayib Bukele and El Salvador’s
“Security Miracle”

Amid this surge of violent crime and mounting security concerns for millions of
Latin American citizens, El Salvador has stood out as an unlikely exception. Under
the leadership of President Nayib Bukele, the country, once known for being the
world’s murder capital, has experienced an extraordinary drop in levels of violence
over the past few years, reporting a lower murder rate than Costa Rica in 2022, for
the first time in its history.

When Nayib Bukele took office in 2019 as El Salvador’s youngest president (37
years old), the country was the second most violent in Latin America, with a homi-
cide rate of 51 murders per 100,000 inhabitants, even though it was already experi-
encing a decrease in violence since its peak in 2015, when nearly 1 in every 1,000
people was violently killed (Dalby & Carranza, 2019). Criminal gangs such as the
Mara Salvatrucha, or MS-13, and the two factions of the 18th Street gang spear-
headed the killings, amid an all-out war with state forces that broke out after a truce
they negotiated with the Mauricio Funes government in 2012 had fallen apart in
2014 (International Crisis Group, 2017). In the first 2 years of the Bukele adminis-
tration, levels of violence continued to decrease at a faster-than-ever pace, with
2021 reporting 17.6 homicides per 100,000 inhabitants (InSight Crime, 2022).



56 T. Breda

Several gang testimonies and investigative reports attributed the stark decrease to an
informal deal of non-aggression his government brokered with gangs leaders
(Martinez et al., 2020).

In March 2022, however, the picture changed completely. Gangs—the MS-13 in
particular—went on a killing rampage that left 87 people dead in the span of 3 days,
more than those reported in the whole previous month. The killing spree was alleg-
edly triggered by a rupture in the negotiations with the Bukele government and dealt
a huge symbolic blow to the president’s image (Martinez, 2022). In response,
Bukele took a U-turn in his approach to the gang issue, launching an unprecedented
dragnet on criminal groups, anchored on a state of exception that restrains some citi-
zen rights, including the right to a fair trial, renewed monthly by the legislature;
mass arrests of suspected gang members and collaborators (over 73,000, as of
October 2023); legal reforms that harshen sentences related to gang crimes, includ-
ing membership, and lower the minimum age for being charged as an adult to 12;
and the construction of a new mega jail, supposed to host up to 40,000 inmates
(International Crisis Group, 2022). The government has also promised to double the
army’s size and has given it a prominent role in public security (Aguilar, 2023).

Albeit hard-line or “iron-fist” tactics are not new in El Salvador and have actually
never worked to tame the expansion and penetration of gangs into the Salvadoran
social fabric, the scale of the crackdown is certainly unprecedented and has yielded
outstanding results. Gangs, who had learnt to use their ability to alter levels of vio-
lence to extract political concessions from successive governments, did not expect
that the killing spree would be met with such a sweeping crackdown and so extended
in space and time. In disarray, most of their medium-to-high ranking figures went
into hiding or fled the country, while the government captured dozens of thousands
of their lower-ranking members and collaborators, dismantling many of their opera-
tions throughout the country. As a result, gangs’ presence in hundreds of neighbour-
hoods waned, extortion requests subsided, and gang-related homicides nosedived,
with authorities reporting only 7.8 homicides per 100,000 inhabitants in 2022, a rate
that further decreased in 2023 (InSight Crime, 2023). This has also contributed to
maintain Bukele’s sky-high popularity rate at around 90%, resulting from a per-
ceived improvement in the security realm: 97.7% of interviewees of a June 2023
survey by IUDOP believed the security situation had improved (Instituto
Universitario de Opinién Pdblica, 2023). The Bukele administration has also
launched a communication campaign to portray the transformation of El Salvador
into one of the safest countries in Latin America, by inviting dozens of youtubers
and journalists to report the changed situation in neighbourhoods that were once
gangs’ strongholds, as well as the new mega prison, making sure the reportages
would spread throughout the hemisphere (Paises & Olivares, 2023). Furthermore,
several Salvadoran government officials and lawmakers have either received other
countries’ representatives or travelled to other countries in the region such as Peru,
Argentina, Honduras, and even the USA, to showcase the country’s security results
and promote its replication elsewhere (Coca Pimentel, 2023).



4 Fighting Crime and Preserving Democracy in Latin America 57
The Appeal of Bukele’s Methods in Latin America

The apparent efficacy and popularity of Bukele’s methods have understandably
grabbed the attention of a growing number of politicians in several Latin American
countries, particularly those experiencing a deterioration of their security situations,
nurturing the growing temptation of punitive populism (Freeman, 2023).

The call for the implementation of Bukele-like measures to tackle violent crime
has been used in mainly three ways: by opposition representatives to discredit the
inability of those in power to deal effectively with this issue or pressure them into
taking more extreme measures; by presidential candidates who have in some cases
dubbed themselves their respective countries’ “Bukeles” in order to win votes; and
by incumbents in order to rein in public criticism around insecurity. Lawmakers
and/or local administrators in Colombia, Chile, Ecuador, and Peru have promoted
these methods on several occasions: in August 2022, days after a bomb attack killed
five in Guayaquil, Ecuador, the city’s mayor asked, “Who fights insecurity in El
Salvador, a mayor or the president? It’s Bukele! ... Copy it, as simple as that”
(Breda, 2022). The implementation of Bukele-style security policies was also a pro-
posal advanced by several presidential hopefuls in countries that went through elec-
toral processes in 2023: Sandra Torres in Guatemala, Payo Cubas in Paraguay,
Patricia Bullrich and Javier Milei in Argentina, and Jan Topic in Ecuador all prom-
ised to crack down on gangs and drug groups and referred to what is happening in
El Salvador as a model to mirror, leading some observers to believe Bukele’s tactics
could influence elections and be mimicked elsewhere (Porter, 2023). However, for
reasons explained below, this prediction has yet to materialise.

Lastly, a few governments have either considered or actually copied Bukele’s
measures and rhetoric. After Costa Rica’s security minister, Jorge Torres, called for
his government to implement such measures, President Rodrigo Chaves backed
away, arguing the country does not have a military and respects citizens’ rights
(Mejia, 2023). In parallel, Honduras’ President Xiomara Castro actually imposed a
state of emergency and launched a “war on extortion”, emulating Bukele’s “war on
gangs” (Breda, 2023a, b, c). In Peru, despite stressing that the differences between
the two countries make it impossible to implement the same measures and expect
the same results, President Dina Boluarte imposed a localised state of emergency in
three districts of the capital Lima (Aquino et al., 2023). In only a couple of cases
have progressive governments openly averted Bukele’s policies: Gabriel Boric in
Chile and Gustavo Petro in Colombia. The latter, in particular, has engaged in a
public spat on Twitter/X with Bukele, arguing that in order to improve public secu-
rity, it is better to build universities instead of prisons (Rojas, 2023), insisting also
on his “Total Peace” plan, which is anchored on negotiations with illegal armed
groups to end Colombia’s prolonged internal conflict (Breda, 2023a, b, c). Both
presidents, however, face in turn a crisis of public legitimacy at home, with approval
rates hardly above 30%. Brazil’s President Indcio Lula da Silva has also tradition-
ally been against a heavy-handed approach to fight crime (Rodrigues & Caiuby
Labate, 2016), favouring poverty eradication and violence prevention instead, but
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the recent rise in crime in the country has compelled him too to lean more substan-
tially on the military to rein in criminal groups’ activities (Paraguassu, 2023), even
though keeping distance from Bukele’s dragnet.

Risks for Democracy

There are a few practical reasons why El Salvador’s draconian measures cannot be
implemented elsewhere or at least cannot yield the same security results. However,
the spread of the notion that only the suspension of democratic rights and the mili-
tarisation of societies can bring a solution to violent crime carries with it the risk of
erosion of democracy in Latin America.

First of all, it is unlikely to replicate Bukele’s methods elsewhere. Their success
is deeply intertwined with the clearly defined criminal landscape in El Salvador, a
tiny and densely populated country where criminal activities were mostly controlled
by three almost hegemonic criminal gangs (MS-13 and the two factions of the
Barrio 18), whose areas of influence had been clearly marked for years. It is also
tied to the authorities’ capacity and preparedness to imprison tens of thousands of
gang members and maintain control in jails: El Salvador can count on over 45,000
police and military officers with public security duties, outnumbering by far the rate
of security officer per inhabitants of most Latin American countries. These forces
had also built a database of the around 120,000 active gang members, aspirants, and
collaborators present in the country and had previously re-established their author-
ity in jails, previously used as gangs’ headquarters, by enforcing “extraordinary
measures”’, which impose a strict isolation regime to inmates held in security jails,
including the prohibition of family visits and reduced leisure time.

Most of all, however, the problem with Bukele’s methods lie in its undemocratic
practices. Salvadoran and international human rights groups have reported thou-
sands of violations, including the use of excessive force, arbitrary detentions, and
restrictions on freedom of expression and assembly (Human Rights Watch, 2022).
In particular, the government itself has admitted to have released over 7000 of the
more than 73,000 people detained until September 2023—implicitly acknowledg-
ing that one in every 10 arrests was unjust—but human rights group Socorro Juridico
Humanitario claims the number of unjust detentions can be around 20,000 (Deutsche
Welle, 2023). A leaked police document actually recognises that around 57,000
people detained under the state of exception have clear links with the gangs, while
43,000 gang members, hopefuls, and collaborators are still at large (Valencia, 2023).
Civil society organisations have also reported the death of at least 300 people in
overcrowded cells, many of which with clear signs of torture, although the govern-
ment has vehemently denied any allegation but only allowed visits of journalists or
loyal human rights ombudsmen in controlled settings (Calvo, 2023). Furthermore, a
legislative reform has authorised the judiciary to hold hearings of up to 900 defen-
dants at the same time, virtually annihilating their rights to a legal defence and to a
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fair trial (Miranda, 2023). All things considered, Salvadorans have been living for
almost 2 years with certain civil rights suspended.

The state of exception also poses significant risks to democracy. It gives the gov-
ernment sweeping powers, which can be used to suppress opposition and dissent,
and is grounded in President Bukele’s concentration of power in the hands of the
executive, undermining the checks and balances that are essential for a functioning
democracy. Since 2021, Bukele’s party holds a supermajority in the Legislative
Assembly, which approves without debate any initiative coming from the executive
and has dismissed ten out of fifteen Supreme Court judges and the Attorney General,
as well as one-third of ordinary judges and police officers and replaced them with
loyalists. Therefore, neither ordinary nor constitutional judges dare to oppose the
directives coming from the presidency. The very premise of the endless perpetua-
tion of the state of exception in El Salvador is the absence of any independence from
the executive by the other branches of the state.

2023 Elections: The Limits of Bukele’s Influence

In 2023, several Latin American countries went through important electoral pro-
cesses, testing the value of Bukele-style, anti-crime proposals as tools for electoral
support. Luckily, the democratic tenure of the region has mostly resisted the tempta-
tion represented by punitive populism, hinting that the success and popularity of
Bukele and his policies are not sufficient, alone, to win elections. In fact, promoters
of Bukele’s policies—some of whom defining themselves as their countries’
“Bukeles”—did not win any presidential election. Paraguayo “Payo” Cubas and
Patricia Bullrich came in third places in elections in Paraguay and Argentina, while
Jan Topic ranked fourth in Ecuador. In Guatemala, Sandra Torres was defeated in
the run-off by progressive Bernardo Arévalo de Leén, who promotes a more pro-
gressive agenda focused on addressing the root causes of violent crime while
strengthening security forces’ professionalisation and investigative capacity
(Delcid, 2023).

A number of elements help explain why proposals to emulate Bukele are insuf-
ficient to win an election. First of all, the quality and credibility of candidates remain
decisive features that play into citizens’ electoral preferences. Amid a wave of anti-
incumbent victories, the perception that a candidate would foster the status quo
increases voters’ aversion towards them, as it happened in the case of Torres in
Guatemala (Breda, 2023a, b, c). Furthermore, although the imitation game of
Bukele’s promoters raises public visibility and attracts some consensus, it ends up
annulling the novelty of policy proposals that can be perceived by the public as a
lack of creativity. Also, even though crime is high in the priorities of citizens across
Latin America, other pressing issues such as social and economic policies play into
their voting orientations. The candidates who are perceived to have more solid pro-
posals on how to energise the economy and improve the provision of services are
more likely to gather popular support. Finally, the presence of strong civil societies,
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averse to extreme human rights suppression and keen on preserving democratic
checks and balances, is also a factor that shall be taken into consideration: despite
Milei’s victory in the run-off of Argentina’s elections, the unexpectedly strong per-
formance of Sergio Massa and his party, Union por la Patria, may hint at a substan-
tial societal counterweight to any attempt to punitive populism.

However, it must be noted that, even though the promotion of Bukele-style meth-
ods does not ensure an electoral victory alone, it certainly contributes to improving
electoral performances of populist candidates and can play into run-off political
calculations. In Paraguay, Payo Cubas obtained 20% of votes in his first presidential
campaign bid. The same applies to Jan Topic, who gathered over 14% of votes. In
those countries where elections foresee a second round, run-off candidates look to
gain those votes, and this might involve making alliance with those losing candi-
dates or borrowing some of their proposals. As an illustration, the anti-crime rheto-
ric of Daniel Noboa harshened substantially between the first and second round,
from promoting job creation to promising to build a prison ship where to lock dan-
gerous criminals (Kueffner, 2023). He was eventually elected president of Ecuador.
Similarly, in Argentina, Bullrich’s anti-crime proposals were eventually absorbed
into Milei’s discourse in order to win the run-off with the moderate, Peronist candi-
date Sergio Massa.

All in all, even though the appeal of Bukele’s methods is not yet a decisive game
changer in elections and the region is mostly holding up vis-a-vis the temptation of
punitive populism, its influence in regional politics should not be understated. In
particular, the risk lies in the spreading notion that security can only be achieved
through the suspension of citizen rights and the concentration of executive power, to
the detriment of the rule of law and democratic checks and balances. Unless other
regional leaders are able to address citizens’ security concerns and come up with
alternative policies that manage to curb violent crime while respecting the separa-
tion of powers and the hard-fought citizen rights, this notion is likely to keep on
taking roots in a growing number of Latin American citizens, scared by the rise of
criminal activities and angered at the ruling class’s inability to solve their problems,
with far-reaching consequences for the quality of democracy in an already trou-
bled region.

Conclusion

As Latin America grapples with the spread of Nayib Bukele’s popular anti-gang
campaign, concerns regarding democratic stability and electoral outcomes come to
the forefront. While Bukele’s approach has successfully reduced gang-related vio-
lence in El Salvador, the risks it poses to democracy, as highlighted in this article,
cannot be ignored. The suppression of rights and concentration of power his draco-
nian measures imply represent serious setbacks in the quality of democracy in El
Salvador, and the appeal of his methods risks making the list of politicians mimick-
ing them grow, threatening the democratic tenure of other countries as well. This is
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all the truer at a time when various Latin American countries deal with a tide of
violent crime, while growing popular disenchantment at the traditional political
party system and the distortion in the information prompted by the rise of alterna-
tive communication channels further contribute to creating a breeding ground for
punitive populism.

However, the electoral experiences of Guatemala, Paraguay, Ecuador, and
Argentina in 2023 suggest that endorsing Bukele’s tactics and discourse does not
singlehandedly guarantee electoral success. On the contrary, other elements play
into voters’ decision to elect certain candidates, such as primary concerns in other
areas than security, the quality and credibility of candidates, and the presence of
strong civil society organisations and institutions. Nonetheless, the permacrisis
afflicting several Latin American countries is likely to continue to affect the regional
crime dynamics, leading to the security situation in many places and with it nurtur-
ing the demand for effective policies that provide immediate relief, along the likes
of those offered by politicians proclaiming punitive populism manifestos.

For his part, Bukele remains a reference for a wave of punitive populism which
is doomed to grow if violent crime keeps on penetrating the socio-economic fabric
of Latin American countries’ societies and governments across the region are unable
to come up with an alternative, sustainable, and popular solution that is centred on
strengthening authorities’ investigative capacities, uprooting institutional corrup-
tion, and thus reducing impunity rates, in full respect of human rights.
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I have always believed that Europe would be built through
crises, and that it would be the sum of their solutions. (Jean
Monnet, 1978, p. 417)

Europe will not be made all at once, or according to a single
plan. It will be built through concrete achievements, which first
create a de facto solidarity. (R. Schuman, 1950, p. 7)
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Introduction

Ever since the outbreak of the global financial crisis (GFC) in 2007/2008, the
European Union (EU) seems to pass through a never-ending wave of crises such as
the migration crisis, climate change, the COVID-19 pandemic, war in Ukraine with
the energy and inflation crisis following and most recently the conflict in the Middle
East. This new reality of poly- and permacrisis required the EU to constantly adjust
and reform. Crises management responses, however, vary in their legitimacy, which
affects the evolution of the EU in the long term, and its resilience. In a previous
publication in the context of the research conducted by the Jean Monnet Network
‘Crisis-Equity-Democracy for Europe and Latin America’, I focused on EU’s crisis
management of the global financial crisis (GFC) and subsequent sovereign debt
crisis (SDC) and showed that they were managed in an intergovernmental way,
largely sidelining the European Parliament (EP) and national parliaments, creating
a ‘double democratic deficit’ (De Souza Guilherme, 2020).

In this chapter, I analyse the financial crisis management of the COVID-19 pan-
demic and argue that the EU has overall learned from the lessons of the manage-
ment of the GFC crisis and provided a more legitimate response. I draw on the
concept of legitimacy by Vivien Schmidt (2013), who builds on Fritz Scharpf’s
(1999) concept of input and output legitimacy.! Schmidt adds a third dimension,
which refers to what goes on in the ‘black box’ of governance between input and
output, namely, what went on in the political system itself, and calls it ‘throughput’
legitimacy. Schmidt considers that regarding the EU, ‘throughput legitimacy builds
upon yet another term from systems theory, and is judged in terms of the efficacy,
accountability and transparency of the EU’s governance processes along with their
inclusiveness and openness to consultation with the people’ (Schmidt, 2013, p. 2).

The chapter is structured in three sections, the first section analyses the EU initial
responses to the COVID-19 comparing it with the response to the GFC. The second
section analyses and explains the changes introduced in the financial management
of the COVID-19 crisis, in particular, the creation of the Recovery and Resilience
Facility (RRF) in 2020, which represents a complete paradigm change for the EU
and was even called a ‘Hamiltonian moment’ by the Olaf Scholz, Germany’s finance
minister at that time. The third section discusses the role of the EP in this process
and how it contributed to the input and throughput legitimacy of the response. The
concluding section argues that the management of the COVID-19 crisis
strengthened EU’s legitimacy and contributed to its resilience, reflecting Jean
Monnet’s and Robert Schuman’s visions.

!According to Scharpf the exercise of governing authority is legitimized as a manifestation of col-
lective self-determination and consists on input-oriented legitimacy (government by the people,
implying that political choices are legitimate if and because they reflect the will of the people, that
is, ‘if they can be derived from the authentic preferences of the members of a community’ (Scharpf,
1999, p. 6), and output-oriented legitimacy, i.e., political choices are legitimate ‘if and because
they effectively promote the common welfare of the constituency in question’ (op. cit.).
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EU Crisis Response to the COVID-19 Pandemic: First
“Lockdown” in History and Initial “Déja Vu” Reaction
of Resorting to National and Intergovernmental Measures

When the COVID-19 pandemic broke out, the EU member states immediately
resorted to purely national emergency measures, first in terms of health policies,
with lockdowns, and then with financial and socio-economic measures. Confronted
with a potentially ‘lethal virus’, member states took the historic decision to lock
down their economies and confine their citizens to their homes and to give to the
protection of human lives maximum priority over all other interests and rights.
Some member states also closed the borders to other member states, most affected
by the pandemic to prevent contagion. The initial crisis response was largely inter-
governmental, marked by national measures, initially lacking solidarity and once
again sidelining the EP.

This response gave a déja vu impression of the global financial crisis response.
One could wonder whether any lessons had been learnt from the previous crisis and
if the EU had succeeded in establishing the appropriate rules, tools and mecha-
nisms, which had been missing in the previous GFC, to become more resilient for
future crises.

On the positive side, the European Commission (EC) and the European Central
Bank (ECB) seemed to have learned the lessons from the past crisis and reacted
very fast and efficiently to the pandemic. On March 19, 2020, the EC adopted the
State aid Temporary Framework to enable member states to use the full flexibility
foreseen under state aid rules. One day later followed the proposal to activate the
General Escape Clause of the Stability and Growth Pact. Both allowed the member
states to engage in emergency measures to support the economy in the context of the
coronavirus outbreak. Additionally, on April 2, 2020, the Commission proposed a
new instrument, ‘Support to Mitigate Unemployment Risks in an Emergency
(SURE)’, which was adopted by the Council on May 19 (Council, 2020a) and
became operational as of the 1st of June. SURE gave member states the possibility
to request EU financial support for employment measures retroactively from the 1st
of February and was a predecessor of a fiscal capacity scheme, financed by bonds
and relying on national state guarantees. Also on the positive side, the ECB did not
take 5 years to take over the role of a lender of last resort (Schmidt, 2020) and
launched a policy package of asset purchases, a new wave of targeted longer-term
refinancing operations (TLTRO III), the pandemic emergency purchase programme
(PEPP) (ECB 2020), which acted as a powerful market-stabilizing force, and in
2022 the Transmission Protection Instrument (TPI). Additionally, measures fore-
seen in the initial phase included the EIB’s €24.4 billion European Guarantee Fund
(EGF) in response to COVID-19, which had the potential to leverage €200 billion,
and the creation of a COVID-19 credit line designed to support ESM members.

In terms of input legitimacy at the EU level, none of the above-mentioned, early
crisis, management measures involved the EP. The SURE regulation was based on
the emergency Article 122 TFEU, which does not involve the EP in the adoption
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process. With the pandemic, there was a surge in the use of Article 122 TFEU,
which allowed once again the sidelining of the EP. State aid falls under the sole
competence of the EC, health under the sole competence of the member states, and
the EP is not involved in the procedure of triggering the escape clause nor did it have
arole in the adoption of SURE. However, the EP adopted its resolution on a recov-
ery programme on April 17, 2020 (European Parliament, 2020a), ahead of the
Franco-German proposal from May 18, (Elysee, 2020) and the ensuing Commission’s
proposal of May 28 on the Recovery and Resilience Facility (RRF) (European
Commission, 2020) and finally the European Council’s conclusions of July 21
(European Council, 2020).

Fasone (2022) pointed out that the EP indeed proposed a first outline of the main
features of the RRF, which seems to be overlooked in most of the academic litera-
ture. The exchanges on and the adoption of the resolution took place during the
critical phase of crisis management when the decisions on whether to pursue an
intergovernmental approach or whether to make a breakthrough in the direction of
EU bonds and common debts were being debated.

Agreement on the Recovery and Resilience Facility (RRF):
A ‘Hamiltonian Moment’?

When the pandemic struck, the EU found itself without any fiscal capacity and
many of its member states with limited fiscal space. Instead, the euro country mem-
ber states had established the intergovernmental European Stability Mechanism
(ESM) providing loans with conditionality for its members. However, member
states were reluctant to ask for ESM support due to its stigma associated with its
previous interference into national policies through the adjustment programmes and
because of their already very high debt levels as a legacy of the previous crisis.
Consequently, they pushed for grants and community bonds guaranteed by the EU
budget (MFF). It was necessary to counterbalance the great disparity in terms of
fiscal space to engage in emergency policy measures concerning the health crisis
and to stabilize the economy and employment, as well as to counteract distortions
and the weakening of the internal market in an era in which global free trade was
questioned and under threat.

Member states that had more leeway due to lower debt levels could better take
advantage of the waiving of the state aid restrictions and were able to support their
businesses. Furthermore, it was exactly the ‘frugal states’ (Austria, Estonia, Finland,
the Netherlands), also known as ‘frugal four’, which, on the one hand, were the
most reluctant to establish any kind of common fiscal capacity and, on the other
hand, pushed most for further waiving of state aid regulations. This development
threatened to create an uneven level playing field and distortions in the internal
market. According to the Competition State aid brief (European Commission, 2022,
p- 2), state aid measures approved by the Commission in 2020 and 2021 alone had
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amounted to “€3.1 trillion, representing 11.4% of EU27 annual GDP’ and ‘more
than half of these budgets were approved in Germany, around 15% in Italy and
France, 5% in Spain, and around 2% and below in other Member States’. These
measures gave the impression of a lack of solidarity and generosity from these
member states, while the EC appeared overly generous in broadly loosening the
state aid measures. This seemed unfair since the Commission has the obligation to
ensure the functioning of the internal market, and this asymmetry in state aid dis-
proportionally benefitted some member states compared to others. Moreover, the
Commission had been very rigid to the debtor countries in the euro crisis. Without
any EU recovery package, these measures began to be increasingly put into question.

I argue that there are three main reasons why the crisis management of the pan-
demic took a different path than the one of the GFC and the euro crisis: first, lessons
had been learnt from the previous crisis; second, because of the different nature and
framing of the crisis; and third, because of the adoption of different tools and mech-
anisms. These factors are explored next.

Lessons Learnt?

Several lessons were learnt from the previous crisis, particularly when referring to
the swift reaction and the generosity of the emergency measures of the EC and of
the ECB. Another important lesson was to avoid withdrawing the measures too
early as it turned out very costly in the previous crisis, as Buti and Papaconstantinou
(2021, p. 6) pointed out: ‘that EU countries were too quick to “declare victory” and
embark in sharp fiscal retrenchment’, reminded of ‘Olivier Blanchard’s analysis
(see Blanchard & Leigh, 2014) on the “fiscal multipliers” which were much higher
under large negative output gaps, especially if monetary policy approaches the
effective lower bound’, implying that budget consolidation in the early crisis in
advanced economies deepened and protracted the crisis. Buti additionally high-
lighted the difficulty of coordinating national policies to achieve an appropriate euro
area fiscal stance.

The experience of the euro crisis clearly exposes the limits or failure of intergov-
ernmental fiscal coordination in crisis times and strengthens the call for a fiscal
stabilization capacity at the EU or EMU level.

Different Crises or Rather Different Framing?

Both crises were global and of major impact and had been declared the worst since
the Great Depression in the 1930s. However, contrary to the GFC, which was a
systemic (Schulmeister, 2020, Ghymers, 2020) and endogenous crisis, originating
from within the financial and economic system and architecture and caused by
imbalances and fiscal shocks (Buti & Papaconstantinou, 2021), the pandemic was
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an exogenous crisis, which started with the spread of a lethal virus leading to supply
and demand shocks.

A second factor that turned out crucial for the handling of the crisis was the ques-
tion of ‘responsibility’ and the framing of the crisis. The COVID-19 pandemic
originated as a health crisis and fell rather into the category of a natural catastrophe
for which none of the EU member states could be held responsible. Waas and
Rittberger (2023) emphasized the importance of the framing of crises for the choice
of the policies to be applied and pointed out that a group of nine member states
representing 60% of the EU GDP employed for the pandemic the ‘European soli-
darity frame’ by publishing an open letter to Council President Louis Michel, in
which they highlighted that ‘we are all facing a symmetric external shock, for which
no country bears responsibility, but whose negative consequences are endured by
all. And we are collectively accountable for an effective and united European
response’ (Governo Italiano, 2020, p. 3).

This frame stands in stark contrast to the ‘national responsibility’ frame which
was applied to the GFC when Greece revealed in October 2009 that its deficit-to-
GDP ratio was considerably higher than previously reported. As a consequence, the
global financial crisis was re-framed from a systemic global financial crisis into a
sovereign debt crisis (SDC), which was a consequence of bad national politics and
did not deserve solidarity measures which would only lead to moral hazard. Greece
was blamed for the immorality of wasteful spending and of deceiving the other EU
partners, paving the way for punitive measures even going as far as to threaten
expulsion, the so-called GREXIT. Financial assistance was only granted when the
risk of contagion became a real threat to the existence of EMU, and it was provided
in the form of loans combined with punitive austerity measures. The framing of
sovereign debt crisis led to a situation that solidarity actions such as mutualized debt
or EU bonds were completely out of the question, and the crisis management was
done in a conflictual way by mutual accusations and public shaming. EU institu-
tions (ECB and EC) were instrumentalized to execute the austerity measures in the
debtor countries, and by way of excluding the community method, mediation
between creditor and debtor countries was not really attempted, and decision taken
was opaque and lacked transparency and democratic accountability. By re-framing
a systemic crisis into a sovereign debt crisis, the cost of a systemic crisis could be
rolled on debtor countries and solidarity measures excluded.

Additionally, in terms of output legitimacy, the crisis management of the GFC
and SDC was marked by policy mistakes and was not a success story. The contrac-
tionary effects of the austerity measures were not smoothed by expansionary mea-
sures from the countries with more fiscal leeway. On the contrary, these countries
further reinforced the economic contraction with their desire to lead the example of
budget consolidation. The financial crisis ended up being much deeper and longer
because of the measures adopted. Griffith-Jones (2014) pointed out the clear impli-
cation that countries would have grown more and would have seen their debt-to-
GDP ratios fall more if they had engaged in less austerity. Apart from aggravating
the crisis, these measures had additionally clear distributional consequences, which
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furthermore undermined the legitimacy of the SDC crisis management and trust
in the EU.

With regard to input legitimacy, the GFC and SDC had been marked by the side-
lining of the EP and by an increasing asymmetry and disparity in the involvement of
and accountability to the national parliaments between creditor and debt countries
resulting in a democratic regression (De Souza Guilherme, 2020). The democratic
and political consequences were the loss of trust in the EMU, and the EU, but even
more in traditional parties, with a consequent rise of new and more radical parties,
polarization and euro-scepticism. In short, the price for the lack of democratic legit-
imacy of the previous crisis management was the transformation of the political
landscape at the national and international levels rendering the political system
more volatile, political alliances less reliable and as a consequence the EU gover-
nance and the multilateral system more crisis prone.

The pandemic on the other hand originated as a health crisis and as such was
symmetric in its potential to affect all EU member states. However, the virus affected
member states at different times and to different degrees. Additionally, there was a
strong asymmetry in the fiscal space to adopt the health, economic and social mea-
sures needed to protect their citizens and economy. By coincidence, it was precisely
some of the countries, which had been strongly affected by the financial crisis,
where the pandemic raged strongest in the initial phase of the pandemic. There was
a lack of masks and respiratory equipment as well as experience on how to address
the virus overall. The budgetary consolidation measures from the previous crisis
had included cuts in the health sector and administration, which had weakened the
member states’ capacity of crisis response in the pandemic, worsening the situation.

In spite of this, the ‘frugal four’, but initially also Germany, tried to use the same
argumentation of ‘national responsibility’ as in the sovereign debt crisis. They
argued that each member state was responsible for its own fiscal space and the lack
of capacity for crisis management and resilience by not reducing debts in time and
acquiring a fiscal buffer. Following these arguments, they rejected the request of a
common debt instrument issued by the EU presented by the nine member states
including France, Italy and Spain sent in an open letter to Council President Charles
Michel on 25 March 2020. At the forefront of the ‘frugal four’, Dutch Finance
Minister Wopke Hoekstra demanded that the EU should investigate why some states
had insufficient fiscal capacities to effectively tackle the economic impact of the
pandemic (Von der Buchard et al., 2020).

Different Tools and Mechanisms

The impact on public opinion of the dramatic scenes from the southern countries,
struggling with the pandemic and burying thousands of their beloved ones, raised a
call for solidarity particularly when confronted with a crisis, which threatens to
affect all member states and can be blamed on no one. In this context, the ‘frugal
four’s’ stance provoked repulsion and public outrage in many member states.
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Portugal’s Prime Minister Anténio Costa also called Hoekstra’s demand ‘repug-
nant’ and accused him of ‘undermining what the spirit of the European Union is’
(ibid). The provocation of the Dutch finance minister Hoekstra was seen as another
moral crisis and turning point for a catharsis in the European financial crisis man-
agement. With the public moral outrage these comments had provoked, the dynamic
in favour of a recovery package based on community bonds gained momentum.

The same day, May 26, 2020, the president of the European Commission Von der
Leyen described in a speech in front of the European Parliament the leadership and
solidarity at EU level in the first weeks as partly painful:

When Europe really needed to be there for each other, too many initially looked out for
themselves. When Europe really needed an ‘all for one’ spirit, too many initially gave an
‘only for me’ response. And when Europe really needed to prove that this is not only a ‘fair
weather Union’, too many initially refused to share their umbrella. (Von der Leyen,
2020, p. 2)

Germany’s role and position were key to decide which direction the recovery pro-
gramme would take. Indeed, Germany found itself in the delicate situation of hav-
ing agreed in the national parliament to spend hundreds of billions of euros on state
aid measures while at the same time sharing the unpopular position of the ‘frugal
four’. Thus, she found herself under strong pressure to abandon its resistance to
common debt issuance to which it finally gave in. Waas and Rittberger (2023, p. 1)
explain the motives for the German U-turn in the following way:

First, to avoid a ‘common bad’ of a large-scale economic contraction, proposals for an

EU-wide fiscal response became a political imperative. Second, the successful framing of

the crisis as ‘nobody's fault’ rendered the call for European solidarity as the dominant stan-

dard of legitimacy to which all governments subscribed. Third, governments whose prefer-
ences were not aligned with this standard faced mounting normative pressure and isolation.

Finally, the Eurogroup meeting of April 8 already indicated the U-turn on the recov-
ery plan but had still not found an agreement on the issue of common debt issuance
or tying it to the MFF. It was precisely in this time that the EP adopted its resolution
of April 17, 2020, on EU coordinated action to combat the COVID-19 pandemic
and its consequences.

European Parliament and Recovery and Resilience Facility

This section analyses the role of the European Parliament in the response to the
COVID-19 crisis and therefore to the strengthening of its legitimacy. The EP is the
only institution whose representatives have been directly elected by the people to
represent them at the EU level. Its role is deliberative and legislative, and it is
responsible for holding accountable the executive. EP’s positions represent compro-
mises between the interests of citizens adhering to different ideological and social
backgrounds, countries, regions and stakeholders. It is important to analyse the EP’s
role in regard to the choice of the EU crisis management by way of the community
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versus the intergovernmental method, the scope, content and financing of the recov-
ery and resilience package, its implementation as well as its role in in terms of hold-
ing the executive accountable. Democratic legitimacy rests on the belief that citizens
can elect representatives to parliaments to ensure that governing authorities are
responsive to their preferences. Departing from the assumption that parliamentary
accountability should occur at the same level where political decisions are taken, the
RRF being decided by the community method falls into the category of pooled
political authority requiring a two-pronged parliament accountability both at the
domestic level (national parliaments) and the supranational level (the EP)
(Rittberger, 2023).

In contrast to the GFC and SDC, the fact that the pandemic was a symmetric
crisis affecting all EU member states and for which no member state could be made
responsible led to the decision to create a recovery and resilience programme for all
of the EU instead of limiting it to the euro area and to adopt the RRF within the
legislative framework of the EU. In consequence of this decision, the EP could play
a much more important role as co-legislator and the crisis management gained in
legitimacy, transparency and accountability.

As described before, during the first months of the pandemic the EP found itself
once again sidelined by a crisis response which sought recourse to intergovernmen-
tal and national measures and was based on a legal basis and competences which
excluded the EP. However, as Fasone (2022, p. 5) argues, the EP was successfully
fighting back and played an important role in promoting a ‘grand bargain’ during
this first phase, which also influenced the decision to give preference to the com-
munitarian way:

Although this may have been overlooked, some MEPs were the first proponents of what
later would become the RRF. Before the Commission initiative and the Franco-German
proposal for an EU recovery fund, indeed, in early April, Luis Garicano and Guy Verhofstadt
(RENEW) proposed a “European Reconstruction Fund” (Schelkle, 2021). In the EP
Resolution of April 17, 2020, the contours of the future NGEU were already set.

The success of the proposal of the two leading figures in the liberal group Renew
was due to the fact that, on the one hand, it was based on elements which had
already found an agreement and had been adopted in previous EP resolutions, such
as Eurobonds for future oriented investments and new own resources (European
Parliament, 2011), a fiscal capacity, which would serve a stabilization
function(European Parliament, 2017, 2018), and a budget of a sufficient size to
provide fiscal capacity (European Parliament, 2011). On the other hand, it repre-
sented a compromise between those who were in favour of risk sharing and wanted
common issuance of bonds and those who favoured risk avoidance and insisted in
stringent conditions and the monitoring by targets, milestones and a combination of
investment and reforms. They presented it as a grand bargain in which the EU would
issue bonds and the interest would be covered by the EU budget, which would be
increased through new own resources. Therefore, none of the costs would be paid
by any of the member states for another member state. Yet it presented a step for-
ward in the direction of a transfer union by directing grants to regions and sectors,
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which needed it most. However, the recovery fund was to be temporary and tied to
the duration of the MFF. Furthermore, the funds were to be conditional on the
achievements of milestones, such as investments and reforms in policy areas which
are European priorities.

At the same time, the two politicians were well connected to the other institu-
tions and important players and thus were able to exchange, develop and promote
these ideas simultaneously in the different institutions at a critical moment when the
discussions in the Council were in an intensive phase. Within the EP the resolution
was negotiated and submitted by four of the big mainstream political groups (par-
ties) and bore therefore a considerable political weight, the European Peoples Party
(EPP), the Social Democrats (S&D), the Renew Liberals (Renew) and the Greens,
and was adopted on April 17, 2020, before the presentation of the Franco-German
proposal.

The EP used its resolutions of April 17, 2020, ‘on EU coordinated action to com-
bat the COVID-19 pandemic and its consequences’, (European Parliament,
2020a) and the following one of May 15, 2020, ‘on the new multiannual financial
framework, own resources and the recovery plan’ (European Parliament, 2020b) to
increase the pressure for the recovery programmes to be established through the
regular EU community legislative method, as part of the new MFF and not as an
intergovernmental agreement. The EP explicitly expressed its disappointment about
the recourse to national actions instead of common action and about the lack of soli-
darity at the early phase. Additionally, it warned about the risks of an uneven level
playing field in the internal market without any community action and—Iast but not
least—outlined its proposals which then became to a great extent the blueprint for
the RRF.

In the negotiations with the Council the EP was successful in determining the
overarching priorities for the RRF in the form of the six pillars of policy priorities
which became Article 3 on the scope of the RRF.

(1) green transition; (2) digital transformation; (3) smart, sustainable and inclusive growth,
including economic cohesion, jobs, productivity, competitiveness, research, development
and innovation, and a well-functioning internal market with strong SMEs; (4) social and
territorial cohesion; (5) health, and economic, social and institutional resilience, with the
aim of, inter alia, increasing crisis preparedness and crisis response capacity; and (6) poli-
cies for the next generation, children and the youth, such as education and skill.

Throughout the negotiation process with the Council the EP tried to promote
democracy and legitimacy by strengthening ownership, transparency, inclusive
decision-taking, accountability and the rule of law. Additionally, the EP promoted
policies for the common good improving inclusion and resilience such as the green
transition, the European pillar of social rights and sustainable social market econ-
omy and gender inclusion and mainstreaming. Part of the success in promoting its
agenda can be explained by its tactic of issue linking as the RRF was negotiated in
parallel with the own resource decision (ORD), the MFF and the rule of law regula-
tion, and results were interlinked and formed an informal package (Montero et al.,
2021). On December 16, 2020, an inter-institutional agreement (IIA) (European
Parliament, 2020c) was concluded on the introduction of several new own resources,
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of which the plastic packaging was the first to be adopted, with a binding roadmap
and a passage ensuring a role for the EP in all legislation based on Article 122,
which might have an impact on the MFF.

In spite of the EP’s success in influencing the blueprint and the scope of the RRF,
it was considerably less successful in increasing its own role in the process of the
RRF. There is no role foreseen for the EP regarding the drafting, evaluating and
monitoring of the national RRF plans. The role of the EP in this important process
of economic governance and coordination does not go beyond its very limited role
in the European Semester. Yet the RRF procedure has been coupled to the European
Semester and by doing so has given it more teeth. Before, the procedure of eco-
nomic policy coordination of national economic and social policies was lacking
ownership and compliance. The RRF, by contrast, can steer policies and promote
EU objectives and has distributive and disciplinary effects through considerable EU
funds. Considering the EP’s role as co-legislator of the RREF, in defining the over-
arching objectives, and as Fasone (2022) pointed out, as a budgetary authority on an
equal footing with the Council on the ground of Article 14, para. 1 TEU, the EP
should have been granted more powers in order to fulfil its role. The EP had wanted
to institutionalize a recovery and resilience dialogue between the Union institutions
in which the representatives of the Council and its preparatory bodies, the
Commission and the Eurogroup should be invited. Accountability to the EP in the
RREF, as in the European Semester, is only foreseen for the EC.

In the context of the RRF, the dialogue found its way into the regulation in the
form of a structured dialogue with the EC, which was organized every 2 months by
the competent committees of the EP (the Committee on Economic and Monetary
Affairs (ECON) and the Committee on Budgets (BUDG)). According to Article 26,
of RRF, the Commission had to inform the EP about the following items: (a) the
state of recovery, resilience and adjustment capacity in the Union; (b) the recovery
and resilience plans of the member states (c) and their assessment; (d) the main find-
ings of the review report; (e) the status of fulfilment of the milestones and targets of
the recovery and resilience plans of the member states; and (f) payment, suspension
and termination procedures. Moreover, in order to make it more like a dialogue, the
regulation foresees that the ‘Commission shall give due consideration to the views
expressed by the EP’, whatever that may mean. ‘Democratic accountability’ would
imply that the process would lead to adjustments and improvements following the
input from the EP, yet it seems rather that the main advantage of the scrutiny rights
over the Commission lies in the increased transparency.

In terms of transparency the EP gained equal rights to access of information as
the Council, simultaneously and on equal terms and without undue delay and also
achieved introducing a recovery and resilience scoreboard on milestones and targets.

EU member states, on the other hand, succeeded to improve their role in the RRF
governance process as compared to the European Semester. It is now up to the mem-
ber states to submit the first draft of their national RRF. The EC then evaluates them
according to the criteria of relevance, effectiveness, efficiency and coherence but
may also suggest modifications in bilateral exchanges and submits the evaluation to
the Council for a final approval and monitors the implementation. This change of
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procedure can be considered a game changer and considerably enhances ownership,
the respect of citizens’ priorities and thus legitimacy. While the EC’s idea of owner-
ship is mainly to improve compliance and by doing so to strengthen the output and
throughput legitimacy of EU socioeconomic governance (Vanheuverzwijn &
Crespy, 2018: 14), the EP is in favour of having the member states to decide the
national measures in order to achieve the policy objectives which will strengthen
responsiveness to citizens’ choices expressed in national elections and at the same
time emphasizes the need for democratic accountability to improve ownership and
compliance both at the European and national levels (Rittberger, 2023)

An increased national ownership and inclusiveness, or horizontal legitimacy, and
a strengthened accountability would increase democratic legitimacy of the national
programmes and have long been among the priorities of the EP given the poor
record of the implementation of the national plans within the European Semester
process. Concerning strengthening horizontal legitimacy, the EP succeeded to
anchor the reporting requirement on the consultation of local and regional authori-
ties, social partners and civil society in Article 18, paragraph 4 (q).> Last but not
least, the EP exercises additional powers of scrutiny and political pressure under EU
budgetary and discharge procedures and resolutions such as on the European
Semester or on the annual report on the RRF and by written or oral questions.

Conclusions

Olaf Scholz saw in the creation of the Recovery and Resilience Facility a
‘Hamiltonian moment’. Even though it might not go that far, this chapter showed
how, as summarized by Waas and Rittberger (2023), it provided ‘concrete achieve-
ments which first create a de facto solidarity’ and how it broke with a paradigm and
paved the way in the direction of a fiscal union in the future. Moreover, it helped to
avoid the ‘common bad’ of a large-scale economic contraction and of a social and
economic crisis and to promote the European ‘public good’, or to put it in Scharpf’s
words (1999, p. 6), it ‘effectively promotes the common welfare of the constituency
in question’, which considerably increased its (output) legitimacy.

When comparing the intergovernmental GFC and SDC management with the
RRF based on the community method, we see that the latter clearly outperformed
the former in terms of input, throughput and output legitimacy. While the GFC and
SDC management brought about a double democratic deficit and erosion of democ-
racy (De Souza, 2020), the EP had a stronger role in the creation of the RRF, con-
tributing to its design, formulating the overarching policy pillars and therefore

>That reads: ‘For the preparation and, where available, for the implementation of the recovery and
resilience plan, a summary of the consultation process, conducted in accordance with the national
legal framework, of local and regional authorities, social partners, civil society organisations,
youth organisations and other relevant stakeholders, and how the input of the stakeholders is
reflected in the recovery and resilience plan’.
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contributing to its input and throughput legitimacy. The process is more transparent,
particularly in terms of equal access to information; the social pillar and gender
equality and the promotion of the involvement of regional and local authorities,
social partners and civil society, pushed by the EP, rendered the RRF more inclusive
and transparent at the national level.

That said, first evaluations already show that there is a lot of room to improve
their involvement, which the EP already addressed with the designed scrutiny.
Another important aspect, which is still missing, is the reporting on the involvement
of national parliaments in their legislative, budgetary and scrutinizing competencies
on the national RRF plans and the national implementation of the programmes.
Increased accountability and responsiveness to citizen’s priorities can only be
achieved in an alliance between the European and national parliaments. The national
parliaments are already partners and not competitors of the EP to ensure and pro-
mote democracy and accountability and improve legitimacy, for which the
Conference of Parliamentary Committees for Union Affairs (COSAC), the European
Parliamentary Week and the Interparliamentary Conferences on Stability, Economic
Coordination and Governance (SECG) and Interparliamentary Committee meetings
have been set up, but more can be done.

The EP also was not successful in its quest to introduce into the regulation the
mandatory accountability of the member states, the Council and the president of the
Eurogroup. It has not given up these efforts though and has re-inserted these requests
in its position on the reform of the economic governance rules. Also important to
RRF’s legitimacy is that it has acquired great support in the population and seems,
therefore, to well reflect the preferences of EU citizens and the ‘will of the people’:

About half of respondents (51%) across the EU, answered that they were aware of a
Recovery Plan for their country to support economic recovery from the COVID-19 pan-
demic. 74% expressed that they thought that it was a good approach for the EU and seven
in ten replied that it is a good approach for their country that the EU Recovery Plan
‘NextGenerationEU’, is based on a principle of solidarity, as Member States agreed to pro-
vide financial support to each other to emerge stronger from the COVID-19 pandemic.
(European Commission, 2023a, b, c, p. 3)

The RRF was created as temporary fiscal capacity, yet it has already brought about
a paradigm change. Whether it has paved the way for a ‘Hamiltonian development’
will much depend on the proper use of the funds and its success. The RRF already
made the EU more resilient for the COVID-19 pandemic as well as for the eco-
nomic shock due the Russian war against Ukraine and the subsequent energy and
inflation crises. Additionally, the fact that almost 40% of the total allocation of the
plans should contribute to measures aimed at reducing net greenhouse gas emis-
sions and almost 30% of the plans’ allocation is dedicated to social expenditure will
serve to improve the resilience of the European Union.

Confronted with increased instability in the era of poly- and permacrisis due to
wars and conflicts, climate change and an increasingly multipolar world, with
increasingly unstable alliances due to the rise of autocratic and populist govern-
ments within and outside of the EU, the need to finance or stimulate investment in
European common goods and welfare and strengthen resilience will only increase.
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The experience of the RRF will either result in a sequence of temporary stabiliza-
tion functions or lead to a permanent fiscal capacity ideally by an increased EU
budget which signifies a major leap forward towards a fiscal union. This chapter
showed that crisis management within the legal framework of the EU and with soli-
darity has paid off for all member states and strengthened the European Union and
its legitimacy, becoming more resilient and reflecting Jean Monnet’s and Robert
Schuman’s visions.

Disclaimer

The opinions expressed in this chapter are the sole responsibility of the author and
do not necessarily represent the official position of the European Parliament or of
any other EU institution.
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Introduction

In recent years, the European Union (EU) has been in a constant state of crisis.
Although permacrisis has affected the whole world, compared to other regions, the
EU has had to deal with additional idiosyncratic shocks, like the Eurocrisis, in the
aftermath of the global financial crisis, the refugee crisis of 2015-2016 and Brexit.
The implications of this situation for European integration were acknowledged in
2016 by Jean-Claude Juncker, president of the European Commission at the time.
Having in mind the Eurocrisis, the refugee crisis and the Brexit referendum, Juncker
coined the term ‘polycrisis’ to describe ‘the confluence of multiple, mutually rein-
forcing challenges facing the EU’. Since then, more crises erupted: the pandemic,
the Russian invasion of Ukraine and the ensuing energy crisis, the rise of inflation
to its highest levels since the 1970s and more recently the new flare-up in the long-
standing conflict in the Middle East.

On a global level, the number and intensity of the shocks and the multilevel chal-
lenges they entail, as well as the inability of global governance mechanisms to
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respond satisfactorily, could further strengthen the dynamics of regional integration
observed in recent decades. On the other hand, this new environment poses signifi-
cant challenges for existing regional integration schemes, such as the EU, as they
come under pressure to effectively handle the crises but also to redefine their priori-
ties and redesign their strategies and policy tools, to enhance their resilience.

Given its member states’ diverse interests, its incomplete institutional structure
and limited policy capacity, the EU often lacks the ability to devise and implement
policies in response to fast-evolving crises. The inability to deal effectively with an
unfolding crisis in turn undermines the EU’s basic legitimacy source: its ability to
improve the material well-being of European citizens. This became evident during
the Eurocrisis, when fiscal conservatism, domestic political calculations and moral
hazard considerations shaped a ‘go-it-alone’ adjustment process for crisis-hit mem-
ber states which produced extremely negative socio-economic results, undermining
greatly the image and credibility of the EU in the eyes of European citizens, particu-
larly in the South (Kriesi, 2018; Verney & Katsikas, 2020). On the other hand, most
analysts tend to agree that the EU’s reaction to the pandemic has been both prompt
and comprehensive, compared to previous episodes (Boin & Rhinard, 2023; Brooks
et al., 2023), restoring thus, to some extent, the image of an organization capable of
delivering prosperity-improving results under conditions of crisis.

The impact of crises on European citizens’ attitudes towards the EU is important
because these attitudes underpin the European project’s democratic legitimacy. This
is a crucial aspect of the process of European integration, not only because the EU
is a normative order (Bellamy & Weale, 2015), but also because legitimacy is a
necessary corollary to further integration, which becomes increasingly necessary as
consecutive crises call for institutional deepening in several policy areas.
Accordingly, the objective of this chapter is to evaluate the impact of successive
crises on EU’s democratic legitimacy. To do so we examine public support towards
the EU. We employ Easton’s (1975) distinction between diffuse and specific sup-
port, focusing on the former, to gauge the impact of permacrisis, as an extended
period of stress and insecurity, on European citizens’ support towards European
integration. We use Eurobarometer data on different aspects of public attitudes vis-
a-vis the EU during the last 15 years, focusing on the potential impact of four major
crises: the Eurocrisis, the refugee crisis, the pandemic and the Russian invasion of
Ukraine. Due to space limitations, the analysis is mostly descriptive and is meant to
discern and document major trends in popular support towards the EU during the
permacrisis era.

The next section discusses the issue of EU’s democratic legitimacy and the theo-
retical debates around it. The section after that describes and briefly discusses the
four major crises that impacted the EU in the past 15 years, which are expected to
have affected popular support for European integration. The following section pres-
ents and discusses the data from the Eurobarometer surveys. The last section dis-
cusses the findings and relates them to the literature.
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The Foundations of EU’s Democratic Legitimacy

Before the crisis, the EU’s record in terms of democratic legitimacy was mixed.
Historically, European integration proceeded without major political contestation in
European societies, as it was always thought as an issue of low political salience in
domestic politics, and European elections were typically treated as a ‘second-order’
election (Reif & Schmitt, 1980). The deepening and widening of the integration
process that followed the Maastricht Treaty changed this. European integration
became increasingly intertwined with issues pertaining to core aspects of national
sovereignty and identity, making it more controversial and politicized and thus
increasingly part of domestic party politics. As a result, the general public’s ‘per-
missive consensus’, enjoyed by European elites in previous decades (Lindberg &
Scheingold, 1970), was gradually replaced by an intensifying ‘constraining dissen-
sus’ (Hooghe & Marks, 2009). This was manifested, for example, with the emer-
gence of (typically marginal) Eurosceptic parties in many European countries, both
on the left and the right side of the political spectrum.

The permacrisis era that begun with the global financial crisis increased further
the politicization of the EU both at the national and European levels (Zeitlin et al.,
2019). The Eurocrisis was accompanied by a rise in Euroscepticism manifested
both in opinion surveys and the increased support for Eurosceptic parties in many
countries (Herndndez & Kriesi, 2016; Verney & Katsikas, 2020). While some con-
sider politicization as a sign of further integration which brings unavoidable politi-
cal transformations (e.g. Genschel & Jachtenfuchs, 2018), others see it as a problem,
as it inhibits decision-making in the EU, creating a ‘politics trap’ (Laffan, 2021).
The latter is more likely to occur during times of crisis, when intensified politiciza-
tion is typically the result of diverse and often contrasting views, on the appropriate
response, which reflect broader politico-economic interests and societal attitudes,
leading to divisions, like the North-South rift that emerged during the Eurocrisis.

The rise of Euroscepticism undermines the democratic legitimacy of the
European integration project, which has been contested from the beginning. Even
before the global financial crisis, there was a heated academic debate about the
‘EU’s democratic deficit’, which revolved around two main issues: the weak demo-
cratic institutional credentials of European governance and the limited affinity felt
by European citizens towards the EU (Weiler et al., 1995; Follesdal & Hix, 2006;
Hix, 2008). While some scholars rejected the institutional critique, arguing that the
EU is a limited-purpose organization which should not be held to an ideal standard
of democracy more appropriate for nation states (e.g. Majone, 1998; Moravcsik,
2002, 2008), the claim that the EU citizens do not understand or identify with the
EU has been much harder to contest.

In this context, prior to the global financial crisis, there was substantial consen-
sus that the EU derived its legitimacy mainly from its ability to deliver economic
prosperity to European citizens. In other words, the EU enjoyed output legitimacy,
that is, legitimacy based on the positive prosperity outcomes of the authority it
exercised. On other hand, input legitimacy, that is, legitimacy based on the
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representation of the interests and values of the people in policymaking, by ensuring
the accountability of policymakers, for example, through elections, was lacking
(Scharpf, 1999; Schmidt, 2013).

Permacrisis: The EU Under Strain

The recurrent crises over the past 15 years, and the way these were handled, upset
the previous balance. The first major shock was the global financial crisis and par-
ticularly its subsequent evolution into the Eurocrisis, which divided the EU into
creditor and debtor member states and pitted them against each other. The manage-
ment of the Eurocrisis weakened further input legitimacy, particularly in the coun-
tries of the Eurozone periphery, which suffered most from the crisis. The terms of
the bailout agreements were dictated by the creditor countries, following ad hoc,
intergovernmental and highly asymmetrical negotiations, which left no room for
domestic politics. This was reflected in the explicitly expressed discord of societies
with government policies in crisis-hit countries, which led to political upheaval and
in some cases radical transformation of the political system, without, however, sub-
stantially affecting the content of the implemented policies, a situation described by
Schmidt (2015) as ‘politics without policies’. At the same time, questionable prac-
tices at the EU governance level and the constant invocation of a ‘state of emer-
gency’ at the domestic level led to further weakening of institutional checks and
balances (Katsikas, 2020). On the other hand, output legitimacy also suffered
because of the economic deterioration experienced by the countries in crisis. The
result was a rise of populism and Euroscepticism and not only in the South but also
in the North (e.g. True Finns, AfD, etc.).

After the crisis, economic recovery improved the material conditions of European
citizens—with the exception of Greece, which experienced a deep and long-lasting
crisis. However, soon, the EU found itself faced with another shock. In 2015, in the
space of a few months, more than a million people, coming for the most part from
Syria, crossed the borders into the EU, mainly from the so-called eastern corridor,
i.e., the Greek border with Turkey, and to a lesser degree from the ‘central
Mediterranean corridor’, that is, the sea crossing from North Africa to South Italy
(IOM,, 2016). The refugee crisis that unfolded over the following months revealed a
new rift, this time between member states in western and central and eastern Europe.
The latter, led by the Visegrad group of countries, rejected the creation of a joint EU
mandatory mechanism to distribute refugees to EU member states and resorted to
unilateral—but often coordinated—measures, which ended up closing entirely the
Balkan route towards northern Europe for refugees, leaving them stranded at the
northern border of Greece (Kriesi et al., 2021). The influx of refugees eventually
slowed down following a shift of policy towards re-bordering EU’s external bor-
ders, including through an agreement with Turkey, to prevent more refugees from
reaching the EU. The resolution of the crisis left a bitter taste, as the EU was unable
to find a commonly agreed solution, and the behaviour of certain member states
undermined the legitimacy of the EU both as a competent crisis manager and as a
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political entity that embodies a set of humanitarian values (Murray & Longo, 2018).
The crisis further fuelled the rise of populist, Eurosceptic and far-right parties
across Europe.

The period after the refugee crisis was characterized by relative stability and a
strong recovery of the European economy from the Eurocrisis. Even Greece was
able to finally recover and complete its third bailout programme in August of 2018.
This period of calm did not last long; in early 2020 the COVID-19 pandemic, the
worst global health crisis for a century, broke out. Beyond its devastating humani-
tarian toll, the pandemic has also had a profound impact on the economy. As with
any epidemic, the isolation of infected people to contain dispersion of the virus
unavoidably led to the disruption of economic activity, while the increased uncer-
tainty impacted on both consumption and investment, further intensifying the reces-
sion (Gourinchas, 2020). Things got even worse as governments, in their effort to
‘flatten’ the epidemic curve, imposed lockdowns. Despite the ‘symmetrical’ charac-
ter of the shock, the impact across member states was highly uneven; countries with
less developed health systems and reduced fiscal capacity—the countries hit hard
during the Eurocrisis displayed both weaknesses—would not have the means to
effectively manage the crisis. The early reactions were not encouraging; once again,
member states’ first course of action was unilateral measures, including closure of
borders, travel restrictions and exports bans (Brooks & Geyer, 2020), disrupting the
functioning of both the Schengen area and the single market. The old rift between
fiscally conservative member states and countries seeking more fiscal solidarity
emerged again, as the former rejected the latter’s proposal for the issuance of com-
mon debt to deal with the pandemic. Fortunately, under the increasing pressure of
the crisis, cooperation among member states gradually improved, and the European
institutions seized the momentum to push for a bolder and more active handling of
the crisis. Policy activism from the European Central Bank (ECB) and the European
Commission, the relaxation of fiscal constraints and the increased cooperation in
health and crisis management were perceived as positive steps during an unprece-
dented crisis. Fiscal measures were also agreed, the culmination of which was the
Next Generation EU initiative, which offered member states significant amounts of
funds, much of it in the form of grants, to combat the pandemic and its economic
consequences. These initiatives, in conjunction with the adoption of a joint procure-
ment strategy for vaccines, contributed greatly to the handling of the pandemic.

The pandemic crisis was not over when the next major shock occurred. In
February 2022 Russia invaded Ukraine, provoking the first war between two sover-
eign states in the European continent since WWII. The shock had an existential
dimension for the EU, as it challenged the primary purpose of its own creation,
which was to safeguard peace in Europe. The reaction of the EU towards this new
crisis seemed to follow a pattern that was the reverse of that during the pandemic. In
contrast to the pandemic’s weak early response, there was a strong initial condem-
nation of the invasion and coordinated action to impose unprecedented sanctions to
Russia. However, as time went by and the crucial aspect of the economic impact of
these sanctions on European economies started being felt, coordination became
looser, and disagreements on the way forward emerged, as European economies
exhibited different degrees of dependency on Russian energy and had unequal
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access to alternative sources. At the same time, the inflation wave triggered by the
war and the ensuing sanctions created domestic political pressure for incumbent
governments. The result was more uncoordinated unilateral actions from various
member states and a coordinated recess on certain aspects of EU policy towards the
climate crisis, to accommodate pressures for access, at least in the medium term, to
alternative fossil fuel sources. In this context, the EU’s reaction in terms of its actor-
ness, intra-European solidarity and ability to adapt to changing circumstances
seemed lacking compared to its reaction to the pandemic (Anghel & Jones, 2023).

Public Support for the EU During the Permacrisis

The different responses of the EU during the permacrisis era have sparked a schol-
arly debate regarding the causes for this inconsistent performance and its results on
European integration (Hooghe & Marks, 2019; Zeitlin et al., 2019; Wolff & Ladi,
2020; Jones et al., 2021; Genschel & Jachtenfuchs, 2018; Ferrera et al., 2022). A
consensus that seems to emerge in the literature is that each crisis episode has dis-
tinct characteristics, and these should be considered when assessing their impact on
European integration (Ferrara & Kriesi, 2022; Anghel & Jones, 2023). This is
because different crises shape different interest constellations and therefore divi-
sions about the appropriate response, leading to what Zeitlin et al. (2019) have
called ‘polycleavage’. While this may be true, the interaction between the different
crises and their overall effect—given the EU’s varying performance—on public
support towards the EU remain unclear. While for some European citizens the EU
may be seen as a breakwater against the tides of continued international turbulence,
for others it may be seen as one of its causes. In this chapter we attempt to determine
whether and how the extended period of crises and prolonged uncertainty have
affected public support towards European integration.

To do so, and following previous work done in this area for the Jean Monnet
Network ‘Crisis-Equity-Democracy for Europe and Latin America’ (Verney &
Katsikas, 2020), we employ the well-known distinction made by Easton (1975),
between specific and diffuse support in a political system. Diffuse support is defined
as ‘support that underlies the regime as a whole and the political community’
(1975:445), whereas specific support refers to the satisfaction members of a politi-
cal system ‘feel they obtain from the perceived outputs and performance of the
political authorities’ (1975:437). It follows that diffuse support is more enduring
and ‘will not be easily dislodged because of current dissatisfaction with what the
government does’ (Easton, 1975:445). In contrast, ‘specific support... varies with
perceived benefits or satisfactions. When these decline or cease, support will do
likewise’ (Ibid: 439).

In this context, we would expect to see specific support to rise or fall in the after-
math of a crisis episode, depending on the European citizens’ evaluation of the EU’s
reaction. On the other hand, we expect diffuse support to exhibit less variation dur-
ing a particular crisis, but continuous dissatisfaction with the way the EU deals with
consecutive crises could very well lead to a generalized dissatisfaction with the EU
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itself. Indeed, this is the challenge posed by permacrisis; the recurring occurrence
of shocks not only tests the ability of officials in authoritative European institutions
at a particular point in time to deal with a crisis but questions the ability of the EU
institutions as such to rise to the task. Accordingly, in this chapter we focus on the
impact of permacrisis on diffuse popular support for European integration.

To assess the impact of permacrisis on the attitudes of European citizens, we
review data for an extended period of time. More specifically, we employ data from
a survey in 2006—which is used as the pre-crisis basis against which data from
subsequent surveys can be assessed—and data from ensuing surveys with a 2-year
frequency, i.e. surveys from 2008, 2010, 2012, 2014, 2016, 2018, 2020 and 2022.!
We strive to use data from the same (autumn) edition of the Eurobarometer surveys
to ensure a higher degree of comparability of the responses, although in some cases
this is not possible.> Moreover, given that different crises have led to different rifts
within the EU, we have separated the data into three groups of countries: (a) the
countries of southern Europe, (b) the countries of eastern Europe and (c) the coun-
tries of northern/ western Europe.® This categorization will provide a more fine-
grained image of the attitudes of citizens in different European regions.

To test the effects on diffuse support, we employ three questions. First, a ques-
tion on trust; according to Easton (1975: 447—450), trust is one of the two ways in
which diffuse support is expressed (the other being legitimacy). Trust means that
citizens ‘feel that their own interests would be attended to even if the authorities
were exposed to little supervision or scrutiny’ (Ibid:447). It is a necessary corollary
to the exercise of authority which otherwise would need to apply coercion for the
implementation of its decisions. Trust is cultivated through socialization but also
through extended experience with a regime—continued dissatisfaction with the lat-
ter’s performance under different incumbents may lead to a loss of trust to the
regime itself. To explore this aspect of diffuse support, we employ here a
Eurobarometer question which asks whether people ‘trust the EU’.

A second question which speaks directly to the issue of democratic (input) legiti-
macy at the EU level is a question which measures the public’s satisfaction with the
way democracy works in the EU. Given that EU is comprised of states with estab-
lished democratic systems, and that European citizens’ commitment to democracy
is deeply embedded (Kriesi, 2020), the less European citizens are satisfied with the
way democracy operates in the EU, the more likely they are to consider the EU
illegitimate.

'This was not possible for all the Eurobarometer questions used. For the second question on
democracy, data were not available for 2008, while for the third question on attachment to the EU,
data were not available for 2008 and 2010.

>More specifically, for the 2006 survey, the questions of interest were included in the spring edi-
tion, while for 2020 and 2022, there was a change in the timeframe of the surveys and for both
years we use the data of the summer edition.

3Treland was excluded from the analysis as during the Eurocrisis years it should be included in the
southern group of countries, but for the rest of the period it would fit better—given its socio-
economic and politico-institutional characteristics—in the northern group of countries.
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Finally, a third question addresses the more emotional aspect of diffuse support,
as it gauges people’s attachment to the EU.* Lindberg and Scheingold (1970) first
made a distinction between utilitarian and affective support, with the former refer-
ring to a cost-benefit analysis of EU membership and the latter to a broad and often
emotional acceptance of abstract values at the heart of the European integration
project. This emotional link with the EU can be considered as part of or closely
related to diffuse support (Boomgaarden et al., 2010:244).

Figure 6.1 presents the data for the first question, on trust. The findings show
significant differentiation between the three groups of countries but also some com-
mon trends. The most evident common development in the attitudes of respondents
in all three groups is the decline in trust towards the EU during the Eurocrisis. This
is more pronounced and lasting for the countries of the South where citizens’ trust
deteriorates from 57% in 2006 to a low of just 28% in 2012 (with an astonishing
63% of respondents saying that they do not trust the EU), in the midst of the crisis.
The levels of trust (distrust) remain low (high) until 2016 and start to gradually
recover from 2018 onwards and particularly in 2022, when they exceed the 50%
threshold again, remaining however lower compared to the pre-crisis period. The
decline is also quite steep for the countries of eastern Europe, which see a drop in
the levels of trust from a high of 59% in 2006 to a low of 45% in 2012. However,
this does not last long, and in 2014 there is already a small recovery, which however
is reversed in 2016, when the clash over the refugee crisis erupts in the EU. From
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Source: Eurobarometer surveys (65.2, 70.1, 74.2, 78.1, 83.2, 86.2, 90.3, 93.1, 97.5)

Fig. 6.1 Trust in the EU

*More specifically, the questions were (a) Trust in EU: I would like to ask you a question about
how much trust you have in certain media and institutions. For each of the following media and
institutions, please tell me if you tend to trust it or tend not to trust it: the European Union; (b)
Satisfaction with democracy: On the whole, are you very satisfied, fairly satisfied, not very satisfied
or not at all satisfied with the way democracy works in: the European Union; (c)Attachment to the
EU: Please tell me how attached you feel to: the European Union.
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2018 onwards things gradually improve, and by 2022 52% of respondents say that
they trust the EU. The variation in trust levels is most limited for the countries of the
North. As with the other groups of countries, the most pronounced movement is
related to the Eurocrisis, when following a slight improvement in 2008 there is a
decline of 12 percentage points in the levels of trust by 2012. After that the trend is
upward, although there are brief reversals both in 2016, during the refugee crisis,
and in 2020, during the pandemic. In 2022 the level of trust for these countries
stands at 53%, higher but very close to the levels of the other groups. It is notewor-
thy that this is the only group for which the citizens’ level of trust is higher in 2022
compared to 2006.

Figure 6.2 presents the data for the second question, on democracy. For the group
of southern countries, the pattern is similar to that for the trust question. There is a
dramatic drop in satisfaction levels during the Eurocrisis, which reaches its nadir in
2014, at 30%, while dissatisfaction peaks in 2012 at 58% and remains very high also
in 2014. From 2016 there is a substantial improvement which peaks in 2022 at 57%;
this is 9 percentage points higher compared to 2020 and 5 percentage points higher
compared to the pre-crisis period in 2006. For the group of eastern countries, the
pattern is similar to that of the southern countries, although the movement is much
less pronounced. There is a limited drop in satisfaction from a high of 55% in 2006
and 2008 to 49% in 2014. Afterwards, the satisfaction levels increase again, sur-
passing the pre-crisis levels in 2020, at 59%. The difference with the former group
is that in 2022 there is a slight decrease to 57%. Finally, the northern countries dis-
play a somewhat different pattern, with dissatisfaction being expressed later in the
Eurocrisis, in 2014, and increasing further during the refugee crisis in 2016—albeit
in both cases the decline in satisfaction is small. Satisfaction levels increase sub-
stantially in 2018 and record a slight reversal in 2020, during the pandemic, before
recording a substantial increase to 60% in 2022. It is worth noting that this is 10
percentage points higher compared to the pre-crisis period. Overall, in all groups of
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Source: Eurobarometer surveys (65.2, 70.1, 74.2, 78.1, 83.2, 86.2, 90.3, 93.1, 97.5)

Fig. 6.2 Satisfaction with democracy in the EU
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Fig. 6.3 Attachment to the EU

countries, satisfaction with the way democracy works in the EU is higher—in some
cases substantially so—compared to the pre-crisis period.

Figure 6.3 presents the data for the final question on citizens’ attachment to the
EU. The responses follow a different pattern compared to that observed for the two
previous questions. Here, there is no major downward movement for any of the
groups, with the partial exception of the group of southern countries, where the
percentage of respondents who feel attached to the EU falls gradually from 47% in
2006 to 40% by 2014. However, this decline is relatively mild compared to the
decline in trust and satisfaction with democracy in the EU. Moreover, the levels of
positive responses start to gradually increase from 2016 onwards recording an
increase of 10 percentage points between 2020 and 2022. As a result, by 2022 the
percentage of respondents that feel attached to the EU is 58%, much higher com-
pared to the pre-crisis period.

The same is true for the other two groups of countries; the percentages in 2022
are 58% and 62% for the groups of northern and eastern countries, respectively;
these levels of attachment are more than 10 percentage points above the pre-crisis
levels, in 2006. What is more, the percentage of respondents that feel attached to the
EU did not fall at all in the group of eastern Europe throughout this period and fell
only in one survey, by a single percentage point, in the group of northern Europe.

Discussion and Conclusions

The EU has experienced several shocks in recent years. As discussed above, its
performance as crisis manager was not consistent during this period; in some cases,
like the Eurocrisis and the refugee crisis, its handling cannot be considered success-
ful, while in others, like the pandemic and, up to a point, the Russian invasion of
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Ukraine, EU’s performance was undoubtedly better. Given the EU’s inconsistent
performance across different crisis episodes, what has been the aggregate impact of
permacrisis on citizens’ diffuse support for European integration?

Examining Eurobarometer data over a period of more than 15 years, this chapter
has sought to provide a first answer to this question. The findings presented in the
previous section point to interesting and somewhat unexpected conclusions. First,
there does not seem to be an overall loss of popular support for European integra-
tion. On the contrary, in two out of the three indices of diffuse support examined
here, the level of support for European integration in 2022 is substantially higher
compared to that of the pre-crisis period. What is more, in these two indices (democ-
racy and attachment) the increase in positive replies is significant for all three groups
of countries examined, although there is a clear differentiation in terms of the mag-
nitude of the improvement. Respondents from the countries of northern Europe
demonstrate the least volatility in their answers and the biggest overall increase in
positive replies in both questions, followed by the respondents in eastern Europe
and then by those from the countries of the South.

The issue of trust presents more difficulties for the EU. The protracted Eurocrisis
and the ensuing failure to tackle effectively the refugee crisis submitted European
citizens to a prolonged period of negative economic and political circumstances
which impacted negatively their levels of trust. It is worth noting that during this
period (2010-2016), the level of satisfaction with democracy in the EU was also on
a strong downward trend but recovered in subsequent surveys. Once lost, trust is
much more difficult to regain; the only exception were respondents from the coun-
tries of the North, who by 2022 seem to trust the EU more than they did back in
2006. Still, for all three groups, the majority of respondents in 2022 say that they
trust the EU. Although a causal analysis of the trends we observe is beyond the
scope of this chapter, a tentative explanation for this differentiation could be the fact
that northern European societies display overall higher levels of interpersonal and
institutional trust, compared to societies in the South and East of Europe.

Despite the overall strengthening of support, not all evidence is positive for
European integration. For the first two questions, the percentage of respondents who
state that they do not trust the EU or that they are dissatisfied with the way democ-
racy works in the EU has risen over time and has remained at substantially elevated
levels in 2022 compared to the pre-crisis period. The data therefore seem to suggest
a bifurcation of citizens’ attitudes, whereby neutral answers (I don’t know) have
declined, and both positive and negative answers have risen. This outcome is con-
sistent with the idea that the EU has become more and more politicized during a
period marked by successive crises. Interestingly, this is not true for the question on
attachment where positive replies have increased and negative ones have decreased
at the same time, indicating that more rational negative assessments related to the
previous questions do not necessarily translate into negative emotions about the EU.

The variation in the responses throughout this period is also of interest. The deep
socio-economic trauma experienced during the Eurocrisis, particularly in the coun-
tries of the South and to a lesser degree in the East, is clearly reflected in the respon-
dents’ replies during 2010-2014. A similar but less pronounced trend is documented
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for respondents from the North during the same period—albeit for different rea-
sons—which demonstrates the depth of the rift in the EU during that time. On the
other hand, there are reversals in the recovery trend of the replies in both the north-
ern and eastern group of countries in 2016, which indicate the dissatisfaction with
the handling of the refugee crisis and the new rift that emerged between these groups
of countries during that crisis. Minor reversals are also observed for respondents
from the North in 2020, during the early stages of the pandemic, and for respon-
dents from the East in 2022, reflecting perhaps different degrees of sensitivity in
different societies for particular issues (e.g. in the North for the restriction of indi-
vidual freedoms during the pandemic and for some societies in the East, for the
‘clash’ between the EU and Russia).

Overall, the picture that emerges is hopeful for European integration; the turbu-
lent era of permacrisis has not impacted negatively diffuse support for the EU. On
the contrary, the EU seems to have benefited in terms of popular support, strength-
ening thereby its democratic legitimacy. On the other hand, the deterioration during
the Eurocrisis years and the 2016 reversals indicate that this legitimacy hinges upon
the EU’s ability to deliver results. A protracted failure to cope effectively with suc-
cessive shocks can lead to rapid delegitimization. Indeed, this is more likely to
occur now compared to the pre-crisis period, as there are signs of heightened politi-
cization and therefore support for the idea of an intensifying constraining dissensus,
which could prove an obstacle to further integration initiatives. Finally, the findings
provide support for the idea of differentiated shocks and their impact on European
integration; there is clear variation in the replies of respondents coming from differ-
ent groups of countries across different shocks.
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Introduction

The budget of the European Union is very small in comparison to national budgets
of both unitary and federal countries;' as a result, its funding capabilities are very
limited. Historically, the EU budget has been essentially an investment-focused
budget, with the bulk of its expenditure dedicated to the funding of the Common
Agricultural Policy (CAP) and cohesion policy (a network of variable mixes of
European and national sectoral policies serving the objective of economic, social
and territorial cohesion). Between 2000 and 2019, the overall EU expenditure was
confined at just one percentage point of EU GDP; at the same time, the share of

'During the 2014-2020 period, the EU budget accounted for only around 2% of EU public expen-
diture (European Commission, 2017: 6).
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agricultural and cohesion spending started to decline, with more resources trans-
ferred to areas such as research, trans-European networks and external action. At the
level of ideas, this policy shift was founded on a logic emphasizing the need for
maximizing the efficiency and added value of EU spending (European Commission,
2017: 6). At the level of interests, it reflected the unwillingness of EU member states
to delegate enhanced budgetary power to the EU and to endow it with more financial
resources (Begg, 2023:16). Taking into account this restrictive policy framework, it
is no surprise that, during the last two decades, EU actors resorted to two main
methods for mobilizing common financial resources in order to confront excep-
tional crises. The first method is to redirect existing fiscal instruments to new pur-
poses; the second method is to create new, specialized financial instruments outside
the institutional framework of the EU budget.? The ‘galaxy’ of EU public finances
is thus becoming ever more diversified, raising new concerns about internal coher-
ence, economic efficiency, financial sustainability and democratic control
(Begg, 2023).

Between 2008 and 2019, the EU employed its cohesion policy as its major tool
for growth-supporting investment (European Commission, 2017: 6). In 2020,
attempting to mitigate the economic and social impact of the COVID-19 crisis, the
EU established a new, temporary recovery instrument called NextGenerationEU. The
centrepiece of the latter is the Recovery and Resilience Facility (RRF), which has
been activated for a 6-year period through the implementation of National Recovery
and Resilience Plans (NRRPs). RRF also aims at promoting the goal of cohesion but
is also focused on strengthening economic and social resilience, mitigating the
social and economic impact of the crisis and supporting the green and digital transi-
tions. For 2021-2026, the RRF and the cohesion policy are operating in parallel,
funding similar—though not identical—investment activities based on different
terms and conditions, processes and mechanisms.

The goal of this chapter is to offer a comparative analysis of the activities of the
RRF and cohesion policy in post-pandemic Europe. The first section provides an
overview of the developments that shaped the terms of the symbiosis of cohesion
policy and RRF. In the following two sections, the similarities and differences
among these policies are discussed—firstly in terms of strategy, budget allocation
and eligibility and subsequently in terms of governance, management and institu-
tions. The last section concludes.

2The most prominent examples are the bailout funds during the debt crisis of the early 2010s, the
Facility for Refugees in Turkey in 2016 and, most recently, the various instruments created in
response to the COVID-19 pandemic.
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EU Cohesion Policy and NextGenerationEU

Since 1987, the European Union has undertaken explicit policy assignments in the
name of ‘economic, social and territorial cohesion’. As defined in the Treaty on the
Functioning of the European Union (TFEU), cohesion is an imprecise and nebulous
concept that is open to multiple interpretations. Emphasis is placed on the reduction
of levels of development between regions (and, since 1993, countries), whereas no
definition of social and territorial cohesion is provided. It can be argued that the goal
of cohesion is only marginally linked to the traditional notion of economic solidar-
ity. Instead, stress is placed on improving economic efficiency by using a variety of
fiscal and non-fiscal instruments. The community and member states accordingly
seek to improve the allocation of resources across the territory of the European
Union and, in the long run, to ensure equal opportunities for the various economic
actors (Andreou, 2007: 1).

Following the inclusion of the principle of cohesion in the Single European Act
(1987), the EU undertook to coordinate the sum of the European and national poli-
cies promoting all aspects of cohesion. In this context, the Union has developed its
own cohesion-promoting policy instruments—the FEuropean Structural and
Investment Funds (ESIF).? These funds have been operating in a multi-annual, peri-
odically revised programming framework based on a set of common principles. The
complex policy space* that is composed of the European, national and subnational
policies aimed at promoting cohesion is commonly referred to as ‘cohesion policy’
(Andreou, 2022). At the time of writing, cohesion policy is going through its sixth
programming cycle lasting from 2021 to 2027 (following the programming cycles
of 1989-1993, 1994-1999, 2000-2006, 2007-2013 and 2014-2020).

The cohesion policy space emerged between 1985 and 1989. The landmark bud-
getary reform of 1988 introduced the concept of multi-annual fiscal planning and
endowed the ESIF with a substantial budget and a multi-annual governance frame-
work based on the principles of concentration, partnership, programming and addi-
tionality. Between the formative period of 1989-1993 and the outbreak of the
pandemic, cohesion policy underwent four successive revisions. The first two revi-
sions (which took place in 1994 and 1999 respectively) followed an incremental
logic. By contrast, the 2006 and the 2013 revisions introduced a substantial change
in the position of cohesion policy in the EU budget and policy frameworks, by
aligning the activities of the ESIF with the ‘Lisbon Strategy’ and its successor
‘Europe 2020’ strategy. The aforementioned changes went hand in hand with
significant changes in the size and the allocation of resources dedicated to cohesion.

3For 20212027, ESIF comprise the European Regional Development Fund (ERDF), the European
Social Fund+ (ESF+), the Cohesion Fund (CF) and the Just Transition Fund (JTF).

“The term ‘policy space’ refers to a specific group of policies, as well as to the institutional
embodiments of the latter. Each of the policies contained within this space is so closely interlinked
with the rest that it becomes impossible to describe or analyze it without also examining the com-
ponents of the whole set (Hooghe, 1996: 94-95).
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Firstly, EU expenditure in the name of cohesion experienced a spectacular increase
between 1989 and 2013, but in the period 2014-2020 the cohesion budget was
reduced for the first time. Secondly, since 2006, the intensity of EU aid in less devel-
oped regions has declined. Thirdly, the share of cohesion funds for the rest of the
EU regions has grown from 15.8% in 2007-2013 to 27.6% in 2014-2020
(Andreou, 2017).

In 2018, the European Commission presented a set of general proposals for the
2021-2027 Multiannual Financial Framework (MFF), which sets out the ceilings of
the EU’s annual expenditure, as well as of the expenditure for the period 2021-2027
as a whole. Significant cuts in the resources dedicated to cohesion policy were pro-
posed: the allocation for the ESIF would decrease by around 10% in real terms and
the share of cohesion policy in the total MFF would fall from 34.1% to 29.2%
(Andreou, 2022: 78). The 2018 proposals were followed by a year and a half of
negotiations in the EU Council, a fruitless European Council meeting in February
2020 and the outbreak of the Covid-19 pandemic which triggered radical changes in
the EU’s financial plans. In April 2020, the European Council asked the Commission
to come up with a proposal for a recovery fund of ‘sufficient magnitude’. This idea
was taken up by a Franco—German proposal for a temporary European recovery
instrument endowed with €500 billion of grants. In May 2020, the Commission
presented a comprehensive recovery package that included amended proposals for
the 2021-2027 MFF and the proposal for establishing a European Union recovery
instrument—named ‘NextGenerationEU’—for the years 2021 to 2024 (Andreou,
2022: 79).

Following two months of talks in the Council of EU Ministers and a five-day
negotiation in the European Council, the EU reached a political agreement on the
MFF and the NextGenerationEU, in late July 2020. This agreement was not changed
by the subsequent negotiations between the European Parliament and the Council
and was legally sealed in December 2020. The agreed plan introduced several new
and ambitious elements that broke new ground, making it, potentially, a catalyst for
further European integration. On the revenue side, NextGenerationEU is funded by
EU-Bond issuances executed by the European Commission; on top of that, to repay
this borrowing, the EU has agreed to boost its own resources system with a tax on
non — recycled plastic from 1 January 2021, and to consider additional resources,
such as a carbon tax, a digital tax and a financial transactions tax. These changes in
EU’s own resources system are likely to be retained after 2026 (when
NextGenerationEU expires) and may have profound effects on the future steps of
European integration (Katsikas, 2021). On the expenditure side, the size of
NextGenerationEU would make a macroeconomic difference, offering vital support
to member states at a time of acute financial need (Ladi & Tsarouhas, 2020: 1049).
However, this plan is subject to serious limitations: it is in fact an ad hoc, temporary,
and extraordinary strategy to deal with an emergency (Katsikas, 2022: 12) running
in parallel with the ‘old’ rules and processes that continue to govern the rest of
2021-2027 MFF. Besides, the 2020 budgetary reform did not essentially affect the
institutional architecture of the ‘old’ cohesion policy space and did not increase its
budget (Andreou, 2022).
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The 2020 reform led to the creation of a new major expenditure category for the
EU budget. For the 2021-2027 period, the so-called ‘Heading 2’ has been renamed
‘Cohesion, resilience and values’ and contains almost the total sum of the combined
expenditure under cohesion policy and NextGenerationEU (Andreou, 2022: 80-81,
European Court of Auditors, 2023: 14). On the one hand, cohesion policy was
endowed with an overall budget of €377.7 billion (2018 prices), a level comparable
to the allocation under the 2014-2020 MFF. On the other hand, NextGenerationEU
acquired a budget of €750 billion (2018 prices).> Taken together, cohesion policy
and NextGenerationEU represent almost 60% of the total EU budget expenditure
for the 2021-2027 period.

Comparing RRF and Cohesion Policy: Strategy, Budget
Allocation and Eligibility

The flagship instrument of NextGenerationEU is the Recovery and Resilience
Facility (RRF). RRF concentrates 90% of the total resources of NGEU (€672.5 bil-
lion at 2018 prices) and provides grants (€312.5 billion) and loans (€360 billion) to
EU member states to support public investments and reforms, as set out in National
Recovery and Resilience Plans (NRRPs). The official mission of the RRF is ‘to
promote the Union’s economic, social and territorial cohesion..., by mitigating the
social and economic impact of that crisis..., by contributing to the implementation
of the European Pillar of Social Rights, by supporting the green transition, by con-
tributing to the achievement of the Union’s 2030 climate targets and by complying
with the objective of EU climate neutrality by 2050 and of the digital transition’
(European Parliament and Council, 2021a: 31).

Officially, RRF and cohesion policy are both serving the cohesion objective
(Andreou, 2022; Patrin, 2023).° However, the spending priorities of these two finan-
cial instruments are structured and presented differently. On the one hand, policy
areas funded by RRF are structured around six pillars: (1) green transition, (2) digi-
tal transformation, (3) smart, sustainable and inclusive growth (including economic
cohesion), (4) social and territorial cohesion, (5) health, and economic social and
institutional resilience and (6) policies for the next generation, children and youth
(including education and skills). On the other hand, the 2021-2027 cohesion policy

31t should be considered, however, that there is some overlap between the expenditure under cohe-
sion policy and NextGenerationEU: under another financial instrument in the new recovery pack-
age, REACT-EU, roughly 8% of the financial envelope of NextGenerationEU was spent to
complement actions under the ESIF by providing immediate assistance to the regions most affected
by the crisis caused by the pandemic.

®This view is not universally accepted. For instance, Lopriore (2022: 1) argues that RRF and EU
cohesion policy have different objectives: ‘The first aims to help the recovery and resilience of our
economies, while the second promotes economic, social and territorial cohesion among the
Member States and regions of the EU’.
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supports five policy objectives: (1) smarter Europe by promoting innovative and
smart economic transformation; (2) a greener, low-carbon Europe by promoting
clean and fair energy transition, green and blue investment, the circular economy,
climate adaptation and risk prevention and management; (3) a more connected
Europe by enhancing mobility and regional ICT connectivity; (4) a more social
Europe implementing the European Pillar of Social Rights; and (5) a Europe closer
to citizens by fostering the sustainable and integrated development of urban, rural
and coastal areas and local initiatives (Bachtler & Mendez, 2020: 245).

Moreover, there are specific differences in how the EU funding can be allocated
under the RRF and the cohesion policy. Regarding RRF, the first two of its six pri-
orities take precedence over the rest: at least 37% of the RRF’s total allocation must
contribute to mainstreaming climate actions and environmental sustainability; fur-
thermore, at least 20% of the RRF budget must be dedicated to digital expenditure
that will contribute to accelerating digital transformation. The 2021-2027 cohesion
policy, on the other hand, has a thematic concentration requirement: a minimum
proportion of ERDF and CF resources must be allocated to innovation (at least 25%,
rising to 85% for the most developed regions) and the green transition (at least 30%)
for ESF+, to social inclusion (at least 25%), youth employment (at least 12.5%),
tackling child poverty (at least 5%) and supporting the most deprived persons (at
least 3%) (Court of Auditors, 2023: 15).

NRRPs should propose a congruent set of reforms and public investment proj-
ects to be implemented between 2021 and 2026 and are subject to both broad and
narrow conditionality. At the strategic level, NRRPs are (expected to be) fully con-
sistent with the country-specific recommendations (CSRs) issued by the Council to
Eurozone member states on an annual basis in the context of the European Semester.
Furthermore, they must comply with the National Reform Programmes under the
European Semester, the National Energy and Climate Plans, the territorial just tran-
sition plans, the Youth Guarantee implementation plans and, finally, the partnership
agreements and operational programmes under cohesion policy (European
Parliament and Council, 2021a).

In the case of cohesion policy, investment priorities are defined during the pro-
gramming process for the 7-year 2021-2027 period and should also take into
account the CSRs. Nevertheless, according to the European Court of Auditors
(2023), in the past, member states had often not implemented their CSRs in full, and
the link between EU cohesion spending and CSR implementation was rather weak.
In principle, RRF funding is linked with national structural reforms more directly
than cohesion policy: firstly, the RRF regulation requires member states to address
in their RRPs ‘all or a significant subset’ of challenges included in CSRs; secondly,
the reporting requirements of the RRF were integrated into the European Semester:
if thus the Commission judges that reforms in the RRPs do not sufficiently address
the challenges that member states are facing, it can propose additional CSRs (Court
of Auditors, 2023: 16—17). Patrin (2023) argues that earmarking attached to the
RRF is also stronger when compared with earmarking under cohesion policy: RRF
funds must be used for projects pertaining to specific sectors and areas, defined by
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the Commission (and approved by the Council and the European Parliament) on the
basis of its policy agenda (Patrin, 2023: 14).

Owing to the ‘n + 3 rule’, the eligibility period for the 2021-2027 cohesion
policy funds is 9 years, and it runs beyond the end of the programming period. In
contrast, the RRF’s eligibility period is only six years. During this period, the agreed
milestones and targets must be attained, and the related payments can be made until
the end of 2026. On top of that, cohesion policy and the RRF use different methods
for allocating funding between member states

* The allocation of the cohesion policy financial envelope takes into account
national and regional disparities and is based on a well-established formula
applied since 1999 (the so-called Berlin method). In this context, the main allo-
cation criterion for cohesion policy funds is regional GDP and gross national
income (GNI) per capita, i.e. relative prosperity compared to the EU average,
adjusted for purchasing power, while unemployment rates, education levels, net
migration from outside the EU and greenhouse gas emissions are also taken into
account (Court of Auditors, 2023: 18). Poland is the largest recipient of
2021-2027 cohesion policy funding (20%), followed by Italy (12%) and
Spain (10%).

* The method for allocating funds under the RRF was agreed in July 2020. More
specifically, 70% of RRF grants’ are allocated for the period 2021-2022 and are
distributed to member states according to three criteria: (1) the size of a member
state’s population, (2) the inverse of its GDP per capita and (3) the average unem-
ployment rate in the years 2015-2019. For the remaining 30% of RRF grants
allocated for 2023, the unemployment criterion is replaced by the change in real
GDP observed over 2020 and by the aggregated change in real GDP over the
years 2020-2021 (European Parliament and Council, 2021a). Spain and Italy are
the two largest beneficiaries of the RRF grant component, together receiving
43% of the final RRF allocation.

To sum up, unlike cohesion policy, RRF is not aiming at reducing regional and
national development disparities simultaneously, as it focuses exclusively on the
latter. It is also worth noting that pre-pandemic disparities were a bigger factor in
determining the allocation of RRF grants than the economic impact of the pan-
demic, even though mitigating the latter was one of the RRF’s primary objectives.
More importantly, the different allocation keys under cohesion funding and the RRF
reflect the fact that, whereas cohesion policy is a place-based, regionally anchored
long-term investment policy, with a focus on territorial development and ultimately

7A maximum RRF loan amount of 6.8% of 2019 GNI applies in each member state. However, the
amount of the loan support can be increased in exceptional circumstances and subject to availabil-
ity of resources (i.e. other member states have not used their loan component in full). In practice,
RRF loans are most attractive to those states that borrow with an interest rate higher than that of
the Commission. In effect, Italy, Greece and Romania were the only states which requested the
maximum amount.
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aimed at fostering economic convergence, growth and jobs, the RRF is a reform
and investment-oriented instrument, operating predominantly at national level
(Koopman, 2022: 29).

Comparing RRF and Cohesion Policy: Governance,
Management and Institutions

Cohesion policy and RRF also differ significantly regarding the division of respon-
sibilities between EU institutions and member states. Cohesion policy actions are
implemented under shared management, through both national and regional pro-
grammes. Hundreds of national and regional authorities in the member states are
involved in programming, implementation, monitoring and auditing. Beneficiaries
of ESIF funds can be public or private bodies, entities without legal personality or
natural persons that are responsible for initiating or both initiating and implement-
ing operations (European Parliament and Council, 2021b). On the other hand, the
RRF is implemented under direct management, and member states are officially the
beneficiaries. At the same time, member states are responsible for ensuring compli-
ance with key principles of sound financial management. At state level, a lead
authority (the ‘RRF coordinator’) has overall responsibility and acts as the single
point of contact for the Commission; national ministries or regional authorities may
be entrusted with implementing projects and reporting to this coordinator on their
progress.

Important differences between the two financial instruments exist also with
respect to the division of powers and responsibilities between EU institutions. While
in the case of cohesion policy it is the Commission (DG REGIO and DG EMP) that
shares the responsibility with the member states for managing cohesion policy pro-
grammes, the situation for RRF is different. Before adopting the decision authoriz-
ing any disbursements under RRF, the Commission must submit its preliminary
assessment and take into account the opinion of the Council’s Economic and
Financial Committee. A committee of member states’ representatives must then
examine the Commission’s decision and can overturn it with a qualified majority. In
addition, there is a differentiation in the policy responsibilities of the European
Parliament. The Parliament’s power to approve the annual expenditure of the EU
budget—according to the EU terminology, to ‘grant discharge to the Commission’—
applies to both cohesion policy and the grants component of the RRF; this dis-
charge, however, does not cover the loan component of the RRF (Court of Auditors,
2023: 24-25).

Comparing management processes, RRF programming is more centralized than
cohesion policy. As it has already been mentioned, RRF implementation is based on
a single programming document for each member state—the NRRP—approved by
the Council. Each NRRP details the investments and reforms supported by the RRF
grants and, where relevant, loans. It is assessed by the Commission, which provides
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a proposal for a Council Implementing Decision (CID) setting out a binding set of
measures, the associated milestones and targets to be achieved and the number and
amount of instalments. Once the CID is adopted, it is complemented by ‘operational
arrangements’ dealing with technical implementation issues, the financing agree-
ments on which the budgetary commitments are based and the loan agreements, if
applicable (Bokhorst & Corti, 2023: 2). In the case of cohesion policy funds, each
member state signs a partnership agreement with the Commission. This document
sets out the strategic orientation of the funding and the arrangements for using it; it
also contains details of national or regional operational programmes intended to
address the main challenges facing the country or the region. The Commission
adopts implementing acts to approve both the partnership agreement and each indi-
vidual programme.® Any subsequent changes to cohesion policy programmes only
require the assessment and approval of the Commission, whereas changes to NRRPs
require the Commission’s assessment and a Council’s approval as well. This creates
a safeguard to ensure that member states do follow their commitments.

Finally, it is important to note that the partnership principle—one of the organiz-
ing principles of cohesion policy—is not a prerequisite for the RRF. Member states
must apply the partnership principle when implementing cohesion policy in accor-
dance with the European code of conduct on partnership. Public authorities at
regional, local and urban level, civil-society organizations as well as economic and
social partners must thus all contribute to drawing up partnership agreements and to
preparing, implementing and evaluating each programme. The procedure used for
the RRF is different; when drawing up NRRPs, national authorities are required to
consult local and regional authorities, social partners, civil society and youth orga-
nizations only to the extent this is required by domestic legislation. The applicable
consultation procedure is summarized in the NRRPs themselves (Court of Auditors,
2023: 29-31).

Discussion

Developing policy complementarities between cohesion policy and RRF has
become a key priority for the European Union and its members. Avoiding duplica-
tion and overlaps is a basic policy goal.” More specifically, there is a need to ensure
an efficient and coherent allocation of funds to avoid double funding and ‘crowding
out’ of cohesion policy. Increasing synergies between the two instruments may also

8379 different cohesion policy programmes were adopted for the 2021-2027 period (European
Commission, 2023: 27).

°Article 28 of the RRF Regulation provides for complementarity, synergies and consistency
between RRF resources and other national or EU financial instruments. This article requires mem-
ber states to make an optimization effort to avoid the duplication of instruments and cooperation
between administrations. On top of that, the RRF regulation stipulates that consistency is 1 of the
11 evaluation criteria for the NRRPs (Lopriore, 2022:2).
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have other significant benefits, including (a) effectiveness gains from articulating
more coherent strategies and coordinating investments; (b) efficiency gains from
sharing capacities, resources and knowledge across funding bodies; (c) strength-
ened transparency and accountability in establishing a more visible link between
EU policies and needs at national and regional levels; and (d) promoting learning
and exchange between policies and instruments to inform reform processes
(Bachtler et al., 2022: 24-29; Ferry & Kah, 2021).

Achieving complementarity and avoiding overlaps is a difficult task at multiple
levels. Firstly, regarding strategy, there is considerable overlap between RRF and
cohesion policy. Member states must use the RRF to promote cohesion, as well as
strengthening economic and social resilience, mitigating the social and economic
impact of crises and supporting the green and digital transitions. Cohesion policy
also pursues these priorities and is putting increasing focus on closing the digital
divide, making progress towards the zero-pollution ambition and supporting
resource efficiency and investments in green infrastructure and mobility. This stra-
tegic overlap is particularly visible in “pillar four’ of RRF (labelled ‘social and ter-
ritorial cohesion’), which is almost identical with objectives four and five of
cohesion policy (Sapala, 2024: 2); there is also significant overlap between ‘pillar
three’ of RRF (‘smart, sustainable and inclusive growth, including economic cohe-
sion’) and objectives one, two and four of cohesion policy. This overlap risks dupli-
cation and rivalry between RRF and cohesion policy, particularly as RRF is
perceived as offering stronger incentives for beneficiaries (e.g. in terms of times-
cale, aid intensity and financial management). This asymmetry may have significant
implications for the absorption of cohesion funding and for the broad objective of
cohesion (Bachtler et al., 2022: 23).

Secondly, the shared commitment of RRF and cohesion policy to the strategic
objective of cohesion is not translated to a common programming approach.
Although economic, social and territorial cohesions are explicitly in the scope and
objectives of the RRF, cohesion does not appear to be a significant objective of
NRRPs. For the most part, NRRPs follow a ‘sectoral logic’ with a focus on maxi-
mizing national economic recovery and growth. Primacy is given to investments
that promote the green and digital transitions which require minimum thresholds of
expenditure. While cohesion is in many cases mentioned among the general objec-
tives and/or the expected impacts of the NRRPs, there is often a lack of detail on
how this will be delivered, as well as a lack of performance and impact assessment
information. Cohesion is sometimes interpreted as economic convergence arising
from national economic growth (i.e. more growth and investment is beneficial to all
regions) rather than the territorial meaning of cohesion and place-based approach
understood under cohesion policy. In sum, the NRRPs are only partially addressing
the territorial dimension of development (that is prominent in cohesion policy), and
their programming coordination with cohesion policy leaves much to be desired
(Bachtler & Dozhdeva, 2021).

Thirdly, at the implementation level, the simultaneous preparation of partnership
agreements and operational programmes (under cohesion policy) and NRRPs
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(under the RRF) has complicated coordination and overloaded administrative
capacity across member states. More specifically:

* Whereas some member states are using the same authorities to manage cohesion
policy alongside RRF (enabling interventions to be coordinated), other states
have separate governance structures for different funding streams with limited
coordination.

* The sectoral or thematic focus of RRF is challenging to align with cohesion
policy in terms of geographical targeting and resource allocation.

* The involvement of local and regional authorities in the governance of new
instruments varies greatly, with minimal involvement under many NRRPs
(Bachtler et al., 2022: 23).

At the level of governance and management, between 2021 and 2026, national
governments and administrations have undertaken the multiple tasks of launching
their NRRPs, absorbing the remaining cohesion funds from the 2014-2020 period,
absorbing the extra funds granted under REACT-EU during 2021 and 2022!° and
launching the new cohesion programmes for the 2021-2027 period. It has been
noted that the simplified planning and decision-making process under the RRF
allowed for the quick initiation of NRRPs, with some notable exceptions. More
specifically, by the end of 2023, all NRRPs were up and running''; however, only 19
EU member states had received one or more payments (Bulgaria, Czechia, Denmark,
Estonia, Greece, Spain, France, Croatia, Italy, Cyperus, Latvia, Lithuania,
Luxembourg, Malta, Austria, Portugal, Romania, Slovakia and Slovenia). On the
other hand, the adoption of 2021-2027 cohesion policy programmes has been ham-
pered by considerable delays; as a consequence, member states will have to absorb
their allocated funds for the 2021-2027 in a shorter timeframe than in the previous
programming periods (Court of Auditors, 2023: 37).

The global energy crisis caused by Russia’s invasion in Ukraine was an unfore-
seen factor that triggered a series of revisions in the RRF and the NRRPs, further
complicating the picture in terms of (re)programming and implementation. More
specifically, in May 2022, the EU introduced the REPowerEU Plan, which aims at
rapidly decreasing the Union’s dependency on Russian fossil fuels. The establish-
ment of REPowerEU had a direct and visible impact on the RRF legal framework,
programming and implementation. Under the revised RRF regulation, which
entered into force in March 2023, member states were obliged to revise their NRRPs
to include an additional REPowerEU chapter focused on energy and listing reforms
and investments that will deliver on the objectives of the latter. In exchange, they
would have access to a total sum of €245 billion—of which €225 billion are loans
still available under RRF and €20 billion are new grants, to be financed through the
frontloaded sale of Emissions Trading System (ETS) allowances (40%) and the

10See note 3.

""The last NRRP to be adopted was Hungary’s—it was approved by the Council on 15
December 2022.
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resources of the Innovation Fund (60%). Member states were also given the oppor-
tunity to use existing resources under cohesion policy in order to support the objec-
tives of REPowerEU (European Parliament and Council, 2023).!> By the end of
2023, all but three member states had submitted modified NRRPs with new
REPowerEU chapters to the Commission, and most of these plans were approved
by the Council (D’ Alfonso et al., 2023: 4).

At the time of writing, the official point of view of the EU institutions is that RRF
implementation is broadly on track. In terms of effectiveness, a major concern is the
quality of the plans, given the speed with which they were drafted and assessed.
Regarding implementation efficiency, it is still unclear how and to what extent
member states—particularly those hit hardest by the pandemic and those with weak
administrations—will be able to absorb their allocated funds within the prescribed
time limit (Schramm et al., 2022: 120-121). A further note of caution applies to
administrative bodies which are involved in simultaneously implementing cohesion
policy programmes through different management systems. Considering the issues
of coherence between RRF and cohesion policy, the prioritization of the RRF over
other EU funds has already had an impact on the absorption and capacity of cohe-
sion policy; moreover, there is evidence of weak coordination between NRRPs and
cohesion policy programmes with a risk of competition for projects and lack of
exploitation of synergies.'® Finally, two major issues may be raised regarding
accountability. A first important question is how the Council exercises its role and
whether member states are prepared to criticize each other’s plans and their imple-
mentation (Bachtler & Mendez, 2023: 16-18). A second, broader, issue derives
from the centralized nature of the RRF; the lack of engagement of subnational and
non-governmental actors into the RRF policy process is highly problematic and
may also undermine the multilevel nature of the cohesion policy process.

Conclusion

Over the past few years, in response to various crises, shocks and/or perceived new
needs and priorities,'* the EU has systematically resorted to the establishment of
new off-budget spending instruments. While the European annual budget and the
MFF remain the most important European financial instruments in terms of size,
temporary new instruments have been created, most of which earmark transfers, in the

2The funding mechanism devised for REPowerEU is another example of the EU employing pre-
existing financial instrument to confront new crises.

BRRF may be perceived as offering an ‘easier’ management system, and a substitution effect
could arise. There is also a risk of duplication as RRF, and cohesion policy payments may be sub-
ject to different levels of control and audit potentially involving the same beneficiaries. This may
be unclear to beneficiaries and public authorities.

14 As a reminder, the EU has set itself ambitious goals in the fields of climate, environmental pro-
tection, digitalization, industrial policy and security and defense.
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form of grants or loans, to national governments to promote specific expenditures.
The most prominent example of these new instruments is NextGenerationEU—a
worthwhile, timely and potentially transformative initiative that demonstrated the
Union’s capacity to respond to crisis that is, however, ad hoc and temporary. At the
same time, the EU actors continued to utilize cohesion policy as ‘a wallet for other
EU policies or goals’ (Polverari, 2013), by aligning it with both with their short-
term goals (i.e. combatting the economic effects of the pandemic) and with their
strategic priorities (i.e. promoting the green and digital transitions).

RRF—the most important component of is NextGenerationEU—is established
in the name of economic, social and territorial cohesion (a deliberately vague and
ambiguous concept) and, from 2021 to 2026, operates in parallel with the Union’s
‘old’ cohesion policy that is following the 2021-2027 programming cycle of
the MFF. At first glance, cohesion policy and RRF appear to be two sides of the
same coin: both are investment driven and with a macroeconomic impact, and both
contribute to the EU’s green and digital transitions. However, their design is intrinsi-
cally different, reflecting different purposes: whereas the core objective of cohesion
policy is to promote economic convergence in the EU’s territory, the RRF attempts
to respond to the economic and social challenges posed by COVID-19 (Koopman,
2022) and to economic and geopolitical concerns raised by the Ukraine war and the
global energy crisis. Harmonizing the core objectives of cohesion policy and RRF
with the EU’s green, digital and energy agenda is a challenge for both, albeit for
very different reasons. Besides, as has been analysed in the previous sections, RRF
and cohesion policy are functioning on the basis of distinct terms and conditions
and are following different processes and mechanisms.

Avoiding duplication and overlaps and developing policy complementarities
between cohesion policy and RRF are a key objective for EU and national policy-
makers. Considering the limited timeframe, as well as the numerous delays and
complications that have marked the launch of both RRF and the new cohesion pol-
icy, it is too soon to reach definitive conclusions about the success of this attempt.
From a cohesion point of view, the most problematic element in the symbiosis of
these financial instruments is the weak emphasis placed by RRF on regional and
local disparities. In any case, fragmentation in implementation arrangements across
instruments, funds and levels of governance is and will remain a persistent chal-
lenge for all stakeholders for the remainder of the current programming period and,
most likely, for the foreseeable future.
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Introduction

The perception of inevitable crisis has long faced the banking sector. Crisis talk
ranges from Marxist retorts of how conflictual features of capitalism will lead to its
destruction to the general public’s contempt of the boom-bust cycle. Regulatory
responses to the global financial crisis (GFC) aimed to ensure that what happened
would not be repeated, hence either preventing or at least discouraging those bank-
ing activities deemed to be excessively risky. However, failed and diluted pieces of
key legislation in advanced economies have put into question whether or not this
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‘never again’ is as determined as the urgency of the post-GFC discourse suggested.
This chapter sheds light on why and how banking regulation in the era of ‘permacri-
sis’ failed to address important structural problems linked to a pivotal group in
European banking: too-big-to-fail universal banks.

Universal banks with notable investment banking operations were central to the
international financial crisis that severely shook the US and European economies
(Hardie & Howarth, 2013a). Labelled ‘too big to fail’ (TBTF) due to their structural
economic significance, these banks were actively involved in the creation, sale and
purchase of securitised assets, and many relied heavily on short-term interbank
wholesale markets. Despite the increased appetite for a major regulatory overhaul
of banking within many governments, the main issues of TBTF banks—excessive
risk-taking and potential reliance on the public purse to cover losses—were in many
respects inadequately addressed.

This chapter investigates national government and European Union (EU) regula-
tory approaches in the aftermath of the financial crisis and their contribution to miti-
gating TBTF risks. This chapter examines four European countries with large
banking sectors both in terms of total assets and assets to GDP—respectively, the
UK, Germany, France and the Netherlands—EU-level regulatory developments
and, by way of comparison, the US. All five countries had banking systems that
were severely impacted by the 2008 crisis, necessitating huge government bailouts
and generating significant political pressure to tackle TBTF banks. However, only a
select few of the post-crisis reforms—notably the US and UK structural reforms—
had a significant impact in addressing the issue of TBTF. Nearly all EU and national
level legislation on capital requirements, liquidity rules, resolution rules, resolution
plans and structural reform fell short of the goals set by the G20’s Financial Stability
Board (FSB) and the Basel Committee of Banking Supervisors (BCBS).

While most regulatory efforts were preoccupied with ‘stability’—preventing
future financial crises of a similar magnitude—several other goals were at play.
These included minimising the pressures to resort to government funds in TBTF
bank bailouts, restricting the systemic impact of bank failure, securing lending to
non-financial companies and preventing or at least containing the highest-risk
market-based banking activities. Some national legislation—as with capital require-
ments—resulted from international commitments. Many national governments also
adopted a number of unilateral changes to domestic bank regulation and supervi-
sion, often in anticipation of—or with the aim to shape—international and EU rules.
More commonly, however, governments refrained from doing anything prior to
agreement on international guidelines or EU regulation lest the international com-
petitiveness of national banks be undermined.

The pre-crisis regulatory preferences of our case study countries ranged from
long-standing German and French pleas for tougher financial market regulation to
US, UK and Dutch government hostility to most international regulatory develop-
ments, preferring instead their domestic ‘light-touch’ approaches (Blitz, 2005;
Financieel Management, 2004; Zimmermann, 2010). Germany and France had
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already pushed for several reforms at the international and European levels, often
contested vocally by the British and less so by the Americans and the Dutch. In the
EU, the ensuing debate surrounding post-crisis regulation and supervision reflected
the very same rift (Posner & Véron, 2010; Quaglia, 2010). Despite apparent differ-
ences in national positions, this chapter argues that when it comes to their impact
on the TBTF issue, many of the post-2007 regulations in the five case countries
were similarly limited, while the UK and the US went far further in two important
areas than the French, Germans and Dutch.

This chapter contributes to the vast literature spawned by the crisis on the trans-
formation of financial regulation, much of it devoted to key national jurisdictions,
including the US (e.g. Pagliari & Young, 2014; Young & Pagliari, 2017), the UK
(e.g. James, 2018; James & Quaglia, 2020), France and Germany (Hardie &
Macartney, 2016; Massoc, 2020) and the Netherlands (Ganderson, 2020). Studies
examining bank structural and other reforms have increased in recent years, but
these tend to be either single case studies (e.g. James, 2018) or typically only com-
pare a few European countries (Bell & Hindmoor, 2015; Ganderson, 2020; Hardie
& Macartney, 2016; Howarth & James, 2020; Quaglia & Spendzharova, 2017,
Massoc, 2020). Hence there has been only limited academic effort to compare a
wider number of countries or to contrast the US and European experience. Howarth
and James’ (2023) comprehensive study of structural reform is a noteworthy
exception.

This chapter examines government regulatory responses that targeted directly or
indirectly TBTF banks and were designed to constrain banking activities. Given
limited space, this chapter does not examine regulatory responses focused on spe-
cial bank levies, remuneration, governance, credit rating agencies or the reinforce-
ment of bank supervision—which are potentially relevant but secondary to tackling
TBTF. Specifically, this chapter considers regulatory changes on capital require-
ments, liquidity, resolution, resolution planning and structural reform. The analysis
of this chapter considers the global-level Basel III guidelines, as well as the relevant
national and EU-level policies, minding their complex interplay.

In most advanced economies, the banking sector had expanded significantly dur-
ing the decade leading up to the global financial crisis. The growth of universal
banks in Western Europe and the US was substantial until 2007 (Table 8.A1 in the
appendix). During the decade after the financial crisis, the majority of advanced
economies—including four out of the five in our sample—featured shrinking or
stagnating banking sectors relative to GDP (Table 8.A2 in the appendix) or even in
real terms. Despite this, the largest national banks mostly maintained or even
increased their relative standing—measured by assets relative to total national bank-
ing assets and GDP—within the sector, and the number of systemically important
banks remained high (Tables 8.A1, 8.A3 and 8.A4 in the appendix). TBTF banks
thus largely retained their dominant positions—even in the face of a decade of regu-
lation aimed at tackling their systemic importance and the potential consequences
of their failure for national economies and banking systems.
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Contested Capital Requirements

Capital requirements not only ensure a safety net for times of turmoil but also
restrict the amount of leverage available to financial firms. Capital requirements are
thus a key instrument to ensure banking and financial sector stability as well as to
protect the government purse from necessary bailouts. For that reason, US Treasury
Secretary Timothy Geithner proclaimed in connection to the financial crisis that the
highest priorities should be ‘capital, capital, and capital’ (Leonhardt, 2010). Pre-
existing international and EU-level agreements were under significant pressure to
be overhauled. A cornerstone of the pre-crisis global framework was the Basel 1
Accord on ‘International convergence of capital measurement and capital standards’
issued in 1988 by the Basel Committee on Banking Supervision (BCBS) and
updated and revised in 2004 and 2005 as the Basel II Accord. The ‘soft’ rules of the
Basel Accords were then incorporated by countries into legally binding national
legislation. The EU transposition of the Basel Accords into the EU law through the
capital requirements directives (CRD) allowed a wide margin of manoeuvre in their
national implementation (Howarth & Quaglia, 2013). The US had refused to imple-
ment Basel guidelines into national law prior to the 2008 financial crisis.

The Obama administration demonstrated global leadership with its calls for
tougher capital requirements, stricter leverage rules for banks and a ban on ‘hybrid’
capital that in normal periods is considered loss absorbing but ceases to be so during
crises. At the international level, the G20’s Financial Stability Board (FSB) adopted
a similar, albeit vaguer position on capital by committing to a deadline of 2010 for
an agreement and voicing support for a leverage ratio to complement the Basel II
framework. The BCBS took a surprisingly hard-line approach to capital require-
ments, agreeing to a new set of rules in December 2010, providing (1) a tightening
of the definition of bank capital, (2) increased risk weights for several assets, (3)
capital buffers, (4) a recommended, potentially obligatory leverage ratio and (5)
international guidelines on liquidity management. This Basel IIT Accord increased
the required proportion of capital with proven loss-absorbing capacity—known as
core tier-1 (equity) capital—in comparison to Basel II. The requirements were to be
phased in between 2013 and 2019. For systematically important banks in particular,
Basel III proposed the adoption of a simple 3% leverage ratio (BCBS, 2010).

The US shifted its policy on Basel requirements. The Federal Reserve proclaimed
in 2010 its willingness to comply with Basel III, applying its requirements to all
institutions with over $50 billion in assets, be they banks or non-banks. In contrast
to Europe, the US regulation agreed in July 2013 set additional requirements for the
largest banks. These imposed an additional 2.5% capital conservation buffer on top
of the 4.5% Basel III minimum common equity tier-1 (CET1) ratio, increased the
minimum ratio of tier 1 to risk-weighted assets from 4% to 6% and imposed upon
large globally important US banks an additional G-SIB surcharge from 2016
onwards. In addition, in comparison to the BCBS-proposed tier-1 leverage ratio of
3%, the largest US bank holding companies were required to hold a leverage ratio
of 5%. To highlight the rare bipartisan political consensus on the matter in the US,
capital requirements were left untouched during the Trump administration’s efforts
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to unravel many of the regulations in the Dodd-Frank Act after 2017. However, the
debate on capital requirements resurfaced in the United States in the wake of the
2023 Banking Crisis, with the Federal Reserve proposing a 19% increase to capital
requirements for the largest US banks. By September 2024, the Fed revised its pro-
posal downwards to 9% due to the fervent opposition of the banking industry — the
latter’s hostility partially explained by the strictness of the earlier implementation of
Basel III rules (Smith et al., 2024).

Such consensus on Basel III rules along political—let alone national—lines did
not exist in the EU where many banks would face significant pressures to raise
equity or other eligible forms of capital or dramatically reduce their lending and
higher-risk investment banking practices. The EU’s take on Basel III transposi-
tion—the fourth Capital Requirements Directive (CRDIV)—crucially allowed for a
national margin of manoeuvre by setting two distinct capital buffers. The first—the
capital conservation buffer—was set commonly for all banks in the EU, whereas the
second, the countercyclical capital buffer, was to be determined domestically. The
directive was complemented by the Capital Requirements Regulation (CRR) which
set a maximum capital level applicable to all EU-headquartered banks. The aim was
to prevent governments from undermining competitiveness by taking ‘unfair’ action
to prop up the capital buffers of national banks (Howarth & Quaglia, 2013).

Shortcomings became apparent in the FSB’s report (2020) published a decade
after Basel III, which concluded that four out of our five case study countries had
failed in their implementation of important elements of the capital requirements
guidelines. The US, except with regard to the net stable funding ratio (NSFR) (dis-
cussed below), was found either compliant or largely compliant in all the relevant
categories. France, Germany, the Netherlands and the UK only received a (mostly)
clean bill of health on the liquidity coverage ratio but were all deemed materially
non-compliant regarding risk-based capital rules. None of these four countries suc-
ceeded in implementing the Basel III guidelines on large exposures (2019 deadline),
leverage ratio (2018) or the NSFR (2018) on time (FSB 2018; Lambert 2016).
Problems were thus EU-wide and can be attributed to efforts to water down the EU
legislative transposition of the Basel III guidelines. On average, banks in these four
countries had managed to improve their capital positions during the decade follow-
ing the financial crisis. These figures, however, disguised many significant underly-
ing issues within EU-headquartered banks, as well as the flaws in the newly
implemented Basel III guidelines (Goldstein, 2012; Howarth & Quaglia, 2013).

The BCBS compromises did not survive the grinding mill of intra-EU negotia-
tions. Not only EU member states—notably France and Germany—but also the
Commission and the European Parliament reopened some of the wounds previously
stitched up in the BCBS, citing the need to mind ‘European specificities’ in the
implementation of Basel III rules into the CRDIV. The EU legislation was to apply
to all banks, not exclusively to large institutions as in Basel III. This made the appli-
cation of certain Basel III provisions—especially the calculation of tier-1 capital—
impossible without major structural changes in many EU banks and national
banking systems. The European Commission justified the broad application of
Basel III rules using arguments linked to stability, the appropriate implementation
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of EU competition policy and the need to maintain an ‘international level playing
field’ (Paulis, 2012; European Parliament, 2011). Jacques de Larosiere, former
Bank of France governor and IMF managing director, made the case that the appli-
cation of Basel III rules risked punishing the relatively safe, ‘diversified” continental
European universal banks rather than the investment banks engaging in riskier
activities (de Larosiere, 2010, 2011, 2012).

Several observers and organisations criticised CRDIV for having watered down
important elements of Basel III (see, e.g. IMF, 2011). The UK Chancellor of the
Exchequer even stated in a meeting of EU economic and finance ministers that “We
are not implementing the Basel agreement, as anyone who will look at this text will
be able to tell you’ (Barker, 2012). The UK (Conservative-Liberal Democrat) gov-
ernment was among the most vocal European supporters of the full implementation
of Basel III rules in the CRDIV (IMF, 2011) and repeatedly criticised the
Commission’s CRDIV draft for lacking ambition (see, e.g. Djankov et al., 2011).
The British sought an obligatory leverage ratio and the option of adopting tougher
national capital requirements (Guerrera & Pimlott, 2010).

The issue of hybrid capital—capital with both debt and equity features, notably
silent participations' (Financial Times, 2010)—was a major preoccupation for
French and German governments with regard to Basel III rules. It was standard
practice for many European banks to count hybrid capital towards the tier-1 capital
base—to the cap of 15% set by Basel II. Excluding hybrids altogether would greatly
disadvantage a range of European banks of varying sizes. A hybrid ban would hit
the German public law Landesbanken, in particular, but also the largest German
private commercial banks that used hybrid capital to maintain regulatory capital
reserves. Germany therefore made sure that ‘silent participations’ were explicitly
allowed in the CRDIV to count toward tier-1 capital.

Basel III set the voluntary leverage ratio at 3% and thus an assets-to-tier-1 ratio
of approximately 33. The European Central Bank (ECB), the US and the UK gov-
ernments, among others, promoted a simple mandatory quantitative leverage ratio
as the best means to prevent excessive risk-taking (Masters, 2012). However, many
EU member state governments, including Germany and France, were opposed to a
simple leverage ratio. National positions aligned largely with the post-crisis capital
positions of domestic banks: US and UK banks decreased their leverage ratios
quickly after 2008, whereas their French, German and Dutch counterparts main-
tained generally higher ratios. In 2015, the average US assets-to-equity ratio reached
9.5:1, the UK 14.4:1 and the euro area average of 19.5:1 (Bell & Hindmoor, 2015;
Howarth & Quaglia, 2016).

There were a number of attempts to further reinforce bank capital requirements, but
European efforts repeatedly fell short of international developments and US and UK
efforts. Most recently, in December 2023, the European Parliament and the Council of
the EU agreed upon the European Commission’s 2021 proposal—commonly known as

!'Silent participations are assets that can count as equity (core tier-1) for regulatory purposes but,
in effect, become debt during crisis periods and thus must be repaid or written off.
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the ‘Banking Package’—to amend certain aspects of the CRD and CRR and imple-
ment some of the remaining elements of Basel III. The revised legislation included an
‘output floor’ restricting the use of the banks’ own internal risk models in the calcula-
tion of their capital requirements and brought EU standards on credit, market and
operational risk closer to Basel III. However, the revised legislation also included
cautious wording, mentioned ‘EU specificities’, allowed for derogations and granted
generous transitional periods—notably on the output floor which is to be phased in by
2032. These EU efforts can be contrasted with those of the Biden administration’s
proposal of July 2023 known as the ‘Basel III endgame’, which sought to apply uni-
form risk models on all banks with $100 billion or more in assets. In the meantime,
the Bank of England announced that the Basel III risk and output floor requirements
would start to be rolled out in 2025—their final form to be decided in 2024—with the
final implementation deadline set for 2030. The Bank of England accepted a relaxed
schedule in part because of the competitiveness concerns of UK-headquartered banks
arising from the proposed EU phase-ins and derogations (Jones, 2023).

Strengthening Liquidity Rules

The freezing of the interbank markets brought to attention the importance of liquid-
ity—the ability to convert assets quickly into cash—for banks to meet immediate
short-term obligations. Liquidity quickly emerged as a key instrument for increas-
ing banking sector resilience and addressing the TBTF issue in the BCBS and at the
EU and national levels. Liquidity rules in Basel III were designed to discourage
bank reliance on short-term wholesale funding (less than 1 year), the extent of
which differed among our case countries. Short-term funding reliance was highest
in the UK, but UK-headquartered banks also took the greatest initiative in reducing
that reliance after the financial crisis. In 2007, UK bank reliance on short-term fund-
ing represented over 60% of GDP (own calculations based on central bank data), but
by 2010 this had already been cut down to 30%. This notable reduction was facili-
tated by early and restrictive rules on liquidity adopted in 2009—which became the
blueprint for Basel III and CRDIV liquidity rules—that gave British banks a head
start (see Financial Services Authority, 2009: 6; HM Treasury, 2009).

The Basel III liquidity regime was in many respects less far reaching than the
new UK rules. The Basel III regime relied on two components: the liquidity cover-
age ratio (LCR) focused upon ensuring that banks have enough high-quality liquid
assets to be able to survive a 1-month ‘acute stress’ scenario (such as a credit rating
downgrade or a series of collateral calls) and the net stable funding ratio (NSFR)
which requires a level of ‘longer’-term (1 year or more) funding to prevent maturity
mismatches. Controversially, high-grade corporate bonds, not considered by UK
legislation to count towards liquidity cushions, were included in the Basel III provi-
sions. The British liquidity requirements also required domestic entities to hold
enough liquidity on their own, without support from the parent or other parts of the
same group.
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The US moved swiftly to implement Basel III liquidity rules. The Federal
Reserve’s October 2013 proposal on LCR was ambitious, going beyond the original
BCBS version. Crucially, US regulators signalled their intention to apply the full set
of Basel requirements on all financial institutions with total assets above $50 billion
and not just banks (Hamilton, 2013), justified given the role of investment banks
and AIG in the crisis. Large bank holding companies (consolidated assets over $250
billion) and non-banks with the ‘systemically important’ label were required to
maintain high-quality liquid assets (HQLA) to withstand 30 days of net cash out-
flows, while for institutions with assets between $50 billion and $250 billion, the
HQLA coverage requirement was set at 21 days. The transition period had a dead-
line of 1 January 2017, 2 years earlier than that prescribed by BCBS.

The net stable funding ratio (NSFR), by contrast, faced controversy, and the US
missed the implementation deadline. The original US proposal implied NSFR’s
application to holding companies and depository institutions larger than $250 bil-
lion in consolidated assets but also to those with over $10 billion in on-balance sheet
foreign exposure or to depositories that are consolidated subsidiaries of holding
companies with $10 billion or more in assets. A different modified NSFR was to be
made applicable to certain mid-sized (between $50 billion and $250 billion) institu-
tions (such as foreign bank intermediate holding companies) at which on-balance
sheet foreign exposure was less than $10 billion (Forrester et al., 2020). However, a
new 2019 ‘tailoring rule’ limited the scope of both the LCR and NSFR and light-
ened the regulatory burden of institutions deemed less risky. The new threshold for
both domestic and foreign financial institutions was set to $100 billion in total
assets. Combined with further ‘tailoring’ on a number of factors, the USA delayed
the implementation of NSFR, which entered into force on 1 July 2021.

In the EU, the watering-down efforts on Basel III liquidity guidelines were led
by the French and Dutch governments (Masters, 2012), reflecting the reliance of
their domestically headquartered banks on short-term (less than 1 year) funding.
Bank reliance on short-term funding reliance in France and the Netherlands was
higher than in most other EU countries, and not even the 2009 French and 2011
Dutch revisions of national liquidity rules could reduce this reliance significantly
(French Government, 2009). French bank short-term funding reliance totalled 45%
of GDP in 2007 and remained at 40% in 2010. The CRDIV watered down the Basel
IIT LCR and postponed the introduction of the NSFR from the original 2015 dead-
line to 2018. The LCR was introduced in the CRR, but an observation and review
period in 2015 was to determine its detailed structure.

The German government, however, was not vocal over Basel III liquidity rules
due to low overall reliance on short-term funding within German banks. Instead,
bank debt in the German financial system was mainly issued using ‘Pfandbriefe’—
longer-term covered bonds—characteristic of ‘patient capital’ within the German
financial system (Hardie & Howarth, 2013b). Short-term funding reliance among
German banks hovered at around 10% of GDP before and after the crisis, decreas-
ing only slightly (Bundesbank data). In July 2009, the German Finance Market Law
set broad liquidity provisions above the previous Basel II requirements as well as
binding limits on interbank exposures that had been relatively important to German
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bank funding (BaFin, 2009). However, the August 14 circular (Rundschreiben
15/2009) titled ‘Minimum requirements for risk management’ clarified liability
rules with general requirements that were far less restraining than the new UK rules.

Therefore, the Basel III liquidity guidelines, with the potential to limit depen-
dence on short-term wholesale funding and tackle possible TBTF-related issues,
experienced derogations in the implementation stage at both the EU and national
levels. The USA provided significant leadership in all but meeting the NSFR dead-
line of 2018. The UK imposed stricter liquidity rules in 2009 than those later formu-
lated by Basel III. The revisions of liquidity rules in France and Germany in 2009
and in the Netherlands in 2011, however, did not match Basel III'’s scope. Instead,
the three countries—France and the Netherlands in particular—moved to water
down the European and national transposition and implementation of Basel III
guidelines. While the adopted EU rules were restrictive for a range of large
EU-headquartered universal banks, the CRDIV’s definition of liquidity and its long
implementation schedule contributed to a less ambitious effort overall. Banks in all
five of the case study countries managed to improve their liquidity positions and
decrease their reliance on short-term funding after 2008. However, the British head
start over most other EU member states was clear a decade after the crisis, as UK
banks held on average far more liquid assets. Implementing the NSFR by the 2018
deadline set in Basel III failed in all five countries (FSB, 2018, 2020), and the EU
member states avoided adding a set deadline in the CRDIV directive (Howarth &
Quaglia, 2013).

Resolution by ‘Bailing in’ Banks

In September 2009, G20 leaders held a summit in Pittsburgh and voiced their com-
mitment towards a more effective bank resolution rulebook, starting work towards
harmonising resolution practices. However, the results over the next decade were
hardly optimal, as reformed or adopted resolution rules ended up being nationally
distinct, resulting in very different resolution processes. As with most other mea-
sures discussed in this chapter, an effective resolution regime reduces the perceived
need for a government-sponsored bailout—especially of a TBTF bank—and helps
to stabilise the wider banking system (Asimakopoulos & Howarth, 2022). Financial
stability and further market discipline are promoted by mechanisms favouring the
internalisation of losses (‘bail-in’) over their externalisation to the taxpayer in a
bailout. This is seen as leading to equitable risk pricing for bank liabilities.

A resolution regime for insured banks has been in place in the US since the 1950
Federal Deposit Insurance Act, which effectively ensures the smooth resolution of
most failing or likely-to-fail banks without recourse to government bailout. The
Federal Deposit Insurance Corporation (FDIC) leads the resolution process by first
cooperating with the respective bank’s main regulator to determine whether the
bank has failed. Instead of filing for bankruptcy, the FDIC takes over the failed
institution and ensures depositor protection up to the insured $250,000. FDIC then
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takes over and manages the remaining bank assets with the goals of taxpayer cost
minimisation and depositor return maximisation. Resolution is paid by fees that the
FDIC has collected from its insured banks, pooled into a pre-funded deposit insur-
ance fund (DIF). The FDIC also holds access to US Treasury borrowing which other
banks reimburse subsequently. By contrast, none of the EU member states had a
comparable resolution regime in place. However, the limits to the FDIC’s mandate
and the existing US resolution regime became apparent as the investment bank
Lehman Brothers went bankrupt, and investment bank Bear Stearns and insurer
AIG had to resort to Federal Reserve emergency support (Klein, 2017). These insti-
tutions were ineligible for FDIC financial assistance, exposing the drawbacks and
inadequacy of restricting the FDIC mandate to commercial banks. The US resolu-
tion regime, although path breaking, failed to deliver one of its important goals of
protecting the government purse due to systematically important investment bank
and insurance company failures.

In response to said limitations, the 2010 Dodd-Frank Act widened the FDIC
mandate to include all systematically important non-banks and bank holding com-
panies. Further important reforms were undertaken, aimed at solidifying the US
resolution regime (Crabb, 2018). Central to this was the ‘Orderly Liquidity
Authority’ (OLA) created to transfer special powers to regulators for the orderly
resolution of complex financial institutions, with the possibility (subject to an agree-
ment with the Federal Reserve Board and the Treasury Secretary) for temporary use
of taxpayer funds to provide liquidity in emergency cases. A federal government
bailout of covered entities is explicitly forbidden under Dodd-Frank; the OLA
imposed fees on surviving institutions receiving resolution funds, requiring the
repayment of all received funds. In December 2012, the FDIC together with the
Bank of England published a joint paper promoting the single point of entry (SPOE)
resolution method for complex banking groups (FDIC, 2013). The ‘single’ point
referred to the top holding or parent company, to which all the losses from else-
where in the banking group would be funnelled, then placing the parent holding into
bankruptcy. The SPOE method—adopted in the USA in 2019 but not yet in the
UK—was planned with the TBTF problem specifically in mind. SPOE would con-
tribute towards a resolution regime enforcing market discipline and ‘bail-ins’ by
imposing losses on creditors, not taxpayers. This would be achieved by first replac-
ing senior managers and then ‘wiping out’ shareholders. In addition, the FDIC
issued new regulations for large financial institutions to issue convertible long-term
debt eligible for a ‘bail-in’ in a hypothetical resolution process, intending to facili-
tate resolution whenever bankruptcy would be unenforceable.

The EU’s bank resolution package was agreed upon in 2014, comprising the
Bank Recovery and Resolution Directive (BRRD) as well as the Single Resolution
Mechanism Regulation (SRMR) exclusive to the Banking Union member states
(European Parliament and the Council, 2014a, 2014b). National governments
agreed on the wide remit of the new rules, including nearly all ‘less significant” and
‘significant’ banks with few exceptions (SRMR, Article 4). The bail-in tool would
be invoked under a justified clause of ‘public interest’ (BRRD, Article 32(5);
SRMR, Article 18(5)), imposing losses on private shareholders and debt holders
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before resorting to support from resolution funds or the public sector. For EU mem-
ber states, the new resolution legislation introduced a coherent, unprecedented
regime with adequate rules and funds to fully exclude or at least minimise govern-
ment support in bank resolution. No EU member state previously had a national
resolution regime, making bank resolution both economically and politically sensi-
tive. Publicly funded bank bailouts, forced liquidations or government-brokered
mergers with other national banks had been the norm.

Furthermore, highly relevant to the euro area periphery where government debt
loads were very high, new EU-wide resolution rules could, it was hoped, undo the
worrying sovereign-bank doom loop. However, the application of resolution rules
has not lived up to expectations, neither at the EU nor at the national level. The FSB
observed in 2020 that within the G20 ‘substantial work remains to operationalise
resolution plans for systematically important banks’ (FSB, 2020). Its report con-
cluded that the implementation of resolution guidelines remained ‘still incomplete’
in some jurisdictions. In the EU, six banks facing solvency issues fell under the
Single Resolution Board’s remit: ABLV Luxembourg, Banca Popolare di Vicenza,
Banco Popular Espafiol, Nord/LB and Veneto Banca. Out of these, only Banco
Popular Espafiol ended up in resolution, which was highly exceptional and largely
owed to Santander’s intervention and acquisition of Popular for one euro. The losses
were partly covered by following the bail-in procedure of wiping out shareholders
and then junior subordinated debt holders (Mesnard et al., 2017).

EU bank resolution rules suffered from national political pressures and reflected
the weak capital position of many EU-headquartered banks, which lacked appropri-
ate own funds and eligible liabilities (Asimakopoulos & Howarth, 2022). Political
pressures were evident in the several unsuccessful attempts to apply EU rules to
Italian banks. In these cases, it became apparent that the Italian government would
prefer an old-fashioned bailout with public funds or a forced merger over forcing
losses upon national bondholders through bail-in (Donnelly & Asimakopoulos,
2020). Political costs of imposing losses on voters have therefore taken precedence
over financial stability concerns on several occasions.

Another issue with EU bank resolution is its ineffectiveness regarding banks
with an in-between size for regulatory purposes: banks that are too small for corpo-
rate insolvency rules yet too large to hold significant reserves of high-quality ‘bail-
inable’ capital, representing approximately 120 of the bloc’s 200 largest banks in
terms of assets (Asimakopoulos, 2019). The vast majority of EU-headquartered
banks are retail banks which fund their lending largely with customer deposits
(Ayadi, 2019). Much of the ineffectiveness of EU resolution rules vis-a-vis this
group of banks stems from difficulties in access to (generally insufficient) resolu-
tion and deposit insurance scheme funds in the majority of EU member states, exac-
erbated by the relatively high minimum requirements for own funds and eligible
liabilities (MREL) (Asimakopoulos & Howarth, 2022), which are restrictive and
likely impossible to meet for a sizable group of EU-headquartered banks
(Asimakopoulos, 2019).

The largest universal banks in the EU were capitalised well enough to withstand
a bail-in process for bank losses. However, due to the interplay of German, French
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and Dutch national preferences on individual parts of the banking legislative pack-
age—capital requirements, MREL, resolution financing and deposit insurance
schemes—it became impossible to apply bank resolution rules to most banks due to
their lack of adequate bail-in-eligible capital which, to begin with, they were not
required to hold per EU rules. This non-applicability to a range of banks represented
a significant political problem, making the resolution rules likely less palatable to
the largest TBTF banks in the event of failure. Compromises made in an environ-
ment characterised by the scarcity of (acceptable) liquid capital and non-existent
functioning resolution mechanisms, therefore, produced an EU bank resolution
framework that itself merited a ‘failing” or ‘likely to fail” tag.

Resolution Plans

Governments in all five case study countries enacted legislation on so-called living
wills, requiring banks to compose resolution plans for the event that regulators were
to deem them failing or likely to fail. Institution-specific resolution plans are
intended to facilitate the potential resolution process and thus limit contagion effects
and the likelihood of government involvement for larger banks. In the US, ‘living
wills’ were mandated by Section 165(d) of the Dodd-Frank Act, obliging bank hold-
ing companies and foreign banks with $50 billion or more in consolidated assets,
plus all systematically important non-bank financial institutions, to annually com-
pose and submit their detailed resolution plans to the Federal Reserve. Separately
from these Fed obligations, the FDIC further required resolution plans from all
insured depository institutions larger than the $50-billion asset threshold. Even
though further recovery plans on how to restore financial health after a period of
hardship were not required in the Dodd-Frank Act, the Federal Reserve later
required detailed recovery plans from several bank and non-bank systematically
important financial institutions. These requirements on resolution and recovery
plans were coupled with monitoring and sanctioning efforts. When in April 2016 the
living wills of five of the eight largest US banks were rejected by the Fed and FDIC
jointly, the five banks were given a deadline of 1 October to ‘correct’ the resolution
plans and were threatened with higher capital requirements and limits on business
activities if they failed to comply (Lambert, 2016).

The EU Bank Recovery and Resolution Directive (BRRD) of 2013 imposed a
similar requirement upon systematically important banks to submit resolution plans.
All four European case study governments had previously either recommended the
adoption of resolution plans or in the Dutch case (Intervention Act of 2012) adopted
such regulation. However, the impact of these requirements on discouraging higher-
risk investment banking and short-term wholesale funding was indirect and limited
at best. In addition to resolution plans, the obligation to draft detailed recovery plans
annually was included in the BRRD (Articles 5-9), applicable to systemically sig-
nificant institutions, and with powers given to competent authorities to require a
revision of an inadequate plan within 2 months. If the revised version fails, the
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authority is empowered to request changes to the institution’s business. A supple-
mentary regulation was issued in 2016 ((EU) 2016/1075), specifying in detail the
required content of the recovery plans. However, these plans, as with the resolution
plans, are still largely irrelevant in achieving the wider objectives related to tackling
the TBTF problem. As noted above, this irrelevance stems principally from the sig-
nificant political pressures that have repeatedly prevented the full application of EU
resolution rules to individual failing or likely-to-fail banks.

The Politics of Structural Reform

Officially, the principal goal of bank structural reform (‘ringfencing’) is to protect
the depositors, borrowers and other nonfinancial company clients of large universal
banks from suffering losses caused by their riskier investment banking activities
(Howarth & James, 2023). The broader objective of structural reform is to limit the
effects of a bank failure on the real economy (in the form of a credit crunch) and
contagion effects on the banking system and, importantly for the TBTF problem, to
eliminate pressures for public sector bailouts. By separating or ‘ringfencing’ invest-
ment banking activities from retail banking, structural reform could also force banks
to raise loss-absorbing capital for their investment operations to meet regulatory
requirements. Bank structural reform thus emerged as a popular topic in all five
countries. However, the measures adopted and their impact upon banks varied
significantly.

Broadly speaking, the countries can be divided into three camps: the USA and
the UK, which introduced elaborate reforms with strong ringfencing; Germany and
France, which introduced weak versions of ringfencing; and the Netherlands, where
no reform took place. Furthermore, a stalemate ensued at the EU level, and no leg-
islation on structural reform was adopted. The US administration and the UK gov-
ernment adopted major bank structural reforms. The US Volcker Rule involved a
complete ban on proprietary trading—that is, using the bank’s own money to fund
investment banking activities (Dodd-Frank, 2010, Section 619). The UK govern-
ment ringfenced retail banking which forced large UK banks to separate retail and
investment banking arms (HM Treasury, 2012). Both the US and the UK imposed
capital requirements specific to the ringfenced entities. In addition, both offered
clear definitions of which activities count as proprietary trading.

By contrast, France and Germany were slow to move on bank structural reform
and then introduced very weak ringfencing of investment banking activities and
narrowly defined proprietary activities banned from retail banks—despite early
promises by leading politicians to act (French Government, 2013; German Ministry
of Finance, 2013). The French ringfence targeted high-frequency trading and com-
modity derivatives trading and the German counterpart the same plus hedge fund
financing. Neither France nor Germany imposed additional capital requirements on
ringfenced entities. This ensured that proprietary trading and a wide range of specu-
lative activities—the conditions of which were vaguely defined—were still allowed
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in France and Germany. The Dutch government successfully deflected the issue of
structural reform, focusing instead upon the adoption of voluntary measures related
to bank standards. Major EU-level reform was proposed by a high-level group of
experts led by the governor of the Bank of Finland (Liikanen, 2012), was drafted
into legislation by the European Commission in a watered-down form (EU
Commission, 2014), was diluted further by the EU member states in the Council of
Ministers and then blocked in the European Parliamentary finance commission on
the grounds that the proposed reform was excessively weak (Howarth &
James, 2023).

Conclusion

By analysing the financial crisis-induced regulatory responses of three EU member
state governments compared with the UK and the US, this chapter has demonstrated
the inadequacy of most reforms adopted specifically to address the TBTF problem.
There are serious doubts about whether changes to European banking regulation
over the past decade and a half will suffice to shelter TBTF banks and the public
purse from future turmoil in global financial markets. The concept of ‘permacrisis’
applies to contemporary, post-GFC banking regulation which leaves ample space
for chronic uncertainty, unpredictability and volatility within EU and member state
banking sectors.

While the US and the UK adopted wide-reaching bank structural reforms,
France, Germany and the Netherlands did not, and the watered-down EU-level pro-
posal was eventually scrapped. The Basel III guidelines were significantly diluted in
their transposition into EU law. The aim of reducing reliance on short-term funding
by setting liquidity rules was to strengthen bank capital buffers and decrease the
likelihood of banks having to resort to government funds during a crisis, which was
better achieved by the UK and US rules adopted in 2009 and 2013, respectively.
Unwilling and unable, politically and economically, to match the reach of British
and American liquidity rules, EU member states watered down Basel III liquidity
guidelines. None of the five countries examined in this chapter met the net stable
funding ratio (NSFR) deadline.

The limited interest in some countries for either unilateral, international or
EU-level action reflected worries over the competitiveness and lending ability of
domestic banking sectors. This chapter has argued that national and EU-level regu-
latory responses failed to address the TBTF problem to varying degrees. US and UK
bank liquidity and structural reforms were among the most effective regulatory
measures constraining higher-risk banking activities and addressing the systemic
threat posed by TBTF banks. None of the German, French and Dutch measures
examined in this chapter can be seen as significantly constraining for TBTF banks.
At the end of the day—despite the frequently hostile discourse from a range of
political actors—the German, French and Dutch governments defended their TBTF
‘national champions’.
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Appendix: Tables

Table 8.A1 Largest universal banks, total assets and as a percentage of national GDP (case study
countries; total assets, national currency, billions), end 2000, 2007, 2011, 2014%)

% of % of % of % of
GDP GDP GDP GDP
2000 | (2000) |2007 (2007) | 2011 (2011) (2014 | (2014)
USA
JPMorgan Chase & Co. | 715.0 |7.0 1562.1 |10.8 22744 | 14.6 2573.115.2
Bank of America Corp. | 642.2 6.3 1715.7 | 11.9 2219.6 143 2104.5 124

Citigroup Inc. 902.2 |8.8 2187.6 | 15.1 1936.6 | 12.5 1842.5 1 10.9
Wells Fargo & Co. 2724 |27 5754 4.0 13139 |85 15933 |19.4
US Bancorp (USB) 1649 | 1.6 237.6 | 1.6 330.1 2.1 4025 |24
UK

HSBC 4519 |28.6 1172.8|61.9 1649.8 | 88.1 1689.9| 84.6
Barclays (Group) 316.2 | 20.0 1227.6 | 64.8 1563.4 | 83.5 1269.5 1 63.6

RBS (Royal Bank of 320.0 203 1900.5 | 100.3 |1432.8 |76.5 10454 |52.4
Scotland) Group

Lloyds-TSB® 218.0 | 13.8 3533 |18.6 970.5 | 51.8 8549 428

Standard Chartered 1024 6.5 3292 |174 599.1 1 32.0 7259 |36.4

Germany

Deutsche Bank 929.0 44.0 2020.3 |80.8 2164.0 1 80.3 1708.7 | 58.4

Commerzbank 460.0 |21.8 617.0 |24.7 527.0 19.6 557.6 |19.0

DZ Bank 364.6 | 17.3 4313 [17.3 4059 |15.1 402.5 |13.7
(2001)

France

BNP-Paribas 694.0 146.9 1694.5 | 87.3 1965.3 1 95.5 2077.8 1 96.7

Crédit Agricole 480.7 |32.5 14142 | 72.8 1880.0 1 91.3 1589.1 | 73.9

Société Générale 4559 130.8 1071.8 |55.2 11814 |57.4 1308.2 | 60.9

BPCE¢ - - - - 1138.0 1553 1223.3 156.9

Natixis (BPCE 116.2 7.9 520.0 |26.8 507.7 247 736.0 |34.2

investment bank)

Crédit Mutuel - - 3959 |204 3823 | 18.6 4282 199

Netherlands

ING 650.2 | 143.8 |1312.5 [212.0 |1279.2 | 196.7 9929 |147.8

Rabobank Group 3429 759 570.5 |92.1 7317 1125 |681.1 |101.4

ABN-AMRO Group 5432 |120.2 8922 |144.1 |404.7 |622 3869 |57.6

“The banks listed were, in order, the largest in their respective home country at the end of 2014. A
number of the largest banks in 2000 no longer existed in 2011 (e.g. Dresdner Bank in Germany and
HBOS in the UK)

®Halifax Bank of Scotland (HBOS) was merged into Lloyds-TSB from 2009

‘BPCE consisted of two separate banking groups (Banques Populaires and Caisses d’Epargne)
prior to 2009

Source: Author’s calculations based on bank annual reports/bank financial statements; see Howarth
and James (2023)
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Table 8.A2 Banking system assets as a percentage of GDP, 2002-2016*
2002 2004 2006 2008 2010 2012 2014 2016

France 238 257 326 384 392 402 395 388
Germany 292 294 300 311 324 301 268 250
Netherlands 239 289 300 345 358 386 375 368
UK 327 380 451 531 502 466 384 392
USA 74 78 83 94 86 87 92 91

Source: BIS (2018, p. 78); national data, for further details see: https://www.bis.org/publ/cgfs60/
cgfs60_metadata.xIsx
“Banking system assets on a domestic or resident basis

Table 8.A3 Banking system concentration (percentage of total assets held by largest three/five
banks), 2002-2016*

2002 2004 2006 2008 2010 2012 2014 2016

France 54/77 58/81 58/81 58/81 56/82
Germany 18/26 21/29 | 21/29 20727 33/40 | 31/38 31/37 28/35
Netherlands | 71/82 | 71/84 | 71/84 |72/84 69/82 |73/82 |76/86 |75/89
UK 28/41 32/47 34/50 | 33/45 42/53 41/54 37/51 33/48
USA 21/25 25/31 30/35 32/38 33/44 33/45 33/44 32/43

Source: BIS (2018, p. 85); national data, for further details see: https://www.bis.org/publ/cgfs60/
cgfs60_metadata.xIsx

Table 8.A4 Number of systemically important banks by country at end 2018*

Global SIBs Domestic SIBs Total number of banks
France 4 2 424
Germany 1 12 1623
Netherlands 1 4 94
UK 3 12 347
USA 8 N/A 5415

Source: FSB (2020)
*The USA has not designated domestic SIBs. A bank that is a domestic SIB in one country may be
a subsidiary of a global SIB in another country.
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Introduction

As noted in the introduction to this volume, structural transformations that have
occurred in the international system in recent decades are a fundamental aspect of
the permacrisis concept. Permacrisis does not simply denote a period marked by
multiple crises but a period when structural transformations have created conditions
where crises are far more likely to occur, effectively becoming a constituent feature
of the system (Henig & Knight, 2023).

One area which has undergone such a process of structural transformation has
been the global financial system. The global financial crisis (GFC) revealed its
inherently destabilizing nature, shaped by decades of deregulation, supervisory for-
bearance, increased competition and unchecked innovation. The development of the
European financial market mirrored—and to some degree shaped—the develop-
ments occurring globally. Years of negative integration led to an increasingly unified
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European financial landscape, where, however, supervision remained fragmented
along national lines, and there was no European emergency mechanism or lender of
last resort (Lastra, 2003; Quaglia, 2007). The result of this asymmetric integration
process was the unsupervised venture of many European banks into highly risky
market segments rendering the European banking sector particularly vulnerable to
the effects of the GFC.

These effects were amplified by other gaps and failures in the institutional archi-
tecture of the European Union (EU). Most important among them is the incomplete
and unbalanced governance of the Economic and Monetary Union (EMU), which
not only failed to coordinate the economic policies of member states but ended up
amplifying previous asymmetries (Copelovitch et al., 2016; Baldwin & Giavazzi,
2015). The combined effect of institutional failures in the EU’s financial and eco-
nomic integration manifested in the form of the so-called doom loop, i.e. the close
financial ties of domestic banking systems with their sovereigns, particularly in the
troubled southern economies of the Eurozone. Their financial interdependence
transformed banking crises into sovereign debt crises and vice versa, contributing,
in the aftermath of the GFC, to the breakout of the Eurozone crisis in 2010.

The dynamics of structural transformations notwithstanding, the permacrisis
perspective does not imply a deterministic approach to societal evolution. On the
contrary, crises are considered pivotal moments which catalyse political, social or
institutional change.! Accordingly, permacrisis could be seen as a period that offers
opportunities for reforming unsustainable models of social organization, however
sustainability is defined (e.g. in terms of economic efficiency and growth, financial
stability, social justice and equality, environmental protection, etc.), at both the
national and international levels.

For the European Union (EU), this point of view is particularly relevant, given its
sui generis nature as an ongoing political project which, as one of its founders
famously proclaimed, ‘will be forged in crises’ (Monnet, 1978:417). Indeed, the
EU’s reaction to the GFC was considerable, as it engaged in a multi-year re-
regulatory effort, established new European agencies and ultimately proceeded, as
the crisis deepened and the doom loop dynamics look set to derail large Eurozone
economies like Spain and Italy, with a much more radical reform, the establishment
of the European Banking Union. While the Banking Union introduced many new
regulatory and institutional elements in the EU’s economic governance, in this
chapter we will focus on one particular aspect: the bail-in principle in banking
resolution.

The bail-in principle was thought to be a radical new element that would prohibit
publicly funded bailouts, contribute to breaking the doom loop and instil more dis-
cipline in financial market participants. However, as we shall see, in practice it has
not always operated as planned. Beyond its intrinsic limitations, a significant cause
for the difficulties encountered in its implementation, and the focus of this chapter,

'In the institutionalist literature crises are often considered ‘critical junctures’ which can lead to
paradigm change and establish new historical paths (Thelen, 1999; Pierson, 2004).



9 From Bailouts to Bail-Ins: Political Economy Constraints to Effective Crisis... 135

is the political economy dynamics involved in the resolution of banking crises.
These dynamics have become more complex and difficult to overcome due to some
of the major transformations associated with financial capitalism, such as globaliza-
tion, securitization and financialization (for a more detailed discussion of these
changes, see Schulmeister’s Chaps. 14 and 19, in this volume).

The chapter is organized as follows. First, we briefly review the connection of the
GFC with the Eurozone crisis and the reform efforts undertaken to address the prob-
lems of the European banking sector, including the introduction of the bail-in prin-
ciple in bank resolution. Then we discuss the bail-in principle in more detail and
identify its limitations, particularly in the current financial market context. Then we
demonstrate the political economy constraints to the implementation of the bail-in
principle in the EU in recent years, by examining in more detail two cases: Cyprus
and Italy. The final section summarizes and concludes the chapter.

Crisis, European Banking Union and the Bail-in Tool

The global financial crisis hit the European banking system particularly hard.
According to estimates of the International Monetary Fund (IMF), asset write-offs
for the period 2007-2010 for European banks stood at $1.3 trillion, while write-offs
for the global banking system totalled $2.3 trillion (IMF, 2010). The size and inten-
sity of the crisis in the European banking sector highlighted the extent of European
banks’ exposure to global financial markets and the inadequacy of the European
regulatory and supervisory framework to detect risks in a timely manner prior to the
crisis. As a result, a fundamental review of the financial regulatory and supervisory
framework got underway. An ambitious reform programme was launched; by the
end of 2010, more than 30 legislative interventions had already been proposed
(Commission of the European Communities, 2010), while in total, up to 2018, more
than 60 proposals were submitted, 42 of which had been adopted.

The most significant part of this reform wave was the establishment of the
European Banking Union (Howarth & Quaglia, 2013). The Banking Union com-
prises three main pillars: the Single Supervisory Mechanism (SSM), a supranational
institution located at the European Central Bank (ECB), responsible for the supervi-
sion of the European banking system;? the Single Resolution Mechanism (SRM),
which is a mechanism for the orderly recovery and resolution of banks in times of
crisis; and the European Deposit Insurance Scheme (EDIS). The first two pillars
have been largely completed, while progress in the third pillar has effectively stalled
(Hogenauer et al., 2023). Finally, the so-called single rulebook, a set of common
rules which applies to all EU member states, underpins the operation of the
Banking Union.

2The SSM supervises directly the ‘significant’ banks (113 at the end of 2023) and indirectly the
‘less significant’ banks, which are directly supervised by the national supervisory authorities.
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The Banking Union was agreed in stages between 2012 and 2014, and different
components of its pillars have gradually been activated since 2014. Compared to
other financial reform initiatives, the Banking Union was more directly linked to the
Eurozone crisis and its challenges, primary among them the risk posed by the con-
nection between weak banks and fiscally constrained sovereigns in the EMU periph-
ery (Donelly, 2014; Quaglia, 2019). The focus of this chapter is on a particular
aspect of the Banking Union: the bail-in principle, which has become embedded in
its SRM pillar.

The bail-in procedure ‘aims at letting investors participate in a bank’s losses at
time of bankruptcy’ (Schéfer et al., 2017). Adopting the bail-in principle effectively
means that private investors, including shareholders and creditors, must bear sub-
stantial losses before any public funding can be used to restructure a bank during a
crisis. Bail-in was promoted internationally as the taxpayer-funded bailouts of
major financial institutions during the GFC provoked public outrage. In Europe,
public pressure was high given the extraordinary support given to banks and other
financial institutions. From 2007 to 2009, 84 banks in the EU received government
aid in various forms (Meehl, 2022). More specifically, according to the European
Commission (2013:1), ‘between October 2008 and 31 December 2012 Member
States provided €591.9 billion (4.6% of EU 2012 GDP) of capital support (recapi-
talisation and asset relief measures) to the financial sector’. The overall support,
including state guarantees, approved by the European Commission, reached €3.6
trillion, of which €1.6 trillion was effectively used (Philippon and Salord (2017:3).
Burdening public budgets with bank bailouts in turn was a major cause for the
derailment of public finances and the sharp increase of public debt in many EU
member states, contributing directly to the breakout of the Eurozone crisis.

Bail-in was introduced with the Bank Recovery and Resolution Directive
(BRRD) and the Single Resolution Mechanism (SRM) Regulation which became
operational on the first of January 2016.° The SRM comprises the Single Resolution
Board, a supranational agency responsible for the orderly resolution of failing
banks, and the national resolution authorities.* In the resolution procedure other
institutions are also involved, primarily the ECB and the European Commission.
The role of the European Commission is related to the state aid rules, which deter-
mine when and how state authorities can support a bank in trouble, to avoid breach-
ing competition rules.” The SRM also includes the Single Resolution Fund (SRF),

3In 2018 the EU adopted the ‘Banking Package’ which updated the EU resolution legislation.

“The SRB is responsible for the entities and groups directly supervised by the European Central
Bank and a few other cross-border groups. As of 10 July 2023, there were 113 banks under SRB’s
remit. National Resolution Authorities are responsible for all other banks. When the use of the SRF
is required, the SRB is responsible for the adoption of the resolution scheme for that bank
(SRB, 2024).

SThe rules are set out in the Commission’s ‘2013 Banking Communication’.
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which can be accessed under extraordinary circumstances; it is a supranational fund
financed by contributions of the banks in the member states of the Banking Union.°

The resolution process begins when the ECB declares that a bank is failing or
likely to fail. Then the SRB decides on the procedure to be followed. If private sec-
tor solutions (e.g. purchase of the ailing bank by another bank) are unavailable and
there are no other supervisory actions that can remedy the situation, then the SRB
considers whether the bank should be liquidated or restructured under the resolution
process. When normal national insolvency proceedings (liquidation) are likely to
adversely impact the economy and/or undermine financial stability, resolution is
preferred to safeguard public interest. The resolution process includes four different
tools (bail-in, sale of business, bridge institution, asset separation). The bail-in tool
requires that access to the SRF is possible only after losses corresponding to 8% of
the bank’s total liabilities and own funds are borne by shareholders and creditors. To
ensure that bail-in can be implemented at a time of crisis, under the Banking Union’s
resolution rules, banks must meet certain ‘minimum requirements for own funds
and eligible liabilities’ (MREL).

Bail-in in Theory and Practice

In theory, the bail-in principle offers several advantages. First, it improves market
discipline and reduces moral hazard, which lessens the risk of a banking crisis alto-
gether (Halaj et al., 2016; Avgouleas & Goodhart, 2014). Also, when the introduc-
tion of bail-in is accompanied, as in the EU, with increased requirements for holding
liabilities and own funds that can be bailed in, the resilience of banks and the effec-
tiveness and credibility of a bail-in are enhanced, rendering disruptions more man-
ageable and the use of public funds less likely. Finally, introducing a bail-in regime
helps to level the playing field, as large banks, which are more likely to benefit from
a public bailout, enjoy reduced cost of capital (due to the implicit public subsidy)
(Acharya et al., 2014; Ueda & Weder di Mauro, 2012), which in turn reinforces the
moral hazard problem (Alessandri & Haldane, 2009).

Beyond its ex ante market improving effects, the bail-in principle is also benefi-
cial for the health of public finances once a crisis erupts. Bailing-out banks is a
costly business, and when this cost is borne by the public budget, fiscal sustainabil-
ity suffers, and the risk of a sovereign debt crisis rises; the example of Ireland during
the Eurozone crisis is a paradigmatic case of such adverse dynamics. More gener-
ally, public bailouts are an integral part of the bank-sovereign doom loop, which
threatens both financial and fiscal stability, particularly in countries where there is a

®The SRF has been built up over a period of 8 years (2016-2023) and reached its target level of at
least 1% of the amount of covered deposits of credit institutions in all 21 Banking Union countries
at the end of 2023. The national compartments of the SRF have now been fully merged in the
supranational fund and have effectively ceased to exist. In July 2023 the fund had accumulated
77.6 billion euros (SRB Press Release, 6 July 2023).
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strong financial connection between banks and the sovereign. Bail-in helps to break
this link, at least partly,” as banking crises are less likely to cause fiscal derailment.

Its benefits notwithstanding, bail-in is not a panacea and can cause its own prob-
lems. Avgouleas and Goodhart (2014) provide a succinct theoretical discussion of
the potential problems of bail-in. Some of the problems have to do with the process
itself. Bail-ins are likely to involve more time-consuming and expensive proceed-
ings compared to bailouts. Moreover, the process can lead to long and difficult liti-
gation. Also, there are difficulties in determining the valuation of a bank, particularly
when it is under stress; this can lead to multiple bail-in rounds with negative confi-
dence effects for the bank but also the broader market. All these complications
become even worse, when we consider that many banks, particularly big, systemi-
cally important banks, are part of broader corporate groups, comprising many legal
entities, often operating across borders (Gleeson, 2012).

Beyond these more technical and legal complications, there are more substantial
issues related to bail-in. They can be grouped under three broad categories: (a)
reduced ex ante lending, (b) contagion risk and (c) political economy conflicts.
First, although bail-in may lead to an ex ante reduction of risk-taking and improved
market discipline, this comes at the cost of reduced credit provision to the economy.
Under a bail-in regime, the risk and therefore the price of uninsured debt rise, induc-
ing banks to borrow less; this in turn results in lower levels of lending (Meehl,
2022). Second, while bail-in resolution strategies are in theory suitable for idiosyn-
cratic bank failures, the same cannot be said for systemic crises. Triggering a bail-in
during a broader economic or financial crisis can function pro-cyclically, as it
undermines confidence for weaker banks and for banks with direct linkages (cross-
holdings of claims) with the bank in crisis. This in turn may lead to a reassessment
of risk for the entire sector, in effect deepening the crisis (Avgouleas & Goodhart,
2014).% Finally, political economy conflicts are unavoidable under a bail-in regime.
Losses will affect private investors, including depositors, who will react and try to
shift this burden elsewhere. The relevance of such conflicts for the effectiveness of
the bail-in process cannot be overstated, since the identity and type of the bailed-in
creditors (e.g. wholesale vs retail, domestic vs foreign) can have significant political
economic implications, affecting the authorities’ handling of the crisis.

Although empirical studies focusing on the impact of bail-in resolution regimes
are still scarce, what evidence there is seems to corroborate many of these concerns.
Thus, Siebenbrunner et al. (2024) show that bail-ins produce lower social losses
compared to bailouts, in cases of idiosyncratic shocks but not in cases of systemic
crises. More generally, Beck et al. (2020) show that more comprehensive resolu-
tions regimes, which include bail-in mechanisms, tend to amplify systemic shocks.

"Eradicating the doom loop altogether necessitates a more comprehensive approach which includes
limits on the exposure of banks to their sovereign debt and a supranational deposit guaran-
tee scheme.

8The European rules provide for a number of exceptions to the bailing-in of certain liabilities. One
of these is the avoidance of widespread contagion, which however is examined on an ad hoc basis
and for particular classes of liabilities (article 27(5) SRMR).
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Moreover, Beck et al. (2021) find negative effects for businesses more exposed to
the bailed-in financial institution, as their access to credit is impaired. Exposed
small- and medium-sized enterprises (SMEs) with limited internal liquidity are par-
ticularly vulnerable to this effect and make up the loss of liquidity by reducing
investment and employment.

In this chapter, we focus on the political economy dynamics of bank resolutions;
accordingly, in the next section we will delve deeper into the political economy
conflicts surrounding bail-ins through a more systematic analysis of two major cri-
sis episodes in the EU in recent years: the Cypriot and Italian banking crises.

Bail-in Cases in the EU

The Cyprus Crisis

Although the Cyprus crisis precedes the introduction of the EU’s transnational reso-
lution regime, it is important for a number of reasons: (a) the crisis culminated in
one of the biggest bail-ins in history, as the bailed-in liabilities (deposits and junior
bonds) amounted to 9.4 billion euros (over 50% of Cyprus GDP) (Clerides, 2018);
(b) many of the provisions introduced with the BRRD were first implemented in the
Cyprus crisis (Demetriades, 2018); and (c) related to the second point, the Cyprus
crisis is generally considered a pivotal moment for the introduction of new European
framework (Philippon & Salord, 2017, Schéfer et al., 2017).

The first signs of worry for the Cypriot banks begun with the Greek crisis, as the
two biggest banks, Bank of Cyprus (BoC) and Laiki, had significant exposure both
to the Greek banking market through an extended branch network, and to the Greek
public debt, as they held substantial amounts of Greek government bonds.” When,
in 2011, it was decided to proceed with a restructuring of the Greek public debt, the
losses foreseen for the two Cypriot banks were substantial (4.5 billion euros or 25%
of GDP). In this context, failure to meet capital requirements resulted in a first
1.8-billion public bailout operation for Laiki in May 2012, while the BoC requested
state aid for half a billion euros to meet the European Banking Authority’s (EBA)
requirements. The situation continued to deteriorate; an independent study commis-
sioned by the central bank put the capital shortfall of the banking sector at 8.9 bil-
lion, for the adverse scenario. In November 2012 there was a preliminary agreement
on a memorandum of understanding (MoU) with the official creditors: a 17-billion-
euro package, with 10 billion earmarked for the recapitalization of the banking sec-
tor. However, the creditors would only supply the 10 billion, and the rest would have
to be found elsewhere; the solution that eventually prevailed was bail-in. On the
16th of March 2013, the Eurogroup approved the 10-billion bailout agreement and
proposed the imposition of a ‘solidarity levy’ on all (including insured) deposits in

°In 2006 Laiki came under the control of Greek Marfin Investment Group (MIG).
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Cypriot banks. The decision was heavily criticized internationally as it undermined
confidence not only in Cyprus but across the Eurozone and was rejected by the
Cypriot Parliament. On the 25th of March the Eurogroup reached a new deal
whereby Laiki would be resolved into a good and bad bank, with the former set to
be absorbed by BoC and the latter to be gradually wound down; BoC would also
need to be recapitalized through the imposition of bail-in on junior bondholders and
uninsured depositors.

The Cyprus case reveals the complex political economy dynamics around the
resolution of the crisis, which relate to the distribution of costs: (a) between Cypriot
and Greek banks, (b) between depositors of EU and non-EU origin, (c) between
European official creditors and the Cypriot state and (d) between commercial and
cooperative Cypriot banks.

A crucial aspect of the Cyprus deal, and one which increased the cost of the reso-
lution for Cyprus, was the ring-fencing of the Greek banking system (Clerides,
2018). The operations of the Cypriot banks in Greece were sold to Greek banks at a
heavy discount to avoid imposing a bail-in on the depositors of the Cypriot banks’
branches in Greece; this would lead to the implosion of the Greek banking system
and economy more generally, which were already hanging by a thread. Obviously,
excluding Greek depositors from the bail-in increased the amount of bail-in that had
to be imposed on Cyprus-based depositors. The effect was compounded by the
heavy discount of the sale, agreed in hurried negotiations between the Eurogroup
meetings in March 2013; estimates suggest that the Cypriot banking system effec-
tively subsidized the Greek banking system with roughly 2 billion euros (Clerides,
2018:199).

Another important parameter of the bail-in was that this was mainly imposed on
non-nationals. Cyprus had long operated as an international business and financial
centre, with low corporate taxes and a rapidly expanding banking sector, whose
assets had grown to nine times the country’s GDP by 2009. Much of the incoming
funds were from Russian companies, often belonging to Russian oligarchs, who
were seeking a safe haven for their wealth; it is estimated that up to 37% of deposits
belonged to foreigners with Russian owing 60% of these deposits, which amounted
to 19 billion euros in early 2013 (Fontevecchia, 2013). Opting for the imposition of
the bail-in, therefore, had the unusual benefit of sparing domestic depositors, since
most of the depositors with funds over the insured threshold of 100,000 euros were
non-EU residents. This protected the local economy from a deep recession.
Obviously, this was politically much more palatable, despite concerns about the
impact on the international credibility of the Cypriot banking system.

The imposition of the bail-in costs on non-EU residents was an idea warmly
endorsed by European leaders and institutions. The are several reasons for this; first,
there was ‘bailout fatigue’ given the already agreed rescue packages for Greece,
Ireland, Portugal and Spain’s banking sector and accordingly limited appetite for
the dispensation of more European funds. This reluctance was justified by framing
Cyprus as an offshore financial centre used for laundering money of Russian (among
others) oligarchs; this aspect caught the public’ attention in European countries,
particularly Germany, where a news report citing a secret intelligence report sug-
gested that the EU’s bailout would serve to save the Russian oligarchs (Dettmer &
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Reiermann, 2012). This story was picked up by German politicians who wanted to
limit their exposure to another potential debacle (like the one in Greece) and per-
haps use the opportunity to push for tax harmonization in the EU (they had already
tried this with Ireland’s bailout). Accordingly, they portrayed themselves as guaran-
tors of a fair and disciplined resolution of the crisis and ascribed blame for the crisis
to Cyprus, much as they had done with Greece (Aspriadis et al., 2018), insisting on
the bail-in solution.'

A final parameter worth mentioning is the distribution of the resolution costs
between the different types of domestic depositors and investors. In contrast to the
two big commercial banks, the cooperative banking sector in Cyprus was shielded
from a bail-in; it was bailed out with 1.5 billion euros from the loan Cyprus received.
Beyond the fact that the sector had few depositors over the insured threshold, some
analysts believe that the sector was spared due to its traditional links with the politi-
cal system and of course the fact that depositors in cooperative banks were over-
whelmingly Cypriot (Clerides, 2018). As a result, cooperative depositors and
investors were treated very differently compared to the customers of the two large
banks. Also, there were other exemptions, for example, for pension funds, or public
universities, with large deposits from EU-funded programmes, which point to fur-
ther political calculations, at both the national and European levels.

The Italian Crisis

The Italian banking crisis evolved in different stages during the 2010s. It is an inter-
esting case for the purposes of this chapter because it involves different types of
banks, different resolution proceedings and outcomes and covers the period both
before and after the introduction of the European resolution scheme.

The crisis of the banking system was linked to some of its core features, such as
its high dependence on the domestic economy and its substantial exposure to Italian
public debt; moreover, troubles travelled quickly through the system due to the high
levels of interconnectedness among domestic institutions (Moschella & Quaglia,
2019; Donnely & Asimakopoulos, 2020). Problems started accumulating because
of the prolonged stagnation of the Italian economy and the impact of the GFC, par-
ticularly since its transmutation into the Eurozone crisis; these developments led to
a significant rise in the number of non-performing loans (NPLs), which became the
sector’s most important problem (Boccuzzi, 2022).

The first resolutions came in 2014 and 2015."! In the first case, a small provincial
bank, Banca Tercas, was found to be insolvent, and following deliberations it was

10Presenting the narrative employed by the creditors of Greece and Cyprus is not meant as a dis-
missal of its validity; Cyprus was an international offshore centre, and Greece had indeed adopted
a wholly irresponsible fiscal policy before the crisis. Rather the point here is to demonstrate the
strategic use of this narrative to justify political economy choices.

"'"The analysis that follows is not meant to be exhaustive; it focuses on the more important and
relevant cases for the purposes of this chapter.
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agreed to be sold to Banca Popolare di Bari (BPB), following recapitalization and
the provision of guarantees for potential risk and losses, by the Interbank Deposit
Protection Fund (FITD), which is funded by bank contributions. However, the
European Commission challenged the support provided by the FITD and, following
investigation, in December 2015, concluded that the FITD’s funding constituted
public support and was therefore illegal. This sparked a judicial clash with Banca
Popolare di Bari and the FITD, which, with the support of the Bank of Italy, appealed
to the EU’s General Court.

After several years the Italian authorities would be vindicated, but in the mean-
time, the Banca Tercas sale had to be reorganized. A Voluntary Intervention Scheme
(SVI), funded by the Italian financial sector, was set up and used to provide the
funds that would have been furnished by the FITD, a solution that was acceptable to
the European Commission. Moreover, the European Commission’s interpretation
blocked another proposal in November 2015, to rescue four troubled Italian banks
(Banca delle Marche, Banca Popolare dell’Etruria e del Lazio, Cassa di Risparmio
di Ferrara and Cassa di Risparmio della Provincia di Chieti) with FITD support. The
European Commission argued that FITD’s intervention constituted extraordinary
public financial support, and this could only be justified under the new European
rules if the banks were deemed to be failing or likely to fail; in this case, they should
be subject to the new resolution proceedings, which included bail-in (Boccuzzi, 2022).

Under the resolution scheme, four bridge banks were created, to be sold, and one
bad bank to receive the banks’ problematic assets. The newly created national reso-
lution fund covered losses and recapitalized the bridge banks, after shareholders and
bondholders incurred losses. This led to public upheaval as most bondholders were
in fact retail depositors, who had been sold junior bonds as a higher-yield alternative
to deposits. This was a common practice among Italian banks, as they sought to find
a market-based solution to their liquidity problems without having to change their
organizational or ownership structure (Donnely & Asimakopoulos, 2020). The
potential political implications were made manifest when in December 2015 a pen-
sioner committed suicide after learning that he had lost most of his savings invested
in one of the banks’ junior bonds. Several months later, legislation compensated the
retail bondholders of the four banks. At the same time, other senior creditors were
protected, as the resolution process begun before the first of January 2016, when the
bail-in tool entered into force (Barbagallo, 2017).

The next episode concerned two Veneto banks: Veneto Banca and Banca Popolare
di Vicenza. The two banks faced severe problems already since 2013, and following
failed attempts to raise capital from the markets, the Atlante Fund recapitalized
them, becoming their main shareholder.'> In March 2017 the two banks filed a
request for ‘precautionary recapitalization’, a process which allows state authorities

"2The Atlante Fund was a fund set up in 2015 with contributions from financial institutions to help
recapitalize ailing banks and buy the junior tranches of NPLs (senior tranches were guaranteed by
the state), facilitating their removal from the banks’ balance sheets. A second Atlante I Fund was
set up in 2016 and was eventually replaced by the Italian Recovery Fund in 2017.
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to support financially a bank without recourse to the standard resolution process,'?
which however was denied by the European authorities, unless additional private
funding could be raised; despite efforts by the Italian authorities, private funds were
not forthcoming. In the summer the two banks were deemed failing or likely to fail
by the ECB. The SRB declared that resolution of the banks under the EU rules was
not in the public interest, and therefore the banks should be liquidated under national
law. The Italian government tried to avert this outcome and requested from the
European Commission the approval of state aid to facilitate an ‘orderly liquidation’,
which effectively meant selling the better parts of the banks to another financial
institution. The European Commission, contrary to SRB’s assessment, decided that
there were public interest grounds on which to justify the provision of state aid. In
the end, the Italian authorities furnished 4.875 billion euros for the recapitalization,
restructuring costs and coverage of the losses of the two banks and offered guaran-
tees for future losses of 12.4 billion; these measures made possible the sale of the
two banks to one of Italy’s biggest banks, Banca Intesa Sanpaolo, for the symbolic
price of 1 euro. The transaction also involved burden sharing from private investors.
Losses were mainly incurred by the shareholders, i.e. the Atlante Fund (approxi-
mately 3.4 billion euros), and to a lesser extent by subordinate shareholders (approx-
imately 1.2 billion euros) (Boccuzzi, 2022). Retail bondholders were later
compensated by FITD and Intesa (on a voluntary basis), for the losses suffered.

The final episode to be reviewed took place—partly—during the same period
with the Veneto banks’ crisis but was different in that it concerned Monte dei Paschi
di Siena (MPS), the world’s oldest and Italy’s fourth biggest bank at the time.
Following the publication of EBA’s stress test in July 2016, which showed a signifi-
cant capital shortfall under the adverse scenario, the bank sought to raise capital in
the markets but was unsuccessful. As a result, the bank applied to the ECB for pre-
cautionary recapitalization. In July 2017, the European Commission approved the
restructuring plan of the bank, which was a necessary prerequisite for the approval
of the precautionary recapitalization. A few days later the Italian government issued
a decree which stipulated the terms of the process. The recapitalization involved the
injection of 5.4 billion euros by the Italian government and the contribution of
shareholders and holders of junior bonds, which were converted into equity (4.3
billion euros). Part of the government’s cash injection was meant to cover the com-
pensation of retail bondholders who lost due to the conversion (1.5 billion euros).
The recapitalization was accompanied by a plan for a substantial restructuring of the
bank operations and the sale of a portfolio of 24.5 billion euros of bad loans at a
discount of almost 80%, with the support of the Atlante Fund. Finally, it should be
mentioned that the state had already provided guarantees for two bond issues from
the bank, worth 11 billion euros, in early 2017. The operation was part of a new
supportive scheme introduced with Decree Law 237/2016, which created a public
fund of 20 billion euros to deal with the capital and liquidity needs of MPS but also
those of other banks facing problems.

3Precautionary recapitalization is an exemption to the normal resolution rules; it refers to the
injection of own funds into a solvent bank by the state when this is necessary to remedy a serious
disturbance in the economy and preserve financial stability. It is an exceptional measure that is
conditional on final approval under the European Union State aid framework (ECB, 2024).
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The Italian case demonstrates both how the handling of different crises can differ
within the same resolution regime and how authorities can exploit different rules—
and even the transition period to new rules—to handle crises differently, depending
on the political economic dynamics of each crisis. The Banca Tercas crisis was
resolved with recourse to the SVI; the four banks resolution followed the new
European resolution rules but without implementing the full bail-in provisions, as
the decision was taken a few days before the new regime was enacted; the Veneto
banks were liquidated in an ‘orderly fashion’, with the support of the public treasury
and PMS underwent precautionary recapitalization, also with public support.'* In all
cases, retail bondholders were compensated for their losses.

Discussion and Conclusions

The GFC and the ensuing Eurozone crisis proved catalytic for the reform of the
EU’s financial regulatory and supervisory framework. One of the most important
innovations of the Banking Union, EU’s flagship reform, was the adoption of the
bail-in principle in the resolution of failing banks. The bail-in principle was intro-
duced to eliminate publicly funded bailouts, break the link between banks and sov-
ereigns and instil discipline in financial market participants. The endorsement of
bail-in undoubtedly constitutes a step forward in the management of banking crises
and, perhaps more importantly, in the formation of banks’ incentive structure.
Nonetheless, by itself it is not enough to prevent banking crises and has its own
operational limitations, both procedural and substantive.

In this chapter, we focused on the constraints imposed on bail-in implementa-
tion, by the political economy dynamics of banking crises. Our purpose was to show
the difficulties of implementing bail-in, irrespective of the formal resolution regime
in place. It was shown that after the introduction of the new resolution regime, the
formal bail-in requirements were not fully implemented in any of the banking crises
examined in Italy, and even in cases where some burden sharing did take place,
certain investor categories were compensated. Even in the case of Cyprus, where an
extensive bail-in was implemented, this was limited to certain categories of inves-
tors and banks. In both cases, public bailouts were not averted.

Although a detailed analysis of the reasons for the inconsistent implementation
of bail-in is beyond the scope of this chapter, a tentative interpretation put forward
here is that the political economy constraints analysed above are so difficult to over-
come due to the transformation of the financial system in recent decades.
Globalization, securitization and financialization have greatly complicated the reso-
lution of banks, by creating new constellations of interests, which stand to lose from

'4The problems with MPS continue to date; in October 2022, a new recapitalization of 2.4 billion
euros took place, 64% of which had to be covered by the Italian government (1.6 billion euros).
Following the sale of a 25% stake of the bank to the market in late 2023, 39% of the bank remains
under public ownership.
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the implementation of bail-in and employ their political and economic weight to
avert it. Thus, for example, the increased exposure of retail customers and SMEs to
uninsured debt securities, without the appropriate level of expertise and understand-
ing, renders them vulnerable to risks. Once these risks are realized, they stand to
incur losses, which can greatly affect their life and business prospects, respectively.
The political implications are obvious as demonstrated by the decision of the
Cypriot authorities to shelter the cooperative sector and the Italian authorities’
attempts to either avoid burden sharing altogether or to compensate retail bondhold-
ers when burden sharing was unavoidable. Similarly, the emergence of Cyprus as an
international offshore centre complicated the distribution of resolution costs
between domestic and foreign constituencies. On the one hand, this proved benefi-
cial for the domestic economy as most of the burden affected uninsured deposits of
non-residents; on the other hand, it greatly increased the overall cost of the crisis for
the Cypriot banking system, as Greek branches and depositors were spared.

What is more, these were not exceptional cases, which represent a rare deviation
from the norm. Even after the introduction of the new rules, most of the choices that
were made are allowed, as exceptions, in the regulatory framework, which renders
it ex ante susceptible to political pressure and ad hoc solutions. The complex proce-
dure which involves multiple actors and numerous exceptions, and allows signifi-
cant leeway to domestic authorities, demonstrates that the complex political
economic dynamics have been internalized in the design of the rules, rendering
them an endogenous constraint in the implementation of the bail-in tool. It is not by
accident that there has been only one successful resolution case since the introduc-
tion of the new EU regime, with full bail-in implementation.'

The failure to implement bail-in is indicative of a broader failure to effectively
address the destabilizing features of the global financial system, despite a decade of
reforms following the GFC. As long as banks are considered too difficult to fail or
to be bailed in, because they are too big (see the chapter by Mikipii et al., Chap. 8,
in this volume), too interconnected or simply because their failure would raise polit-
ically costly distributional conflicts, the danger of new destabilizing banking crises
is always present.
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Introduction

Latin America’s image is deeply intertwined with crises, whether stemming from
the foreign debt crisis of the 1980s or various episodes of political instability
throughout its history. The region weathered intense financial turmoil in the 1990s,
prompting substantial shifts in economic policy, and has frequently grappled with
currency crises. The notion of permacrisis, explored in this volume, finds a strong
resonance within Latin American economies, particularly evident in the cases of
Argentina, Brazil, and Mexico. Examining a broader timeframe stretching back to
the 1980s, we observe a recurring pattern of economic crises, notably marked by
currency crises (Kaminsky, 2003, 2006). This is not merely a matter of witnessing a
series of crises unfold but also recognizing that unresolved issues resurface, exacer-
bating currency devaluations and frequently leading to inflationary pressures and
declining real incomes, particularly impacting disadvantaged groups.
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A theoretical framework commonly employed to assess the trajectory of emerg-
ing economies is the concept of the middle-income trap (Glawe & Wagner, 2016;
Agénor, 2017; Bresser-Pereira et al., 2020, inter alia). This concept refers to coun-
tries that have undergone periods of robust economic expansion, resulting in a sig-
nificant rise in average income yet subsequently struggle to sustain this growth
trajectory, thus failing to surpass the middle-income threshold. Brazil is a typical
example of this phenomenon. Discussing the vast literature related to experiments
in Latin America, Middle East, North Africa, and East Asia, Agénor (2017: 2) pro-
poses a specific perspective of analysis for the concept of middle-income trap: “a
middle-income trap is best viewed as a ‘bad’ equilibrium among many—bad but
nonetheless stable, in the sense of being a persistent state to which the economy
gravitates unless some significant shock, structural or otherwise, occurs.” It means
that countries with similar characteristics may converge to diverse levels of growth
“depending on their initial conditions.” This approach appears intriguing for Latin
American countries, given that, even though they faced similar types of crises,
employed several comparable policy strategies during their development period,
and implemented similar macroeconomic instruments for stabilization, some
national disparities make them unique cases.

There is an intense debate in Latin America about the determinants of the chronic
low growth in the region. From one perspective, the supply-side approach aims to
pinpoint shortcomings in the productive and institutional framework, a perspective
that aligns with the challenges posed by the middle-income trap. On the contrary, a
demand-side viewpoint argues that policies emphasizing macroeconomic stability
impede government intervention in the economy, thus obstructing the expansion of
demand and overall growth. Both perspectives offer relevant insights and are not
mutually exclusive.

In this regard, the concept of the middle-income trap can be incorporated into the
notion of a permacrisis. Prolonged periods of steady but moderate growth serve as
limiting factors in addressing long-standing challenges that are seldom overcome.
According to Brown et al. (2023), a permacrisis is characterized by countries being
unable to effectively address various structural issues, thus impeding growth and
development. The authors (2023: 9) assert: “The greatest risk is that these chal-
lenges persist and interact with one another,” a statement directly applicable to Latin
America.

Despite persistent economic and social challenges, there is a discernible shift in
the “quality” of crises in recent times. Since the 2000s, Latin America has been less
susceptible to external shocks. Many countries have tightened regulations on their
financial systems, maintained healthy levels of international reserves, and improved
the balance of public accounts compared to the turbulent episodes of the late twen-
tieth century. The region is more resilient to monetary and financial shocks (Canuto,
2022). However, although the region was less vulnerable during the global financial
crisis (GFC), it did not achieve sustained growth or significant social progress.
Therefore, the region accumulates different structural challenges that can poten-
tially become triggers for new crises, in addition to possible external shocks, such
as those generated by the pandemic and armed conflicts in other parts of the world.
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The COVID-19 pandemic crisis has exacerbated Latin America’s prolonged
period of mediocre growth. The pandemic’s devastating impact has magnified the
region’s structural asymmetries, including inequality, healthcare deficiencies, edu-
cational shortcomings, limited innovation capacity, and stagnant productivity. Mere
post-pandemic GDP growth, while welcome, is insufficient to tackle these
entrenched problems and lift countries out of the enduring middle-income trap,
regardless of its form (Canuto, 2022). During the last 15 years, Argentina, Brazil,
and Mexico shared unfavorable trends, including low growth, heightened poverty,
and inequality, and, in the cases of Argentina and Brazil, periods of significant polit-
ical instability.

This chapter aims to elucidate the intersection between economic strategies and
political transformations over the past 15 years, emphasizing the repercussions of
political instability on economic outcomes. By concentrating on the three largest
economies in the region, the objective is to contribute to a comprehensive under-
standing of the relationship between politics and economics in times of crisis. The
next section is devoted to providing an overview of the economic performance of
the three countries to ascertain if they are stuck in the middle-income trap, experi-
encing longer-term economic stagnation. The following section will deal with the
specificities of each case. The last section concludes with a brief analysis of the
three cases from the perspective of recurring crises that feed into each other and
interconnect, as discussed in this volume under the concept of “permacrisis.”

Economic Performance Amid Political Instability

The performance of Latin America’s largest economies—Argentina, Brazil, and
Mexico—over the last 15 years has been characterized by various economic ups and
downs influenced by both domestic and international factors (Lins, 2021).
Figure 10.1 shows this volatile trajectory for the three countries with Argentina hav-
ing the sharpest variations and Mexico exhibiting more stability in the annual rates.
Are these trends enough to be considered “a crisis?” Although the deepest external
shock was the one caused by the pandemic, growth rates throughout the period
indicate at least evidence of stagnation by showing no persistent expansion. Apart
from Mexico, which maintained a positive trend throughout the period, Argentina
and Brazil exhibit inconsistent patterns. Taking the average annual growth of
Argentina, Brazil, and Mexico between 2010 and 2023—1.3%, 1.6%, and 2%,
respectively—one can say that it was a mediocre performance, with greater volatil-
ity in the case of Argentina and Brazil. Despite the mediocre growth of their econo-
mies, Argentina, Brazil, and Mexico did not face a sharp rise in unemployment. The
unemployment rate increased in 2020, as predicted, but employment has been
recovering in the years 2021 and 2022.

The numbers become even more concerning when we look at the average annual
GDP per capita growth between 2010 and 2023: in this period, Argentina saw an
average growth rate of 0.12%, Brazil of 1%, and Mexico of 0.83%. Data for per
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Fig. 10.2 GDP per capita, current prices (purchasing power parity; international USD per capita).
(Source: IMF, World Economic Outlook, 2023 October report)

capita GDP show even more explicitly the dynamics of stagnant income in the three
countries. Taking the data in comparable currency values (purchasing power parity)
confirms that there was no significant real income gain for populations. Figure 10.2
shows this evolution through selected years. Argentina, despite the intensity of the
crises it suffered during this period, remains the highest-income country among the
three. For Brazil, the effects of the 2015-2016 recession are visible on per capita
income, and for Mexico, there is a stubborn stagnation.
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Bresser-Pereira et al. (2020), rather than identifying stagnation in Latin America
as a typical case of middle-income trap, claim that it is a liberalizing trap, because
the region adopted liberal reforms more intensively than emerging economies in
other parts of the world, such as in Asia. According to the authors, among the major
problems in Latin America was the decision to pursue trade liberalization before the
industry was ready to face competition. Trade liberalization combined with an anti-
inflationary policy based on managed exchange rates and high interest rates to
attract foreign capital was a detrimental combination that led to a process of dein-
dustrialization. This strategy resulted in excessive appreciation of these countries’
currencies with little capacity to manage capital flows, in other words, a situation of
Dutch disease, limiting the growth capacity of the industry. To what extent would
the argument of the mistakes of the liberal reforms of the 1990s and the Dutch dis-
ease be sufficient to explain the stagnation in Latin America?

A comprehensive study by Agénor (2017) reviews empirical studies that focused
on countries that are supposedly caught in the middle-income trap. Although there
are many differences in the criteria used to define a middle-income trap situation,
the priority factor—which gives the concept its name—is the evidence of a stagna-
tion in per capita income, which may be a consequence of more structural variables,
such as deficiencies in the education system, diminishing returns to physical capital,
lack of access to technology, inequal income distribution, insufficient quality of
human capital, or decreases in factor productivity.

Indeed, the three countries studied here have experienced an intense reduction in
labor productivity during this period. Estimates from the International Labor
Organization (ILO) show that the average annual growth rate of output per worker
(GDP constant 2017 international $ at PPP) for Argentina decreased by 1.38%, for
Brazil by 0.35%, and for Mexico by 0.11% between 2014 and 2023. In addition, the
period was marked by a constant constraint of public resources to finance current
expenditure and further stimulate investment. Focusing only on the primary govern-
ment balance between 2010 and 2020, Fig. 10.3 shows that, while Brazil and
Mexico largely maintained a positive balance, Argentina has consistently faced a
primary deficit.

Notwithstanding the presence of structural shortcomings which inhibit the
resumption of a growth process capable of getting these countries out of the trap, the
recent crises have not led them again to the old, well-known nightmares of balance
of payments crises. While Argentina faced very hard circumstances when negotiat-
ing its foreign debt, as Datz shows in this volume (Chap. 12), the three countries
were significantly less vulnerable to balance of payment crises at this time, even
with the economic stagnation experienced throughout this period. Despite experi-
encing low growth, the average current account balance for the three countries
remained in the negative throughout the observed timeframe. Specifically, between
2010 and 2023, Argentina, Brazil, and Mexico recorded an average current account
balance of —1.42%, —3%, and —1.25% of their GDP, respectively.

The liquidity buffer represented by foreign reserves was a crucial factor in reduc-
ing the external vulnerability of the three countries. Figure 10.4 shows the status of
foreign reserves in absolute terms, in billions of dollars, and in relative terms,
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Fig. 10.3 Government primary balance, percent of GDP. (Source: IMF. Public Finances in
Modern History Database. Available at: https://www.imf.org/external/datamapper/rltir @ FPP/
USA/FRA/JPN/GBR/SWE/ESP/ITA/ZAF/IND)

measured by the ratio of reserves to imports. Brazil stands out in both instances,
albeit experiencing a decrease in the number of months that its reserves could cover
imports as of 2022. This is mainly due to an improvement in GDP growth—leading
to an increase in imports—and to the rise in import prices, which grew by about
24% compared to 2021.! Argentina’s situation has been deteriorating since 2018, as
the country has had more difficulty honoring its external debt and the debt stock
increased substantially, as Fig. 10.5 shows.

Despite their reduced vulnerability to global shocks compared to previous peri-
ods, these countries underwent significant moments of political upheaval. While it
is possible to discern shared elements in the trajectories of Argentina, Brazil, and
Mexico, it is also imperative to analyze the particularities of the political dynamics
of each country to get a better understanding of the intertwined relationship between
politics and the economy and the dynamics of interdependence between the two
domains. The next section explores the national experiences of these countries.

!Brazilian Ministry of Development, Industry, Commerce and Services. Available at: https://www.
gov.br/economia/pt-br/assuntos/noticias/2023/janeiro/Balanca2022.pdf
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National Idiosyncrasies: Exploring the Relationship Between
Politics and Economics in Argentina, Brazil, and Mexico

Argentina

Argentina stands out as the country among the three analyzed here experiencing the
most pronounced product fluctuations. Moreover, it has undergone notable shifts
concerning the direction of its economic policies. Following the 2001-2002 crisis,
the Peronist administrations of Presidents Néstor and Cristina Kirchner (2003-2007
and 2007-2015, respectively) pursued policies aimed at expanding public expendi-
ture, alongside various heterodox measures, such as the nationalization of private
pension funds (Lins, 2021), and controls over exports during the commodity boom
to avert domestic prices to rise. Upon Mauricio Macri’s election in 2015, the econ-
omy was already facing deceleration, escalating inflation, a public deficit hovering
around 4.4% of GDP, and a substantial accumulation of public debt denominated in
foreign currency (Pessoa, 2019).

Macri’s economic policy rested on the premise that the primary cause of eco-
nomic challenges stemmed from excessive state intervention by prior administra-
tions. These interventions had primarily aimed at bolstering consumption through
income transfers, ultimately leading to the country’s isolation in the global econ-
omy. The proposed solution involved diminishing the state’s influence through a
series of reforms aimed at revitalizing private investments. This strategy aimed to
facilitate a resurgence in economic growth. From the point of view of external rela-
tions, the objective was to open the country on all fronts of the economy.

Sturzenegger (2019: 2), a former central bank governor, emphasizes the legacy
inherited by Macri at his inauguration: “the Central Bank’s balance sheet was dete-
riorating quickly, and capital controls contributed to a rising gap between official
and black-market exchange rates. The heritage also included four years of stagna-
tion, a large and growing budget deficit, persistent high inflation, a dual exchange
rate system, utility prices that had been frozen in spite of high inflation, and lack of
reliable statistics.” He also argues that, for methodological reasons, the official fig-
ures on government debt provided by Cristina Kirchner’s administration should be
reviewed. He shows the stark deterioration of the central bank (BCRA) net worth to
a peak deficit of ca 93 billion USD during the third quarter of 2015 (Sturzenegger,
2019: 5). The Macri administration assumed the mantle of steering a politically
contentious, albeit necessary, adjustment process. The liberalizing reforms intro-
duced by the Macri government spurred an uptick in foreign investment. However,
anticipated growth failed to materialize, resulting in increasing inflation and a dan-
gerous hike in both the deficit and public debt. This significant deterioration in the
economic landscape eroded government popularity.

A different perspective is presented by Amico (2020: 56-58), who identifies dif-
ferent phases in the economic policy of the Macri government. According to the
author, the first was a shock phase: abolition of capital controls—with the aim of
cooling the parallel dollar market and adoption of an inflation target system by the



10  Economic Policies Amid Political Instability in Latin America 159

BCRA combined with currency fluctuation. Liberalization of the foreign exchange
market was expected to lead to adjustment of relative prices, which did not happen,
and inflation rose, the peso depreciated, and BCRA had to raise interest rates. In
June 2017, the government issued a 100-year debt bond, implying that the govern-
ment deficit was lower than expected. In the same phase, the government made a
debt payment to holdout creditors (see Datz, Chap. 12, in this volume).

The second phase was ironically named by Amico (2020) as “late populism.”
This is because facing the parliamentary elections that would partially renew the
Chamber of Deputies and the Senate in a scenario of economic stagnation would
pose a risk to the Macri government. Therefore, the elections marked a halt in the
reform program. This phase constituted a deviation from the previous electoral pro-
gram of the government and brought contradictions to the initial macroeconomic
strategy. In 2017, changes were announced in the management of the inflation tar-
geting regime, which had the immediate effect of currency depreciation. From there
would come a third phase characterized by Amico (2020) as currency crisis and
worsening of economic activity.

In September 2018, inflation targeting was abandoned in Argentina, having
lasted only 25 months (Cachanosky & Ferrelli Mazza, 2021). According to the
authors, two main factors help to explain the IT failure in Argentina: “The first one
is the explosive growth of short-term bills, Letras del Banco Central (LEBACs),
used to sterilize issued ARS.? The second one is a negative credibility shock that
took place in December 2017. A perfect storm of foreign shocks in April 2018 only
accelerated the failure of the BCRA policy inconsistencies” (Cachanosky & Ferrelli
Mazza, 2021: 107).

Public debt appears to be a recurring issue in Argentina, almost like an unavoid-
able inheritance passed down from one government to the next. The data depicted
in Fig. 10.5 vividly portray the substantial growth in debt during the period under
examination. Just as Macri’s administration denounced the legacy inherited from
the Kirchner era, his successor, Alberto Fernandez, could use a similar argument
upon assuming office at the end of 2019, with Cristina Fernandez de Kirchner as
vice president. Furthermore, alongside the pronounced increase in debt as a percent-
age of GDP, it is essential to highlight the considerable portion denominated in
foreign currency, significantly increasing the country’s external vulnerability.

The Alberto Ferndandez administration will go down in history as synonymous
with an economic catastrophe: consumer prices surged by approximately 408%
over 4 years, the currency underwent severe devaluation, and the escalation of exter-
nal debt, which had begun years before, resulted in increasingly challenging nego-
tiations with the IMF, ultimately culminating in a period of profound destabilization.
The president’s popularity plummeted in tandem with the rise in inflation (Brasil &
Pera, 2022). The government inherited a burdensome legacy from its predecessor,
and the onset of the pandemic in early 2020 left few opportunities for a sound
reformulation of economic policy. Fernandez’s choice was for an unorthodox

2ARS is the symbol for Argentine pesos.
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direction to the economy. Despite the unequivocal need to increase public spending
to tackle the global health crisis, the government was elected as a clear alternative
to the proposal brought by Macri. However, all relevant economic variables had
deteriorated sharply, a trend which was further exacerbated by the pandemic. There
was limited room for policy innovations, and the government lacked a proposal
capable of addressing the inevitable deepening of the crisis.

The heart of the political instability laid within the Ferndndez government itself,
marked by ongoing conflicts between the president and the vice president through-
out their term. This discord stems from the internal dynamics of the Peronist elec-
toral camp, which united to prevent Macri’s reelection. This coalition brought
together two distinct factions of the Peronist movement to create the Frente para
Todos, with Alberto Fernandez as president and Cristina Ferndndez de Kirshner as
vice president (Lucca, 2022). While their alliance successfully ousted Macri in the
elections, it also set the stage for internal division from the beginning, complicating
consensus on any matter. This division reached a climax in May 2021 when a dis-
pute led to the resignation of half of the cabinet members, sparking a political crisis.
Furthermore, in September 2022, an assassination attempt on the vice president,
though unsuccessful, exacerbated the government’s unease and further destabilized
the situation (Molino, 2021).

The worsening economic situation further eroded support for the government.
Sergio Massa was appointed as the new economy minister with the hope of restor-
ing credibility and predictability to the economic policy (Brasil & Pera, 2022).
However, the level of disorder was so severe that his efforts saw limited success.
This long history of economic instability led Argentina to elect, in October 2023, an
outsider, far-right candidate, Javier Milei, defeating Minister Sergio Massa.

Brazil

When COVID-19 struck Brazil in February 2020, Jair Bolsonaro’s presidency cel-
ebrated just 1 year in power, during which the main economic accomplishment was
the pension reform passed by the congress in 2019.* The government’s election
campaign rhetoric blended nationalist and ultraliberal elements, but the government
lacked ability to design and approve radical reform measures. Despite market
expectations and the new government’s belief in the necessity of reforms for eco-
nomic recovery—before the pension reform, a legal control on public spending was
approved in 2016, and a labor reform in 2017—these measures proved insufficient
to stimulate economic activity (Lins, 2020). But the domestic crisis had begun back
in 2013-2014. Political upheaval started with huge street demonstrations in June
2013 primarily highlighting social grievances, including concerns over the cost of
public transportation, overcrowding in hospitals, and corruption. As the country was

3Emenda constitucional N° 103 of November 12, 2019.
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getting ready to host international sporting events, citizens questioned the justifica-
tion of investing in stadiums amid the nation’s significant social deficits. The politi-
cal crisis intensified concurrently with the deteriorating economic conditions:
inflation, since the global financial crisis (GFC), had consistently veered away from
the central bank’s target, and consumer prices were averaging annually 6.4%
between 2008 and 2015, peaking at over 9% in 2014.

President Dilma Rousseff (2011-2014) adopted a strongly interventionist eco-
nomic policy, which the government called the “new macroeconomic matrix”; its
effects contributed to raising inflation further and were not effective in its central
objective (Lins, 2022). This exacerbated macroeconomic instability and further
fueled popular discontent. Upon her reelection, Rousseff attempted to pivot the
direction of economic policy toward controlling inflation and decreasing fiscal defi-
cits. However, her efforts came too late. Her failure to address both the 2013 street
protests and opposition within Congress paved the way for an impeachment pro-
cess, based on allegations of manipulating the federal budget (Winter, 2017). In
short, Dilma Rousseff’s second term deteriorated into a parliamentary movement
aiming at the removal of the president under the allegation that she had acted against
the law on public spending control, coinciding with a rapid deterioration in eco-
nomic conditions.

Regarding political instability, a huge police and judicial investigation began in
2014. Initially, it was an investigation of a parallel exchange market operator based
in the city of Curitiba, Parand. As the investigations progressed, links between poli-
ticians and the investigated became apparent. So began the “Car Wash” operation.
A group of public prosecutors in the state of Parand initiated this operation that
would evolve into a massive case implicating Brazilian politicians. Against the
backdrop of political uncertainty and macroeconomic instability, an economic crisis
broke out in 2014 (Guilherme & Ribeiro Hoffmann, 2021).

The recession of 2015-2016 marked the conclusion of an era of economic pros-
perity. As economic troubles deepened, discontent with the political system surged,
paving the way for the rise of antiestablishment ideologies, particularly championed
by far-right groups, as discussed by Herz and Ribeiro Hoffmann, Chap. 2, in this
volume. This led to the election of Jair Bolsonaro in 2018. The 2018 elections must
be understood in the light of the rupture of the political fabric from corruption scan-
dals and a real deterioration of the economy with the recession that began in 2014.

Bolsonaro’s 4 years in office proved to be far less favorable than his promises
and the expectations of his ca 58 million voters in the second round. Following the
previous years’ slump, markets anticipated a robust recovery and the successful
implementation of structural reforms from his tenure. However, 2019 already deliv-
ered disappointment with its poor growth, and the beginning of the pandemic in
2020 dashed hopes for a recovery. Political instability, emanating from within the
government’s inner circle, further compounded the situation. 2020 marked the con-
vergence of three simultaneous crises: political, economic, and health. The roots of
these crises can be traced back to 2013-2014, with the onset of the health crisis
exacerbating and deepening existing issues.
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As a result of all these political developments and the poor economic perfor-
mance, the 2022 elections were marked by unprecedented polarization in Brazil.
Even following the elections, democracy remained under threat. On January 8§,
2023, thousands of supporters of former President Bolsonaro forcefully entered the
centers of power in Brasilia, invading the national congress, the supreme court, and
the presidential palace. The elections were won by a coalition led by the Workers’
Party (Partido do Trabalhadores), with former President Luiz Indcio Lula da Silva
as the candidate, and composed of 16 center and center-left parties.

Mexico

Mexico is also a case of repeated crises and a long process of economic stagnation.
Blecker (2022: 225) presents the situation clearly: “From 1975-76 to 1994-95, a
crisis broke out about every 6 years, usually either right before or right after a presi-
dential election. Each time, the balance of payments deteriorated, inflation acceler-
ated, the peso was devalued, and a severe recession occurred.” Between the late
1980s and the mid 1990s, a set of liberalizing reforms were implemented, and eco-
nomic policy has remained relatively stable since then (Lins, 2021). Among the
three economies, Mexico stands out as the most committed to economic stability.
Since 1993, its central bank has been officially independent, a milestone Brazil
achieved only in 2021, while Argentina is still far from making such a move.

In the intense scholarly debate about the causes of the weak growth of the
Mexican economy, on the one hand, the supply-side approach seeks to identify defi-
ciencies in the productive and/or institutional structure, an approach to which the
contribution of the middle-income trap converges. Conversely, a demand-side per-
spective contends that policies prioritizing macroeconomic stability hinder the
state’s intervention in economic affairs, thereby acting as a barrier to demand expan-
sion and growth. This clash of interpretations is highly prevalent in the analysis of
the Mexican case. After about 35 years since liberalizing policies began to be imple-
mented in Mexico and given that there has been no economic policy reversal during
this the period, the main question that critics ask is why stable, more robust growth
has not been observed (Ros, 2013; Nadal, 2020; Blecker, 2022). On the pro-
stabilization side, a first set of responses was that reforms need time to produce
growth. Time has effectively passed, and another way to explain low growth is to
focus on supply-side shortcomings and other structural constraints.

Analyses from both sides are relevant. On the supply side, labor productivity has
not grown for a decade and has even decreased in a few years as we saw above.
According to ILO estimates, this indicator had an average annual variation between
2019 and 2023 of —0.9%, what is explained, among other factors, by the strong
informality prevailing in the Mexican economy. On the demand side, economic
policy is viewed as the main cause of low growth rates. The commitment to inflation
control by the Mexican central bank, by administering interest rates—and keeping
them high—would constantly limit investment incentives. So would the overvalued
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exchange rate in a country extremely open to trade with its richer neighbors.
Conversely, a consistent and sometimes unexciting economic policy fosters high
predictability in government actions, which in turn supports business planning.
However, what about political stability?

A panoramic view of the Mexican political system might give the impression of
stability. Since the transition to democracy in 2000, when there was a shift from a
dominant party authoritarian rule to democracy (Alvarez Tovar, 2013), elections
have occurred every 6 years, and there have been no reports of dramatic incidents
such as candidate assassinations or electoral frauds. However, the fact that there
have been few incumbent presidents since 2010,* that a president who is not a mem-
ber of one of the two largest parties® was elected in 2018—Antonio Manuel Lépez
Obrador (AMLO), from the Movimiento Regeneracién Nacional (Morena)—and
that governments have maintained a commitment to macroeconomic stability does
not mean that politics is stable. In defense of a more free-market approach and con-
trary to government policy, Rubio (2023) in a sharp critic to President Lopez
Obrador affirms: “Mexico undertook economic reforms largely in order to avoid
reforming its politics. Therein lies the huge difference in results between Mexico
and Chile, or between Mexico and its Asian peers.”

Besides inequality and poverty, Mexico faces serious problems related to migra-
tion, corruption, drug traffic, and organized crime, despite the government’s milita-
rization of public security. Moreover, critics point to the lack of accountability for
the government as a result of the president’s control of parliament, weakening the
system of checks and balances (Sanchez-Talanquer & Greene, 2021; Ellner, 2020).
Sanchez-Talanquer and Greene (2021) highlight a notable trend of power concen-
tration in the executive branch during the first half of AMLO’s term. An instance of
interference in institutions was witnessed in 2023 when the Senate approved altera-
tions to the National Electoral Institute (INE), responsible for overseeing elections,
resulting in a reduction of its resources. This move triggered large-scale demonstra-
tions across the country, raising concerns about a potential regression of democracy,
with fears looming of a slide back toward autocracy (Sanchez-Talanquer & Greene,
2021; Wirtschafter & Sarukhan, 2023).

As the 2024 presidential elections in Mexico approaches, the incontestable popu-
larity of AMLO is expected to lead him to name his successor and retain control
over the congress. Strictly considering indicators of public opinion, we can say that
during the last two decades there was, and there still is, political stability in Mexico.
However, given the deep social problems and those derived from the powerful struc-
ture of organized crime, the situation is much more complex.

4Since 2010, as the presidential mandate is 6 years, México had only three presidents: Felipe
Calderén Hinojosa (2006-2012), Enrique Pefia Nieto (2012-2018), and Andrés Manuel Lépez
Obrador (2018-2024).

>Vicente Fox of the Partido Accién Nacional (National Action Party—PAN) was elected in 1999,
marking the end of a 70-year rule of the Partido Revolucionario Institucional (Institutional
Revolutionary Party—PRI).
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A Permanent State of Crisis, Both in the Economy
and in Politics

This chapter explored the argument that political instability can be a determining
factor in deepening economic crises. By analyzing the main political and economic
trends of the three largest Latin American economies—Argentina, Brazil, and
Mexico—it showed that the last 15 years have been a period of economic stagna-
tion, during which these countries have been unable to address structural problems
to overcome the middle-income trap. Besides mediocre growth rates, these coun-
tries have seen their social indicators worsen. The pandemic bears some of the
blame for this.

Argentina’s, Brazil’s, and Mexico’s responses to the COVID-19 pandemic were
flawed, leading to significant loss of life and economic downturn, revealing that
their healthcare systems and infrastructure were ill-equipped for such a crisis. While
there were variations in their approaches, the Brazilian government’s denial under
Jair Bolsonaro and its lack of action represented the most harmful aspects of the
pandemic’s management in Latin America. Despite implementing isolation mea-
sures, income support, and distributing vaccines when available, the economic,
social, and human toll of the health crisis hit these countries harder than many oth-
ers worldwide.

This situation raises questions about whether the long history of crises in these
countries contributed to the magnitude of the pandemic’s impact and whether inher-
ent factors within these economies and societies might precipitate or exacerbate
future crises in response to external shocks. The evidence gathered in this chapter
suggests a positive response to the query of whether past crises have influenced cur-
rent outcomes. This is attributed to the fact that the underlying issues plaguing these
societies have not been properly tackled. While certain institutions have weathered
numerous storms—highlighted by the strain on democratic institutions in Brazil
from 2019 to 2022—there remain significant social and economic challenges that
demand resolution. Table 10.1 gathers information on some of the main variables
discussed here to help compare these countries and provide an assessment of politi-
cal instability’s impact as an additional factor in deepening crises.

It was seen that the high approval ratings of the Mexican government did not
shield the country from crises and that even a government with a strong interven-
tionist tendency did not target institutions linked to macroeconomic stability, pri-
marily the central bank. In Brazil on the other hand, when Luiz In4cio Lula da Silva
returned to power in 2023, he publicly expressed his dissatisfaction with the central
bank’s interest rate policy, which was already protected by the autonomy law of
2021. Argentina is the most unstable among the three countries. Instability perme-
ates its institutions and undermines predictability, which is detrimental to invest-
ment decisions. In all three cases, political dynamics have a profound effect on
economic management. They are stories of multiple crises, whose elements inter-
twine and mutually influence each other, as discussed in this volume with the con-
cept of permacrisis.
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Table 10.1 The three cases summarized

Commitment with
stability
External vulnerability

Gross capital formation
annual average
2013-2022 (%GDP)
Evidence of middle-
income trap

Structural reforms

Argentina
No

High
16,8%
Yes

Inflation targeting
later reversed
Capital controls

Brazil
Yes

Low
17,4%
Yes

Pension, labor and tax
reforms, central bank
autonomy approved
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Mexico
Yes

Low
22,7%

Yes

Social reforms
proposed

No substantial
economic reforms

Government orientation | Left-wing populism | Center left (2003-2016) | Center right
(2007-2015 and Center right (2016-2018) | (2006-2018)
2019-2023) Extreme right Left-wing
Right wing (2019-2022) populism
(2015-2019) (2018-2024)

Extreme right
(2022-2027)

Political instability High High Low to moderate

Regional cooperation could provide a platform for these countries to develop
common responses to crises and provide economic and political effectiveness and
stability. Argentina and Brazil are members of Mercosur, a regional bloc that aimed
at a comprehensive and promising agenda but which suffered from the lack of con-
sensus to deepen commitments; the most profound blow suffered by Mercosur orig-
inated precisely from the financial crises experienced by Brazil and Argentina in the
late 1990s (Bouzas, 2001). Mexico has been a member of the North America Free
Trade Agreement (NAFTA) and its successor, the United States-Mexico-Canada
Agreement (USMCA), but these projects are more focused on fostering free trade.
Other initiatives such as CELAC include these three countries, but it is only a space
for political concertation; regional institutions in Latin America have failed so far to
build a solidity which would allow them to survive and operate as national govern-
ments change, regardless of their political orientations. As a result, they end up
relinquishing a powerful tool to politically construct alternatives to overcome the
middle-income trap and tackle social problems.

References

Agénor, P.-R. (2017). Caught in the middle? The economics of middle income traps. Journal of
Economic Surveys, 31, 771-791. https://doi.org/10.1111/joes.12175

Alvarez Tovar, J. A. (2013). Why has the transition to democracy led the Mexican presidential
system to political instability? A proposal to enhance institutional arrangements. Mexican Law
Review, 5(2), 277-304.


https://doi.org/10.1111/joes.12175

166 M. A. Del Tedesco Lins

Amico, F. (2020). La macroeconomia de Macri: Adids represion financeira, bienvenido nuevo
default. Circus Revista Argentina de Economia, N°7, Verano de 2020, 52-89.

Blecker, R. A. (2022). Mexico: Unequal integration and “stabilizing stagnation”. In L. R. Wray &
F. Dantas (Eds.), Handbook of economic stagnation (pp. 225-249). Academic Press/Elsevier.

Bouzas, R. (2001). El Mercosur diez aiios después. (Proceso de aprendizaje o déja vu? Desarrollo
Econémico, 41(162), 179-200.

Brasil, G., & Pera, M. (2022, September 22). What’s ahead for Alberto Fernandez’s last year
in office? America’s Quarterly. Available at: https://www.americasquarterly.org/article/
whats-ahead-for-alberto-fernandezs-last-year-in-office/

Bresser-Pereira, L. C., Aratjo, E. C., & Peres, S. C. (2020). An alternative to the middle-income
trap. Structural Change and Economic Dynamics, 52, 294-312. https://doi.org/10.1016/j.
strueco.2019.11.007

Brown, G., El-Erian, M., & Spencer, M. (2023). Permacrisis: A plan to fix a fractured world.
Simon & Schuster.

Cachanosky, N., & Ferrelli Mazza, F. J. (2021). Why did inflation targeting fail in Argentina? The
Quarterly Review of Economics and Finance, 80(2021), 102-116. https://doi.org/10.1016/].
qref.2021.01.014

Canuto, O. (2022, October 24). Will Latin America return to mediocre growth after shocks?
Centre for Macroeconomics and Development. Available at: https://www.cmacrodev.com/
will-latin-america-return-to-mediocre-growth-after-shocks

Ellner, S. (2020). Introduction: Salient characteristics of Mexico’s neoliberal turn and Andrés
Manuel Lépez Obrador’s Critique. Latin American Perspectives, 47(6), 4-19. https://doi.org/1
0.1177/0094582X20953102

Glawe, L., & Wagner, H. (2016). The middle-income trap: Definitions, theories and countries
concerned—A literature survey. Comparative Economic Studies, 58, 507-538.

Guilherme, B. S., & Ribeiro Hoffmann, A. (2021). The fall of a giant: Greed, corruption and abuse
of power undermining democracy in Brazil. In Financial Crisis Management and Democracy:
Lessons from Europe and Latin America. Springer Nature.

International Labor Organization — ILO. Database. Variable: SDG indicator 8.2.1 — Annual growth
rate of output per worker (GDP constant 2017 international $ at PPP) (%). Available at: https://
rshiny.ilo.org/dataexplorer58/?lang=en&id=SDG_0821_NOC_RT_A

Kaminsky, G. (2003, December). Varieties of currency crises (NBER Working Paper No. 10193).

Kaminsky, G. (2006). Currency crises: Are they all the same? Journal of International Money and
Finance, 25, 503-527.

Lins, M. A. D. T. (2020). O Brasil mais isolado no mundo p6s-COVID. In: L. E. G. Silva (Org.),
Perspectivas e desafios da economia brasileira no pds-pandemia (1*ed, pp. 59-69). Konrad
Adenauer Stiftung.

Lins, M. A. D. T. (2021). Latin American economic crises and populist bids: Argentina, Brazil and
Mexico. In B. De Souza Guilherme, C. Ghymers, S. Grifiith-Jones, & A. R. Hoffmann (Eds.),
Financial crisis management and democracy (1%d., pp. 185-199). Springer International
Publishing.

Lins, M. A. D. T. (2022). E urgente a inflexdo nas curvas de degradacdo econdmica. Cadernos
Adenauer, XXI11(4), 27-41.

Lucca, J. B. (2022, jan.—abr.). Andlise multinivel do populismo argentino nas elei¢des de 2019.
Revista Debates, Porto Alegre, 16(1), 96-120.

Molino, E. R. (2021, September 16). Briga entre Alberto Fernandez e Cristina Kirchner paralisa
o Governo argentino. El Pais Brasil. https://brasil.elpais.com/internacional/2021-09-16/briga-
entre-alberto-fernandez-e-cristina-kirchner-paralisa-o-governo-argentino.html

Nadal, A. (2020). “Pensar fuera de la caja: la economia mexicana y sus posibles alternati-
vas”, serie Estudios y Perspectivas-Sede subregional de la CEPAL en México, N° 182 (LC/
TS.2020/39-LC/MEX/TS.2020/10), Ciudad de México, Comisiéon Econdmica para América
Latina y el Caribe (CEPAL).


https://www.americasquarterly.org/article/whats-ahead-for-alberto-fernandezs-last-year-in-office/
https://www.americasquarterly.org/article/whats-ahead-for-alberto-fernandezs-last-year-in-office/
https://doi.org/10.1016/j.strueco.2019.11.007
https://doi.org/10.1016/j.strueco.2019.11.007
https://doi.org/10.1016/j.qref.2021.01.014
https://doi.org/10.1016/j.qref.2021.01.014
https://www.cmacrodev.com/will-latin-america-return-to-mediocre-growth-after-shocks
https://www.cmacrodev.com/will-latin-america-return-to-mediocre-growth-after-shocks
https://doi.org/10.1177/0094582X20953102
https://doi.org/10.1177/0094582X20953102
https://rshiny.ilo.org/dataexplorer58/?lang=en&id=SDG_0821_NOC_RT_A
https://rshiny.ilo.org/dataexplorer58/?lang=en&id=SDG_0821_NOC_RT_A
https://brasil.elpais.com/internacional/2021-09-16/briga-entre-alberto-fernandez-e-cristina-kirchner-paralisa-o-governo-argentino.html
https://brasil.elpais.com/internacional/2021-09-16/briga-entre-alberto-fernandez-e-cristina-kirchner-paralisa-o-governo-argentino.html

10  Economic Policies Amid Political Instability in Latin America 167

Pessoa, S. (2019, May 24). Crise argentina: Macri tentou a receita liberal? Blog do IBRE-
FGV. Available at: https://blogdoibre.fgv.br/posts/crise-argentina-macri-tentou-receita-liberal

Ros, J. (2013). Algunas Tesis Equivocadas Sobre el Estancamiento Econdémico de México. El
Colégio de México and Universidad Nacional Auténoma de México.

Rubio, L. (2023, March 22). Mexico is killing its Golden Goose. America’s Quarterly. Available
at: https://americasquarterly.org/article/mexico-is-killing-its-golden-goose/

Sanchez-Talanquer, M., & Greene, K. F. (2021). Is Mexico falling into the authoritarian trap?
Journal of Democracy, 32(4), 56-71. https://doi.org/10.1353/j0d.2021.0052

Sturzenegger, F. (2019, September 5-6). Macri’s Macro: The Meandering Road to Stability and
Growth. Brookings Papers on Economic Activity Conference Drafts. Available at: https://www.
brookings.edu/wp-content/uploads/2019/09/sturzenegger_conference-draft.pdf

Winter, B. (2017, March 1). Revisiting Brazil’s 2013 protests: What did they really
mean? America’s Quarterly. Available at: https://www.americasquarterly.org/article/
revisiting-brazils-2013-protests-what-did-they-really-mean/

Wirtschafter, V., & Sarukhan, A. (2023, March 16). Mexico takes another step toward
its authoritarian past. Brookings. Available at: https://www.brookings.edu/articles/
mexico-takes-another-step-toward-its-authoritarian-past/

Open Access This chapter is licensed under the terms of the Creative Commons Attribution 4.0
International License (http://creativecommons.org/licenses/by/4.0/), which permits use, sharing,
adaptation, distribution and reproduction in any medium or format, as long as you give appropriate
credit to the original author(s) and the source, provide a link to the Creative Commons license and
indicate if changes were made.

The images or other third party material in this chapter are included in the chapter’s Creative
Commons license, unless indicated otherwise in a credit line to the material. If material is not
included in the chapter’s Creative Commons license and your intended use is not permitted by
statutory regulation or exceeds the permitted use, you will need to obtain permission directly from
the copyright holder.


https://blogdoibre.fgv.br/posts/crise-argentina-macri-tentou-receita-liberal
https://americasquarterly.org/article/mexico-is-killing-its-golden-goose/
https://doi.org/10.1353/jod.2021.0052
https://www.brookings.edu/wp-content/uploads/2019/09/sturzenegger_conference-draft.pdf
https://www.brookings.edu/wp-content/uploads/2019/09/sturzenegger_conference-draft.pdf
https://www.americasquarterly.org/article/revisiting-brazils-2013-protests-what-did-they-really-mean/
https://www.americasquarterly.org/article/revisiting-brazils-2013-protests-what-did-they-really-mean/
https://www.brookings.edu/articles/mexico-takes-another-step-toward-its-authoritarian-past/
https://www.brookings.edu/articles/mexico-takes-another-step-toward-its-authoritarian-past/
http://creativecommons.org/licenses/by/4.0/

Chapter 11 )
How Permacrisis Has Redefined EU-LAC o
Trade Governance

Julieta Zelicovich

Contents

Permacrisis as a Challenge for EU-LAC Trade Governance.................ccoouvviuein... 169

Trade Policy Changes in a Decade of Global Transformations.....................coooaee. . 171
Trade Policy Changes in EUIOPe. .......oviuuiiiiitiiiii i 171
Trade Policy Changes in Latin AMerica. ..........ooviiiiiiiiiiiiiiiiiiiiiiiie s 173

The Old and New Governance Instruments in Interregional Trade........................... . 174
Old Trade Governance INStruments. . .........o.ovuiiuiitiiiiiiiiiiiiii e 174
New Trade Governance MechaniSms.............oooiiiiiiiiiiiiiiiiiiiiii i, 176

Final Remarks.........oooiiiiii 182

REfEIenCes. .. ..uuii i 183

Permacrisis as a Challenge for EU-LAC Trade Governance

Over the past decade, global trade has experienced numerous shocks, many of
which originated in the political arena. Climate-related crises, financial shocks,
health emergencies, and political controversies have impacted commodity prices
and disrupted supply chain connectivity. Additionally, technology has brought about
changes in the production landscape, significantly influencing trade-related deci-
sions. As mentioned in the introduction to this volume, the co-existence and interac-
tion of different shocks and crises create a more volatile and unpredictable context
in which crisis becomes a fundamental system feature.

Trade is not immune to these developments. Under this era of “permacrisis,”
trade has undergone several significant changes: firstly, merchandise trade lost rel-
evance in GDP growth, leading to the deglobalization debate (The Economist, 2019;
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Baldwin, 2022). Secondly, new markets—China—have overpassed the traditional
trade leaders. Furthermore, trade has become increasingly politicized and weapon-
ized in many countries, raising awareness of the vulnerabilities implied in trade
interdependence (Feldhaus et al., 2020; Narlikar, 2021). Lastly, new narratives on
trade policy emerged, emphasizing the multipurpose nature of trade policy and the
complexities of its governance in the multilateral arena (Zelicovich, 2020;
Lamp, 2023).

Catalyzed by these processes, the interregional trade landscape between the
European Union (EU) and Latin America has undergone profound transformations.
The two regions have differentiated capacities in trade policy and disparate leverage
in trade governance, but both have been vulnerable to external shocks. This chapter
delves into the evolution of trade policy and trade governance in both regions
between 2013 and 2023, aiming to show how trade flows, trade policies, and trade
governance instruments between them were affected by the configuration of a sce-
nario of permacrisis. In particular, we intend to understand how governments
reacted to the ongoing shocks and adapted trade governance instruments to the new
reality. We argue that the emergence of revised trade policies and renewed narra-
tives on trade policy will lead to adjustments in interregional trade strategies. These
adjustments, in turn, will prompt the revision of the existing trade governance tools
and the enactment of new types of cooperation agreements.

Whereas the EU-Latin America trade relation has been a recurrent topic in litera-
ture (Bonilla & Sanahuja, 2022; Grieger, 2023), the effects of permacrisis on inter-
regional trade relations have remained overlooked. To the best of our knowledge, a
few recent studies have identified the adjustments and innovations introduced in
European trade policy (Adriaensen & Postnikov, 2021; Babic et al., 2022). However,
equivalent studies on the Latin American side are scarce (Cornick et al., 2022),
and—even more so—on the interregional trade relations. This chapter, therefore,
contributes to a needed understanding of how governments have adjusted their trade
policies in response to crises (permacrisis) and, specifically, to the identification of
innovation, asymmetries, and challenges in the interregional relationship during
that process.

Trade between these regions has played an important role: Latin America (as a
region) ranked as the EU’s fifth-largest trading partner, whereas Europe stands as
the third-largest market for Latin American goods (Grieger, 2023). Four trade agree-
ments exist between the EU and some subregional partners (EU-Chile; EU-Mexico;
EU-Andean Countries; EU-Central America), and a fifth is under negotiations
(with Mercosur). Interregionalism has been fostered by these trade relations, as fur-
ther shown by Bianculli, Brossa, and Jordana, Chap. 21, in this volume.

In analyzing the evolving changes in the trade scenario, it is important to con-
sider that, unlike the EU, Latin America lacks a unified mechanism for its trade poli-
cies. Regulations concerning goods and services remain fragmented along
sub-regional lines. Moreover, there is no singular voice in trade matters across the
region. While countries in Latin America may share core values on trade and trade
governance, their specific trade interests diverge (Zelicovich, 2024). In addition, the
European Union has wielded larger rule-making power, as exemplified by Bradford’s
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“Brussels Effect” theory (Bradford, 2020). This has positioned Latin American
countries as rule-takers in their international integration.

Trade patterns have affected Latin America’s vulnerability, as well. Interregional
trade has maintained an interindustrial pattern, exposing Latin American economies
to the deterioration of international terms of trade. EU exports are composed mainly
of manufactured goods, while those from Latin American countries are based on
raw materials and crops (Bonilla & Sanahuja, 2022). EU’s export basket to the
region includes machinery, pharmaceutical products, vehicles, mineral fuels, and
plastics. Latin America’s export basket concentrates on mineral fuels, ores, slags
and ashes, residues and waste from the food industries, coffee, tea, fruits, oil seeds,
and vehicles (which supply chains are mainly dominated by European terminals).

After this introductory overview, the following section discusses trade policy
changes in the EU and Latin America. Section “Trade policy changes in a decade of
global transformations” moves to interregional relationships and the governance
mechanisms in place. Firstly, the chapter evaluates the “old” instruments; then, it
analyzes the innovations introduced in recent years as a response to external
changes. It highlights the modernization of existing free trade agreements (FTAs),
the emergence of new types of trade-related instruments, and the effects of unilat-
eral EU regulations within the interregional framework. Lastly, we present our final
remarks.

Trade Policy Changes in a Decade of Global Transformations

Trade Policy Changes in Europe

The EU’s trade policy has been driven by the strategies set by the European
Commission and the Directorate General for Trade (DG Trade). These strategies
have reflected how the EU perceived the global trade landscape and the role of trade
policy in Europe’s relations with the rest of the world. From 2015 to 2023, many
changes arose, showing an adaptation capacity to external crises.

In 2015, the release of the strategy “Trade for all. Towards a more responsible
trade and investment policy” marked the first of a series of responses of EU trade
policy to world crises. This document underlined the changes driven by technology
and the expansion of global value chains over trade. Consequently, digital trade and
services, public procurement, temporary movement of professionals, and regulatory
fragmentation were prioritized as part of a series of new-generation agreements. As
explicitly stated in the strategy paper, the EU aimed to use FTAs to establish rules
for global governance in these topics. At the same time, the EU Commission stated
its intention to use trade policy to promote its values, such as sustainable develop-
ment, human rights, and good governance.

Two years later, the EU adjusted its policy in response to the political transfor-
mations in the international system and moved away from its initial optimistic view
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of globalization, as shown in the “Reflection Document on Globalization.” European
economic diplomacy emerged as a suitable mechanism to promote its regional eco-
nomic interests and values. Further responses toward global transformations
appeared in 2021 in “Joint Communication to the European Parliament and the
Council on strengthening the EU’s contribution to rules-based multilateralism” and
in “Trade Policy Review — An Open, Sustainable and Assertive Trade Policy.” These
documents acknowledged the necessity of adapting trade policy to address chal-
lenges posed by climate change, on the one hand, and by the geoeconomic shift on
the other.

Therefore, the EU trade policy adopted its available tools to combat “climate
change” as a priority. This included unilateral measures (with “long-arm effects”)
like the Carbon Border Adjustment Mechanism (CBAM), as well as the reinforce-
ment of the sustainability dimension of FTAs. Explicitly, the EU decided to promote
sustainability through trade agreements (Tosun & Heinz-Fischer, 2022). In 2022,
the EU established a series of priorities for sustainable development in FTAs, which
entailed a more proactive cooperation approach, mainstreaming sustainability
beyond the Trade and Sustainable Development chapters and increasing the moni-
toring and enforcement capabilities (European Commission, 2022a).

The EU also alluded to the concept of security and strategic use of the economic
power of the European Union, leading to the alignment of EU’s trade policy with its
geopolitical interests (European Commission, 2021). Specifically, three main objec-
tives were identified for EU trade policy: first, supporting the recovery and funda-
mental transformation of the EU economy in line with its green and digital
objectives; second, shaping global rules for more sustainable and fairer globaliza-
tion; and third, increasing the EU’s capacity to pursue its interests and enforce its
rights, including autonomously where needed (European Commission, 2021). The
“European Economic Security Strategy,” released in 2023, further extended these
priorities to include promoting the EU’s competitiveness, protecting against eco-
nomic security risks through new trade policies, and fostering partnerships with
countries that share concerns or interests in economic security (European
Commission, 2023b: 2).

The Critical Raw Materials Act, the European Chips Act, and the Net-Zero
Industry Act have been the main tools for these new goals in European economic
and trade policy. At the same time, FTAs have been complemented with a larger
“geo-economic toolbox” of thematic initiatives and partnerships (European
Commission, 2023b).

In summary, as permacrisis set in as the main global scenario, the EU adjusted its
trade policy and reframed its strategic goals. It embraced a new narrative recogniz-
ing trade policy as a multipurpose tool beyond its economic-technical aspects.
Furthermore, EU market power was channeled through trade instruments to shape
global governance according to European values and preferences, and to protect the
European economy from external political, technological, and climate threats.
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Trade Policy Changes in Latin America

In this scenario, trade policies among Latin American countries exhibited signifi-
cant heterogeneity. Unlike the European experience, there is limited deep regional
integration concerning trade issues. Regional trade policy coordination has been
mostly fragmented and sporadic.

During the 1980s and 1990s, trade strategies in Latin America converged toward
trade liberalization and neoliberalism. The so-called “Washington Consensus” set
the template for domestic reforms that included trade policy. In this process, coun-
tries in the region became active members of GATT/WTO and embraced FTAs,
both regionally and with partners outside the region. However, beneath these com-
monalities, individual national strategies retained their unique characteristics. This
diversity became more pronounced in the 2000s when two competing models
emerged: on the West Coast, a liberal regional integration model aiming for deep
agreements; and on the East Coast, a post-hegemonic regionalism characterized by
a multidimensional trade-related agenda and shallower trade commitments.

Despite experiencing various external crises and witnessing shifts in the global
trade landscape, Latin American trade policies have seen relatively few changes in
the past decade. According to previous research, “Some countries, such as Brazil,
Chile, and Costa Rica, have trade policies that are quite consistent over time (albeit
with a protectionist bent in the first case, and a liberalizing bent in the last two).
Others, such as Argentina and Ecuador, are remarkable for frequent policy shifts”
(Cornick et al., 2022, 13). There is little evidence of trade policy shifts driven by
perceptions of external crises either because governments favored alternative policy
tools or due to their limited fiscal capacity and policy space (UNCTAD, 2022).

The main goals in trade policy have remained focused on trade diversification,
market access, and, occasionally, pursuing macroeconomic short-term balance poli-
cies. Tariffs have not been frequently employed as a trade tool in times of crisis. The
Effectively Applied Simple Average Tariff (AHS Simple Average) has consistently
followed a declining trend, remaining only a few points above the world average.
According to World Bank data, the average tariff rate throughout the decade was
7.74%, peaking in 2016 and reaching its lowest point in 2020—at 6.6%.

In the realm of nontariff policies among Latin American countries, the primary
transformations over the last decade have been driven by external actors. On the one
hand, Latin American countries have pursued comprehensive FTAs with external
partners, leading to substantial changes in various trade-related aspects. Notably,
the countries in the region participate in 82 preferential trade agreements, including
some deep arrangements like the Comprehensive and Progressive Agreement for
Trans-Pacific Partnership (CPTPP). On the other hand, the region has implemented
various customs and administrative trade procedure reforms as a result of the multi-
lateral commitments of the WTO Facilitation Trade Agreement. These reforms have
found further support and expansion through regional trade organizations, such as
the ALADI.
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In this way, it has been through foreign agreements that the region has exhibited
a sensibility to emerging problems of global context. Digitalization, gender, infra-
structure, and climate governance have been increasingly incorporated into national
trade policy, regional integration efforts, and regional multilateral cooperation pro-
cesses. It is important to notice that, in contrast to the European experience, these
trade policy adjustments have not resulted from a regional strategic decision but
rather a reflection of Latin America’s position in the international arena as a
“rule-taker.”

Regarding geoeconomic trends, it is a fact that during these years Latin America
established many partnerships with Asian countries. However, in contrast to the EU,
this was not a consequence of a reasoned regional geoeconomic strategy but the
consequence of the Asian countries’ market growth and power of attraction.

Overall, despite being vulnerable to external crises, Latin American countries
did not develop a strategic response in which trade or trade policy played a relevant
role. On the contrary, there have been a few changes, mainly driven by external
actors and agreements. Latin American countries have kept a rule-taker position in
global governance and a reactive, non-coordinated position, lacking a regional
strategy.

The Old and New Governance Instruments
in Interregional Trade

As shown in the previous section, the contrast between EU and Latin American
trade policy responses toward the permacrisis context has been significant. This
asymmetry has affected how interregional trade has been governed. In this section,
we compare and discuss the old and new instruments for interregional trade
governance.

Old Trade Governance Instruments

Since the 1990s, the main trade governance instrument has been FTAs. The EU has
pursued a sub-regional agreement strategy with the Latin American countries, with
different results. For 30 years, these agreements have framed interregional trade and
shaped bi-regional integration. Many of these were “Association Agreements,’
which have been deemed as FTAs “bolstered by broader political agreements”
(Tosun & Heinz-Fischer, 2022). The “old” instruments include a “Global Agreement”
with Mexico reached in 2000; an FTA signed with Chile in 2002; an agreement with
the Andean Countries (with Peru and Colombia in 2012 and then the subsequent
accession of Ecuador in 2017); and lastly, an agreement with Central America in
2012. Additionally, the EU negotiated an association agreement with Mercosur
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starting in 1999. In parallel, the EU-LAC dialogues were initially established and
later replaced by EU-CELAC summits. While these agreements shared commonali-
ties aligned with European strategic objectives, they also exhibited diverse scopes
and commitments.

In terms of their depth, the “old” agreements exhibit variations, ranging from
traditional trade agreements focused on tariffs and in-border measures—such as the
1997 Mexico—EC agreement, which lacks provisions on investment, services, or
intellectual property rights—to rather deep agreements in the rest of the region.
These latter agreements are considered WTO plus, with commitments in govern-
ment procurement or property rights, among others. All the agreements share simi-
lar flexibility in their commitments and almost identical enforcement capabilities,
as shown in Fig. 11.1.

Previous studies have underlined that, regarding sustainable development chap-
ters, FTAs in the region differed: while the EU-Andean Community agreement and
the EU-Central America agreement had deep commitments and adopted high stan-
dards, the agreements concluded with Mexico did not include a distinct chapter on
trade and sustainable development, whereas the one with Mercosur—in the agree-
ment in principle—did not refer to climate change or air pollution (Tosun & Heinz-
Fischer, 2022). This reflects a very differentiated approach to the trade—climate
change nexus in the interregional relation.

Regarding the promotion of values and the political cooperation related to trade,
one last remarkable characteristic of this group of agreements is that, albeit includ-
ing political dialogue and cooperation chapters, these provisions are not in force.
Due to complexities in the European ratification process, there is a gap between the
negotiated mechanisms and the commitments in place. As the recent assessment of

Chile EC EC Mexico Colombia EC Peru Central America EC
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Fig. 11.1 Depth, flexibility, and enforcement in EU-Latin America FTAs. (Source: Author’s cal-
culations based on Diir et al., 2014; Baccini et al., 2015; Allee & Elsig, 2016)
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EU-Latin American trade agreements shows, only the chapters from the trade pillar
of the agreements are in force (European Commission, 2022b).

The old governance mechanisms also included interregional cooperation forums.
Since the EU-LAC/EU-CELAC mechanisms were established in 1999, these sum-
mits have been utilized to reinforce shared values and goals on trade and to set com-
mon goals in bi-regional governance. Although the main focus of the mechanisms
is political, trade has been part of the discussions. As Gardini and Ayuso show,
“CELAC provides an umbrella framework for all the EU-LAC regional and subre-
gional dialogues” (Ayuso & Gardini, 2018, 125).

Despite the expectations it had raised, the 2023 EU-CELAC summit was rather
disappointing in trade governance matters. In the final declaration, countries intro-
duced only one paragraph about the trade agenda. This paragraph underlined shared
values, such as rule-based trade relations and the trade-sustainable development
nexus. It invoked cooperation in strategic areas and clean energy supply chains,
such as critical raw materials and technology transfer. Finally, the paragraph empha-
sized the need to fully implement the Association Trade Agreements between both
regions. Overall, its impact has been limited.

To sum up, the old trade governance mechanisms provided tools for market
access and created a thin layer of cooperation. They were driven by the EU strategy
before the permacrisis era. As time passed, they presented limitations in dealing
with a more complex context, highlighting the need for a more value-based and
politically strategic trade policy.

New Trade Governance Mechanisms

In the last few years, the trade governance toolbox has broadened to provide room
for integrating nontrade issues and geoeconomic concerns in interregional trade. In
this section, we argue that three new mechanisms are taking place in the process of
reshaping trade and trade policy between the EU and Latin America: (i) the modern-
ization of old FTAs and the conclusion of previous agreements, (ii) the emergence
of new types of trade-related cooperation agreements with a focus on supply chain
resiliency and strategic sectors, and (iii) the launch of unilateral EU regulations with
extraterritorial reach. Collectively, these mechanisms underline the evolving nature
of EU-Latin America trade governance, demonstrating a commitment to adapt and
respond to changing global dynamics and challenges.

Modernization of Existing FTAs and Conclusion of Pending
Trade Agreements

In 2015, the EU outlined three key priorities for Latin America: modernizing the
existing trade agreements with Chile and Mexico and concluding negotiations with
Mercosur. These steps were intended to align the interregional trade governance
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mechanisms with the trade and values framework established by the European
Commission. As discussed above, the agreements with Mexico and Chile marked
the EU’s first FTAs in Latin America. The existing commitments appeared outdated
in light of the innovations and changes in trade and trade policy. Therefore, the EU
authorities, in collaboration with their Latin American partners, anticipated the need
for a revised agreement.

At the 2013 EU-CELAC Summit, Chile and the EU agreed to move forward
toward the modernization of its standing agreement. The negotiations started in
2017 and were concluded in December 2022. The “EU-Chile Advanced Framework
Agreement” combines a deep agenda of trade liberalization, with a large nontrade
issue series of commitments. The 33 chapters include salient issues such as
“Cooperation On Sustainable Food Systems,” “Energy and Raw Materials,” “Trade
and Sustainable Development,” “Trade and Gender Equity,” “Good Regulatory
Practices,” and a special chapter on “Small and Medium-Sized Enterprises.” Among
other avant-garde commitments, the agreement incorporates chapters on the
“Temporary Presence of Mutual Persons for Business Purposes” and “Mutual
Recognition of Professional Qualification.” “Delivery Services,” “Telecommunication
Services,” “International Maritime Transport Services,” and “Financial Services”
are also included, and there is an important chapter on “Digital Trade.” The agree-
ment involves public procurement, as well. Overall, it is a comprehensive trade
agreement with innovative clauses in nontrade issues.

In a similar timeline, the negotiations for the modernization of the agreement
with Mexico started in 2016 and reached an agreement in principle in April 2018.
The new text expanded the scope and depth of bilateral trade governance. It included
several liberalizing commitments in trade goods and services, product-specific rules
of origin, and stronger intellectual property rights and geographical indicators regu-
lations. Being a “twenty-first-century regionalism” type of agreement (Baldwin,
2011), it also included chapters related to “digital trade” “capital movement,”
“cross-border services,” “temporary admission,” and “mutual recognition of profes-
sional qualifications.” In addition, it referred to Delivery, Telecommunications,
Maritime, and Financial Services. It included a chapter on Investments and a spe-
cific Investment Dispute Resolution Mechanism, which was innovative in interre-
gional trade governance. Among the newest chapters that reflected the trade—values
nexus, the nontrade goals, as well as the geoeconomic turn in trade policy, this
agreement included specific chapters such as “Trade and Sustainable Development,”
“Cooperation on Animal Welfare and Antimicrobial Resistance,” “Energy and Raw
Materials,” “Good Regulatory Practices,” and “Anti-Corruption.”

The result was an ambitious agreement, which, in turn, faced resistance. The
technical negotiations continued for 2 years after the “agreement in principle” and
are still pending. Some of the more critical issues are related to the European ratifi-
cation process as the EU Commission considers splitting up the agreement, whereas
Mexico prefers an integral ratification process (Moens, 2022).

The EU-Mercosur agreement differs from these two “modernized” agreements.
The negotiations started in 2000 under the “framework agreement,” following the
mandate established by the European Parliament a year prior. After 20 years of
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negotiations, the parties reached an agreement in principle in 2019. The trade pillar
included 17 chapters that deal with market access, trade disciplines, and services. It
replicates many WTO commitments. However, it is rather limited regarding
Intellectual Property Rights and new nontrade issues. It does not include an invest-
ment chapter, and the chapter on Trade and Sustainable Development was heavily
criticized, both due to its scope and because it was kept apart from the dispute
mechanism. The agreement is a hybrid between classical FTAs and a WTO plus
agreement, without fulfilling the characteristics of a “new generation agreement”
(Caetano, 2022).

While an agreement “in principle” was reached with Mercosur in June 2019,
technical negotiations were prolonged over time. In March 2023, the EU introduced
a side-letter with a joint instrument on sustainability, in line with European trade
policies. This changed the balance of concessions that allowed the 2019 agreement
and triggered a new negotiation process among parties, further delaying the conclu-
sion of the negotiations.

Table 11.1 provides a comparison of old and new mechanisms included in the
FTAS that frame interregional trade. Concluding the FTA with Mercosur seems a
necessary step to drive bi-regional trade governance to an upper level, with new
regulations. The agreements with Chile and Mexico show the many nontrade-related
issues that the EU has promoted, in line with its strategic goals.

New Types of Trade-Related Cooperation Agreements

In the renewed EU-Latin America trade agenda, the supply of strategic minerals
and raw materials became a strategic area. As the global push for achieving net-zero
emissions gained momentum, ensuring a secure, sustainable, and ethical supply of
critical minerals like copper, nickel, cobalt, lithium, and rare earth elements (REEs)
became increasingly crucial for clean energy technologies (Vivoda, 2023). In this
context, the EU launched a strategy to establish a Critical Raw Material Club for
like-minded countries. Latin America stood as a key player for this “club” (BID-
INTAL, 2023), alongside Canada, Ukraine, Kazakhstan, and Namibia.

Therefore, as part of the Latin American and the Caribbean Global Gateway
Investment Agenda (2023), the EU has promoted a series of new cooperation mech-
anisms on raw materials and energy supply chains with several countries in the
region. These mechanisms took the form of Memorandums of Understanding
(MoUs). They contain guiding principles for the relationship and set the framework
for future technical, financial, and political cooperation. In contrast to the traditional
FTAs, they do not imply hard commitments since they do not give rise to any rights
or obligations under international or domestic law. Between June and August 2023,
the EU signed MoUs with Argentina, Chile, and Uruguay.

The MoUs with Argentina and Chile, both virtually identical, established a bilat-
eral partnership on sustainable raw materials value chains, covering the materials
crucial for the clean energy and digital transition. The partnerships identify five
cooperation areas, encompassing joint development of projects, new business
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models, promotion and facilitation of trade and investment linkages; cooperation on
research and innovation along the raw materials value chains; cooperation to lever-
age environmental, social, and governance (ESG) criteria and align with interna-
tional standards; deployment of hard and soft infrastructure for projects development;
and strengthening capacities, vocational education and training and skills
development.

Whereas the MoU with Argentina establishes that within 6 months the partici-
pants intended to develop a roadmap that identifies concrete actions in the five areas
of cooperation identified, in the case of the MoU with Chile, no specific time lapse
is specified in the development of the roadmap.

With Uruguay, the EU agreed to cooperate in renewable energy, energy effi-
ciency, and renewable hydrogen. The MoU identifies several areas of cooperation,
including promoting energy efficiency and exchanges regarding policies on renew-
able energy and renewable hydrogen. Uruguay and the EU recognize the impor-
tance of cooperation between the two sides, producing and consuming renewable
hydrogen and a shared goal of reaching climate neutrality by 2050.

The EU-Uruguay MoU sets an intention to cooperate and promote the develop-
ment of rules-based, transparent, and undistorted global hydrogen markets. Notably,
the agreement encompasses specific trade policy commitments, including the avoid-
ance of export restrictions such as “export licensing, export monopolies, dual pric-
ing regimes, anti-competitive practices, as well as non-tariff barriers.” Unlike the
MoUs with Chile and Argentina, the MoU with Uruguay incorporates a clause
addressing consultations to prevent safety hazards for infrastructure used in the
transport of hydrogen, as well as potential environmental risks.

These new instruments introduce a novel mechanism for trade governance in the
interregional relationship. Although they are not strictly trade policy tools, they cre-
ate a framework for trade-related issues. Remarkably, these commitments are not
integrated in FTAs but in new types of flexible instruments. This move might sug-
gest an adaptation to the permacrisis scenario, in which political cooperation can be
considered more resilient than juridical dispute settlement mechanisms (Roberts
et al., 2019).

Unilateral EU Regulation with Extraterritorial Reach

Unilateral trade policy reforms also impacted interregional trade governance. We
identify two parallel mechanisms. On the one hand, the EU domestic standards have
influenced trade policymaking abroad, as illustrated by the “Brussels Effect”
(Bradford, 2020). This induced a technical convergence on regulations (Christen
etal., 2022). On the other hand, the “green deal” and the “European autonomy strat-
egy” have led to the emergency of new trade regulations that have a direct extrater-
ritorial effect. In this section, we argue that EU-Latin American trade relations are
also being framed by these unilateral mechanisms, which are part of the European
response to the permacrisis era.
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Trade policy and climate action became increasingly intertwined as several
pieces of legislation introduced limits and requirements for European exporters and
importers. In these regulations, unilaterally the EU set standards that affected EU-
Latin America trade relations.

One example of this “long-arm” legislative practice is the EU regulation on
deforestation. In May 2023, the EU introduced a regulation on the availability, on
the Union Market and the Export from the EU, of certain commodities and products
associated with deforestation and forest degradation. This regulation extends to the
production of commodities like soy, beef, palm oil, wood, cocoa, coffee, rubber, and
some of their derived products, such as leather, chocolate, tires, or furniture, both in
the EU market and outside the EU. The importers are requested to present a “due
diligence” declaration concerning all relevant products supplied by each particular
supplier. According to this legislation, they “must be able to prove that the products
do not originate from recently deforested land or have contributed to forest degrada-
tion.” Foreign countries are classified into three categories according to their risk of
producing in deforestation-free areas. Latin American exporters face these require-
ments when trading with the EU, despite all the FTAs mentioned above.

In addition, in 2022, the EU Commission adopted a proposal for a “Directive on
Corporate Sustainability Due Diligence.” This legislation requires companies oper-
ating in the EU “to identify and, where necessary, prevent, end or mitigate adverse
impacts of their activities” on human rights and on the environment. This require-
ment is applied to companies with more than 500 employees and 150 million euros
in net turnover worldwide, or companies in defined high-impact sectors with 250
employees and net turnover of EUR 40 million worldwide.

The more striking measure among EU’s unilateral legislation framing EU-Latin
American trade relations is the Carbon Border Adjustment Mechanism. This mea-
sure introduces a “tax” for foreign exporters aiming to equal the carbon price of
domestic production. The CBAM regulation entered into force in May 2023, with a
transitional phase until 2026. The affected products include cement, iron and steel,
aluminum, fertilizers, electricity, and hydrogen. Under the mechanism, “importers
will need to declare each year the quantity of goods imported into the EU in the
preceding year and their embedded [greenhouse gas] GHG. They will then surren-
der the corresponding number of CBAM certificates” (European Commission,
2023a, 1).

According to Conte Grand et al. (2023), 0.5% of Latin American exports could
be affected by the CBAM, with Brazil, Chile, and Costa Rica as the ones with the
highest exposure. In addition, Honduras, Brazil, Paraguay, Uruguay, and Argentina’s
exports show vulnerabilities toward the deforestation regulation, which affects
1.72% of regional trade (Conte Grand et al., 2023). In both cases, if the present list
of products is expanded, the effects would be higher. Other researchers warned on
the vulnerabilities of dependence on fossil fuel exports in the cases of Bolivia,
Colombia, Ecuador, and Peru, in case of an expansion in EU “long-arm” climate
regulation on trade (Cosbey & Vogt-Schilb, 2023). In response, several Latin
American governments have implemented surveillance mechanisms over the
European regulations. Some have expressed concern over discriminatory trade
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barriers (Moens & Mathiensen, 2023) while also evaluating their climate-trade-
related tools (OECD et al., 2022).

Overall, European legislation, particularly in addressing the permacrisis aspect
of climate change, has ultimately constrained Latin American options in interre-
gional trade governance. Consequently, it emerges as one of the new trade gover-
nance mechanisms.

Final Remarks

The chapter contributes to identifying the evolving characteristics of interregional
trade governance. It has identified external crises as conditioning factors that shape
interregional trade policies and underscores the interconnectedness of global trade
and the need for adaptive trade policies in Latin America and the EU.

The EU’s response to an era of permacrisis has been strategically driven.
Specifically, it has focused on addressing issues perceived as strategically relevant
or threatening, such as geoeconomic risks related to supply chains and the impera-
tive to combat climate change. In contrast, Latin America has been less responsive
to external challenges. Two reasons stand out: on the one hand, there is no regional
coordinated strategic trade policy, resulting in a lack of clear pattern of change; on
the other hand, Latin American countries have had less policy space since they had
weaker fiscal positions and more vulnerable and fragile economies.

In consequence, the EU has consistently demonstrated greater actorness and
agenda-setting capability in these interregional trade relations. This dominance
reflects the EU’s ability to shape the discourse and direction of trade policy discus-
sions in the EU-Latin America context.

We have identified three emerging mechanisms that frame interregional trade
governance: the modernization of existing FTAs, the enactment of a new sectoral
memorandum of understanding that sets cooperation mechanisms, and unilateral
reforms, as well. This sets the stage for a time of innovation and creativity in trade
regulation in a more uncertain global landscape. New priorities and new ways of
cooperation emerge.

Among the new mechanisms in interregional trade, one remarkable feature is the
partners’ choice. The EU has prioritized bilateral relations above interregional or
sub-regional. This shift has resulted in a more fragmented and asymmetric EU-
Latin America trade relation, signaling the need for a more cohesive and inclusive
approach to trade governance. Moreover, EU regulations have intended to shape
interregional trade unilaterally.

The era of permacrisis highlights how relevant trade still is for interregional inte-
gration. At the same time, it underscores the asymmetries that frame EU-Latin
America relations and the imperative for both regions to adapt to the evolving global
landscape.
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Introduction

Economic and financial crises are known to be cyclical. More recently, the notion
that crises are not only recurring but feeding into one another in a seemingly perma-
nent cycle of “cascading failures” has gained traction (Lawrence et al., 2023; Zuleeg
etal., 2021). Economic, environmental, political, and social fragility reinforces pre-
vailing uncertainty and renders it systemic. The resulting perma-or-polycrises defy
extant knowledge and institutional apparatus in a world “of unprecedented and ever-
rising interdependence” (Brown et al., 2023: 197; Tooze, 2022). Past solutions
designed to solve isolated problems are ill-suited to address dysfunctions bound to
produce negative spillover effects, whose scale and costs are not fully calculable
ex ante.
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In this analytical context, where recurrent distress feeds into entangled upheav-
als, we explore a particular issue—area in which global public and private coordina-
tion have been ad hoc: sovereign debt governance. More specifically, given the lack
of a statutory mechanism—akin to a global bankruptcy court for sovereign debt—
which can render debt restructurings more predictable and expeditious, debt restruc-
turings remain plagued by creditor coordination problems. Since the 1990s, but
particularly after the Argentine default of 2001, the costs of default, already difficult
to pin down given all their economic and political ramifications, have been com-
pounded by the risks of litigation brought about by creditors in foreign courts (Datz
& Corcoran, 2019, Makoff & Weidemaier, 2022, Grund, 2022).

Latin America, in particular, has not only been the site of many a debt crisis, but
a veritable laboratory for debt restructurings, where “most of the main innovations
(...) were tried and tested” (Ayres et al., 2023: 231) Argentina, Bolivia, Mexico,
Peru, and Venezuela “have spent much of the last decades in periods of default or
protracted re-negotiations” (Asonuma, 2016; Meyer et al., 2019). Members of the
distinguishable group of “serial defaulters,” these countries have had to contend
with “substantial volatility, reflecting external economic shocks and dependency on
often erratic short-term capital” (Reinhart & Rogoff, 2009; Faria et al., 2021: 3).
Ecuador too has navigated repeated debt restructurings recently.

Since the 1980s, Latin American countries’ debt restructurings have counted on
an increasingly diversified group of creditors: from the commercial banks who
counted on the support of the US government to arrive at a belated resolution to the
defaults of the “lost decade,” to unyielding bondholders (holdout creditors) suing
sovereigns in foreign courts, and more recently to Chinese development funding
institutions. The “creditor” category is increasingly diverse. Middle-income sover-
eigns (our focus here) borrow from bilateral (other countries), multilateral (develop-
ment banks and the International Monetary Fund), and private sources. Yet none of
these categories is necessarily homogeneous when it comes to preferences and strat-
egies of engagement with debtor countries. Debt negotiations with China (a non-
member of the Paris Club) are still novel and mediated by the creditor’s long-term
trade and geopolitical interests, often diverging from that of other country creditors
(Kaplan, 2021). Private creditors also differ in their time horizons, appetite for risk,
and willingness to push debtor countries beyond their restructuring offers. Indeed,
those creditors who refuse to participate in debt restructurings and, rather, sue sov-
ereign debtors in foreign courts are a minority who have been at the center of
restructuring disruptions for middle-income countries from Argentina to Greece.
They are thus the focus of the analysis developed in this chapter.

Rather than offer a compilation of lessons learned from debt restructurings past,
in the spirit of the challenges posed by permacrisis, we argue here that “solutions”
to debt restructurings in the past 40 years have proven limited to their temporal
context, at times contributing—even if inadvertently—to making future restructur-
ings more difficult. At other times, “solutions” targeted preemption of potential dis-
ruption to the debt restructuring process. Those were often second-best,
“market-based innovations” that, nonetheless, have required incremental redesign
and did not do away with (relative) instability. In a context of permacrisis, where
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calls for global coordination to solve lingering and new challenges of broad signifi-
cance have remained mostly unheeded, solving debt crises will further expose the
tenuous nature of the existing sovereign debt architecture and its role in the ever-
more politicized twenty-first-century interdependence (Brown et al., 2023;
Solana, 2023).

In section “Back to bonds: The Brady Plan as a resolution to the 1980s debt cri-
sis”, we briefly review the resolution of the 1980s Latin American defaults: the
securitization of commercial banks’ loans, creating a buyout bond market for
emerging economies. Section “Minority rules: Creditor litigation in the 1990s”
explains how the return to bond finance allowed for the advent of litigating bond-
holders in foreign courts, while section “Argentina’s 2001 default and the proposal
for a Sovereign debt restructuring mechanism” explains the ultimately failed pro-
posal for a sovereign debt restructuring mechanism. In section “The changing tide
that shakes all boats: Holdout creditors’ victories against Argentina in US Courts,
2001-167, litigating bondholders’ boldness (and judicial luck) is exemplified in the
case of NML v. Argentina case, which played out in US courts from 2001 to 2016.
Section “A market-based “solution”: Collective action clauses (CACs)” explains the
ways in which “market-based” solutions in the form of contractual innovations have
attempted to limit the power of holdout creditors. Finally, the chapter concludes
with a reflection on the limits to contractual ingenuity in debt restructurings that
remain mired in the uncertainty of legal challenges and their outcomes.

Back to Bonds: The Brady Plan as a Resolution to the 1980s
Debt Crisis

A resolution to the protracted negotiations of Latin American debts in default was
finally arrived at when Nicholas Brady became the US Treasury Secretary in
September 1988. His plan acknowledged the problem of debtor countries as one of
insolvency, rather than illiquidity, and debt relief was finally provided. Commercial
banks’ loans were pooled together and repackaged as Brady bonds in a process
known as securitization. Because these Brady bonds were issued at a discount in
either principal or interest relative to the original commercial banks’ loans, sover-
eign debt service obligations were reduced. A key feature of Brady bonds was that
the payments of their principal used zero-coupon US Treasury securities as collat-
eral, while interest payments were backed by high investment grade securities pur-
chased with IMF funds directed at facilitating these debt restructurings (Power,
1996; Clark, 1994).

Seventeen countries carried out Brady restructurings on a case-by-case basis,
from 1990 to 1998. Ten of those were Latin American debtors: Mexico, Costa Rica,
Venezuela, Uruguay, Argentina, Brazil, the Dominican Republic, Ecuador, Panama,
and Peru. Overall, the Brady Plan “successfully reduced emerging market debt bur-
dens, restored market access, diversified the emerging market creditor base, took
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illiquid loans off of advanced economy commercial bank balance sheets and con-
verted them into tradeable securities” (Shenai & Bolhuis, 2023: 5). An important
positive spillover effect was the development of a secondary market for emerging
market bonds, which later facilitated sovereigns access to new borrowing.
Throughout the 1990s, Latin American countries—mainly Argentina, Brazil, and
Mexico—issued the largest share of the total volume of emerging markets debt
being traded, about 75%. As Bustillo and Velloso (2000: 5) explain: “investors were
drawn by high growth potential and high yields in most Latin American countries,
as well as by a general trend towards the implementation of economic and political
reforms” under IMF guidance.

Therefore, on the one hand, the return to sovereign bond finance in a context of
financial globalization facilitated emerging market countries’ access to global
credit, predictably accompanying booms in international credit cycles (Datz, 2009).
On the other hand, countries issuing foreign bonds were exposed to seemingly ines-
capable financial volatility. “Disciplining” portfolio investors (many of which inves-
tors in sovereign bonds) were diverse yet prone to herding as they tracked common
indexes and benchmarks, as well as replicated the actions of market leaders in a
context of information asymmetry (Santiso, 2003). These private players operated
much more swiftly than ever before, at times exaggerating “market adjustments”
(despite or beyond fundamentals) and even contributing to “sudden stops” of capital
flows because of financial contagion from currency crises (Calvo, 1998; Kaminsky
& Schmukler, 2003a, b; Calvo et al., 2003).

Furthermore, beyond the macroeconomic turmoil linked to the wave of emerging
markets’ financial crises in the 1990s, the new era of bond finance made creditor
coordination more challenging. In particular, creditor litigation against sovereign
debtors in foreign courts would make substantial strides in challenging sovereign
immunity and exacerbating default costs.

Minority Rules: Creditor Litigation in the 1990s

In 1992, two Panamanian corporations, Weltover Inc. and Springdale Enterprises
Inc., along with a Swiss banking corporation, Bank Cantrade, refused to accept the
Argentine restructuring of dollar-denominated bonds and took its lawsuit all the
way to the US Supreme Court. To the benefit of the creditors, the Supreme Court
confirmed that issuing debt in international capital markets is a “commercial activ-
ity” on the part of the debtor. This allowed US courts to have jurisdiction over sov-
ereign bonds issued under US law despite the determinations in 1976 Foreign
Sovereign Immunity Act (Lew, 1993).

Building on this precedent, in 2000, Elliott (a hedge fund active in lawsuits
against sovereigns) took Peru to US courts, aiming to recover the full face value of
its debt claims plus interest. The litigating creditor argued for a “novel
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interpretation” of the pari passu (or equal treatment) clause in foreign bond con-
tracts. This standard clause in bond contracts since the mid-nineteenth century
attests to the “borrower’s promise to ensure that the obligation will always rank
equally in right of payment with all of the borrower’s other subordinated debts”
(Blackman & Mukhi, 2010: 55). Elliott argued that pari passu in this case meant
that Peru could not pay creditors of restructured debt without paying the hedge fund
proportionally. A judgment of $56 million was issued in favor of Elliot. This was
enforceable through Peru’s assets used for commercial activity in the United States
(IMF, 2001). Since Peru had no such assets to be seized, Elliott targeted the third
parties involved with bond payments, that is, the sovereign’s fiscal agents and clear-
inghouses (IMF, 2001: 12; Weidemaier & Gelpern, 2013). With insufficient time to
appeal the orders obtained by Elliott, Peru settled so as to avoid defaulting on its
Brady bond payments coming due (Blackman & Mukhi, 2010).

Elliott’s success pursuing the pari passu strategy reverberated through sovereign
debt litigation circles. Not only had a holdout creditor received a favorable judg-
ment, but it was also able to obtain a restraining order to prohibit the payment of
interest to other bondholders until payments were made to that holdout creditor. A
chain reaction of hedge fund litigation followed, and other enforcement actions
were brought to court exploring the same strategy. Nonetheless, most of these legal
actions did not succeed. By 2003, the pari passu clause was no longer receiving
favorable judgments in global courtrooms (Blackman & Mukhi, 2010). Even so, it
was by then clear that sovereigns were not only exposed to exchange rate risk when
issuing debt in foreign currency, but even more directly, they were subjecting them-
selves to the authority of foreign courts as commercial actors no longer shielded by
sovereign immunity (Schumaker et al., 2021; Datz, 2021).

In this context, the Ecuadorian default was “a first” in three categories: the first
in Latin America since the debt crisis of the 1980s, the first default on international
sovereign bonds since the 1930s, and the first default on Brady bonds (governed by
NY-law). In addition, the country’s 2000 debt restructuring featured a number of
innovative steps, among them, the use of so-called exit consents (or exit amend-
ments). These allowed a majority of bondholders to modify the bond terms other
than those relating to payment before they exited into the new (restructured) bonds.
In this way, the old (defaulted) bonds became less attractive to potential holdout
creditors (IMF, 2001, Ayres et al., 2023). Exit consents—which were later governed
by the collective action clauses discussed below—thus amounted to an inventive use
of bond clause amendments to prevent holdout creditors from not only inflicting
pain on the debtor, but also deterring otherwise willing creditors to participate in
restructuring deal for fear that holdout creditors would obtain a better offer later on
(Gulati & Buchheit, 2000, Buchheit et al., 2019). Yet, by then it had become clear
that the holdout problem was far from easily extinguishable. In the new era of bond
finance, Latin American borrowers and their creditors would be put through
harsher tests.
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Argentina’s 2001 Default and the Proposal for a Sovereign
Debt Restructuring Mechanism

On December 23, 2001, interim president Rodriguez Saa announced to a cheering
Congress that Argentina was defaulting on its $132 billion public debt. At the time,
the country’s debt-to-GDP ratio stood at 130%. Markets were unsurprised. The
country’s struggles with its fixed exchange rate, banking crisis, and recession had
reached their peak. The Argentine default was not only the largest in history (involv-
ing $82 billion owed in principal and about US$20 billion in interests to private
bondholders), but the debt restructuring to follow would become the most complex
operation of its kind until that point in time. No less than 152 types of bonds in six
currencies and under the law of eight different locations were to be swapped for new
bonds (Euromoney, 2005; Guzman, 2020; Gelpern, 2005).

The Argentine default added fuel to the fire of concerns about debt restructurings
in the post-Brady era. In 2001, then, IMF managing director, Anne Krueger, stated:
“there is a growing consensus that the present process for restructuring the debts of
a sovereign is more prolonged, more unpredictable and more damaging to the coun-
try and its creditors than would be desirable. Exploring ways to improve the sover-
eign debt restructuring process is a key part of the international community’s efforts
to strengthen the architecture of the global financial system” (Krueger, 2001: 1).
Without such improvements, financially and politically costly private creditors’
bailouts by the international community (through the IMF) were the only available,
yet unsustainable answer (Miller, 2002).

The Proposal for a Sovereign Debt Restructuring Mechanism

In late 2001, the IMF moved forward with its proposal for a sovereign debt restruc-
turing mechanism (SDRM), which would include international legal procedures
like those stated in Chapter 11 of the US Corporate Bankruptcy Code, binding all
countries in a treaty-based approach. The plan included four elements: (1) stand-
stills and automatic stays to prevent a creditors’ grab race in the event of a default;
(2) preferred-creditor incentives for the provisions of new money by the private
sector; (3) conditionality on the part of the debtor to negotiate in good faith and
adopt policies that were deemed appropriate; and (4) supermajority voting to bind
minority creditors to a restructuring agreement so as to lower the potential threat of
litigating holdout creditors (Kruger, 2002).

Critics pointed to a serious conflict of interest on the part of the fund: it would be
a creditor and agent of other official creditors, as well as the acting arbitrator of the
process, overseeing the restructuring process and deciding when a debt standstill
would be officially sanctioned (Langton, 2002). Creditors doubted that the IMF
could make a politically neutral determination as to whether a distressed debtor was
unwilling or unable to pay, and whether in the latter case this inability had been
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self-inflected or unavoidable (Committee on International Economic Policy Reform,
2013). In turn, debtor countries also objected to any compulsory system of debt
resolution proposed by the fund, fearing that it would sharply raise their cost of
financing in international markets (Helleiner, 2008).

The combined opposition to a change in sovereign debt arrangements material-
ized in November 2002 when finance ministers and central bank governors from the
G-20 “failed to bridge the gap between widely opposing views of how best to
resolve emerging market debt defaults” (Financial Times, November 25, 2002). In
particular, the opposition of Latin American countries showed that countries well-
versed in debt crises remained most strongly opposed to an IMF-coordinated debt
restructuring mechanism. Ultimately, in 2003, the International and Financial
Committee of the Board of Governments of the IMF conceded that it was not “fea-
sible [then] to move forward to establish the SDRM” (IMF, 2003). Ever since, the
fund has continued to support countries in crises. It has attempted (and at times
failed) to provide accurate debt sustainability analysis that can inform debt restruc-
turings (Setser, 2024), and has enhanced calls for greater transparency of public
debt (IMF, 2023). More consequently, absent an SDRM, the IMF joined a growing
chorus that saw in the promotion of foreign bond contractual changes—that is, the
inclusion of evermore specific collective action clauses—a (limited) “market-based
solution” to countering holdout problems (Hagan, 2020). The latter were never
more evident than in the litigation involving a minority of private bondholders and
Argentina in US courts, to which we turn next.

The Changing Tide That Shakes All Boats: Holdout Creditors’
Victories Against Argentina in US Courts, 2001-16

The official debt restructuring of the bonds defaulted by Argentina in 2001 was
opened by President Nestor Kirchner’s team in February 2005 and ultimately
counted on the participation of 76% of creditors. In 2010, Cristina Ferndndez de
Kirchner (Nestor’s wife and successor in office) presented an offer similar to the
one put forth in 2005. This time, 93% of the total debt that had been defaulted on in
2001 was restructured. Yet that was not all. Among the 7% of creditors who did not
accept either the 2005 or 2010 exchange offers was a particularly experienced hedge
fund: NML Capital, a subsidiary of Elliott who had sued Peru and Brazil in the
1990s. These minority holdout creditors then sued Argentina in the Southern District
of NY for repayment of the defaulted bonds that had been bought at a deep discount,
even after the default was declared in 2001 (Guzman, 2020).

NML Capital got the upper hand when, in December 2011, a New York District
Court Judge (Thomas Griesa) ruled in its favor, stating that Argentina violated the
pari passu clause when it continued paying bondholders of restructured bonds
while refusing to pay holdout creditors. Judge Griesa was, by that time, familiar
with the litigants. In February 2012, expecting Argentina to defy his orders, the
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judge issued an injunction prohibiting the country from paying its restructured
bonds and warning financial intermediaries against collaborating with Argentina in
this endeavor (Gelpern, 2013). The lawyers for the debtor lost their appeal despite
the US government’s public support of Argentina (USA Amicus Curiae,
December 2013).

The next step was the Supreme Court. Argentina’s legal team challenged Judge
Griesa’s interpretation of the pari passu clause (a question of state law) and of fed-
eral law on sovereign immunity.! The outcome was, again, unfavorable to Argentina;
the US Supreme Court refused to review Judge Greisa’s decision on pari passu and
held that the Foreign Sovereign Immunities Act did not immunize sovereign debtors
against post-judgment discovery of its assets outside of the United States. The latter
point empowered NML Capital to keep searching for nonimmune Argentine assets
through the globe which it could claim as repayment. For its part, unable to pay the
bondholders that had accepted the 2005 and 2010 debt restructurings, given how the
injunction strong-armed financial intermediaries to not dare channel Argentine pay-
ments to these creditors, the country entered into a technical default in 2014.> For
President Fernandez de Kirchner, who had made the litigation with the so-called
“vulture funds” a political battle at home and abroad, there was no giving in (UN
News, September 24, 2014). Yet, the stakes were extremely high. While not accept-
ing to pay the holdout creditors, Argentina remained outside of international capital
markets, not issuing new foreign bonds. Given the decision in favor of NML and the
injunction that compromised the debtor’s financial intermediaries, Argentina could
not issue new foreign bonds.

The stalemate was finally broken when opposition president Mauricio Macri
took office in 2016. Despite his minority in Congress, Macri counted on the support
of the Legislative to repeal domestic laws (the Lock Law and the Sovereign Payment
Law) that prevented the Argentine government from paying creditors that had
rejected the 2005 and 2010 debt restructurings (Cronista, 16 March 2016, Infoabe,
30 May 2016). Soon after, Judge Griesa lifted his earlier injunction, and—in a sig-
nificant show of market confidence—Argentina managed to sell $16.5 billion in
new bonds to international investors to help fund its upcoming repayment of hold-
out creditors. This was “the largest emerging market debt sale on record” at the time
(Cronista, 14 April 2016, The Wall Street Journal, 19 April 2016, Forbes, 30 April
2016). Ironically, even Elliott’s founder and manager, Paul Singer (2016), called
Argentina’s April bond issuance a “record-breaking return to international capital
markets” (The New York Times, 25 April 2016). In April 2016, NML Capital and its
partners in litigation were paid $9.3 billion, making an astounding profit on their
original investment in Argentine bonds® (Financial Times, 29 February 2016; La
Nacion, 23 April 2016).

!'Transcript of Oral Argument, Republic of Argentina v. NML Capital, Ltd. 8232;573 U.S. ___(2014).
2Technical default in this case meant that even though Argentina deposited the money due in a
New York bank, no payment was ultimately delivered to bondholders.

3Other hedge funds that participated in the litigation against Argentina were Aurelius Capital
Management, Dart Management, Blue Angel Capital, Bracebridge Capital, Olifant Fund, and
Montreux Partners (Guzman, 2020).
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Argentina’s saga in US courts was far from a tale about a dismissible outlier
(Datz & Corcoran, 2019). Creditors’ demands met with legal support not simply
when it came to the decision in favor of repayment. Through his injunction, Judge
Griesa “produced the most potent remedy against a foreign government in recent
memory” (Weidemaier & Gelpern, 2014: 190). What is more, as Guzman (2020:
728) concluded: “the anomalies that [the Argentine] case contained may be inter-
preted as symptoms of the current unhealthy state of the international architecture
for sovereign debt crises resolution.” Indeed, the Argentine experience revealed that
US district court judges had significant “discretion for making decisions that exceed
the US borders, and which can create coordination problems that undermine inter-
national lending markets” (/bid: 731). How could debtors and (some) creditors pro-
tect themselves from the actions of litigation-prone bondholders (like NML and its
peers)? To this answer we turn next.

A Market-Based “Solution”: Collective Action Clauses (CACs)

After Argentina’s legal ordeal, neither did debtor countries want to be the “next
Argentina,” nor did most bondholders wish to find themselves in the predicament
NML imposed (however indirectly) on the holders of restructured bonds. Attention
veered toward contractual changes already in motion as a means to deter holdout-
driven dysfunction.

In foreign sovereign bonds issued under New York law, each bondholder had the
contractual right to opt out of a restructuring, and instead demand a higher repay-
ment than that on offer by the debtor, for instance. Aware of this threat even well-
meaning bondholders could be unwilling to accept a debt restructuring that would
not be final since a more favorable deal would have to be eventually cut between the
debtor and the holdout creditors (Gelpern & Gulati, 20006). Yet, if restructuring deci-
sions could be collectively binding for all creditors, then the problem of holdouts
could be minimized (Weidemaier & Gulati, 2013). Collective action clauses (CACs)
were seen as the device that could lead to this better outcome. The US Treasury
became an enthusiastic proponent of CACs, which became a public signal that bail-
out policies were a thing of the past for the W. Bush administration. Furthermore,
for whatever they were worth, the clauses were more appealing to creditors and
debtors than the much-disliked SDRM. If only to put the latter to rest once and for
all, CACs were worth the effort of contractual changes (Gelpern & Gulati,
2006). According to Mexican central bank president, Guillermo Ortiz: “We were
worried because it [CACs] would increase our financing costs. The truth is we did it
because it was a way to get rid of the SDRM” (Latin Finance, December 8§, 2003).

Indeed, Mexico was the first major sovereign issuer to include CACs in bonds
issued in 2003. Other countries followed suit, making it clear that “CACs ha[d]
assumed pride of place as a key component of the official sector’s response to sov-
ereign debt crises” and gained center stage in discussions about the Eurozone debt
crisis in 2009-10 (Weidemaier & Gulati, 2013: 54). Importantly, fears that CACs
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could signal to creditors that there was a veiled intention to default underlining the
move to make restructurings more orderly were put to rest when Mexican bonds
were oversubscribed, and prices were not affected (Helleiner, 2006). This was evi-
dence that private bondholders valued the scenario in which debt restructurings
would incur a lesser risk of holdout disruption (Chang and Papaioannou, 2020).

The experience of Argentina since the Griesa injunction of 2012 combined with
the Greek debt exchange of 2012 added more fuel to the call for further contractual
changes. In 2013, deliberations by the “Sovereign Debt Roundtable”—an informal
grouping of creditors, bankers, lawyers, and public officials led by US Treasury—
on contractual changes to international sovereign bonds were published by the
London-based International Capital Market Association (ICMA) and backed by the
IMF* (Sobel, 2016: 3; ICMA, 2014; IMF, 2014). The Greek experience revealed
“the difficulties with using bond-by-bond CACs in comprehensive restructuring
attempts, where blocking minorities in one issue cannot be offset by pro-restructuring
majorities elsewhere” (Zettlemeyer et al., 2012: 26). Enthusiasts of market-based
contractual reform had reason to both place renewed faith in these clauses and push
for more strategic modalities that would prevent the bond-by-bond blocking disrup-
tion unleashed by tenacious holdout creditors. Enter: new aggregation rules to be
incorporated in “enhanced CACs.” The rules were meant to “reduce the scope for
obtaining blocking positions, provide the sovereign with greater flexibility and at
the same time protect against possible abuse or oppression of the minority by
sovereigns™ (IMF, 2019: 3).

Enhanced CACs then became the norm for new bond issuances. As of 2019, 88%
of all 510 international sovereign bond issuances since October 2014 (totaling
US$620 billion) included the enhanced CACs that allow for a supermajority of
creditors to determine the voting outcome on restructuring terms (IMF, 2019). As
had been the case with the original CACs of the early 2000s, the inclusion of
enhanced CACs did not increase the cost of credit for sovereign borrowers (Chang
& Papaioannou, 2020).

Furthermore, since 2017, bond issuances that have, for the most part, included
the enhanced CACs also included a clarification of the pari passu clause behind the

*In the Greek case, the vast majority of sovereign bonds (about 86%) had been issued under Greek
law and required unanimous consent of bondholders. So to overcome this hurdle, the Greek legis-
lature passed a law allowing a majority (votes representing 50% of the face value and a consent
threshold of 2/3 of the face value taking part in the vote) to restructure all the sovereign bonds
outstanding. As a result, blocking the restructuring became ‘“near impossible” (Zettlemeyer et al.,
2012: 7).

SThe final proposal for an enhanced CAC contained “a menu of voting procedures, including a
‘single-limb’ aggregated voting procedure that enables bonds to be restructured on the basis of a
single vote across all affected instruments, a two-limb aggregated voting procedure, and a series-
by-series voting procedure” (IMF, 2019: 3). This was critical because recent empirical work and
derived simulations show that CACs are effective in “minimizing the holdout problem” when
single-limb aggregate voting is specified. CACs with bond-by-bond voting, in contrast, are insuf-
ficient to ensure high rates of creditor participation in restructurings (Fang et al., 2020).
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NML vs. Argentina litigation. Even sovereign debtors who did not include enhanced
CAGC:s in their newly issued bond contracts (Azerbaijan and North Macedonia under
English law, and Lebanon under New York law), added reviewed pari passu clauses.
Despite “variations in the formulation of the modified clauses, they all specifically
disavow the obligation to make ratable payments” (IMF, 2019: 6). Again, no one
wants to relive Argentina’s court struggles.

CACs were put to the test in 2020 with debt restructurings by Argentina and
Ecuador. The aggregated voting mechanism (requiring a 75% majority) in CACs
was first used in the Ecuadorian debt restructuring of September 2020. The innova-
tion discouraged holdout creditors (IMF, 2020: 25). In the same year, Argentina
restructured US$65 billion in debt in default (the country’s ninth). Argentina had
two series of bonds issued in 2005 and 2010 in connection with the 2010 restructur-
ing and 17 series of bonds issued starting in the spring of 2016 during the adminis-
tration of President Mauricio Macri, containing enhanced CACs. The country tried
to “re-designate at any time—even after the exchange offer closed—which series of
bonds would be aggregated together for voting purposes.” That is, the Argentine
government would manipulate the voting tally by taking those bond series that
voted against the restructuring and place them in a different pool, guaranteeing
hence its desired outcome (i.e., to go on with the offer it had made to all bondhold-
ers, claiming it counted on the consent of a majority of creditors). In addition,
Argentina was said to restructure “a subset of bonds, and then sweeten the terms to
try to convince an increasing proportion of creditors to play along. Each successive
round snap[ed] up more approvals — a strategy nicknamed ‘Pac Man,” which makes
it more difficult for opposing bondholders to block a deal” (Financial Times, June
30, 2020; Buchheit & Gulati, 2020). This frustrated—to put it mildly—not only
creditors but also officials and lawyers who had been supportive of the enhanced
CAC:s featured in the exchanged bonds (Sobel, 2020, Gelpern, 2020). For them,
debtors were in effect “gerrymandering ideal voting pools to maximize the cram
down of holdout creditors” and thus undermining the “fairness and integrity” of the
restructuring process (IMF, 2020: 25).

After negotiations between the Argentine government and a group of eligible
bondholders, an agreement to regulate the ability of the debtor to manipulate the
voting process to its favor was made. Once these amendments were put in place, at
the end of August 2020, the Argentine government obtained the consent required
under the CACs (93.5% of the bondholders) to restructure 99% of the eligible bonds
(IMF, 2020; Silva et al., 2023).

These developments make clear that contractual changes are at best partial solu-
tions to the kinds of challenges that (can) prevail in sovereign debt restructurings.
Rather than granting the parties in debt restructurings the relief of terra firma, CACs
and enhanced CACs have brought up further discussions after Ecuador and
Argentina. As Ayres et al. (2023: 247) put it: “Experience with contract reform to
date points to repeated cycles of innovation in response to shocks” (Ayres et al.,
2023: 247, emphasis added). That is, the goal of preemption is constantly triggered
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by new disruptions, yet since the tools used (such as CACs in its many versions) can
feed into new strategies to push for unilateral benefits, more orderly debt restructur-
ings remain a moving target.

Conclusion

When the Brady Plan of 1989 finally offered a way to restructure the defaulted debts
of many Latin American countries to international commercial banks, the formula
of securitization of loans along with some debt relief finally proved acceptable to
creditors and debtors. Far from an immediate process, however, these Brady restruc-
turings were operationalized amid democratic transitions and iterated negotiations
of structural adjustments with the International Monetary Fund (IMF). Yet by the
mid-1990s, the ghosts of the 1980s defaults were finally put to rest. Yet, the securi-
tization of commercial banks’ loans into Brady bonds inadvertently opened the door
to a (re)newed menace to sovereign debt restructurings in the 1990s and 2000s:
private bondholders who refuse to participate in majority-accepted debt restructur-
ings only to sue the sovereign in foreign courts for a large profit.

In the past three decades, sovereign debt restructurings of foreign sovereign
bonds have had to contend with holdout creditors, preempt their (further) litigating
instincts, and prevent them from undermining private debt restructuring negotia-
tions altogether. When (protracted) debt restructurings came to an end, despite the
settlement of legal disputes, room was still left for more dysfunction to come.
Without a formal mechanism to rule over debt restructurings uniformly and predict-
ably, contractual innovations have been the prevalent recourse to try and prevent
protracted and costly debt deals for most of the actors involved.

Nevertheless, adaptability through “market-based solutions,” however inventive,
does not preclude some creditors from trying to leverage contract provisions to dis-
rupt restructurings and extract larger repayments from debtors. Contractual changes
may eventually lead to minimal room for dysfunction but seasoned students of debt
restructurings past have long cautioned that “this is at best an uncertain process that
will take several decades” since “adaptation is a long and winding road littered with
institutional problems” that cannot do away with judicial “interpretive shocks”
completely (Committee on International Economic Policy and Reform, 2013: 20).
Insofar as existing institutions cannot offer commonly applicable solutions that may
guarantee a smooth conclusion to future debt restructurings, these events are part of
the permacrisis scenario conceived by Brown et al. (2023), in which not only bad
luck, but missed opportunities continue to undermine national and global economic
stability. In the absence of fundamental change brought about by global cooperation
(such as would be required to create a new statutory mechanism for restructuring
sovereign debts), ad hoc ingenuity has to make do. The past thus remains an insuf-
ficient prologue to a future where sovereign debt restructurings are a predictable
part of permacrisis.
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Introduction: CBDCs Are the Response to Crypto-Assets

The explosion of crypto assets is already well known and does not need further
description here. Still, their pretention to be crypto-currencies, thanks to their
underlying technology, deserves special attention. They are the origin of a genuine
revolution in monetary systems, not for the probability of 1 day effectively playing
the monetary functions, but rather for having provoked the sound, careful, and nec-
essary reactions of central banks. These reactions have spurred the inevitable
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interest in Central Bank Digital Currencies (CBDCs) as the appropriate response to
the threat of monopolistic private firms of global Internet platforms capturing mon-
etary sovereignty. CBDCs are already operational in a growing number of countries,
and active preparations are taking place in most central banks. Although the cre-
ation of interoperable CBDCs is the only efficient policy option, vested interests
and retrograde ideologies try to impede their implementation by arguing the threat
to individual freedom. On the contrary, CBDCs are a necessity for preserving col-
lective freedom by warranting monetary sovereignty, improving the efficiency of
monetary policies, and easing a systemic solution toward a multilateral agreement
around the issuance of a multilateral currency that is not a debt of a national
economy.

The potential coming revolution will not come from crypto assets but from these
CBDCs because their underlying digital technology is not only an opportunity for
improving the public good of a payments system and increasing financial inclusion
but also for cutting the costs of cross-border operations spectacularly. Under the
condition of universal interoperability between all CBDCs, this innovation would
become a potential “game changer,” under the assumption that the permacrisis cre-
ates the political pressures necessary for making the digital Special Drawing Right
(SDR) the multilateral safe asset able to rebalance and stabilize the International
Monetary System (IMS). This systemic aspect is the main purpose of this chapter,
contrary to most central bank preoccupations directed primarily to domestic usage.

After a brief overview of the present (but moving) state (2023) of the digital
money issues, this chapter presents shortly the domestic consequences on deposit
banks and monetary policy before developing what should be the ideal option for
maximizing the global benefits and, most of all, for preventing further fragmenta-
tion of international transactions.

What Is New with Digital Money?

The digitalization of monetary systems is not new. Money and finance account-
based money have been digital for decades, with examples including electronic
deposits on a digital ledger with commercial banks and nonbank financial service
providers that have been digitalized since the introduction of informatics, as well as
for central bank money. The financial firms have introduced many innovations and
technological improvements in the underlying infrastructures, for example, the
access instantaneous real-time prices on the Forex, or the real-time gross settlement
(RTGS) systems organized by central banks. This is also true for retail operations,
credit cards, prepaid cards, web-based services like PayPal, mobile-money accounts
(over 400,000,000 users in Africa), or digital wallets such as M-Pesa in Kenya (pro-
cessing payments equivalent to more than half of Kenya’s GDP) and Alipay
(Alibaba) and WeChatpay (Tencent) in China with more than 1 billion users for
each of them (92% of mobile payments that represent more than two-thirds of all
payments).
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However, all these innovations are only efficiency improvements in the payment
system and do not change the nature of money because they all remain a direct
claim upon their official currencies through financial intermediaries. Crypto assets,
on the contrary, introduce a real change (and threat) for monetary sovereignty and
financial stability because they are created outside of the official monetary system
in a decentralized way through the “distributed ledger technology” (DLT"), which
allows for warranting the finality of transactions and payments through the network
participants without any trusted authority. This innovation temporarily enjoyed an
impressive success because blockchain technologies have provided operational
alternatives to the liquid official assets at the very moment that central banks were
obliged by the global financial crisis (2009-2009) to inject huge amounts of global
liquidity. This abundance of liquidity favors financial speculative activities while
creating fears for the monetary function of the store of value. Such an alternative
became immediately attractive as a safe haven as well as for escaping fiscal, legal,
and international controls (money laundering, trafficking, and terrorism). Also,
some conspiracist, libertarian, and anarchist arguments support crypto assets as a
means to contest public institutions and authorities. However, these assets that are
not the counterpart of any debt and are not anchored to any official currency cannot
be a currency but remain purely speculative assets subject to extreme price volatil-
ity. Their prices tend to behave cyclically as a complement to gold, like any other
global financial asset, being directly correlated to global liquidity variations
(Howell, 2022).

Another category of crypto assets—the stablecoins—appeared as an answer to
the instability of the prices of these assets in order to develop their payment function
by offering crypto assets backed by and pegged to real-world assets such as com-
modities, key currencies, gold, or sometimes other cryptocurrencies or even algo-
rithms. Stablecoins typically should have a reserve of an equal amount of the
currency or the assets to which they are pegged. However, no authority could war-
rant the appropriate fulfillment of this feature. Most of these stablecoins are
demanded in countries suffering high inflation, like Turkey, where platforms allow
easy access to stablecoins or other crypto assets. The project Lira (renamed Diem),
proposed by Facebook, belongs to the category of stablecoins that stabilize their
price by pegging their value to a basket of currencies issued by central banks (finally
only pegged to the dollar). It failed, after strong reactions from monetary authori-
ties, because its purpose was to become the world currency using the quasi-
monopoly advantage of its global network of more than a billion users. Nevertheless,
even anchored to an official currency these stablecoins remain out of the monetary
system by being managed by some private interests without any clear regulation or
public supervision.

The existing thousands of created crypto assets are not currencies because, even
if they could fulfill some functions of money in some moments, they are inefficient

'Distributed Ledger Technology (DLT) is the supporting system of any blockchain, which can be
permissioned (users need permission from a central authority) or permissionless (totally
decentralized).
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means of payments. They lack official support by definition, and their value cannot
be predictable as a means of payment. Their monetary functions depend on the level
of public trust they enjoy. The value of a crypto asset is only based upon the percep-
tion of its potential scarcity, being neither a claim upon an identifiable issuer nor on
a real asset or project. Therefore, crypto assets cannot be used for fixing prices for
payments; their value is submitted to the market’s self-fulfilling processes, based
only on the expectation of holders, that fluctuates wildly depending on many fac-
tors. Their ease of use for current payments is also lower than traditional money,
depending on the service providers, and lower than that of credit cards (e.g., Bitcoin
could only process five operations per second against Visa holding up to 24,000
payments per second). Furthermore, they are susceptible to inevitable regulations or
future prohibitions, as in China. Their temporary attraction is based upon their
restricted supply that deprives them of an intrinsic public good feature of money,
which is the possibility to regulate liquidity through monetary policy. This defi-
ciency makes them deflationary because their store of value function dominates,
creating incentives for their hoarding. Furthermore, the main ones, such as Bitcoin,
would be operationally too slow to support global payments and anyway too costly
in terms of energy (CO, emissions) to become sustainable.

As regards stablecoins, they could provide more stability than speculative crypto
assets or could even have own a partial monetary function. However, they remain
susceptible to destabilizing runs, disruptions in the payment system, and concentra-
tion of economic power. They could never offer more stability and credibility than
their anchor, and anyway, the indirect and uncertified claim upon the chosen reserves
is necessarily less stable and less credible than the direct one provided by the use of
a stable official currency managed by a credible lender-of-last-resort. They miss this
essential monetary attribute that is trust, and they would need to be regulated and
externally supervised to be able to sustain a sound monetary system.

From these developments, it appears that through the emergence of crypto assets
and stablecoins digital technologies impact the monetary system directly by putting
into question the issuance monopoly of central banks and, overall, monetary sover-
eignty by offering an apparently attractive global alternative. Indeed, through the
link with global Internet platforms, the monetary ambition of big foreign, private
actors is led by the profitable synergies given by access to or the capture of users’
data, enabling them to be more competitive in supplying additional services. This
leads to an additional high risk of increasing the market power and concentration of
multinational FinTechs, with dangerous consequences for privacy, security, and
democracy.

These risks explain the necessary reaction of central banks when they realize that
not only their functions, but also monetary sovereignty itself is at stake, threatened
by powerful private monopolies. Their inescapable answer has recently been to con-
sider, analyze, and develop themselves some modalities (“permissioned”) of the
blockchain distributed ledger technology (DLT) for issuing the so-called Central
Bank Digital Currencies (CBDCs). It will be the best way to preserve the public
good nature of money while, in conformity with their mission, significantly improv-
ing the efficiency and scope of their payment systems. Especially important, CBDCs
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will promote financial inclusion thanks to the benefits of cheap digitalization for the
users. Considerable efforts and attention have recently been deployed by central
banks to analyze these opportunities and modalities.

What Is a CBDC?

A CBDC is an asset as safe and liquid as any banknote because, as a direct claim on
the central bank, it would not carry either credit and liquidity risk or the risk of bank
failure. In addition, CBDCs are a more efficient means of payment: significantly
faster, safer, and cheaper than cash or bank accounts, particularly for cross-border
payments using permissioned DLT.

A retail CBDC is an “e-currency,” or “digital banknote,” a means of payment
issued by the national central bank equivalent to fiat money, but it would differ from
existing digital money available to the general public (like debit and credit cards or
e-payments) because this CBDC would be a direct liability of the central bank (like
a note), not of a commercial bank. A wholesale CBDC refers to digital forms of
central bank reserves whose access is limited to banks and other financial institu-
tions. In this case, a CBDC plays a similar role as a bank deposit at its central bank,
fulfilling the same universal functions as their money in cash or as bank reserves,
but bringing the key features of cash into the digital era. The most probable archi-
tecture for creating CBDCs would be a hybrid form with a two-tier system combin-
ing retail and wholesale for outsourcing to banks and fintechs the services to the
clients in a private—public partnership.

Contrary to a crypto asset or a stablecoin, a CBDC would be the safest digital
liquid asset available to the public. It ensures the respect of national sovereignty and
the existence of an anchor to the monetary system, preserving the public good char-
acter of money while enhancing financial inclusion and innovation in the means of
payment. CBDCs would enjoy access to all the digital progresses, for example, by
being preprogrammed to be used under warranted conditions or under prescribed
circumstances. However, this modernization is not business-as-usual because
CBDC:s provide potential changes in the essence of money and of monetary policy,
with important potential impacts for the International Monetary System (IMS) and
currency competition and substitution, but also for the protection of freedom and
privacy.

CBDCs’ Impacts on Monetary Policies
and the Banking Sector

It is obvious that the creation of a CBDC will result in a major change in the com-
position of the monetary base and in the deposits in the banking sector. The effects
of the issuance of CBDCs on the balance sheets of central banks will be visible only
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in the composition of the monetary base and not on its total volume because a
CBDC remains a form of central bank money. The substitution is only inside the
monetary base: cash in notes against digital-cash and digital-cash against lower
bank deposits (when customer deposits to the banks shift to CBDC deposits to the
central bank). On the contrary, the potential effects on the banks are important: due
to the advantages attached to CBDC with respect to traditional bank deposits, sub-
stitution of these deposits for CBDC will reduce the volume of their cheapest fund-
ing source. This bank disintermediation effect will depend on the characteristics of
the CBDC but should be controlled. The risk of excessive substitution will be moni-
tored and will be reduced by some modalities like imposing limits on the volume of
CBDC holding, prohibiting companies from accumulating CBDC deposits, and
accepting only non-remunerated CBDC current accounts. Anyway, central banks
are in a position to make up for any excessive loss of deposit by lending back to the
banks that suffer a significant loss of deposits. However, the probable effect would
be a contraction of bank profitability as long as banks face higher costs of funding
(in case they have to offer interest on deposits and borrow their funding on the
wholesale market). Partial compensations could result from

* Financial inclusion leading to new activities and funding as available savings
would increase (new clients opening accounts and acceding to credit and finan-
cial products)

* Reduction in dollarization and cryptoization as the use of local currency would
increase (as far as domestic macroeconomic policies are credible)

On monetary conditions, the reduction of stable deposits in the banks, the higher
competition for funding them, and their lower profitability will increase the effects
of interest rate adjustments on the economy (higher efficiency of monetary policy).
This might also imply somewhat tighter financial conditions through higher interest
rates. Indeed, switching away from non-remunerated deposits to borrowing on the
wholesale monetary market tends to push the lending rates to the banks upward.
However, this tendency is limited since the central bank could compensate for this
effect if the macroeconomic environment allows it.

CBDCs’ Impacts on the Political Debates

CBDCs appear as a necessity for preventing the risks of losing monetary sover-
eignty and monetary policy efficiency while significantly upgrading the efficiency
of the payment system. They will provide safer, cheaper, and faster services by
combining liquidity security with instantaneous transactions, benefiting from all the
advantages of digitalization. However, these important advantages for the citizens
and the business sector present a potential risk for privacy. Indeed, contrary to some
crypto assets, CBDCs must rely on a centralized technology (“permissioned DLT”)
to keep some possibilities of control at the central bank level in cases of illegal
operations. Although technologies also allow for warranting protection of privacy, it
is, of course, impossible to make sure that in the future, these guarantees will not
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legally be changed. This is the main argument used by several lobbies that under-
stand that CBDCs are a direct threat to their profits or rents (bank associations, some
FinTechs, crypto assets businesses, and some tax evaders), supported immediately
by conservative political parties claiming that individual freedom would disappear.
These critics argue that a digital currency would hand over too much power to the
government, exposing citizens’ use of money, sooner or later, to the inevitable
temptation for the government to use it as a surveillance tool, targeting dissidents or
minorities, prohibiting people to buy certain goods, or imposing negative interest
rates. They also argue that this centralization would expose the currency and the
citizens to cyberattacks. Furthermore, they pretend it would undermine the banking
and crypto asset industries. These considerations have led to political pressures in
the US Congress to prohibit by law the introduction of an e-dollar.

The Fed Board of Governors is also divided, with some governors, particularly
Governor Neel Kashkari, associating CBDCs with the Chinese policy of totalitarian
control of citizen transactions. Also, the banker lobby and the crypto asset business
try to prohibit a CBDC dollar. Other voices, in a protectionist view, would want to
reject multilateral coordination and interoperability for maintaining the weaponiza-
tion of the dollar by cooperating discretionarily only with geopolitical allies. On the
contrary, Fed Chair Jerome Powell said in June 2022 that “an official digital version
of the U.S. dollar could help safeguard its global dominance as other countries
issue their own.” As Powell acknowledged, there is a risk that the dollar will stay
out of the development of CBDCs, that will give an advantage to alternative curren-
cies. Furthermore, the development of stablecoins and crypto assets puts in danger
the efficiency of monetary policy. A failure to issue an e-dollar or an e-euro would
open the way to Chinese supremacy imposing its own technical standards in other
emerging markets and developing economies (EMDE's).

The probability that a CBDC dollar would not be launched would present disad-
vantages both for the US economy and for the world. Nevertheless, the rest of the
world would be in a better position to adopt interoperable CBDCs, increasing the
possibility of using alternative vehicles, therefore weakening the international dom-
inant status of the dollar, but exposing exchange markets to additional risks of
unstable currency substitution. Additional global instability would result from the
risk of creating more financial segmentation between monetary blocs. Furthermore,
for the United States, the probable competition of stablecoins would weaken the
FED monetary stance.

The Existing Projects for Implementing CBDCs

According to the Bank for International Settlements (BIS) survey in 2022, 93% of
central banks are exploring CBDCs. Sixty countries are in an advanced stage of
development, and over 20 central banks have launched their pilots, including Brazil,
Japan, and Russia. Of this total, 25% would be limited to retail CBDCs only, while
the rest considers both retail and wholesale CBDCs. In 2023, 18% of the central
banks plan to issue a retail CBDC in the next three years and 16% plan a wholesale
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CBDC. Fifty-eight percent consider doing it soon. Most central banks prefer to
design a public—private partnership for their future retail CBDCs. The private sector
would offer accounts or digital wallets to take charge of the relations with the clients
and facilitate the management of CBDC holdings and payments, especially for the
legal procedures of know-your-customer (KYC) and anti-money laundering/com-
bating the financing of terrorism (AML/CFT). This kind of hybrid model would
facilitate the use of the private sector’s existing privacy and identity-management
frameworks.

In early 2023, 115 countries were launching, experimenting, or analyzing
CBDCs: 11 had already launched a CBDC, 104 others were experimenting with a
pilot (17), had a CBDC in development (33), or were at the research stage (39), with
others still considering (15) or canceling (2) it, representing over 95% of the
global GDP.

China

China has clearly taken the lead in the works and pilot realizations of e-currencies
with the e-CNY, which started in 2014 and was the first CBDC to be tested in 2020.
The purpose of the e-CNY seems to be exclusively domestic, at least at the begin-
ning, with the complementary purpose of controlling citizens since Article 28 of the
Cybersecurity Law allows the government to acquire data from any Chinese entity
in the name of “national security.” The e-CNY is already operational in selected
cities as an experiment, being progressively extended from four cities to 23 in 2022,
and six more in 2023 to provide the e-CNY to the Asian games and test it with for-
eign users. Although the number of users is impressive, the volume of exchanges is
below expectations. According to the central bank (PBOC), these numbers rose
from 140 million users for an amount of US$9 billion in 2021 to 260 million users
for US$15 billion at the end of August 2022. New extensions to densely populated
regions were announced, as well as the connection of the e-CNY to the existing
digital payments system, dominated by Alibaba Group’s Alipay and Tencent
Holding’s WeChat Pay. Both have enabled the e-CNY as a payment option and will
provide a potential extension to the equivalent of several trillions of dollars. In 2023,
China has extended its pilot to most of its 1.4 billion population with the objective
of reaching a volume of US$300 billion, which seems out of reach. Maybe the lack
of privacy protection could explain this slower growth. In August 2022, the PBOC
extended the tests to the Forex by joining a pilot project managed by the Bank for
International Settlements (BIS) with Hong Kong, Thailand, and the United Arab
Emirates in a cross-border digital currency trial. It used the BIS’s prototype cross-
border payments system, the “mBridge platform.” The results show that direct
Forex costs are cut by half but with the potential for further reduction of other
remaining costs. In January 2023, China included the e-CNY in their currency cir-
culation calculations where it represents only 0.13% of cash and reserves held by
the central bank.
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European Union

In the European Union, authorities had started in advance with their project to create
a Pan-European debit card system in the Single Euro Payments Area (2007) to rival
Visa and Mastercard, and the “Monnet Project” (2009) of a European Card.
Amazingly, this project failed. Although not involving a CBDC at the beginning,
this failure illustrates the difficulty of innovating on monetary issues. The ECB has
long-floated the idea of a home-grown cross-border scheme capable of ensuring
more monetary sovereignty and lower costs for international transactions through
full interoperability. However, commercial interests have prevailed over a Pan-
European solution, and disagreements on competition conditions between the
European Commission and the main private stakeholders led to this project being
abandoned in 2012.

In 2016, the e-euro project to implement a euro CBDC with technical analysis in
the Stella project and the ECB pushing for a euro instant-payment system started
being considered. The purpose is to handle all types of cashless payments, whether
by card, transfer, direct debit or mobile, especially with the Pan European Payment
System Initiative (Pepsi), associating 20 leading European banks, trying to base the
system on the Sepa credit transfer instant (SCT Inst) scheme and the Eurosystem’s
TARGET Instant Payment Settlement (TIPS). In 2020, the project was confirmed
under the name “European Payments Initiative (EPI)” for implementing an opera-
tional digital payment system for use anywhere in Europe, able to supersede the
fragmented landscape that currently still exists.

Despite difficulties, in 2021, the ECB and the euro area national central banks
launched a 24-month investigation phase for the e-euro. In October 2023, this inves-
tigation phase delivered its findings on the possible design and distribution models
for a digital euro in the report “A stocktake on the digital euro” (ECB, 2023). The
envisaged CBDC would be widely accessible to citizens and businesses through
distribution by supervised intermediaries, such as banks, and there would be safe-
guards to protect privacy. On November 1, 2023, a preparation phase of 2 years was
launched. Full-scale tests and experimentation will allow for meeting all the neces-
sary requirements (privacy, inclusion, security, impacts on the banking sector, etc.).
At the end of 2025, the Governing Council of the ECB shall take the decision when
the European Union’s legislative process is completed. This legal process was
already started in June 2023 with the regulation proposals issued by the EU
Commission. The e-€ will be a retail CBDC with a holding limit per account. It
would be designed to have no material impact on financial stability or the transmis-
sion of monetary policy. Deposits would not be remunerated. Business holders and
public authorities could operate in e-€ but could not accumulate holdings in e-€.
Their payments would be immediately transferred to their commercial bank
accounts.
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The United States

The United States debate makes the dollar CBDC lag for political reasons. The
republican Congress wants to prohibit it by law, and the FED is divided. No official
plan is yet available at the end of 2023. The White House issued in September 2022
its technical evaluation, estimating the feasibility, setting the political guidelines,
and presenting the different technical options, in case a CBDC for the dollar were
decided by law, but without any recommendation for launching this e-dollar. While
the Federal Reserve presented a white paper on digital payments in January 2022, it
has not decided on whether or how to issue an e-dollar either, but is actively con-
ducting technical investigations into both retail and wholesale CBDC design:
Project Hamilton, at the Federal Reserve Bank of Boston with the MIT, focused on
retail uses and payment channels, and Project Cedar, at New York Fed, dealt with
wholesale payments. In phase 1, wholesale cross-border payments were tested for
Forex spot transactions, showing that peer-to-peer settlements on Forex could occur
in fewer than 10 seconds on average (against 2 days now) and with very low costs.
In phase 2, it was examined whether distributed ledger technology could be used to
improve the efficiency of cross-border payments in settlements involving multiple
currencies. Each simulated payment scenario achieved an end-to-end settlement in
under 30 s on average. In parallel, a nonprofit organization advocating for an
e-dollar, the Digital Dollar Project (DDP), has launched several pilot projects with
private retail companies.

The strategic growing gap between the progressing e-CNY and e-€ and the oppo-
sition to a possible e-dollar raises the key question of a risk of monetary fragmenta-
tion and of the future relations with the other reserve currencies, that could more
easily become substitutes to the dollar for regional payments.

Other Countries?

Most central banks are also working on the feasibility and advantages of issuing
CBDCs and more than 100 countries are considering issuing it. Seventeen countries
have already launched their projects: the Bahamas since October 2020, Nigeria
since 2021, the seven Eastern Caribbean States and Jamaica, India, Russia, Sweden,
Australia, Britain, Brazil, and South Korea. In addition, others manage pilot proj-
ects, most of them in consortia (Canada, Ghana, Hong Kong, Kazakhstan, Malaysia,
Mauritius, Saudi Arabia, South Africa, Singapore, Switzerland, Thailand, Ukraine,
the United Arab Emirates, Uruguay). The rest are in a development or research
stage, except for two that canceled their projects (Equator and Senegal).

2For Brazil, see Part IV, Chap. 15.
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CBDCs and Their “Transmutation’ Power of Central
Bank Monies

Most of the attention of central banks in their preparation works was dedicated first
to domestic aspects, like impacts on deposit banks, efficiency of monetary policies,
security, privacy, inclusion, regulations, etc., which are indeed crucial for the sus-
tainability of CBDCs. This quasi-exclusive focus on domestic aspects looks inade-
quate when understanding the systemic change CBDCs bring to the nature of
money. The most essential advantage that CBDCs could deliver is the ability to
eradicate most of the costs of cross-border payments. Indeed, CBDCs provoke a
genuine transmutation of money by eradicating the difference between resident and
nonresident agents.

Why is it so important? Why would a CBDC be any different from the “digital”
money that the world spends in cross-border transactions with present credit and
debit cards daily? The key difference is that holding a CBDC means holding a direct
claim on a central bank—the most risk-less-liquid asset—while the claim with a
credit card always remains the liability of a commercial bank. In the present
exchange-rate transactions, a domestic bank only buys for its client a claim upon a
foreign correspondent bank (or another intermediary). This means that the client has
a less-safe-indirect claim on the Foreign central bank’s money.

This feature is a radical change with important consequences for monetary pol-
icy, for the use of national currencies outside the borders, and, therefore, for the
International Monetary System (IMS). This is why it should have been dealt with
from the start, being taking on board when working on domestic aspects, regula-
tions, and, overall, for choosing and designing technological options. Only recently,
have pilot projects with multiple CBDCs been dedicated to evaluating the effects of
CBDCs upon international transactions and the Forex, but the last ECB report
(October 2023) on the e-€ does not deal at all with cross-border transactions.

In the present system, correspondent banks are necessary for cross-border pay-
ments. They duplicate all the processes and steps in the correspondent banking
chain, implying high costs, low speed, operational complexities, blocked liquidity,
limited access, and low transparency. These inefficiencies also introduce settlement
risks into the system to the costly detriment of both financial intermediaries and end
users. Only the direct intermediation costs are estimated for 2020 to be above
US$120 billion, without including the costs for the risks, the liquidity needs, and the
exchange-rate commissions, which would also decrease with the increase in compe-
tition introduced by the CBDCs. In April 2022, US$2.2 trillion of daily Forex turn-
over (Glowka & Nilsson, BIS, 2022) involved settlement risk. This cost has been
rising since 2013 with a reduction of inter-dealer trading and an increasing share of
transactions taking place outside the mechanism organized by the Continuous
Linked Settlement (CLS) consortium of banks which includes only 18 currencies.
Even this CLS, which enables simultaneous settlement of the payments on both
sides of an FX transaction, implies significant intermediary and liquidity costs on
top of only a 5-h window per day for simultaneous real-time gross settlement
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(RTGS) systems across currency jurisdictions. The longer a foreign exchange trans-
action takes [typically, there is a 2-day settlement period but much more for least
developed countries (LDCs)], the greater the “Herstatt risk” (settlement failure).
According to Mandeng (2020), the settlement costs—that is, the “credit risk” when
the payer or its intermediary default prior to final settlement plus the “liquidity risk”
when the effective payment is delayed—are estimated to cost annually a minimum
of US$130 billion.

The fundamental novelty of CBDCs is their technological power to simplify and
eliminate most of the costs of cross-border payments thanks to some improved
forms of “permissioned DLT,” that is, not decentralized (contrary to Bitcoin). This
modality allows for central control in the public interest while erasing resident-non-
resident segmentation in international payments: DLT transfers instantaneously,
peer-to-peer, payments or financial assets (like a “token”), digitally protected
through a code. This safe technology not only could skip all intermediary interven-
tions, eradicating their costs, risks (credit and liquidity risks), and delays required
by the traditional sequencing of cross-border payments but even the verification of
the legal requirements (AML, CLT, KYC?, etc.) could be simplified with permis-
sioned DLT networks which ensure a unique digital identity with smart contracts
automating their execution on-chain. Forex transactions are transformed into opera-
tions equivalent to mere domestic payments, with much faster and more efficient
conditions while benefiting from all the innovations brought by digital technologies.
However, such progress requires a single condition: to be inter-operational across
the different national payment systems thanks to the generalization of harmonized
digitalized central bank money (CBDC) using the same “permissioned DLT.”
Therefore, a generalization of issuance of compatible CBDC opens the possibility
to create a genuine “transmutation” of central bank monies from a local to a poten-
tial, cheap, and safe multilateral means of settlements, in addition to the financial
innovation and new functionalities provided by digital technologies.

CBDCs’ Social Impacts

For emerging economies and LDCs, all the present costs are much higher as they
must transit through third-party currencies, supporting higher commissions, longer
delays, and higher costs of liquidity and risks. This asymmetry takes an alarming
dimension for smaller banks* and small amounts and retail operations, especially
for lower-income or poor LDC migrants sending remittances to their countries.
According to World Bank data (2023), global remittances toward low- and middle-

SALM: anti-money laundering; CLT: combating the financing of terrorism; KYC:
know-your-client,

4Since the global financial crisis, a fast decline (around 30%) in the number of active correspon-
dent banks has been increasing the costs of cross-border transactions, especially for peripheral and
poorer regions.
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income countries were valued in 2022 at US$647 billion, triple the amount of over-
seas development assistance and double the value of foreign direct investment
(US$259 billion). Although in decline, the global average cost for sending remit-
tances of US$200 was 6.20% in 2023 (second quarter). This is a decrease from the
more than 10% in 2009, thanks to the competition pressures from the fast develop-
ment of digitalization payments, that operate in 2023 with an average cost of 4.60%,
still higher than the 3% envisaged in the United Nations Sustainable Development
Goals. The share of remittances paying total costs between 10-15% has regularly
decreased from 29% in 2009 to 9% in 2023. The poorest regions have the highest
costs. Six sub-Saharan African countries pay more than 20% in total costs, but the
average costs for this region are also on a downward trend, at 8%. Latin America
and the Caribbean’s costs are 6.13%, East Asia’s are 5.87%, and South Asia’s are
the lowest at 4.31%. This gives an indication that the major potential effect of digital
currencies relies on these cross-border payments and will provide very important
consequences for social inclusion and development.

The social positive impact of using CBDCs is enormous for the 1.4 billion peo-
ple remaining outside of the formal financial system. These people are being dis-
criminated against because it is too costly for banks, insurance companies, and
other institutions to transact with low-income households. This handicap is an
obstacle to development that CBDCs can eradicate allowing financially excluded
populations to access efficient payment systems without needing a bank account,
with low fees and less stringent identification requirements. These households could
send and receive funds from other digital financial service providers more effi-
ciently, easing their access to saving products and loans.

The Potential Transformation Effect of CBDCs
for the International Monetary System (IMS)

Drawing on Ghymers’ (2020) probabilistic exercise, this chapter argues that the
most promising consequence of interoperable CBDCs is their capacity to put in
motion a chain of changes, making easier—but also more necessary—a multilateral
cooperation for ensuring more stable global liquidity as well as a more symmetrical
IMS. The revolution of payment digitalization and its geopolitical and monetary
policy consequences upon central banks and the Forex will open a historical oppor-
tunity to incentivize, or even oblige, authorities to move to a multilateral reserve
currency, solving the costly Triffin Dilemma’ and the macroeconomic dysfunctional
asymmetry created by the use of a national currency as the main international one.

3The Triffin dilemma expresses the logical impossibility that the supply of global liquidity result-
ing from the domestic policies of the United States would be necessarily compatible with the need
for liquidity from the rest of the world. The dilemma impedes the management of an optimal level
of global liquidity, therefore generating international financial instability. See Ghymers, C. (2021).
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This asymmetry confers to the dollar the so-called “exorbitant privilege” that
creates very costly international spillovers leading to a global pro-cyclical instabil-
ity of global liquidity. The systemic cause is the fact that global liquidity supply is
functionally determined mainly by safe assets in dollars whose volume cannot adapt
sufficiently to meet the needs for liquid safe assets of the world (Ghymers, 2022).
This process creates destabilizing waves of global liquidity (Rey, 2013) and pushes
the US economy into over-indebtedness. The permacrisis conditions should increase
the absolute necessity to find the necessary investments for de-carbonization and
could become an argument for making the IMS more symmetrical (see Ghymers,
Chap. 18). The CBDCs could contribute to this objective, making it operationally
feasible and more necessary for stability purposes.

Indeed, the ideal and definitive solution to the IMS flaw (RTI, 2015) is merely to
make global liquidity determined collegiately through a new global safe asset, that
is, a multilaterally controlled liability that is not a national debt anymore but a mul-
tilateral one. It is the simplest way to pursue global stability purposes according to
objective indicators fixed collegiately by a committee of central banks. Operationally,
the proposed reform consists in allowing the IMF to issue its existing Special
Drawing Rights® (SDR, a basket made up of the five main reserve currencies)
directly in digital form, which would become the multilateral best safe asset. This
official e-SDR would be issued as the counterpart of central bank deposits or other
national liquid official assets (sovereign bonds) from the five component currencies
of the SDR. The variation of the issued volume of this multilateral safe asset would
make operational a technical regulation of the global monetary base without resting
on any national policy or by imposing international coordination of monetary
policies.

Such an ideal and fundamental reform has been blocked since the rejection of
Keynes’ plan in 1944 and the numerous successive Triffin proposals. However, the
technological properties of CBDCs in a context of permacrisis generating growing
instability of global liquidity allows for considering the potential of a “game-
changer” that they carry for tackling the key flaws of the IMS. Indeed, the emer-
gence of CBDCs in a permacrisis context could lead to political pressures, making
possible the following potential scenario:

e CBDCs would trigger three mutually supportive developments for a pri-
vate e-SDR:

(i) A strong increase in currency substitution, implying higher exchange-rate
volatility (Kareken & Wallace, 1981), making the dollar less stable, reduc-
ing its competitiveness as a vehicle for Forex transactions and in its use by
third countries.

®The present Special Drawing Right (SDR) is the legitim official multilateral reserve, created in
1969 with the legal purpose of becoming “the principal reserve asset in the international monetary
system,” according to the formal agreement enacted in the Article VIII, section 7, of the IMF
statute.



13 Systemic Potential Aspects of CBDCs 217

(i1) In reply to this volatility, financial markets’ appetite will quickly supply a
“private e-SDR” more competitive than the dollar for two reasons: (a) bun-
dling (and unbundling) the five CBDCs composing this private e-SDR
becomes costless, and (b) it is the most stable vehicle since it is arithmeti-
cally immune by construction to exchange-rate fluctuations between its five
components. This e-SDR will be highly demanded by the markets as the
most competitive safe asset and the best vehicle for their Forex and “repo”
transactions.

(iii) The costless e-SDR could automatically provide the missing global vehicle
for transforming the global interbank market into a global “clearing union.”
All current transactions would have an interest to be converted immediately
at zero costs and almost zero exchange-rate risk into deposits expressed in
this most stable and multilateral reserve currency, making any deposits
transferable into any other harmonized CBDC on a 24/7 operation at lower
costs than by passing through the dollar.

* The resulting intense currency substitution with higher dollar instability will
make US monetary policy less efficient and more uncertain, creating more nega-
tive spillovers and more fluctuations in global liquidity, impeding the capital
inflows required by de-carbonization in LDCs.

* The growing worries among policymakers should provide strong incentives to
bargain a multilateral monetary cooperation for endowing the IMF with the func-
tion to regulate the de facto clearing union by intervening in e-SDR, merging the
private e-SDR with the official SDR.

* They would also agree that the e-SDR could be used as the cheapest and most
flexible financial safety net, merging most existing facilities.

* Therefore, the CBDCs generalized use and their easy of convertion into e-SDRs
will tend to incentivize, or even oblige, authorities to see the e-SDR as the miss-
ing tool for stabilizing global liquidity. Thus, by upgrading the IMF into global
Lender-of-Last-Resort, which would issue or withdraw official e-SDRs for man-
aging global liquidity as a public good, the IMS would officially move to a mul-
tilateral reserve system.

* CBDCs have thus the potential to lead to an IMS reform that solves the costly
Triffin Dilemma, restores monetary stability, eases the financing of de-
carbonization, and provides a more efficient safety net.

— So, in the context of permacrisis creating growing currency substitutions and
thus pressures upon policymakers, CBDCs would force the merging of offi-
cial and private e-SDR for regulating global liquidity. So, CBDCs could play
the role of a powerful game-changer, forcing to solve the major systemic flaw
of the IMS. The profitable systematic conversion into e-SDR, according to
harmonized protocols ensuring interoperability, together with a multilateral
regulation of (short-term) operational liquidity in e-SDR by the IMF would
permit to dispense with the central role of the dollar in global liquidity; this
would allow to escape from the Triffin Dilemma and to manage global
liquidity not in function of domestic situations in the US economy anymore,
but as a global public good in the interest of all economies.
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Conclusion

CBDCs are indispensable for preserving monetary sovereignty and the efficient
transmission of monetary policies. Furthermore, they have the potential to change
the role of the national key currencies and ease the move toward a multilateral sys-
tem as long as they are technologically compatible. The old Keynes/Triffin plans for
establishing a rational system for global liquidity management to ensure macroeco-
nomic stability could come to hand thanks to the inescapable technological revolu-
tion in payment systems, the benefits of which could only be realized with full
interoperability. In these conditions, a costless e-SDR will emerge as the legitimate
multilateral tool and the best safe asset able to manage global liquidity as a public
good. It is nevertheless disappointing to see most central banks still focusing only
on domestic aspects rather than on cross-border aspects. At the same time, vested
interests and ideological beliefs could derail the implementations of CBDC in the
United States. If CBDCs are not interoperable and universal, financial segmentation
could worsen with a very high cost and massive financial instability. However, the
resulting crisis could also provoke a reaction of rationality, forcing national authori-
ties to be more cooperative, especially under the threat of global warming, which
cannot be resolved without multilateral coordination and an IMS reform.
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Introduction

There already exists a huge body of literature on cryptocurrencies, in general, and
the bitcoin, in particular, mostly dealing in detail with specific aspects of digital
currencies.! In contrast to this body of literature, this chapter aims at a systemic
analysis of the bitcoin phenomenon, that is, it deals with the origin, development,
and price dynamics of the bitcoin in the context of finance capitalism, which has
been shaping economic developments for almost half a century. The first part of this
chapter recapitulates the history and core properties of bitcoins and most other cryp-
tocurrencies (apart from stablecoins, which maintain a peg to fiat currencies). The

"For recent surveys, see Makarov and Schoar (2022), Fang et al. (2022), Aramonteand et al.
(2021), and Liu and Tsyvinski (2020).
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next part elaborates on the pattern of bitcoin price fluctuations as a result of the
interaction between news, technical trading systems (“algorithmic trading”), and
optimistic or pessimistic market sentiments. Then it is shown how this phenomenon
of “bullishness” or “bearishness”—being particularly pronounced in the bitcoin
market—creates and destroys “fictitious” financial wealth and how it impacts the
real economy. The final section deals with the growing importance of cryptocurren-
cies in the context of the currently predominant type of capitalism, for example,
“finance capitalism,” where striving for profits is focused on changes in the valua-
tion of already existing assets (in contrast to the “real capitalism” of the 1950s and
1960s). Although they are often portrayed as a means to improve the efficiency and
inclusiveness of the financial system, cryptocurrencies are in fact a product of the
shift to finance capitalism and its destabilizing effects, itself one of the main struc-
tural transformations that have given rise to the permacrisis era.

History and Properties of Bitcoins

In October 2008, an anonymous person (or a group of persons) published the con-
cept of a new cryptocurrency, the bitcoin, under the pseudonym Satoshi Nakamoto
(Nakamoto, 2008). On January 3, 2009, the first 50 bitcoins were created through
the “genesis block.” By construction, the total number of bitcoins is limited to 21
million. “Mining” of bitcoins is done through a decentralized process of registering
and verifying transactions in the form of data blocks (‘“blockchain”). The electrical
power needed for the computational effort of creating a new block rises with the
number of bitcoins already in circulation. Over the first two years of its existence,
the price of one bitcoin remained lower than $1 and was rising only slowly over the
following years (mining costs were negligible and demand for bitcoins was weak).
Only in 2017 did the bitcoin price surpass $1.000 when the first bubble took off
(Fig. 14.1): by the end of the year, one bitcoin was worth almost $20.000; afterward
the bull market tilted into a bear market and the price of one bitcoin fell to roughly
$4.000 by the end of 2018. In October 2020, a new bull market took off, and the
price of one bitcoin rose from $10.000 to $63.000 in April 2021, then fell back to
$30.000, boomed again and reached its all-time high in November 2021 (roughly
$67.000). Over the following 12 months, a marked bear market caused the bitcoin
price to fall drastically to roughly $15.000. Since then, it has been rising again in
several persistent trends to roughly $70.000 (Fig. 14.1).

The main reason why mining costs rise with the scarcity of bitcoins still to be
mined stems from the fact that the network operates without any central authority
that would register and document all transactions (centralized blockchain technol-
ogy). Instead, Satoshi Nakamoto wanted to create a payment system that would
work without any central data control, motivated by his distrust of state institutions
(Nakamoto, 2008). Hence, he had to rely on decentralized blockchain technology
where the computational effort rises progressively the more bitcoins are already
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Fig. 14.1 Price of one bitcoin in US dollars. (Source: https:/finance.yahho.com)

created (by July 2023, already 19.4 million bitcoins were in circulation, hence, there
only remain 1.6 million to be mined). Therefore, a huge and rising amount of elec-
trical energy is needed to generate a new block (as documented by the Cambridge
Bitcoin Energy Consumption Index). Depending on the source of power production,
the creation process of bitcoins and of cryptocurrencies in general raises carbon
emissions significantly (see University of Cambridge—Judge Business School,
2022). In addition, also the electronic waste rises because increasing demands on
the processing power of computers force the renewal of hardware 1-2 years after
instalment (de Vries & Stoll, 2021). For both reasons, mining and trading bitcoins
significantly burden the global environment.

Pattern of Bitcoin Price Dynamics

As with other speculative assets, bull and bear markets result from the interaction
between news, technical trading systems (“‘algorithmic trading”) and optimistic or
pessimistic market sentiments (“bullishness” or “bearishness”). If new pieces of
economic or political information trigger a price run, trend-following algo trading
systems produce buy signals (in case of an upward run). The longer a run lasts (usu-
ally only some seconds, seldom some minutes), the more it loses momentum.
Hence, contrarian models (they speculate on a change in the direction of a run)
produce sell signals (at the end of an upward run). Together with negative news they
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bring about a tilt from an upward into a downward run. When the market is “bull-
ish,” upward runs last a little bit longer than counter-movements bringing about a
short-term price trend in a stepwise process. Several of these trends accumulate to a
bull market, lasting sometimes even several years, as, for example, in stock markets.
Bear markets are brought about in an analogous manner when a pessimistic market
sentiment prevails.> In the case of cryptocurrencies, runs and trends are much
steeper so that bull and bear markets last much less and produce much bigger price
changes compared to “normal” financial asset markets (Fig. 14.1).

There are two main causes for the exceptional volatility of cryptocurrency prices:
the first is economic, the second psychological in nature. First, cryptocurrencies
(besides stablecoins) lack any intrinsic or fundamental value that would serve as a
“center of gravity” or as “attractor” as is the case of stock markets, foreign exchange
markets, or commodities markets. In these cases, market fundamentals restrict the
extent of “overshooting” (Schulmeister, this volume). Second, emotional factors
like overconfidence, gambling addiction, greed and fear, bandwagon behavior—
characteristics of “fast” speculation in general—seem to be particularly pronounced
in the case of cryptocurrency trading, bringing about strong but short-lasting bullish
or bearish sentiments. The related herding effects are then reinforced through the
Internet via social media (Delfabbro et al., 2021). The economic as well as the psy-
chological factors reinforce each other: the higher is the price volatility, the higher
are the chances for excessive profits, and the more attractive fast speculation
becomes, which then leads to higher volatility.

As in almost all speculative markets, most short-term trading is done in the
respective derivatives markets, predominantly using futures contracts. Therefore,
one does not need a “bitcoin wallet” but can easily buy or sell bitcoin futures (or
options) on a derivatives exchange. In this case, one would also profit from a lever-
age of 2: at a margin requirement of roughly 50% of contract value (e.g., 1 BTC),
one would cash in 20% of the margin payment if the bitcoin price changes by 10%
(provided one has bet on the right direction of the price movement).’

Creation and Destruction of Fictitious Wealth

What are the effects of cryptocurrency price volatility on the creation and destruc-
tion of (fictitious) financial wealth and its distribution? How do these wealth effects
impact the real economy, for example, through spending part of the additional
wealth on goods and services?

2For a more detailed description of the general pattern of asset price dynamics, see Schulmeister,
this volume (Chap. 19 of this book).

3Margin rates for a bitcoin future used to be lower but have risen due to the extremely high volatil-
ity of bitcoin prices. At the Chicago Mercantile Exchange (CME), e.g., margin rates increased
from 35% to 50% (in other words, the leverage ratio declined from 2.9 to 2).
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The introduction of cryptocurrencies, the growing diffusion of the belief that
they constitute both a new, state-free digital money as well as a new form of wealth
(“digital gold”), together with the limited amount of mineable tokens (in the case of
bitcoins), “created” financial wealth out of nothing, that is, just through higher valu-
ation (“fictitious capital”): in November 2021, the market value of all cryptocurren-
cies reached $2.830 billion, roughly 90% of the GDP of South America (12
countries). One year later, the market capitalization of cryptocurrencies declined to
roughly $830 billion (by roughly 70%). Since then, however, bitcoin has been
booming again, particularly since the beginning of 2024 when its price rose from
$40.000 to $68.000 in early March (Fig. 14.1). This bull market was triggered by the
fact that the US Security and Exchange Commission (SEC) approved Exchange
Traded Funds (ETFs) tracking the price of the bitcoin in early January 2024.

During a bitcoin appreciation process, all holders and buyers of bitcoins make a
valuation profit, and nobody suffers losses (sellers just do not profit from the appre-
ciation). The opposite is the case when a decline in bitcoin prices depreciates the
value of cryptocurrency wealth. Clearly, the same holds true for the revaluation or
devaluation of any asset like real estate, stocks, or other kinds of financial assets.
However, due to the exceptionally high price volatility of cryptocurrencies, the
respective valuation changes are particularly pronounced in this case.

If market capitalization of cryptocurrencies would fall back to their initial value
of zero, any net wealth effect would disappear (as in any zero-sum game). However,
over the whole cycle of appreciation and depreciation, income would have been
redistributed from mostly amateur “investors” to smarter and mostly already
wealthy traders. Such an increase in capital income inequality is most probably even
more pronounced in the case of trading and holding cryptos compared to other
financial assets since the former calls for specific skills and financial means as
regards the mining process, trading techniques, as well as keeping a capital buffer to
weather sharp price declines.

This presumption gets support from the concentration of both the mining capac-
ity and the ownership of bitcoins. As Makarov and Schoar (2021, p. 23) document,
the top 10% of all miners control 90% and just 0.1% of miners control roughly 50%
of mining capacity (about 50 miners). The authors also show that bitcoin balances
held at intermediaries (i.e., holding bitcoins on behalf of many investors) have been
rising steadily. “By the end of 2020 it is equal to 5.5 million bitcoins, roughly one-
third of Bitcoin in circulation. In contrast, individual investors collectively control
8.5 million bitcoins by the end of 2020. The individual holdings are still highly
concentrated: the top 1000 investors control about 3 million BTC and the top 10,000
investors own around 5 million bitcoins” (Makarov & Schoar, 2021, p. 30). Also,
the—almost costless—mining of more than 1 million bitcoins by Satoshi Nakamoto
himself after he (or she or they) had invented bitcoins must have contributed to
ownership concentration even though the identity of Nakamoto is still unknown
(Makarov & Schoar, 2021, p. 29).
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Cryptocurrency Wealth and the Real Economy

What is the impact of an appreciation or depreciation of (non-stablecoin) cryptocur-
rency wealth on the real economy? To the extent that at least some part of the addi-
tional (valuation) wealth (in the case of an appreciation) is spent on goods or
services, also the real economy profits from the creation of wealth out of nothing.
By the same token, devaluations of crypto wealth will dampen the demand for
goods and services. However, the—positive as well as negative—wealth effects on
the real economy will be smaller in the case of cryptocurrencies compared to “nor-
mal” assets like stocks, bonds, or real estate because the valuation changes of cryp-
tos are so much more extreme (Fig. 14.1), and, hence, perceived as less reliable. In
other words: a rise (fall) of the market capitalization of, for example, bitcoins will
stimulate (dampen) the real economy to a lesser extent than an equivalent change in
the value of stocks, bonds, or real estate.

As regards the general relationship between asset inflation/deflation and infla-
tion/deflation of goods and services (“flow inflation/deflation”), one can hypothe-
size the following: when (potential) investors expect a sustained appreciation of
assets of many kinds (i.e., a bullish market environment), they will shift demand
from the goods market to the asset market to profit from the expected valuation gain.
This behavior will strengthen asset inflation and dampen flow inflation. By contrast,
if assets are already highly valued and the goods market (i.e., flow) inflation is
expected to rise, asset holders shift their demand from asset markets to goods mar-
kets for two reasons. First, they want to avoid losses from asset devaluation due to a
decline in nominal asset prices as well as from a decline in real asset prices due to
rising (flow) inflation. Second, the expectation of rising goods’ prices motivates
people to bring forward future consumption into the present.

This (hypothesized) inverse interaction between expected asset inflation and
expected flow inflation contributes to a better understanding of inflationary dynam-
ics in past decades, in particular in recent times: when (‘“normal”) flow inflation of
goods and services was low, asset prices boomed (as between the early 1990s and
2020/21), when flow inflation accelerated, asset inflation tilted into a deflation (as
since 2021). Such an interaction also casts doubt on the promise or belief that bit-
coins can serve as a hedge against inflation: when global inflation started to strongly
accelerate in fall 2021, the value of bitcoins started to decline even more strongly
(Fig. 14.1).

Value and Functions of Bitcoins

In general, one can state that the value of cryptocurrencies consists of the belief that
they are valuable. Anchoring such a belief depends on three properties: the owner-
ship of cryptocurrencies is clearly defined, while being secret at the same time, and
the maximum number of cryptocurrencies is fixed. By construction, bitcoins do
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exhibit these properties. When a majority of (potential) bitcoin holders (measured
by their “money votes”) believe that its value will rise, it will rise and vice versa in
the case of pessimistic expectations. Of course, that just a belief directly creates its
own “reality” could not take place so easily if bitcoins had an intrinsic value and,
hence, a benchmark to judge whether it is over- or undervalued.

As regards the essence of bitcoins (and other similarly constructed cryptocurren-
cies), one can conclude the following from the above considerations:

* Bitcoins represent a virtual or fictitious financial asset that serves as an optimal
instrument for speculation but not for storing wealth. In other words, bitcoins do
not constitute “digital gold” because they lack any intrinsic value. Precisely for
that reason, bitcoins represent an optimal instrument for—primarily very
short-term—speculation.

* Bitcoins are not an appropriate medium of exchange because their price is
expressed in terms of the dominant fiat currency, that is, the US dollar, and fluc-
tuates widely due to its function as speculation vehicle. In other words, bitcoins
do not constitute “digital money” as any actor is forced to speculate before any
payment. If a payer expects the bitcoin to appreciate, he will pay in dollars, at the
same time the recipient will want to be paid in bitcoins and vice versa in the case
of an expected bitcoin depreciation.

The second property of bitcoins as “non-money” can empirically be demon-
strated using the experience of El Salvador with the adoption of bitcoins as legal
tender in September 2021 (for a comprehensive documentation, see Alvarez et al.,
2022). According to the “Bitcoin law,” bitcoins must be accepted as a means of pay-
ments for all kinds of transactions in business, finance, and the tax system as second
“national” money besides the (US) dollar. To promote the use of bitcoins, the
Salvadorean government launched the “Chivo,” a digital wallet to digitally trade
bitcoins and dollars free of transactions fees. In addition, everybody who down-
loaded the Chivo app received a $30 bonus. Also, the COVID-19 pandemic should
have incentivized the use of bitcoins as a means of payments.

In practice, however, this expectation did not materialize. Even though 68%
knew about the existence of the Chivo Wallet, only half of the adult population
downloaded the app, mostly in September 2021 and the subsequent months (virtu-
ally no downloads took place in 2022). The predominant motivation was the $30
bonus: after receiving and spending it, only 20% continued to use Chivo at least
sporadically. Therefore, Alvarez et al. (2022) summarize their study on the bitcoin
experiment in El Salvador as follows: “Our results show that, despite all incentives
and the enhanced attractiveness of contactless payments in the midst of the pan-
demic, bitcoin is not widely used as a medium of exchange and usage of Chivo is
low” (Alvarez et al., 2022, p. 19).

Bitcoins serve as a medium of exchange, that is, as “money substitute,” only in
two cases. In the first case, bitcoins are used to pay for illegal activities of all kinds,
from trading drugs or illegal pornography to money laundering. In the second case,
bitcoins serve as a means of money transfers in less developed countries where a
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(functioning) payment system does not exist or in countries where transfers should
be hidden from (authoritarian) regimes (e.g., in Russia or China).

As regards the first case, a study by Foley et al. (2019) concludes: “... approxi-
mately one-quarter of all users and close to one-half of transactions are associated
with illegal activity...... Illegal users of bitcoins tend to transact more, in smaller
sized transactions, often repeatedly transacting with a given counterparty......
These features are consistent with their use of bitcoin as a payment system rather
than for investment or speculation. (Foley et al., 2019, p. 1847). However, this
study excluded transactions on bitcoin exchanges (predominantly done for specu-
lative purposes) as they wanted to focus on payments transactions. As Makarov and
Schoar (2021) show, 90% of all bitcoin transactions are “spurious,” that is, caused
by strategies designed to impede the tracing of bitcoin flows. Out of the remaining
“real bitcoin volume,” 75% of transactions are carried out on bitcoin exchanges for
trading and speculation purposes. In addition, Foley et al. (2019) overstated the
role of bitcoin transactions for illegal activities (according to Makarov & Schoar,
2021) because their methodology could not discriminate sufficiently between “spu-
rious” and “real” transactions. Therefore, Makarov and Schoar (2021) conclude
that transactions not carried out on exchanges “such as illegal transactions or min-
ing rewards, explain only a minor part of total volume” (Makarov & Schoar,
2021, p. 29).

Despite these—partly methodological—differences, both (and most other empir-
ical bitcoin) studies agree on three facts: first, most bitcoin transactions are related
to trading and speculation. Second, transactions for illegal purposes do constitute a
serious problem. Third, bitcoins do not play any significant role in everyday transac-
tions in the real economy.

Besides normal speculation, an additional opportunity to make (huge) profits
stems from the fact that herding behavior rises with greed, gear, and the belief in
fast profits, all of which is particularly pronounced in the case of bitcoin specula-
tion: Internet “influencers” can trigger speculations of “bandwagonists” and exploit
them by anticipation. For example, in February 2021, bitcoin prices jumped after
Elon Musk had announced that Tesla would accept bitcoins as payments. By con-
trast, when he later in May announced the opposite because of the high-power
consumption of bitcoin mining, bitcoin prices fell. It was or would have been easy
for Elon Musk to buy or sell bitcoins (futures) in advance of these statements. An
even more extreme case is that of the Dogecoin. This cryptocurrency was created
by an IBM programmer (Billy Markus) and an Adobe programmer (Jackson
Palmer) as a parody of bitcoins in December 2013. It was intended to be worthless.
However, when Elon Musk made some enthusiastic comments about the Dogecoin
in December 2020 and January 2021, its price rose by a factor of 15 within 6 weeks,
and in April 2021 again by a factor of 10 (in total by a factor of roughly 150 within
few months!).
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The Bitcoin as an Incarnation of Finance Capitalism

The creation of cryptocurrencies, in general, and of bitcoins, in particular, fits per-
fectly into the main ideological, economic, and technological developments of past
decades, that is, neoliberalism, finance capitalism, and digitalization. Already since
the 1970s, these developments have gradually led to a transformation of the interna-
tional financial system that has contributed to the comprehensive systemic crisis,
which is referred to in this volume as Permacrisis.

Even though there exist different neoliberal “schools” like the Austrian School
(Hayek and Co.), the Chicago School (Friedman and Co.), or the (specifically)
German “Ordoliberals,” they all have in common the preference for market solu-
tions compared to policy interventions, irrespective of whether it concerns business
cycle policy, the welfare state, (financial) market regulations, or monetary policy. As
regards the latter, Hayek formulated in 1976 the most radical proposal that can also
be interpreted as the theoretical foundation of cryptocurrencies: money should be
privatized so that the governments would be deprived of their monopoly to create
“fiat money” (i.e., not backed by some scarce and valuable commodity like gold). In
such a way, the governments would no longer be able to enforce citizens to use this
national money as legal tender (Hayek, 1976).

Under the growing influence of neoliberal theories, specifically of Chicago-type
monetarism, the economic system was transformed from real capitalism as in the
1950s and 1960s to finance capitalism (Schulmeister, 2021). In the former, the
framework conditions like a strict regulation of financial markets, building up the
welfare state or full employment policy, directed striving for profit to activities in
the real economy, to investment, production, and trade, and, hence, to the creation
of real assets. In finance capitalism, by contrast, striving for profits focuses on finan-
cial, commodity, and real estate speculation, that is, on exploiting differences in the
valuation of already existing financial and real assets (securities, derivatives, com-
modities, real estate, etc.).

The different intentions of investments in stocks and in real estate, respectively,
illustrate the differences between the two types of capitalism: in real capitalism, one
buys shares to participate in a company and to (co-)finance its real investments; in
finance capitalism, one buys shares to profit from expected price increases. The
profit from real estate investments in real capitalism comes from the creation of
buildings, in finance capitalism increasingly from buying existing buildings expect-
ing their revaluation.

The transition from real to finance capitalism took place between the early 1970s
(transition from stable to unstable exchange rates and the related first oil price
shock) and the early 1980s (high interest rate policy, dollar appreciation, Latin
America debt crisis 1982). Over the four subsequent decades, the process of “finan-
cialization” has intensified more and more, driven by factors that have contributed
also to the genesis of what is conceived as Permacrisis in this volume. First, the
rising influence of the “free-market-paradigm” fostered a deepening of financial
market liberalization together with an ever-rising variety of financial innovations
(primarily derivatives of all kinds). Second, these developments facilitated financial
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speculation, at the same time, the slogan “Let your money work” became more and
more widespread, spilling over from traditional financial institutions to shadow
banks like hedge funds and amateur traders. Third, the process of digitalization in
all its manifestations (hardware, software, the Internet) provided the basis for elec-
tronic trading platforms and for the global availability of price data at ever higher
frequencies (up to microseconds), which in turn raised the speed of trading, in most
cases automatically executed by algorithms. Fourth, because of these developments,
financial instability has been growing over the short as well as over the long run.

The creation and diffusion of cryptocurrencies have taken the process of finan-
cialization to the extreme and can therefore be conceived as a final stage in the
development of finance capitalism, its logic of profit-making has reached its (provi-
sional) completion: virtual assets lacking any intrinsic (“fundamental’”’) value enable
profits that come exclusively from changes in the beliefs of their values.

Summary and Conclusions

This chapter showed that bitcoins and cryptocurrencies in general can be under-
stood as the incarnation of finance capitalism, legitimized by neoliberal theories,
and enhanced by digitalization. It advances six conclusions as preliminary answers
to the questions raised in the introduction to this essay. First, the value of bitcoins
(and of most other non-stablecoin cryptocurrencies) consists exclusively of the
belief that they are valuable—in contrast to “normal” assets like stocks, real estate,
commodities, or works of art that do have an intrinsic value. Second, bitcoin prices
fluctuate much more than “normal” asset prices, in part because they lack any intrin-
sic value serving as some “center of gravity.” Third, like other asset prices crypto-
currency prices move in a sequence of bull markets and bear markets, however, in a
particularly pronounced extent. Fourth, bull markets create fictitious wealth, bear
markets destroy it. Fifth, the effect of these valuation fluctuations on demand for
goods and services is smaller than in the case of “normal” assets. Sixth, bitcoins and
other cryptocurrencies neither serve as a medium of exchange (“digital money”) nor
as a store of wealth (“digital gold”) but as an efficient vehicle fo—predominantly
short-term—speculation. In sum, cryptocurrencies add another element to the con-
ditions of increased uncertainty and volatility, which are constitutive features of the
permacrisis environment discussed in this volume.
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Introduction

In the different forms they can take, private or issued by central banks, digital cur-
rencies are becoming a reality around the world. In addition to the alleged advan-
tages in terms of transaction cost reduction and agility gains, the creation of digital
currencies can alter the distribution of monetary power among countries, and among
the public and private sector, that is, states and markets, to paraphrase the title of
Susan Strange’s pioneering book in the discipline of international political economy
(Strange, 2015). Both dynamics are relevant in the current global context marked by
instability and crisis, referred to in this volume as Permacrisis.
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This chapter focuses on the creation of digital currencies by central banks; a
recent report by the International Monetary Fund (IMF) states that the level of
global interest in Central Bank Digital Currencies (CBDCs) is unprecedented and
that “more than two-thirds of central banks are likely to issue a retail CBDC in the
short or medium term (within the next six years)” (IMF, 2023, p. 6). As Ghymers
(this volume) discusses, CBDCs are to a large extent responses by governments to
threats of monetary sovereignty posed by crypto assets and monopolistic private
firms. Another report from the IMF, produced to support central banks in this
endeavor, states that “CBDC should therefore be approached with caution, and cen-
tral banks should carefully assess whether and how it should be implemented. But
the same uncertainty also calls for exploring CBDC proactively—there is a risk that
central banks will find themselves unprepared in the future and increasingly unable
to carry out their basic functions without CBDC. Central banks therefore also need
to consider risks arising from not exploring CBDC” (Soderberg et al., 2003, p. 3).

The intensification of international financial flows and deregulation has precipi-
tated numerous financial crises in the past, such as in Asia and Latin America, as
well as the global financial crisis and the Euro debt crisis that followed. Moreover,
as Bilotta (2024) argues in this volume, competition between the United States and
China in the area of digital currencies may be already taking place; therefore, it is
important to understand in more depth the potential economic, social, and political
impacts of the creation of digital currencies at the domestic and international levels.

The huge success of the instant payment system set up by the Brazilian central
bank in 2020 (Pix) and the launching of the Brazilian central bank digital currency
(Drex) foreseen to take place in 2024 make Brazil an interesting case. Brazil’s long
and chronic inflationary history left the national currency with a legacy of low
attractiveness and credibility for decades. Inflation was controlled in the mid-1990s,
with a monetary reform that created a new currency, the Real, but despite more than
30 years of relative stability and the consolidation of Brazil as a large emerging
economy, the Real is not a relevant currency in global exchange markets. The same
inflationary past was, however, also responsible for financial innovations to protect
the income of businesses, households, and the public sector. Such innovations
included indexation, that is, the automatic overnight remuneration on deposits, that
was adopted and quickly spread to contracts and payments. Innovations also allowed
financial institutions to make immense profits, at the cost of the “bankless” popula-
tion as discussed below. Brazil is also referred to as an “emerging market,” and
historically very active at the multilateral level, with a reformist agenda at the
Bretton Woods institutions, including at the level of cooperation with the BRICS
and the G20. Brazil has, however, not cooperated much at the regional level, that is,
in Latin America, or with the European Union, the two regions addressed in
this volume.

This chapter analyzes, therefore, the creation of a digital currency by the Brazilian
central bank and discusses potential economic, social, and political effects at the
domestic, regional, and global levels, with a focus on the cooperation in Latin
America and with the European Union. The first section analyzes the historical
process of digitalization in the Brazilian financial system and, therefore, the
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domestic conditions under which the project of a Central Bank Digital Currency
was launched. The second section analyzes the project itself, its design, and imple-
mentation. The last section discusses the possible effects of the Brazilian CBDC.

The Path to Digitalization in the Brazilian Financial System

Since the establishment of the first banking institution to operate in the country, the
Banco do Brasil, in 1808,! Brazil’s economic history has been shaped by the pres-
ence and considerable influence of banking institutions as major players. One of the
primary challenges of the Brazilian financial system, if not the foremost, has been
the strong concentration in the banking sector that evolved over the years and still
exists. The dominance of major banks in the Brazilian economy has long character-
ized the sector’s landscape (Maia, 1999; Chang et al., 2008; Hordones & Sanvicente,
2021). The high and persistent inflation experienced in Brazil during the latter half
of the twentieth century? reinforced this pattern of concentration, but, on the other
hand, led to technological modernization so that banks could manage their opera-
tions effectively and safeguard deposits against inflation, such as the above-
mentioned indexation, and the deployment of automated teller machines (ATMs).
These investments in technology were implemented by contracting external firms or
establishing subsidiary companies.?

After the 1994 monetary reform, known as the Real Plan, the gradual decline in
inflation rates prompted banks to reassess their market strategies due to reduced
revenue from inflation made with indexation. Throughout the 1990s, numerous
financial institutions in Brazil encountered crises, prompting the government to
implement extensive rescue measures spanning both private and public banks
(Maia, 1999; Wise & Lins, 2015). This process spurred significant restructuring
within the banking system, resulting in even higher concentration through a series
of mergers and acquisitions. Graph 15.1 shows two decades of Brazilian bank con-
centration levels. In addition to highlighting the elevated concentration, the data
reveals that periods of economic crises such as the global financial crisis (2008—2009)
and the Brazilian recession (2013-2016) contributed to increased bank concentra-
tion, further consolidating power among the largest institutions.

! The bank was created at the request of then Prince Regent of the Portuguese Empire D. Jodo, who
arrived in Brazil that year fleeing from the Napoleonic wars. This first bank was liquidated but the
name was used in the following banks, private and then public, and from 1905 it was the govern-
ment’s main instrument for monetary policies until the central bank, the current monetary author-
ity, was created in 1964 (Westin, 2023).

2In 1990, the Brazilian monthly inflation rates for January, February, and March were 71.9%,
71.7%, and 81.3%, respectively, configuring a situation of hyperinflation.

3For example, one of the largest bank conglomerates, Itai Bank, created in 1979 Itautec S.A., a
Brazilian company that manufactured IT equipment, commercial automation, and banking auto-
mation. The company remained under the control of the conglomerate until 2013.
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Graph 15.1 Bank concentration in Brazil, percent of total assets. (Note: (a) (blue line) Assets of
the five largest banks as a share of total commercial banking assets. (b) (orange line) Assets of the
three largest commercial banks as a share of total commercial banking assets. Total assets include
total earning assets, cash and due from banks, foreclosed real estate, fixed assets, goodwill, other
intangibles, current tax assets, deferred tax, discontinued operations, and other assets. Source:
World Bank Global Financial Development Database. Available at: https://databank.worldbank.
org/source/global-financial-development#)

The historical path of concentration, engagement of technological modernization
and profitability, and therefore, power in the Brazilian economy and political sys-
tem, has contributed to the active participation of the banking sector in the process
of digitalization of finance alongside the Central Bank. Despite the Brazilian econ-
omy growth at an average rate of 0.53% between 2013 and 2022, the banking sec-
tor’s profitability remained notably high, as shown in Graph 15.2.

Feld et al. (2021: 2.1) argue that the survival of banks is linked to the way they
address the new opportunities derived from technological advancements and that
they must rethink their strategies and adapt their ways of providing services. Still,
according to them, the Brazilian central bank has been playing a tremendously
important role in driving these changes forward in coordination with private finan-
cial institutions and in anticipation of market dynamics. These transformations can
be seen in the advent of new banking transaction channels, which have swiftly
changed the way customers engage with banking services. Graph 15.3 shows a sig-
nificant shift in transactions over an 8-year period: digital banking accounted for a
substantial portion in 2018, with mobile and Internet banking comprising 63%. By
2022, this figure surged to 77% of transactions for major banks, with mobile bank-
ing increasing from 41% to 66%.

To sum up, the Brazilian central bank and the public and private banking sectors
have engaged intensively in the landscape of technological innovation spreading
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Graph 15.2 Bank profitability in the Brazilian banking system. (Note: (a) Accounting value of
banks’ net interest revenue as a share of their average interest-bearing (total earning) assets. (b)
Commercial banks’ after-tax net income to yearly averaged total assets. (¢) Commercial banks’
(totality) after-tax net income to yearly averaged equity. Source: World Bank Global Financial
Development Database. Available at: https://databank.worldbank.org/source/
global-financial-development#)

worldwide, favored by domestic characteristics that evolved historically. They have
established strategies for reshaping domestic financial systems and facilitating
cross-border transactions. The emerging dynamics between financial institutions
and central banks encompass various dimensions, including regulation, technologi-
cal infrastructure, market competition, and potential alliances or cooperation agree-
ments with foreign and global agents.

Pix and Drex: What Has Been Done So Far in Brazilian
Digital Banking?

A direct precursor of the Brazilian CBDC is the so-called Pix. Pix is the instant pay-
ment ecosystem that can be seen as a stage in the process of digitalization of finances
and digital economy, but it is not a digital currency, it is only a modality of transfer
with the defining characteristic of being instantaneous, and available anytime. Pix
started to be developed officially in 2018 and was implemented in November 2020,
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Graph 15.3 Distribution of transactions by channels, percent. (Note: The figures stem from a
survey conducted between April and May 2023, encompassing 18 banks that collectively represent
86% of bank assets in Brazil. Source: FEBRABAN & Deloitte (2023), p. 7)

but the project started at the central bank as early as 2016.* The central bank defines
Pix’s rules and manages the operational platforms, providing the technological
infrastructure, that is not based on blockchain, rather, a centralized digital platform
among the Brazilian central bank, financial and payment institutions. Pix has been
a success among the population; more than 158 million Brazilians use it, out of a
population of ca. 200 million, and, from November 2020 to October 2023, ca. 66
billion transactions were concluded, with a value of almost 30 trillion BRL (ca. 6
trillion USD). In the first semester of 2023, Pix represented more than 90% of all
banking transactions including transactions with debit and credit cards, other
modalities of transfer (TED, DOC, TEC), and bills and checks (Sutto, 2023; Fluid,
2024). Despite this success in terms of the increase in the number of users and their
apparent support of Pix, the inclusion of the population in the financial system com-
bined with existing social and economic inequalities must be critically assessed as
this could lead to vicious circles of indebtedness, depending on the regulatory
framework (Lavinas, 2017).

In parallel to innovations in transfers, the Brazilian central bank is also working
on the creation of a digital currency, the Digital Brazilian Real (Drex), to be launched
in 2024. CBDCs are national currencies in digital format, issued on digital plat-
forms operated by the central bank of the country. Traditional national currencies
are the banknotes and coins issued by central bank, which are in circulation in the
economy and can be deposited in banks, cooperatives, payment institutions, and

“The concept of establishing an instant payments system was initially introduced by the central
bank in 2016 and during Ilan Goldfajn’s tenure as the central bank governor, in 2018, the system
started to be actively deployed and implemented.
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other institutions authorized by the central bank. Digital currencies are issued by the
central bank for wholesale transactions (settlement of transactions between autho-
rized institutions) or institutions authorized by the central bank for retail transac-
tions with their clients (BCB site). According to a report published by the Bank of
International Settlements (BIS, 2021: 4), “if the CBDC is intended to be a digital
equivalent of cash for use by end users (households and businesses), it is referred to
as a ‘general purpose’ or ’retail’ CBDC. In contrast to retail CBDC, ‘wholesale’
CBDC targets a different group of eligible users. It is designed for restricted access
by financial institutions and is similar to today’s central bank reserve and settlement
accounts.” CBDCs can also be classified according to whether they are based in
accounts or values, if their validation and registration is direct (single-tier retail) or
indirect (two-tier retail),’ if they are centralized or decentralized, costly or not; the
latter being a particular controversial point given that currency is not supposed to
yield interest (Afonso et al., 2022: 461). Other relevant technical aspects are the
technological options, that is, blockchain, the legal framework, including the ques-
tion of privacy. The Brazilian central bank is following this topic for some years,
and in August 2020 it established a Working Group to study the issuing of the
Brazilian digital currency. The Working Group led to the creation of the “Guidelines
of the Digital Real” in 2021, which was updated in 2023 (BCB, 2023a). A research
laboratory in virtual collaborative space to assess the potential uses of the digital
currency and its technological viability, called “LIFT Challenge Real Digital,” was
also established (BCB Site).

Regarding the legal framework, the central bank consistently fortified its role
throughout each stage of the process. In 2022, Law No 14.478 was enacted
(Republica Federativa do Brasil, 2022) establishing guidelines for the provision of
virtual asset services and regulating virtual asset service providers. It also amended
previous regulations pertaining to fraud involving virtual assets, securities, or finan-
cial assets, and expanded the scope of norms addressing crimes against the national
financial system and money laundering to encompass virtual asset service providers
within its provisions. In June 2023, the decree No. 11563 regulated Law No. 14.478
to bestow the central bank of Brazil with powers and competence to regulate and
supervise all operations with virtual assets.

The key characteristics of the Drex were established by the 2023 guidelines as
follows:

1. Emphasis on the development of innovative models with the incorporation of tech-

nologies such as smart contracts and programmable money,® compatible with the settle-
ment of transactions through the “Internet of Things” (IoT).

5 According to Sampaio and Centeno (2022, p. 13): “In the direct mechanism, the operationaliza-
tion of the payment system (processing and recording) of all transactions with CBDC would be the
responsibility of the central bank. In the case of indirect transactions, the intermediary may be a
commercial bank or other financial institution.”

¢ According to Lee (2021, not numbered): “Two natural components of the definition are a digital
form of money and a mechanism for specifying the automated behavior of that money through a
computer program” (this mechanism is termed “programmability” in this note). However, it is not
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2. Focus on developing online applications, keeping in mind the possibility of offline payments.

3. Issuance of wholesale Drex by the central bank as a means of payment to enable the offer of
retail financial services settled through retail Drex issued by participants in the National
Financial System (SFN) and the Brazilian Payment System (SPB).

4. Application of current standards and rules for operations carried out on the Drex platform.

5. Ensuring legal certainty in operations carried out on the Drex platform.

6. Guarantee of the principles and rules of privacy and security laid down in Brazilian law, in
particular the Banking Secrecy Act and the LGPD.

7. Technological design that enables full compliance with international recommendations and
legal standards on the prevention of money laundering, terrorist financing, and the financing of
the proliferation of weapons of mass destruction, including in fulfillment of court orders to
trace illicit operations.

8. Adoption of a DLT’-based technological solution that enables registration of assets of different
kinds, decentralization in the provision of products and services, interoperability with legacy
domestic systems and with other systems for registering and transferring information and trad-
ing regulated digital assets, and integration with systems in other jurisdictions, with a view to
making cross-border payments.

9. Adoption of resilience and cybersecurity standards equivalent to those applicable to critical
financial market infrastructures (BCB, 2023a).

The legal structure for Drex will take into account the pilot phase conducted by
the central bank since July 2023. Initially, participants from the financial sector
were selected to test privacy and programmability features in certain types of trans-
actions between institutions, followed by subsequent tests involving the general
population (BCB, 2023b)

Positive elements of CBDCs highlighted in the literature are the potential for
financial inclusion, reduction of costs of emission and maintenance, safety, and
transparency. Fabio Aradjo, then project leader of the Digital Brazilian Real
Initiative at the central bank of Brazil, states that the main objective of the Brazilian
CBDC is “to provide entrepreneurs with a safe and reliable environment to innovate
through the use of programmability technologies, such as programable money and
smart contracts,” and that the potential inclusion of the population in terms of their
access to the products is high (Aratijo, 2022: 32). In a publication by the LIFT labo-
ratory, Orestes and Townsend (2023: 4) state that the main goal of Drex is “to create
a reliable and secure infrastructure for innovations that include but go beyond pro-
grammable money and enable smart contract technology, not just for payments but
also for improved wholesale and retail financial infrastructure,” but highlight that

clear whether these components alone are sufficient for a definition, given that various combina-
tions of similar technology for payments automation have existed for decades. It was only after the
advent of public blockchain cryptocurrencies that the term “programmable money” became com-
mon parlance.

"DLT is the acronym for Distributed Ledger Technology, a type of registration of information that
is decentralized and distributed in a network, allowing for greater transparency. Blockchains are
DLTs, but not all DLTs are blockchains as the latter are public and open source, having been devel-
oped in 2008 by Satoshi Nakamoto for the cryptocurrency bitcoin. DLTs are very similar to block-
chains but they require permissions to be accessed and are developed to attend the necessities of
specific groups (Exame, 2020).
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while advanced economies often focus on improving the safety and efficiency, for
emerging market economies financial inclusion is usually a priority too.

Despite the positive expectations advanced by the Brazilian central bank about
the Drex, looking from a broader perspective, the digitalization of finances and the
creation of CBDCs have significative distributive effects and geopolitical implica-
tions, which are extremely important, given the historical disputes surrounding
claims for reform of the international monetary system, topics that are dis-
cussed below.

Discussing the Potential Effects of the Brazilian CBDC

The process of digitalization of monetary and financial transactions, in general, and
the creation of a central bank digital currency in Brazil, in particular, is most likely
to have a considerable impact both domestically and across borders, and gives rise
to a multitude of economic, social, and foreign relations considerations. Orestes and
Townsend (2023) extensively explore the potential impacts of monetary digitaliza-
tion on consumers, small- and medium-sized enterprises, domestic asset transfers,
and Brazil’s cross-border operations. Profound changes are expected in the opera-
tional paradigms of financial institutions within national boundaries, redefining the
landscape of competition and profitability for banks and other intermediaries. The
impact is expected to be even more transformative on the international level as
direct exchanges between countries might surge and bypass the need for intermedi-
ary currencies from third-party nations and diminish the dependence on the US
dollar (Prasad, 2022; Kuehnlenz et al., 2023). This section explores, firstly, expected
changes at the domestic level and then delves into considerations pertaining to inter-
national relations.

One of the economic consequences of the digitalization of transactions involves
the restructuring of the functions and operations of financial institutions. In a hypo-
thetical scenario where each citizen possesses an account with the central bank and
transactions can occur directly between individuals and businesses digitally, bank-
ing disintermediation could be a potential outcome. Despite the widespread interest,
there are concerns that a CBDC could potentially displace a significant portion of
bank deposits. The question then arises as to what extent would a central bank digi-
tal currency compete with traditional banks. In Brazil, the ongoing initiatives by
major financial institutions and the intense exchange that unfolds between them and
the central bank suggest an impending adaptation process between banks and the
monetary authority, which holds jurisdiction over standards and regulations. Araujo
(2022) discusses the potential impacts of currency digitalization in Brazil and calls
attention to the significance of the cooperation between private institutions and the
central bank in the development of a regulated liability network to prevent financial
disintermediation, which stands, in his view, as a fundamental pillar for the initia-
tive’s success. In his words: “In the case of Brazil, where the CBDC held by the
general public will not bear interest, if risk perception is limited, the preference for



242 M. A. Del Tedesco Lins and A. Ribeiro Hoffmann

a CBDC can be offset by rewards offered by banks or PSPs in order to generate
demand for their tokens. Such rewards could, for instance, be a small yield on those
holdings” (Araujo, 2022, p. 36).

Within the social realm, a central concern emerges around citizens’ access to the
totality of the digital financial infrastructure. On one hand, the experience with Pix
has demonstrated a significant capacity for financial inclusion. Alongside the rapid
growth of fintechs over the past decade (WEF, 2024), the expansion of digital bank-
ing and the capability to conduct transactions from checking and savings accounts,
regardless of balance, have facilitated financial inclusion for lower-income seg-
ments of society. The possession of a mobile phone serves as the sole entry require-
ment for the Pix payment system. On the other hand, the rapid pace of technological
advancement may leave less privileged groups lagging in accessing new
opportunities.

Considering the societal impacts of making digital assets available to the popula-
tion, regardless of its social and economic composition, a critical question is the
privacy concerning citizens’ financial affairs and spending habits. In a scenario
where approximately two-thirds or more of the population conduct all their finan-
cial transactions through digital currencies, whether via individual accounts with
the central bank or intermediated by private banking entities, transaction mediators
would promptly possess comprehensive records of citizens’ economic activities.
While technology may enable some degree of anonymity and privacy in payment
systems, it is foreseeable that individuals may face constraints in controlling finan-
cial institutions’ access to their data.

From a political economy and geopolitical perspective, the digital revolution in
general, and the innovations in the global monetary system will have effects in the
distribution of power and therefore the global order (Prasad, 2022). Given the cur-
rent context of Permacrisis, hegemonic disputes, and the leading role of China in the
CBDCs, it is key to deepen the understanding of the implications of these changes
for Brazil at the regional and global levels.

Cross-border payments through CBDCs need the interoperability between dif-
ferent systems to allow gains of speed and efficiency to transactions. There exist
alternatives to creating technical and legal frameworks to facilitate exchanges
between CBDCs. One option is to consider them as traditional currencies, recog-
nized within their issuing nations and accepted for transactions with foreign coun-
tries. This approach would lead to minimal disruption to the existing system and
would not depend on cooperation between central banks. Yet another possibility
entails central banks collaborating to establish settlement arrangements and enabling
agents to maintain diverse portfolios of CBDCs. Further levels of cooperation could
lead to the development of multiple CBDC structures, empowering agents to man-
age distinct wallets (Kuehnlenz et al., 2023). Since in this volume we are particu-
larly interested in the regional level and relations among the EU and LAC countries,
this section will focus on the possible effects of the Brazilian CBCD to Mercosur
and to interregional relations with the EU, that is, EU-Mercosur and EU-CELAC
relations. Given their relevance to Brazilian positions, we also briefly discuss the
initiatives under the BRICS.
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As Sampaio and Centeno (2022: 18) note: “An interesting aspect about CBDC is
that CBs are not working individually. There are currently seven cross-border
CBDC projects. This cooperation is mainly related to the possible implications that
CBDCs may have on international flows. The pioneer was the Multiple CBDC
(m-CBDC) Bridge, a project with the central banks of China, the United Arab
Emirates, Hong Kong, and Thailand in partnership with the BIS Innovation Hub15.
The objective is to enable an international payments system that would work at any
day and time and would use wholesale CBDC. With similar motivations, there are
the Dunbar projects (Australia, Singapore, Malaysia, and South Africa); Helvetia
(Switzerland and BIS), Jasper (Canada, UK, and Singapore); Aber (Saudi Arabia
and the United Arab Emirates); Jura (France, Switzerland and BIS) and Onyx
(France and Singapore).”

So far there are, therefore, no cooperation arrangements among central banks
within LAC countries or promoted by LAC regional organizations. In a context of
increasing competition between China and the United States, it would be in their
interest to establish strategies, but the region is divided in terms of their interests,
given that some countries have fully dollarized their economies, namely, Ecuador,
El Salvador, Panama, Belize, Bermuda, in addition to the Free-Associated State of
Puerto Rico, which is a US unincorporated territory. Cooperation in macroeconomic
policy and finance has been hardly addressed in regional initiatives of cooperation
(Lins & Ribeiro Hoffmann, 2021). Mercosur aimed to be a common market, includ-
ing the free circulation of capital, and projects for a common currency were dis-
cussed, but this is the area that advanced the least over its 30 years of existence
(Ribeiro Hoffmann, 2020). The proposals advanced by recently elected President
Javier Milei in Argentina to adopt the US dollar would make this possibility even
more remote, despite generalized skepticism about this proposal given the condi-
tions of the economy.

LAC countries have also not engaged much with the EU; therefore, this could be
an avenue for collaboration to strengthen the EU-CELAC bi-regional partnership,
as also discussed by Billotta (2024) in this volume. One mechanism could be the
incorporation of experts’ dialogues at the EU-CELAC level, and, in the case of
Brazil, a renewal of sectorial dialogues in the EU-Brazil Partnership. Despite the
problems to Mercosur caused by the bilateral partnership, this could be important
geopolitically, given the participation of Brazil in the BRICS and the enlargement
of the BRICS to Egypt, Ethiopia, Iran, Saudi Arabia, and the United Arab Emirates.
The latter is already collaborating with China in the Multiple CBDC Bridge, while
Russia is also a leading country in digital currencies.

Final Reflections

The first section of this chapter argued that Brazil has a history of finance innovation
due to its past economic instabilities and the characteristics of the domestic system
such as high levels of concentration and profitability that made it possible for the
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banking sector to invest in technology. The second section showed how, in the con-
text of the current worldwide process of acceleration of digitalization of finance,
Brazil has created an instantaneous system for transfers, the Pix, in 2020, which is
a major success with the population, and is expected to implement a central bank
digital currency, the Drex, in 2024. The third section discussed possible economic,
social, and (geo)political effects of these processes at the domestic and international
levels in order to contribute to the incipient literature and debates with the public at
large about these processes.

We argued that the effects at the domestic level include, firstly, the potential dis-
placement of bank deposits, especially in light of the overall acceptance of the Pix
by the population. Financial inclusion might increase as well, but in the absence of
arobust regulatory framework and protection of clients, the gap with less privileged
groups might increase in light of past experiences in the country, and the level of
inequalities, that increased since the COVID-19 pandemic. More transparency and
information as well as a proper regulatory framework are key, therefore, in order to
ensure that the benefits overcome the risks, as also discussed by Barkas (this vol-
ume). Finally, privacy is another important matter to be considered, especially in the
context of democratic fragility.

The effects of the adoption of central bank digital currencies are expected to be
even greater at the international level given the current hegemonic competition
between the United States and China at the global level, and the possible displace-
ment of the centrality of the US dollar in the international financial and monetary
systems. Despite the advancements in digital finance at the domestic level, Brazil
has not done much at the international level. The reduction of the dependence on the
US dollar could be a main benefit for the country, but only in a framework of col-
laboration with other countries and with the aim of increasing the legitimacy of the
system and assuring stability. Also relevant in that regard is Ghymers’ (this volume)
discussion about the possibility, for instance, of the creation of digital Special
Drawing Rights (SDR) to rebalance and stabilize the International Monetary System
(IMS). However, so far Brazil has engaged only in initial discussions and collabora-
tions about these matters in the context of the BRICS and the G20, but not at the
regional level in Latin America, or with the European Union. In light of the objec-
tives of this volume and the strengthening of the EU-CELAC Partnership, we
believe that there is a considerable potential to improve exchanges and cooperation
between Brazil and Latin American countries in the context of CELAC, as well as
in the bilateral and interregional relations between CELAC and the European Union.
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The Role of FinTech for the Financial System

In an era of permacrisis, the role of financial technology (FinTech) gains greater
prominence. The term “FinTech” has become emblematic of the vast array of inno-
vative business models emerging within the financial market. These innovative
approaches encompass a multitude of technological advancements across various
sectors within the financial industry. Although the new FinTech business models are
heterogeneous, they all share a common trait: changing the market and driving new
efficient products and services (Lerner & Tufano, 2011). Together, the diverse

A. Kotovskaia (P)
Centres for European Policy Network, Berlin, Germany
e-mail: kotovskaia@cep.eu

© The Author(s) 2025 247
D. Katsikas et al. (eds.), Finance, Growth and Democracy: Connections and

Challenges in Europe and Latin America in the Era of Permacrisis, United Nations

University Series on Regionalism 33, https://doi.org/10.1007/978-3-031-68475-3_16


http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-031-68475-3_16&domain=pdf
https://doi.org/10.1007/978-3-031-68475-3_16#DOI
mailto:kotovskaia@cep.eu

248 A. Kotovskaia

entities considered as FinTechs are transforming the landscape of the financial
industry and hold the potential to significantly influence the stability and resilience
of the financial system (FSB, 2017). In recent years, FinTech companies have
already demonstrated a significant impact on global finance (Stern, 2017).

FinTech solutions, born out of innovation and technology (Haddad & Hornuf,
2019; Tufano, 2003), offer new opportunities in the uncertainty of our times, and
change the way to manage, access, and secure financial resources. In this context,
exploring the multifaceted role of FinTech in addressing challenges and mitigating
the effects of the permacrisis is of paramount importance.

The Disruptive Nature of FinTech

This transformative concept of FinTech exerts a disruptive force (Bower &
Christensen, 1995) and harbors the potential to significantly reshape the global
financial system (Claessens et al., 2018; Philippon, 2019). The need for innovation
in the financial sector is driven primarily by customers (both commercial clients and
consumers) who determine the trends of financial market development (Megargel
et al., 2017). Their main requirements are acceleration of transaction execution,
round-the-clock access to services, more convenient and understandable use of
products and services, and the ability to obtain multiple products and services
through a single interface. Using cutting-edge technologies, data science, and con-
nectivity, FinTechs have revolutionized conventional financial transaction methods
and introduced novel financial products and services that are now accessible world-
wide. FinTechs have therefore contributed to the rapid growth of the financial mar-
ket. The development of innovative products and services relies on a combination of
interconnected factors such as access to funding, regulatory frameworks, technol-
ogy, market demand, and the development of human capital (Nicoletti, 2017;
Mention, 2019). For this reason, the progress of FinTech varies depending on the
region and jurisdiction.

The emergence of the first FinTech companies in the late 2000s was catalyzed by
the aftermath of the global financial crisis of 2008 (Koetter & Blaseg, 2015). The
crisis eroded public trust in traditional banking institutions (Guiso et al., 2013),
prompting the birth of startups and novel business models designed to address
evolving customer needs and heightened demands. Simultaneously, regulatory
changes in the banking sector, coupled with the deteriorating conditions in the
financial market, compelled numerous banks across the globe to tighten their eligi-
bility criteria for potential borrowers (Lopez de Silanes et al., 2015). Thus, the
financial crisis exacerbated the challenges faced by enterprises seeking capital. All
this opened the way for young FinTech startups to occupy new niches in the market.
Crowdlending and crowdfunding platforms emerged as popular alternatives for
individuals and businesses struggling to obtain financing from traditional financial
institutions (Gierczak et al., 2016; Koetter & Blaseg, 2015; Klohn, 2018). Through
greater flexibility and the integration of innovative technologies, many startups have
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been able to offer more favorable terms to their customers compared to traditional
financial service providers (Leboeuf & Schwienbacher, 2018).

In the times of permacrisis, FinTechs increase further their significance.! In
recent years, there has been a substantial increase in alternative lending activities on
a global scale.”? This surge, however, has exhibited notable variations across coun-
tries, owing to distinct factors such as the level of economic development and the
composition of the financial market. Specifically, the amplitude of FinTech lending
operations tends to be more pronounced in nations characterized by higher national
incomes and a less competitive landscape within the banking sector. Furthermore,
jurisdictions with more lenient banking regulations have witnessed a heightened
prevalence of FinTech-driven lending (IMF, 2023a).

Beyond lending, FinTechs also have a disruptive impact on the wealth manage-
ment landscape. Historically, many wealth management providers were disinclined
to serve clients with investments falling below a certain threshold. This landscape
has undergone a transformation with the introduction of robo-advisors that have the
capacity to rapidly assess and formulate appropriate wealth management strategies
through algorithmic means (Maume, 2021; Papadimitri et al., 2021; Tertilt &
Scholz, 2018). Consequently, such technologies have rendered wealth management
services more accessible and adaptable to a broader clientele (Bakardjieva
Engelbrekt et al., 2021). Furthermore, FinTech unveils a vast array of opportunities
within the payments sector, characterized by cost-effectiveness, real-time transac-
tion capabilities, and accelerated accessibility for consumers. Thus, FinTechs can
enhance financial inclusion, particularly for individuals and small- and medium-
sized enterprises (SMEs).

Initially, the focus of FinTech providers was on a key service, in the provision of
which the startups aimed to achieve the greatest possible efficiency. However, cur-
rent trends are shifting in favor of enterprises offering a diversified portfolio of
products and services, with notable prominence afforded to industry giants,
BigTechs,’® and platform-based entities (Parker et al., 2017). BigTechs, a contraction
of the term “big technology,” encompasses significant multinational technology
corporations that wield substantial influence and possess the capabilities to perturb
the financial sector. These established market players already possess a substantial
customer base, enabling them to swiftly attract customers for their new products
and services. Owing to their formidable bargaining power, utilization of Big Data,
and deployment of advanced analytical tools, these technology conglomerates have

'The trajectory of this trend is set by the dynamic and ever-evolving nature of the modern world,
influenced by globalization and technological progress (see Chap. 1).

2Based on an industry analysis conducted by Allied Research in 2021, the size of the global
FinTech lending market reached $450 billion in 2020 and is anticipated to soar to $4957 billion by
2030. By way of illustration, the FinTech lending market in Latin America witnessed an increase
from $0.7 billion in 2017 to $6 billion in 2020 (IMF, 2023c).

3Beyond the widely acknowledged quartet of tech giants known as GAFA, which consists of
Google, Apple, Facebook, and Amazon, BigTechs also encompass a more extensive range of influ-
ential players, including notable Chinese corporations like Alibaba and Tencent.
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the potential to reshape the landscape of financial service providers. What is more,
they can enjoy certain advantages, potentially distorting competition (Frost et al.,
2019; Hornuf & Schwienbacher, 2017; Podszun, 2015). In addition to their core
technological services, BigTechs extend their reach to encompass a wide spectrum
of offerings, including financial services exemplified by proprietary payment sys-
tems like ApplePay and GooglePay. BigTechs are entering the financial market for
a variety of reasons, but primarily to complement their own offerings and collect
additional customer data. The extent of potential impact of BigTechs’ activity on the
financial industry is difficult to estimate and the possibility of occurrence of sys-
temic risk is not excluded (Zetzsche et al., 2017).

In general, FinTech entities introduce groundbreaking solutions that improve
service accessibility in the financial sector and intensify market competitiveness. In
the age of digital technologies, traditional banking institutions are compelled to
either engage in competitive rivalry with FinTech enterprises or undertake a funda-
mental restructuring of their own business models to maintain their competitiveness
(Hornuf et al., 2018). The transformative impact of novel FinTech business models
extends into the legal realm. Regulatory bodies play therefore a major role in strik-
ing a balance between fostering innovation and mitigating associated risks (Kern
et al., 2006).

Regulation in the Digital Financial Ecosystem:
Addressing Complexities

Throughout history, the dynamic interplay between innovation and state regulation
has significantly shaped the trajectory of public welfare (Meissner et al., 2013). The
successful digitization of the financial industry and its resilience during the per-
macrisis depends on effective and appropriate regulation (Brunnermeier et al.,
2012). Unclear regulations, redundant requirements, as well as legal loopholes can
lead to negative consequences, especially slowing down market development, open-
ing the way to the black market, and allowing illegal activities (Campello et al.,
2010). The law is generally based on existing market activity, which is why legisla-
tors mainly refer to existing traditional models when developing the legal frame-
work. However, over time, business models change, and new market participants,
products, and services emerge, which differ to varying degrees from their predeces-
sors. Ignoring structural shifts in the financial system leads to a proliferation of new
risks. In this regard, FinTech regulation involves many complex and evolving chal-
lenges for regulators around the world (Ehrentraud et al., 2020).

Given the high-risk nature of the financial market, encompassing significant
monetary costs and potential losses, supervisors and regulators are forced to take
into consideration the risk stemming from FinTech (Yadav, 2020). The rise of
decentralized finance (DeFi), a financial ecosystem devoid of intermediaries, imple-
mentation of smart contracts, governed by computer code, usage of platforms, and
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artificial intelligence (AI) are not only transforming conventional financial system
but require rethinking of the regulatory framework. These emerging risks cover,
among others, cybersecurity and safeguarding personal data.* Managing and secur-
ing sensitive information also gives rise to numerous concerns, as any unauthorized
disclosure to external parties elevates the risk of cybercrime and data manipulation.
Remarkably, considerable progress has already been reached in addressing specific
facets of these challenges, especially in the EU jurisdiction (see section “Operational
resilience within the FinTech sector”). With ongoing digitalization continuing to
reshape the financial sector, the collective actions of regulators and supervisors will
assume a pivotal role in shaping the future of financial oversight and regulation.

Security Challenges in the FinTech Sector: Data
Vulnerabilities, Cybersecurity, and Operational Resilience

The security of FinTech applications has emerged as a critical concern in the digital
age. The FinTech sector, due to its handling of sensitive financial data, is a prime
target for cyberattacks. Data breaches, if realized, can inflict substantial financial
and reputational damage on the affected companies (Pawlak, 2017). Startling statis-
tics reveal that the FinTech industry has been increasingly susceptible to cyber
threats. Security vulnerabilities within this context can lead to severe repercussions
for the entire financial sector, as evidenced by the staggering global losses of $8.4
trillion due to cybercrime in 2022, with an anticipated annual increase of 30% in
2023 (Statista, 2023). Against this background, the following question primarily
arises: Why are FinTechs particularly vulnerable to such security breaches?

Data Security in FinTech: Intrinsic Vulnerabilities

The financial services sector safeguards a wide array of datasets, encompassing
financial transactions, payment card details, credit reports, geolocation information,
and various categories of personal and sensitive data. At the same time, those kinds
of data represent an attractive target for criminals seeking unauthorized access.
FinTechs face significant competitive pressure, driving them to continuously intro-
duce innovative digital products and services to cater to their customer demands.
However, the usage of cutting-edge, albeit less established, technologies in this pur-
suit can expose the financial sector to security risks. Involvement of emerging tech-
nologies such as the Internet of Things (IoT) or artificial intelligence (AI) is common

*Digitalization of the financial services sector also presents substantial challenges and unprece-
dented risks to consumers, necessitating vigilant monitoring and effective policy responses, par-
ticularly with respect to robust consumer protection measures (see Chap. 17).
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for the FinTech industry, but it poses data threats and cybersecurity risks.
Furthermore, it is not uncommon for these companies to integrate third-party soft-
ware into their operations that potentially creates security bottlenecks. This practice
opens avenues for malicious actors to exploit system vulnerabilities, gaining unau-
thorized access to sensitive information and conducting financial fraud and
data theft.

To facilitate transaction processing and provide financial services, financial insti-
tutions need access to sensitive customer data, which they internally store.
Potentially, security gaps emerge in their data storage solutions. Security vulnera-
bilities in FinTech are primarily intertwined with the architectural design of finan-
cial applications that act as digital conduits to financial institutions, communicating
directly with the bank’s back-end services through application programming inter-
faces (APIs). While these APIs are often open source, which benefits app develop-
ers, they can inadvertently introduce security threats. Usage of APIs often leads to a
complex multifaceted data ownership structure, involving at least both an external
owner and a FinTech institution. The absence of unified data ownership gives rise to
significant security concerns, fostering an environment in which vulnerabilities may
arise at various stages. Furthermore, the growing trend of hosting software systems
and data in cloud environments has led to a notable surge in cloud-based cyberat-
tacks that led to data breaches. Statistical data reveals that approximately 45% of
global data breaches occur within cloud-based platforms (Thales Cloud Security
Report, 2022). Given the sensitivity of financial data, secure storage solutions are
imperative to avert vulnerabilities and defend against potential financial data
breaches.

Cybersecurity Concerns for FinTech

The digital revolution has not only fostered the advancement of digital technologies
in the financial sector but has also catalyzed the proliferation of cybercriminal activ-
ities. Especially a high level of interconnectedness across financial institutions and
in particular their interdependencies of their information and communication tech-
nology (ICT) systems constitute a systemic vulnerability because localized cyber
incidents could quickly spread from any financial entity to the entire financial sys-
tem, unhindered by geographical boundaries. The evolving landscape of cyber
threats demonstrates an increasing level of sophistication. In addition, the rise of
remote workplaces, driven by global crises such as the COVID-19 pandemic, cre-
ates additional entry points for cybercriminals. That poses potential risks that could
adversely affect the stability of the entire financial system, including the generation
of liquidity runs and an overarching loss of confidence and trust in financial markets
(Dieter, 2004).

Significantly, cybersecurity vulnerabilities are a heightened concern for FinTech
startups, primarily stemming from potential inadequacies in their security proto-
cols, particularly during the initial phases of their operations. However, the
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aftermath of succumbing to cybercrimes in the FinTech sector involves the compre-
hensive erosion of customer trust, substantial business losses to the extent of insol-
vency, and persistent legal and financial repercussions, which may prove challenging
to overcome. Cybersecurity measures are necessary to protect sensitive financial
data, ensure the integrity of digital transactions, and prevent cyber threats that could
undermine the stability of FinTech platforms. Regulators in different jurisdictions
start to address cybersecurity issues. For the purposes of illustration, in 2024,
European Parliament adopted the Cyber Resilience Act® (CRA) to strengthen the
overall level of cybersecurity. The CRA contains a cybersecurity framework for
hardware and software products as well as for remote data processing solutions. The
act does not impose rules on financial firms unless they manufacture hardware and
software products and remote data processing solutions. However, those require-
ments address the security gaps in products with digital elements that FinTechs use
to provide their services and thus have an immediate but significant impact on the
financial market.

Operational Resilience Within the FinTech Sector

As financial crises tend to amplify vulnerabilities within the financial ecosystem,
the FinTech sector is not exempt from the exigencies of operational resilience.
Given the increased reliance of financial services providers on technological infra-
structure, safeguarding operational resilience is getting to be one of the central pri-
orities for regulatory authorities on a global scale. To provide a comprehensive
international framework for addressing this pivotal concern, the Basel Committee
on Banking Supervision released a set of foundational guidelines, “Principles for
Operational Resilience,” in 2021. Within the purview of regulatory oversight, the
EU emerges as a noteworthy example of a jurisdiction that has introduced a compre-
hensive and all-encompassing regulatory framework addressing the concept of
operational resilience specifically tailored to financial institutions.

Entered into force in January 2023, the EU Digital Operational Resilience Act®
(DORA) represents a significant paradigm shift in the financial sector regulation
ensuring the necessary safeguards within the financial system, mitigating the threats
of cyberattacks and related risks. It establishes a pan-European regulatory frame-
work for the oversight of ICT risks by European and competent national authorities,
functioning distinctively from the conventional supervisory structure. In the scope

SProposal for a Regulation of the European Parliament and of the Council on horizontal cyberse-
curity requirements for products with digital elements and amending Regulation (EU) 2019/1020
COM/2022/454 final.

%Regulation (EU) 2022/2554 of the European Parliament and of the Council of 14 December 2022
on digital operational resilience for the financial sector and amending Regulations (EC) No
1060/2009, (EU) No 648/2012, (EU) No 600/2014, (EU) No 909/2014 and (EU) 2016/1011
OJ L 333.
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of DORA is a wide range of financial institutions, including, among others, pay-
ment institutions, e-money institutions, cryptoasset service providers, and
crowdfunding service providers. Notably, DORA also extends its purview to encom-
pass critical third parties offering ICT-related services’ to financial entities.

To reinforce digital operational resilience and cybersecurity for the financial
industry, DORA imposes far-reaching requirements on financial institutions. Thus,
financial institutions are required to establish comprehensive ICT risk management
frameworks. This encompasses the formulation of diverse ICT policies, procedures,
and tools to facilitate early risk identification, ICT system protection, and the miti-
gation of cybersecurity threats. The regulation also asks financial institutions to
regularly test their level of operational resilience. In the event of a cyberattack or
security incident, companies must record and promptly report these occurrences to
the relevant supervisory authority. Furthermore, financial institutions are compelled
to integrate specific provisions into their contracts with third-party ICT providers.
Consequently, financial institutions must undertake a comprehensive review of their
strategies, policies, procedures, ICT protocols, and tools to ensure alignment with
DORA's stipulations.

Data and cybersecurity as well as operational resilience for FinTechs have
ascended to paramount significance, particularly in the era of permacrisis. The
unprecedented shift toward digital financial solutions, combined with an environ-
ment where the financial sector faces over 1800 cyberattacks annually (Statista,
2023), spotlights the relevance of strengthening of security and resilience in the face
of ongoing multifaceted threats. The ability to withstand operational disruptions
and thwart cyberattacks becomes a litmus test for their viability and trustworthiness,
especially during times of financial crisis. As financial crises can accentuate weak-
nesses, these companies should be prepared to navigate turbulent times with forti-
fied cybersecurity measures and robust operational resilience frameworks in place.

FinTech and Its Implications for Financial Inclusion

The spreading of FinTech has ushered in a pivotal era in financial services, affording
access to over 500 million individuals who were previously excluded from the con-
ventional financial system. FinTech is promising to enable access to banking, lend-
ing, and investment opportunities to traditionally underserved populations.
Concurrently, this transformative landscape has witnessed the entry of new stake-
holders into financial markets, thereby accentuating the pressing need for regulatory
oversight. Whereas acceleration of financial inclusion through digital means is a
laudable goal, it necessitates a careful equilibrium between inclusion and prudent

"Third-party service providers offer various services that enable transactions and accessing the
financial information without direct contact with a bank, for instance, providing payment initiation
services through third-party platforms, account information, or credit scoring services.
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regulation. The global financial crisis serves as a stark reminder that overly rapid
inclusion, without adequate regulation and financial literacy, can engender financial
instability.

Financial Inclusion: Global Imperative

An inclusive financial system is one in which citizens have access to and use finan-
cial services to cover their financial needs, such as savings, credit, or insurance
services. Lack of access to such services can perpetuate income inequality and
inhibit economic growth (Cihak & Sahay, 2020). Higher level of inclusion ulti-
mately promotes entrepreneurship and private sector development (Demirguc-Kunt
& Singer, 2017). Enhancing the availability of financial services has favorable
effects on financial stability through the broadening of funding sources (Beck et al.,
2014). A substantial rise of small depositors, resulting from increased financial
inclusion, strengthens the robustness of banks’ deposit base. Consequently, this
makes financial system banks typically more resilient during periods of crisis
(Hannig & Jansen, 2010).

However, roughly 1.4 billion individuals globally remain devoid of access to
conventional banking services (World Bank, 2022). Likewise, SMEs experience
challenges when seeking financing from conventional banks. In this environment,
FinTech is poised to offer substantial opportunities, abetted by the increasing ubiq-
uity of mobile phones and Internet connectivity (Boitan, 2016). This becomes espe-
cially significant in the context of permacrisis, where a considerable number of
individuals are likely to encounter financial difficulties. The transformative poten-
tial of FinTech becomes evident through its facilitation of financial access for over
500 million previously excluded individuals.

The emergence of the COVID-19 pandemic further underscored the role of digi-
tal financial services in hastening financial inclusion, particularly within the con-
straints of social distancing measures, by broadening access to formal economic
activities by means of offering new financial products, finance-related software,
new forms of communication, and customer interaction (Gomber et al., 2017).
FinTech has engendered opportunities for diverse segments of the population to
partake in the financial ecosystem, thus unlocking its potential for societal and eco-
nomic advancement. Moreover, through the digital transformation of financial ser-
vices, FinTech firms have the capacity to reduce the expenses associated with
delivering these services while expanding their reach to economically disadvan-
taged groups. Indeed, the cost of providing financial accounts digitally is generally
80-90% lower than the cost of the same services provided through branches of
financial institutions (McKinsey Global Institute, 2013). This holds particular sig-
nificance for developing countries, where a multitude of individuals and small
enterprises face exclusion from conventional financial services.

Financial inclusion in a broader sense is regarded not only to the scale of the
population’s access to financial services, but also by their quality, convenience,
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efficiency, safety, population welfare, as well as the degree of impact on poverty and
inequality reduction, including gender inequality. FinTech has ushered in a transfor-
mative wave in the global financial landscape, bringing with it the potential to
address one of the most persistent and concerning disparities—the gender gap in
financial inclusion.

Gender Gap in Financial Inclusion: FinTech as an Opportunity

The gender gap in financial inclusion has deep-rooted implications, limiting wom-
en’s access to banking, savings, credit, and investment opportunities. Gender dis-
parities in financial inclusion have been a persistent challenge across the globe.

Recent studies have illuminated the extent of this phenomenon. Globally,
approximately 9% (The Global Findex Database 2021, 2022) fewer women than
men have access to financial services. Moreover, this gender gap in financial inclu-
sion is particularly pronounced in developing countries. Sub-Saharan Africa, for
instance, illustrated a staggering 25% gender gap in access to formal financial ser-
vices, with women disproportionately excluded from the financial ecosystem
(UNDESA, 2021).

Since the FinTech solutions are inherently inclusive and accessible throughout
geographical boundaries, FinTech presents an array of innovations and opportuni-
ties that can effectively reduce this gender gap. Mobile banking, digital wallets, and
online payment systems allow women, especially in underserved regions, to access
financial services conveniently, erasing the limitations posed by physical branch
locations and hours of operation. Furthermore, traditional credit scoring mecha-
nisms have often disadvantaged women due to gender-based disparities in access to
assets and formal employment. FinTech allows for alternative data sources, enabling
more comprehensive and equitable credit assessments, thus facilitating access to
loans and other financial services for women.

FinTech firms, along with governments and nongovernmental organizations, can
promote targeted financial inclusion campaigns that specifically address the needs
and challenges faced by women (IMF, 2020). Especially in the time of permacrisis,
those campaigns can leverage the digital nature of FinTech to engage and empower
women economically, fostering their financial independence and thus contributing
to the increasing economic activity that stimulates economic growth.®

$Beyond that, FinTechs possess potential to support other demographic groups marginalized
within the financial system, including but not limited to individuals identifying as LGBTQ+, as
well as those subjected to discrimination based on their race or ethnicity.
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FinTech’s Potentials for Financial Inclusion: Latin America’s
Emerging Landscape

The grade of the influence of FinTech on financial inclusion differs depending upon
the region. While in Europe and Latin America, financial inclusion through the con-
ventional financial institutions prevails, in Asia and Africa digital financial inclusion
takes the lead (IMF, 2020). At the same time, the Latin American market has a
potential to become one of the biggest FinTech markets in the near future, mainly
through the efforts of Mexico, Brazil, and Argentina. The absence of a well-estab-
lished financial infrastructure tailored to the broader consumer market may open
new opportunities for the spread of FinTechs in the Latin American region. In the
last years, Latin American economies, having weathered profound crisis disruptions
(Centeno & Lajous, 2017; Machinea, 2010), demonstrated the emergence of new
trends that hold the potential to reshape and strengthen the region’s position within
the global financial system. One of the central trends is the swift expansion of inno-
vation and digitalization, among others, in the financial sector.’

In Brazil, only 70% of citizens have debit cards, 33% have credit cards, and a
third of the country’s citizens have no access to banking services at all. In other
countries in the region, the level of financial inclusion is even lower. In Mexico,
90% of all transactions between the individuals are made exclusively in cash, which
is far away from the trends of the modern global digital economy. It is noteworthy
that more than 80% of Brazilians use instant payments within Brazil’s Pix system
(IMF, 2023b). In Mexico, around one-third of the population has credit and debit
cards and only half of the citizens are clients of banks. At the same time, excessive
bureaucratic requirements of conventional banks in Latin America may hinder the
opening of bank accounts in some cases. Moreover, traditional banks do not neces-
sarily offer mobile apps or web services. Simultaneously, consumer preferences are
undergoing a profound transformation. Flexible FinTech startups in Brazil have
sensed the widespread customer dissatisfaction with existing banks and have swiftly
stepped in with a wide range of FinTech products available via smartphones.

For instance, Brazilian FinTechs are already reshaping the country’s financial
landscape and offering millions of Brazilians their first bank accounts.

Brazil’s Neobank Nubank

Unlike traditional banks, Nubank offered its customers a convenient service
through its mobile app, allowing customers to easily manage their finances,
make payments, and track expenses. In addition, Nubank practiced data-
driven decision-making. Using advanced analytics and machine learning
algorithms, the company gained a deep understanding of customer behavior,
preferences, and creditworthiness. The FinTech’s business model demon-
strates remarkable success (Kauflin et al., 2021). Nowadays, Nubank has
established itself as the world’s largest neobank with a customer base of over
80 million customers and market capitalization that is equivalent to one-fourth
of that of Brazil’s largest state-owned bank, Banco do Brasil.
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In this environment, FinTech looks promising for the Latin American market
(Pasquali, 2020; FinTech Argentina, 2021). Simplification of the regulatory frame-
work is a further factor for the development of FinTech in Latin America. In the
period between 2010 and 2020, a wave of streamlining national laws regulating
FinTech swept across Latin America. For instance, Mexico adopted a decree enact-
ing the FinTech Law in 2018, Chile approved its FinTech law in 2022, and Brazil
adopted the Open Banking regulation in 2019. These laws established a clear regu-
latory framework for most types of FinTech activities, including crowdfunding,
electronic payment funds, virtual assets, and digital asset exchanges. The Open
Banking regulation, in turn, laid down the rules for financial institutions for sharing
customer financial information and banking services with third-party providers
(TPP) through the use of APIs aiming at enhancing competition, promoting innova-
tion, and advancing financial inclusion. Peru and Argentina are planning similar
legislation. Governments of almost all countries in the Latin American region
declare their commitment to expanding access to financial services and introducing
clear rules of operation.

Ensuring Secure Digital Financial Inclusion

Today, governments are pursuing deliberate policies to increase the population’s
access to financial services at both national and international levels. Despite the
progress made in this area over the last decades, there are still many citizens and
SME:s that lack access to basic financial services such as savings and credit. In the
pursuit of financial inclusion, FinTech appears promising. By digitizing financial
services, FinTech companies reduce costs, making these services accessible to a
wider audience. This is especially critical in developing countries where traditional
financial services remain out of reach for many due to geographical and financial
barriers. Digital inclusion has the potential to become a driver of economic growth
due to the democratization of investment instruments, reducing transaction costs
and thus increasing the incomes of the population (Demirguc-Kunt et al., 2018).
This digital transformation presents both opportunities and challenges that demand
vigilant attention to ensure safe and sound digital financial inclusion through
FinTech. The secure advancement of digital financial inclusion hinges upon the
harmonization of various factors, each playing a pivotal role in safeguarding eco-
nomic stability and trust within the financial ecosystem. The danger of rushed finan-
cial inclusion, lacking the oversight of prudent regulation and the bolstering of
financial literacy, was starkly evident during the global financial crisis. Indeed,
uncontrolled financial inclusion can adversely affect economic growth (Dabla-
Norris, 2019). The quick transition necessitates watchfulness, with regulatory bod-
ies sounding the alarm over emerging security risks and the possibility of
inappropriate lending practices perpetuated by under-regulated financial institu-
tions. One of the fundamental challenges is the unequal access to digital infrastruc-
ture and the disparities stemming from limitations in financial and digital literacy.
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These disparities, if left unaddressed, can exacerbate existing inequalities, hinder-
ing the objective of financial inclusion. Additionally, novel data sources and data
analytics, while promising, introduce the potential for biases. Hence, it is imperative
to exercise caution and prudence when harnessing the power of data in the pursuit
of inclusive finance. In the context of permacrisis, the need for secure and reliable
digital financial inclusion has never been more evident.

Conclusions

FinTech encourages narrowing the gender gap in financial inclusion by reducing the
barriers to access to financial services. By expanding access, reducing costs, enhanc-
ing financial literacy, fostering entrepreneurship, and employing more inclusive
credit assessment methodologies, FinTech is playing a central role in promoting
financial inclusion and economic empowerment among women worldwide. As this
innovative sector continues to evolve, it has the potential to create a more equitable
and inclusive financial landscape for all. At the same time, security risks associated
with FinTech necessitate careful consideration of new solutions to cybersecurity
and data protection challenges. To put it succinctly, the path to safe and sound digi-
tal financial inclusion through FinTech is marked by challenges that require a col-
lective commitment to address them. Striking a balance between expansion,
regulation, and digital literacy is crucial for realizing the promise of digital finance
while safeguarding financial stability, trust, and inclusive financial access.
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Technological Innovation, Regulatory Frameworks,
and Consumer Protection

In today’s rapidly evolving digital landscape, the realms of finance and technology
are intertwining in an unprecedented manner. The emergence of new forms of finan-
cial innovation has ushered in a new era of convenience and accessibility, funda-
mentally transforming the financial services industry. It has empowered consumers
to access a vast array of financial products and services with unprecedented ease.
However, this transformative force also brings along a set of new and pressing chal-
lenges that demand consumer and policy attention.

The journey to explore the intricate interplay between financial innovation and
consumer protection in the international economic and policy landscape requires
delving into the critical role that each of these components plays in shaping the
modern financial ecosystem. It also requires recognizing that they are not isolated
concepts, but rather interconnected pillars upon which the financial industry stands.
They also constitute driving forces that determine the future equilibrium that policy
and politics shall strike in the efficiency—protection nexus. This is particularly per-
tinent in light of the current crises—and the permacrisis environment—as discussed
in the introduction of this edited volume.

Financial innovation is important. Financial innovation has revolutionized the
way people interact with and manage their financial resources, be they capital gains,
labor income, or income from other financial assets. At its core, financial innovation
encompasses three fundamental aspects: innovative financial products, advanced
systems, and an expanding audience of retail investors. These three aspects respec-
tively represent the object, the network, and the subject. The first facet brings forth
a plethora of new digitally enabled financial products and services. It involves har-
nessing cutting-edge technologies and platforms that provide individuals with
unprecedented access to investment opportunities. Gone are the days when financial
markets were reserved for the elite; today, robo-advisors, peer-to-peer lending,
crowdfunding, and cryptocurrency have democratized finance, making it accessible
and affordable to the masses. Alongside innovative products, financial innovation
has elevated the systems infrastructure that underpins the industry—a second com-
ponent of the above three-aspects breakdown of financial innovation. This encom-
passes the seamless analysis of vast amounts of data, the power of big data, and the
phenomenon of platformization. These systems enable quicker and more accurate
decision-making, bringing sophisticated tools and analytical capabilities to both
consumers and institutions. Retail investors are also using new investment vehicles,
such as exchange-traded funds (ETFs) and cryptocurrency, which offer diversifica-
tion and potential for higher returns. Furthermore, they facilitate internationaliza-
tion, enabling cross-border transactions and investments, creating a globalized
financial ecosystem. The third aspect of financial innovation is the outreach one,
that is, the broadening of the audience participating in financial markets. The rise of
fintech has empowered retail investors, allowing them to actively participate and
seek opportunities by deploying financial innovation. This expansion of the investor
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base has unlocked diversification opportunities and the potential for higher returns,
thereby reshaping the investment landscape.

Amid these opportunities, financial innovation also introduces new complexities.
These complexities affect not only consumers, but also regulators tasked with over-
seeing this dynamic landscape. The necessity for consumer protection rules becomes
thus evident. While financial innovation offers a myriad of opportunities in terms of
efficiency gains, lower transaction costs, vanishing of intermediaries’ rents, etc., it
also poses significant challenges that demand robust consumer protection measures.
The three abovementioned aspects of financial innovation also fence in three chal-
lenges originating from innovative financial products, advanced systems, and the
expanding audience. The first pertains to the complexity for consumers and regula-
tors. Innovative financial products, often driven by sophisticated technologies, can
be challenging for both consumers and regulators to fully comprehend or utilize. As
financial offerings become more intricate, ensuring that consumers make informed
decisions and are safeguarded from risks becomes paramount. The second lies in
the enhanced cross-border linkages and contagion risks. The increased connectivity
brought about by advanced systems fosters cross-border linkages, potentially lead-
ing to contagion risks that transcend individual jurisdictions. Protecting consumers
in this interconnected environment poses a significant challenge. The third chal-
lenge relates to the redress mechanisms, compliance requirements, and risk under-
standing, all of which have to evolve in order to meet the demands of digital finance.
Regulators must strike a delicate balance between encouraging innovation and safe-
guarding consumers, all while ensuring that consumers have access to effective
redress mechanisms when issues arise. In the ever-evolving landscape of financial
innovation, the relevance and effectiveness of consumer protection measures hinge
on a delicate balance between regulatory frameworks and their enforcement. It is
important to recognize that this balance is not one-size-fits-all; it varies across coun-
tries and jurisdictions.

Financial innovation not only presents challenges, but also offers opportunities
to enhance consumer protection. Innovative financial solutions can be harnessed to
improve financial literacy and foster the development of consumer-friendly finan-
cial products. Moreover, to understand the interplay between financial innovation
and consumer protection, one needs to also uncover the significance of collabora-
tion. The synergy between financial institutions, regulators, and consumer advocacy
groups emerges as a key element in the development of effective consumer protec-
tion measures that harmonize innovation and consumer welfare.

As we journey through the sections of this chapter ahead, we will examine how
these two critical elements—financial innovation and consumer protection—can
harmoniously coexist, whether they occasionally clash, and the microeconomic
tools that can illuminate their intricate relationship. Moreover, we will emphasize
the ongoing importance of research and monitoring in the realm of financial innova-
tion, ensuring that regulatory frameworks remain not only relevant, but also effec-
tive, in addressing emerging—and often recurrent—challenges. In this complex,
trial-and-error landscape of financial innovation, microeconomics provides invalu-
able theoretical foundations. It offers insights into market failures that can harm
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consumers while guiding regulatory interventions to mitigate these risks.
Microeconomics complements other analytical perspectives presented in this edited
volume, enhancing interdisciplinarity and complexity, necessary elements to under-
stand the challenges societies face today, such as the crises of multilateralism, cli-
mate change, and democracy as discussed in the concept of permacrisis in the
introduction of this volume. As we navigate this intricate terrain, we will gain a
deeper understanding of the dynamics of consumer protection in the innovation
economy. The next sections aim at exactly delving deeper into this enlightening
journey to uncover the multifaceted relationship between financial innovation and
consumer protection, drawing insights from microeconomics, policy intervention,
global cooperation, and the fascinating realm of behavioral economics affecting
digital finance.

Technological Innovations Challenging Consumer
Protection Policies

This section brings together the core themes and insights garnered from our explo-
ration of the intricate relationship between consumer protection and financial inno-
vation. As we navigate this complex terrain, we aim to provide a detailed and
insightful overview of how these two fundamental elements interact within the
global financial landscape. Central to this discussion has been the understanding
that consumer protection and financial innovation are not adversaries but rather
symbiotic components of modern finance. This dynamic relationship is character-
ized by a delicate interplay where each element complements and reinforces the
other, ultimately contributing to a more robust and inclusive financial ecosystem.

The advent of financial innovation, propelled by rapid technological advance-
ments, has ushered in a profound transformation in the financial services industry.
It has introduced a new era of digitally enabled products and services that have
redefined the very essence of financial transactions. This innovation has transcended
traditional boundaries, empowering individuals with unprecedented access to finan-
cial information, leveraging the potential of big data, and facilitating seamless
cross-border transactions. In doing so, it has not only contributed to the democrati-
zation of the financial landscape, making it more accessible and affordable, but has
also opened doors to diversified investment opportunities, potentially yielding
higher returns for consumers.

At the heart of this intricate process lie the regulatory frameworks that orches-
trate the harmonious coexistence of consumer protection and financial innovation.
These frameworks serve as the guardians of equilibrium, responsible for fostering
an environment where innovation can flourish while ensuring that consumers are
shielded from potential risks and pitfalls. Regulatory bodies, spanning the globe,
grapple with the formidable task of crafting regulations that strike a nuanced bal-
ance between nurturing innovation and safeguarding consumer interests. Achieving
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this equilibrium is a multifaceted challenge that demands a deep understanding of
the ever-evolving financial landscape and the rapid pace of technological change.

Consumer protection emerges as a fundamental pillar of this equilibrium. It tran-
scends its role as a mere legal requirement and assumes a central ethical and eco-
nomic significance. Effective consumer protection is the bedrock upon which trust
in financial markets is built. It is the linchpin that encourages wider participation
and, ultimately, contributes to the overall stability and sustainability of the financial
ecosystem.

A recurring motif that has threaded its way through our exploration is the indis-
pensable role of collaboration. Safeguarding consumers and nurturing financial
innovation is a multifaceted endeavor that cannot be borne by regulatory bodies
alone. Rather, it necessitates a harmonized effort that unites regulators, financial
institutions, consumer advocacy groups, and the consumers themselves. This col-
laborative approach is paramount for the development and implementation of effec-
tive consumer protection measures that can adapt and evolve in tandem with the
ever-shifting landscape of financial innovation. It fosters an environment where best
practices can be shared, vulnerabilities can be identified and addressed collectively,
and innovations can be harnessed for the betterment of consumers.

To better illustrate the nature of innovation in its core dimension—that of con-
structive destruction—it is fitting to invoke the wisdom of Joseph Schumpeter, the
eminent economist who would adopt the characterization of innovation as a process
of “trial and error and error and error.” This perspective underscores the inherent
nature of innovation as an iterative journey, one marked by experimentation, adapta-
tion, and occasional setbacks. It serves as a poignant reminder of the importance of
designing financial products and services that are grounded in principles of trans-
parency, accessibility, and inclusivity. While innovation propels us forward, it must
always be tempered by a steadfast commitment to consumer well-being and a dem-
ocratic society.

The Importance of Regulatory Frameworks

The foundation of consumer protection within the innovation economy lies in robust
regulatory frameworks. These frameworks serve as the cornerstone for ensuring that
financial innovations benefit consumers while mitigating risks. In this section, we
will explore the pivotal role played by regulatory frameworks. Firstly, they ensure
fair and transparent practices for market participants. Regulatory frameworks set
the rules of the game for financial institutions and fintech companies. By establish-
ing clear guidelines, they ensure that businesses operate fairly and transparently.
This includes regulations related to fee disclosure, product terms, and risk commu-
nication. Secondly, a primary objective of regulatory frameworks is to maintain
market integrity. This entails preventing market manipulation, fraud, and other
illicit activities that could harm consumers. Regulations are designed to deter uneth-
ical behavior and hold wrongdoers accountable. Thirdly, they boost investor
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confidence, which is key to addressing market information asymmetries. Consumer
protection extends to investors who participate in the financial markets. Regulatory
frameworks provide a sense of security to investors, assuring them that their invest-
ments are made in an environment governed by rules that reduce the likelihood of
exploitation or misconduct. Lastly, regulatory frameworks establish mechanisms
for consumer redress. In cases of disputes or grievances, consumers have a struc-
tured path to seek resolution, ensuring that their rights are upheld. This helps main-
tain trust in the financial system, which becomes particularly crucial in times of
structural changes such as those brought about by financial innovation.

Evolving Regulatory Approaches and the Role
of International Bodies

The complexity and dynamism of the innovation economy have prompted regula-
tors to adapt their approaches to consumer protection. The literature distinguishes
two main ways in which regulatory approaches have evolved, the rule-based and the
principle-based approach. Traditional rule-based regulation prescribes specific
requirements that financial institutions must follow. In contrast, principle-based
regulation sets out broader principles and guidelines, allowing for more flexibility
and adaptability in the face of rapidly changing technology. Regulators are increas-
ingly embracing principle-based approaches to accommodate innovation.

Uncertainties about the multiple outcomes that new regulation may cause in the
financial markets domain have rendered regulation an object of testing. While
laboratory-like testing environments are generally hardly reproduced in social sci-
ences and policymaking, new techniques have enabled bodies drafting new regula-
tion to adjust it in the aftermath of controlled tests. As the most typical example,
regulatory sandboxes are employed tools where fintech startups can test their inno-
vations in controlled environments under regulatory supervision. This approach
allows startups to experiment and iterate while regulators monitor their activities
closely. Regulatory sandboxes strike a balance between fostering innovation and
safeguarding consumers.

Regtech solutions—that is, regulatory technology—are emerging to help both
financial institutions and regulators keep pace with technological advancements.
These solutions leverage automation, data analytics, and artificial intelligence to
monitor compliance in real time, reducing the regulatory burden and enhancing
consumer protection. Under these circumstances, collaboration among regulatory
bodies from different sectors has also become crucial. The convergence of indus-
tries, such as finance and technology, necessitates coordinated efforts to regulate
effectively and protect market participants against new forms of threats. Regulators
are increasingly working together to address the challenges posed by digital finance.
As the boundaries between sectors become more blur, financial market participants
are not only faced with known forms of threats that emerge from market instability,
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liquidity risks, and other forms of financial risks. In parallel, they need to be pro-
tected from digital security issues, cybersecurity attacks, phishing and scam
attempts, and other forms of cybersecurity threats that the increased level of con-
nectivity engenders.

Consumer protection in the innovation economy often extends beyond national
borders. International bodies play a vital role in harmonizing standards and foster-
ing cooperation among nations. The significance of these international entities
spans across areas of regulatory standardization, information sharing, cross-border
dispute resolution, and financial inclusion. In recent years, international bodies like
the Financial Stability Board (FSB) and the International Organization of Securities
Commissions (IOSCO) work toward standardizing regulations across jurisdictions.
This standardization ensures that consumers receive consistent levels of protection,
regardless of where they engage in financial activities. In parallel, sharing informa-
tion and best practices at the international level is essential. It helps regulators and
industry stakeholders gain insights into emerging risks and effective consumer pro-
tection measures. Collaborative efforts enable the development of global strategies
to address common challenges. As consumers increasingly access financial services
from international providers, mechanisms for cross-border dispute resolution
become critical. International bodies work on frameworks that enable consumers to
seek redress even when dealing with foreign financial institutions. International
cooperation can promote financial inclusion by ensuring that innovative financial
services are accessible to consumers worldwide. This is particularly vital for con-
sumers in developing economies, where access to traditional financial services may
be limited.!

Balancing Innovation and Consumer Protection

One of the central challenges in regulating the innovation economy is striking the
right balance between fostering innovation and protecting consumers. A number of
complexities stand in the way of achieving this equilibrium. Fostering innovation in
financial services is essential for economic growth and expanding access to finan-
cial products. Regulatory frameworks must provide a conducive environment for
innovators to thrive, which, in turn, benefits consumers through increased choice
and lower costs. While innovation offers substantial benefits, it also introduces new
risks. Consumer protection measures must evolve to address these risks effectively.
Regulators face the challenge of identifying and mitigating risks without stifling
innovation. Regulatory frameworks must be adaptable to keep pace with the rapid
rate of technological change. This adaptability involves continuous monitoring of
the financial landscape, learning from emerging threats, and updating regulations

'See Chap. 20 discussing the possible cooperation between the EU and Latin America countries,
and Chap. 16 for further relevant data on Latin America, Asia, and Africa.
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accordingly. Empowering consumers with knowledge and awareness is a critical
aspect of achieving the balance between innovation and protection. Informed con-
sumers are better equipped to navigate the evolving financial landscape and make
sound financial decisions.

To illustrate the interlinked above-discussed concepts of regulation and innova-
tion in financial markets, the relevant literature often focuses upon case studies and
regulatory successes from different regions and sectors. These examples shed light
on how effective regulatory frameworks can foster innovation while safeguarding
consumers. Often quoted in the literature, the Financial Conduct Authority (FCA)
in the United Kingdom established a regulatory sandbox that has nurtured numer-
ous fintech innovations. It provides a controlled environment for startups to test
their products, receive feedback, and refine their offerings while ensuring consumer
protection. In Europe, the General Data Protection Regulation (GDPR) has set a
global standard for data privacy and protection. It empowers consumers with greater
control over their personal data while imposing strict penalties on companies that
fail to comply. The GDPR demonstrates the importance of robust data protection
regulations in the digital age.

Case studies of regulatory approaches in various countries highlight the com-
plexity of balancing innovation and protection in the crypto space. In fact, regula-
tors worldwide have responded differently to the rise of cryptocurrencies by
adopting different regulatory responses.”> Some have embraced them as innovative
financial assets, while others have imposed strict regulations to mitigate risks.
China’s central bank digital currency, known as the Registration counting for EU
Survey Workshop (DCEP), represents a unique case study in the adoption of digital
currencies at the national level. The regulatory framework surrounding DCEP
emphasizes consumer protection, including safeguards against fraud and misuse.

The above sections underscore the critical role of regulatory frameworks in shap-
ing consumer protection within the innovation economy. It emphasizes the need for
adaptable, principle-based regulations that strike a balance between encouraging
innovation and mitigating risks. International cooperation and information sharing,
as well as case studies of regulatory successes, provide valuable insights into effec-
tive consumer protection strategies in the rapidly evolving financial landscape.

Microeconomic and Behavioral Economics Foundations
of Consumer Protection in the Innovation Economy

Microeconomics provides the theoretical foundation and a powerful tool for under-
standing how market failures can lead to consumer harm and how regulatory inter-
vention can help mitigate these risks. One key concept in microeconomics relevant

2See also Chaps. 13, 14, and 15 for more on this.
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to consumer protection is asymmetric information. This occurs when one party in a
transaction has more information than the other party. In the context of financial
innovation, financial service providers may often possess more information about
the risks and benefits of a new product or service than consumers do. This can lead
to consumers making poor decisions that harm their financial well-being. A second
concept applicable to the analysis of the intersection between consumer protection
and financial innovation is that of welfare economics. Financial innovation can cre-
ate new products and services that have the potential to improve consumer welfare
by increasing choice, lowering costs, and enhancing access to financial services.
However, it can also lead to new risks and challenges, such as increased complexity,
opacity, and potential for exploitation. Another key concept in microeconomics rel-
evant to consumer protection is market power. In some cases, financial service pro-
viders may have significant market power and use this dominant position, which can
lead to harm to consumers. For example, if a financial service provider is the only
provider of a particular product or service, it may be able to charge high prices or
offer poor quality without fear of losing customers.

Overall, microeconomics provides a useful framework for understanding the
importance of consumer protection in the context of financial innovation. By
addressing issues such as asymmetric information, capturing of consumer surplus
and market power, regulatory agencies can help ensure that consumers are protected
from harm and can benefit from the innovative products and services that financial
service providers offer.

In parallel, literature acknowledges a range of psychological and cognitive fac-
tors that also influence consumers’ financial decisions and their ability to protect
themselves effectively. The behavioral challenges in digital finance encompass
these factors, which are increasingly incorporated into modern consumer and inves-
tor protection policies (UK FCA, 2013). Besides analyzing microeconomic aspects
of consumer protection, the following sections explore the key policy aspects
related to behavioral challenges by venturing into the realm of behavioral econom-
ics and cognitive aspects that shape consumer behavior within the digital finance
landscape.

Understanding how psychological, social, and emotional factors influence eco-
nomic decision-making is crucial in comprehending the challenges and opportuni-
ties within this rapidly evolving domain. It also provides researchers and
policymakers with powerful tools to interpret economic behaviors typically consid-
ered unorthodox, complex, and intertwined decisions and “irrational” reactions of
markets and economic agents. Given that consumer behavior in the digital finance
era is not solely driven by rational decision-making, but also largely influenced by
cognitive biases and social dynamics, recognizing and addressing these aspects is
pivotal in enhancing consumer protection.
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Microeconomic Challenges Requiring Consumer Protection
Policy Intervention

Market asymmetry challenges in the digital finance environment are reflected in
various forms. The rising number of retail investors participating in financial trans-
actions through digital means also underlines the imperative for better, faster, and
targeted information toward them, while ensuring the existence and adequacy of
channels for complaints and redress mechanisms. This section sheds light on some
key economic challenges in this domain.

Lack of Financial Literacy One of the fundamental challenges urging for con-
sumer protection in digital finance is the widespread lack of financial literacy among
consumers. Financial literacy, or the lack thereof, stands as a significant behavioral
challenge in the digital finance era. Many consumers find themselves navigating
complex financial products and services without a solid understanding of how these
innovations work. They often lack the knowledge and understanding of how digital
finance works, including the intricacies of financial products and services. This lack
of knowledge leads to poor decision-making and renders individuals vulnerable to
scams and frauds.

The digital finance landscape is filled with intricate investment platforms, robo-
advisors, cryptocurrencies, and peer-to-peer lending platforms. While these innova-
tions offer unprecedented opportunities, they also demand a certain level of financial
acumen to navigate safely. Without adequate financial education, consumers may
make uninformed choices that adversely impact their financial well-being.

Overindebtedness Digital finance has made accessing credit easier than ever
before. While this is undoubtedly advantageous, it comes with the potential pitfall
of overindebtedness. This seemingly straightforward ease of access to credit through
digital finance channels can lead to overindebtedness, particularly among those who
do not fully understand the terms and conditions of loans or credit products. As a
result, consumers who do not fully grasp the terms and conditions of loans or credit
products may find themselves accumulating unsustainable levels of debt.

The allure of quick and easy credit can be enticing, especially when facilitated
by digital platforms. However, the ease of access may lead to impulsive borrowing
without a clear understanding of the long-term consequences. Protecting consumers
from overindebtedness is a paramount concern in the digital finance space.

Limited Access to Dispute Resolution Mechanisms Digital finance often tran-
scends national borders, making it challenging for consumers to seek recourse when
they encounter problems or disputes arise with financial service providers. Cross-
border transactions and investments can blur the lines of jurisdiction, leaving con-
sumers uncertain about where to turn when problems occur.

Consumers in the digital era demand to have access to effective dispute resolu-
tion mechanisms, irrespective of their geographical location. Ensuring that these
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mechanisms can address issues in a cross-border context is vital for upholding con-
sumer rights and maintaining trust in digital financial services.

Limited Transparency Complexity and opacity often shroud digital financial prod-
ucts and services. The technical nature of these innovations can make it difficult for
consumers to decipher the fees, charges, or terms associated with the products they
are using. The lack of transparency can lead to consumer confusion and potentially
harmful financial decisions.

Transparency is essential to building trust in the digital finance ecosystem.
Consumers must have access to clear and understandable information about the
financial products and services they engage with. Transparent pricing, terms, and
conditions empower consumers to make informed decisions and protect themselves
from hidden costs.

Cybersecurity and Data Privacy Risks The collection and storage of sensitive
information in digital finance introduce cybersecurity and data privacy challenges.
Consumers may not fully grasp the potential risks and vulnerabilities associated
with these services. Digital finance involves the collection and storage of sensitive
information, including personal and financial data. With the increasing prevalence
of cyberattacks and data breaches, consumers face heightened risks related to the
security and privacy of their data.

Cybersecurity breaches can have devastating consequences, leading to identity
theft, financial loss, and reputational damage. Protecting consumers from these
risks is a multifaceted challenge that encompasses robust cybersecurity measures,
stringent data privacy regulations, and consumer education on safe online practices.

Behavioral Economics and Cognitive Aspects of Digital Finance

Exploring the intricate intersection of human behavior and financial decision-
making in the digital age, researchers and policymakers have delved into the fasci-
nating realm where psychology meets financial technology (see Hirschleifer, 2001;
OSC, 2017; ASIC, 2016, etc.). This dynamic field unveils how our cognitive biases
and emotions shape our financial choices in an increasingly digitized world. By
deploying the theoretical tools of behavioral science, this section looks into the
cognitive aspects that influence consumer behavior in the context of digital finance.

Limited Attention In the digital age, information overload can lead to consumers
overlooking critical information, such as terms and conditions or risks associated
with financial products. Consumers often fail to pay adequate attention to important
financial details, leading to suboptimal decisions.

Loss Aversion Behavioral economics demonstrates that consumers tend to be more
sensitive to losses than gains. By making them more sensitive to losses than gains,
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this psychological bias can make consumers cautious or risk-averse when engaging
in digital finance activities. Digital financial services are often designed to prioritize
and emphasize potential gains. To encourage responsible financial decisions, poten-
tial gains and potential losses should be exhibited in tandem.

Overconfidence When using digital financial services, some consumers overesti-
mate their knowledge or ability to navigate their complexity, leading to overconfi-
dence. This overconfidence can result in risky behavior and poor decision-making.
The complex navigation of lack of user-friendly interfaces of digital financial ser-
vices, along with the limited access to educational resources, can help lead to over-
confidence and promote uninformed decision-making.

Present Bias A common behavioral pattern that can lead to irrational financial
decision-making, present bias is the tendency for consumers to prioritize immediate
gratification over long-term benefits. In digital finance, this bias can lead to impul-
sive decisions or excessive consumption.

Social Influence Consumers are influenced by the behavior and opinions of others,
including peers, family, and social networks. This social influence can lead consum-
ers to follow trends, even if those trends are not in their best financial interest.
Influencers who are paid by financial service providers in order to serve as role
models or direct retail investors toward specific products or categories or products
are increasingly active in the era of social media. They are generally known are
finfluencers. Finfluencers may simultaneously spread both opportunities and risks.

Policy Intervention Through the Lenses of Micro
and Behavioral Economics

Addressing these policy challenges in the digital finance landscape necessitates a
multifaceted approach that involves policymakers, regulatory bodies, industry play-
ers, and consumer advocacy groups. To address information asymmetry challenges,
regulatory intervention can take several forms. Disclosure requirements can help
ensure that consumers have access to information about the risks and benefits of a
financial product or service.® Consumer education programs can also help consum-
ers better understand the risks and benefits of financial innovation (IOSCO &
OECD, 2018). In addition, regulatory agencies can require that financial service
providers follow certain guidelines or standards to ensure that products and services
are safe and reliable.

3However, as argued by North (2009), disclosure and information dissemination may not be suf-
ficient for comprehensive investor protection, regardless of how well-designed or well-timed is
their delivery.
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To address issues of market power, regulatory agencies may impose price con-
trols, forbid mergers and acquisitions that may lead to monopolistic or oligopolistic
market structures or require financial service providers to offer certain quality stan-
dards. In addition, competition policy can help promote competition in the financial
services industry, which can help reduce market power and ensure that consumers
have access to a wide range of products and services at competitive prices. The
cooperation between traditionally separated regulatory authorities becomes in light
of these developments more important than ever.

Being inherent in digital finance and having far-reaching implications for con-
sumer protection policy, understanding and addressing the behavioral challenges
that are inherent in digital finance are essential for effective consumer protection.
Policymakers, regulators, industry participants, and educators must work collabora-
tively to promote financial literacy, ensure responsible lending practices, establish
robust dispute resolution mechanisms, enhance transparency, and safeguard con-
sumer data from online frauds and cyberattacks. Leveraging insights from behav-
ioral economics can help design digital financial services that align with the
cognitive tendencies of consumers, fostering responsible financial behavior in the
digital era.

Policy Responses to Address Microeconomic Challenges

Policy measures must prioritize consumer protection in each of the abovementioned
areas of microeconomic inefficiencies or market failures along the following lines:

Financial Literacy Initiatives To address this challenge, policymakers must priori-
tize financial education initiatives. These may include public awareness campaigns,
school curriculum enhancements, educational programs, online resources, partner-
ships with educational institutions, and online resources that empower consumers to
make informed financial decisions. Policymakers should promote financial literacy
initiatives that equip consumers with the knowledge and skills needed to navigate
digital finance safely.

Responsible Lending Practices To combat over-indebtedness, regulators can
enforce responsible lending practices within the digital finance sector. This could
include imposing limits on borrowing, conducting thorough credit assessments, and
ensuring that loan terms are transparent and fair. Policymakers must implement
responsible lending practices and ensure that consumers receive clear and compre-
hensible information about the risks associated with borrowing. Additionally, regu-
lations have the discretion to cap interest rates or limit the extension of credit to
high-risk individuals.

Cross-Border Dispute Resolution Policymakers should explore international
cooperation frameworks for cross-border dispute resolution. This may involve
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agreements that enable consumers to seek remedies even when dealing with foreign
financial institutions. Collaborative efforts between regulatory authorities, industry
stakeholders, and international organizations are essential to address cross-border
dispute resolution challenges. Mechanisms for resolving disputes that transcend
jurisdictional boundaries must be developed and implemented. Additionally, pro-
moting standardized complaint-handling processes can enhance consumer
protection.

Enhanced Transparency Regulatory bodies should mandate enhanced transpar-
ency in digital financial products and services. This entails clear and standardized
disclosure of fees, charges, and terms to empower consumers to make informed
decisions. Standardized formats for presenting this information can simplify com-
parisons between products. Additionally, regulatory oversight should ensure that
financial institutions communicate product terms in plain language that consumers
can easily comprehend.

Cybersecurity and Data Privacy Regulations Policymakers must enact robust data
protection regulations that safeguard consumers’ personal and financial informa-
tion. Robust cybersecurity and data privacy regulations must be established and
enforced to protect consumer data in the digital finance space. This includes mea-
sures to prevent data breaches and protocols for notifying affected individuals in the
event of a breach. Penalties for data breaches and unauthorized access should serve
as deterrents. In parallel, consumer education campaigns can also raise awareness
about cybersecurity best practices.

Policy Responses to Address Behavioral Biases

In the realm of behavioral economics, crafting effective policy responses is a critical
endeavor. Having investigated how cognitive biases influence decision-making, this
section outlines the principles upon which policymakers can design interventions to
mitigate these biases. Reflecting the behavioral challenges described above, the fol-
lowing paragraphs delve into the strategies and solutions that bridge the gap between
human nature and effective governance of digital finance.

Attention to Important Information Regulatory frameworks can mandate concise
and visually prominent disclosures to capture consumers’ attention effectively.
Designing user interfaces and financial products that prioritize essential information
can mitigate this challenge. Moreover, the use of behavioral nudges, such as remind-
ers or alerts, can encourage consumers to review and consider essential information
before making decisions.
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Adding Responsibility and Transparency in Loss Aversion Policymakers can
design regulations that emphasize risk disclosure to counteract loss aversion. By
highlighting potential losses or negative consequences, consumers may be more
inclined to evaluate risks more objectively. Mandatory disclosure of comparative or
absolute exhibition of incurred losses, potential loss of entire investments or exam-
ples of past performance aggregate loss statistics can help investors understand
through illustrations their potential wins or losses from new forms of financial
services.

Tackling Overconfidence Through Suitability Requirements Consumer protec-
tion policies should include measures that address investors’ overconfidence, such
as mandatory suitability assessments for complex financial products. Regulators
can also require financial institutions to provide clear risk disclosures to counteract
overconfidence. Moreover, certain categories of products may be banned, either
horizontally, or through product intervention measures that restrict their sale and
distribution to specific categories of investors.

Long-Term Investment Horizons Against Present Biases Policymakers can
encourage the development of financial planning tools and apps that promote long-
term financial goals. Digital finance platforms can leverage behavioral insights to
encourage saving and investment for the future. Additionally, regulations may limit
the accessibility of high-cost, short-term credit products to mitigate the negative
effects of present bias. This is expected to yield positive repercussions, both in terms
of financial well-being, as well as in the macroeconomic aspects of financial
stability.

Leveraging Social Influence for Financial Education Socially responsible finan-
cial behavior can be encouraged through social networks and peer-to-peer interac-
tions within digital finance platforms. Consumer protection policies can incorporate
measures that promote financial literacy and critical thinking to counteract undue
social influence. Providing consumers with the skills to evaluate financial decisions
independently can mitigate the impact of peer pressure (see AFM, 2016; AMF,
2016; Kawanishi & Hashinaga, 2016, etc.).

Future Horizons in Consumer Protection
and Financial Innovation

The intricate and harmonious symphony between consumer protection and financial
innovation reflects the two facets that are not opposing forces, but rather interdepen-
dent elements. When in balance, they create a financial ecosystem that needs to be
resilient, efficient, and equitable. Regulatory frameworks, guided by principles of
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transparency and inclusivity, are the linchpin of this delicate equilibrium.
Collaboration among diverse stakeholders emerges as the cornerstone of success,
enabling the crafting of consumer protection measures that evolve in step with the
dynamic financial landscape.

This chapter argues that as we forge ahead into an era where financial innovation
continues to reshape our world and the allocation of resources, we must do so with
the spirit of Schumpeterian innovation, embracing progress while remaining vigi-
lant in our commitment to safeguarding consumers. By doing so, we ensure that the
benefits of financial innovation are shared widely, and the financial landscape con-
tinues to evolve in a manner that serves the interests of all, fostering a future where
innovation and consumer protection walk hand in hand.

Looking forward and turning our gaze toward the future, the realms of consumer
protection and financial innovation are destined to further co-evolve hand in hand.
The path ahead is filled with exciting possibilities, new challenges, and an impera-
tive to adapt and innovate in response to an ever-changing financial landscape.
Technological advancements will effortlessly drive change; change will incur both
opportunities and risks, and policymakers will need to remain vigilant in order to
take into consideration the increased interdependencies that embed the human ele-
ment into policy tools. Remaining relevant in all these areas requires ongoing moni-
toring and the strategic foresight skills in the present in order to envisage and better
prepare our policy systems to cope with upcoming and arising challenges.

Technological Advancements: The Engine of Change

The future of consumer protection and financial innovation is inextricably linked to
the trajectory of technological advancements. Emerging technologies, such as
blockchain, artificial intelligence, and quantum computing, hold the promise of
revolutionizing financial services. Blockchain, with its immutable ledger and smart
contracts, has the potential to enhance transparency and security in transactions.
Artificial intelligence, fueled by machine learning algorithms, can analyze vast
datasets to provide personalized financial advice and detect fraudulent activities.
Quantum computing, although in its infancy, may enable rapid, complex calcula-
tions that could reshape risk modeling and portfolio optimization. As these tech-
nologies mature, regulatory bodies and industry players must grapple with the
challenges and opportunities they present. The delicate balance between fostering
innovation and safeguarding consumers becomes more intricate as financial ser-
vices become increasingly reliant on cutting-edge technology. Striking the right
regulatory chords to harness the benefits of these innovations while mitigating risks
will be paramount.
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Technological and Ethical Challenges Amidst Digital
Financial Globalization

The globalization of financial markets is an inexorable force that will continue to
shape the landscape of consumer protection and financial innovation. Cross-border
transactions and investments have become commonplace, thanks to the intercon-
nectedness of the global economy. However, this globalization also introduces com-
plexities in terms of regulatory harmonization, enforcement, and dispute resolution.
Regulatory bodies worldwide face the formidable task of aligning their policies and
standards to create a cohesive global framework. International collaboration, already
a critical element in the realm of financial regulation, will need to evolve further.
Bodies such as the European Supervisory Authorities (ESAs),* the Financial
Stability Board (FSB), the International Organization of Securities Commissions
(IOSCO), the Basel Committee on Banking Supervision, etc., will play pivotal roles
in facilitating global cooperation. Moreover, the standard setting role of the EU in
promoting the forefront of financial regulation incurs spillover effects in the form of
standard setting and knowledge diffusion for other world regions.® This is becoming
recognized in the relevant academic and policy literature as the “Brussels effect”
(Bradford, 2020).

As financial services become increasingly digitized, the importance of data pri-
vacy and security cannot be overstated. The proliferation of personal and financial
data necessitates robust safeguards to protect individuals from data breaches, iden-
tity theft, and unauthorized access. Regulatory frameworks, such as the General
Data Protection Regulation (GDPR) in Europe, have set essential standards for data
protection. However, as innovation in data analytics and artificial intelligence accel-
erates, ensuring that these frameworks remain effective and adaptable will be an
ongoing challenge. Striking a balance between fostering innovation that leverages
data and preserving individual privacy will be central to future regulatory
discussions.

In parallel, and as technology continues to shape the financial landscape, ethical
considerations become increasingly pertinent. Questions surrounding the ethical
use of artificial intelligence, the responsible deployment of blockchain, and the
equitable distribution of financial resources take center stage. Regulators and indus-
try leaders must grapple with these ethical dilemmas to ensure that innovation ben-
efits society as a whole. Frameworks for ethical Al, guidelines for blockchain

4The European Supervisory Authorities (ESAs) are three regulatory agencies established by the
EU in 2010, to help facilitate the development and convergence of financial services regulation and
supervision across the EU. The three agencies are the European Banking Authority (EBA), the
European Insurance and Occupational Pensions Authority (EIOPA), and the European Securities
and Markets Authority (ESMA).

Including Latin America, as discussed in other chapters of this book.
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governance, and principles for responsible lending are areas where industry stan-
dards are evolving. The advent of decentralized finance (DeFi) platforms, which
operate outside traditional financial institutions, also poses unique ethical chal-
lenges, such as smart contract vulnerabilities and decentralized governance.

Innovative Policy Tools and the Human Element: Behavioral
and Experimental Economics Enabling Financial Inclusion

In the quest for effective consumer protection and financial innovation, the human
element cannot be overlooked. Behavioral economics, a field that explores how
psychological, social, and emotional factors influence economic decision-making,
holds the key to understanding consumer behavior in the digital age. Regulators and
financial institutions are increasingly integrating behavioral insights into their strat-
egies (OECD, 2017; European Commission, 2016; IOSCO, 2019). Personalized
financial nudges, gamified financial education, and behavioral-driven product
design are becoming common approaches to help consumers make informed deci-
sions and avoid financial pitfalls.

To foster innovation while managing risk, regulatory sandboxes have emerged as
a valuable tool. These controlled environments allow fintech firms to test their prod-
ucts and services with reduced regulatory burden. Regulatory bodies monitor these
experiments closely, enabling them to understand the implications of emerging
technologies without stifling innovation. The future will likely see an expansion of
regulatory sandboxes, fostering an environment where experimentation can thrive
while consumer protection remains a priority. Collaboration between regulators,
industry participants, and consumer advocacy groups within these sandboxes can
yield valuable insights and shape future regulatory frameworks.

Financial inclusion remains a global imperative, with millions of people still
lacking access to basic financial services. The future of consumer protection and
financial innovation must address this pressing issue. Fintech innovations, particu-
larly in the realm of mobile banking and digital wallets, have made significant
strides in increasing access to financial services in underserved regions. Regulators,
in partnership with governments and private sector actors, must work toward creat-
ing an inclusive financial ecosystem. Initiatives like the World Bank’s Universal
Financial Access 2020 program seek to ensure that everyone has access to a transac-
tion account and, by extension, a gateway to other financial services. Blockchain-
based digital identities and mobile money platforms have the potential to bring
financial services to remote and unbanked populations.
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Ongoing Research and Monitoring in Financial Innovation

As the financial landscape evolves and technology advances, continuous assessment
and adaptation are vital to ensure that regulatory frameworks remain relevant, effec-
tive, and capable of addressing emerging challenges. The elements that comprise
the new financial landscape need to be at the epicenter of policy initiatives, while
their simultaneous evolution is likely to determine the magnitude and direction of
the financial innovation vector.

The Dynamic Nature of Financial Innovation Financial innovation is not a static
phenomenon; rather, it embodies a dynamic and ever-evolving process. As new
technologies emerge and consumer preferences shift, the financial industry responds
with innovative products and services. Blockchain, cryptocurrencies, decentralized
finance (DeFi), and artificial intelligence are just a few examples of technologies
that have disrupted traditional financial models. To navigate this ever-changing
landscape, regulatory bodies and market participants must engage in ongoing
research to understand the implications of these innovations fully. Staying ahead of
the curve requires vigilance and adaptability.

Regulatory Adaptation Regulatory bodies play a pivotal role in shaping the trajec-
tory of financial innovation. However, the challenge lies in striking the right balance
between fostering innovation and safeguarding consumers. The pace at which new
technologies are introduced can sometimes outstrip the ability of regulatory frame-
works to respond adequately. To address this, regulatory bodies must engage in
continuous research to identify potential risks and assess the impact of new tech-
nologies. Regulatory sandboxes, pilot programs, and collaboration with industry
stakeholders are mechanisms that enable regulators to monitor and adapt to emerg-
ing trends.

Risk Assessment and Mitigation One of the primary objectives of ongoing research
is to promptly identify and assess risks associated with financial innovation. These
risks can encompass a wide range of areas, including cybersecurity threats, data
privacy concerns, market volatility, and consumer vulnerability. To mitigate these
risks effectively, regulators need access to real-time data and insights. Collaboration
with cybersecurity experts, data analysts, and risk management professionals
becomes imperative. Proactive risk assessment allows for the development of tar-
geted regulatory measures to protect both consumers and the stability of financial
markets.

Consumer Protection and Empowerment Consumer protection remains a central
pillar of financial regulation. Ongoing research in this domain focuses on under-
standing how financial innovations impact consumers. Do these innovations enhance
financial inclusion, or do they pose risks of overindebtedness and predatory prac-
tices? Are consumers adequately informed about the products and services they
engage with? Consumer empowerment is another critical facet. Research efforts
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aim to identify how consumers can make informed decisions in a rapidly evolving
landscape. Financial education initiatives, digital literacy programs, and behavioral
insights are leveraged to equip consumers with the knowledge and tools needed to
navigate the complexities of the digital financial world.

Market Integrity and Fairness Maintaining market integrity and fairness is essen-
tial for fostering trust and confidence in financial markets. Ongoing research seeks
to detect and address potential market manipulation, fraud, and unethical practices.
With the rise of algorithmic trading, high-frequency trading, and decentralized plat-
forms, monitoring market activities in real time becomes paramount. Regulators
collaborate with market surveillance experts and data analytics firms to develop
sophisticated tools for market monitoring. Artificial intelligence and machine learn-
ing algorithms are increasingly employed to detect irregularities and ensure that
trading activities adhere to established rules and regulations.

International Collaboration and Information Sharing In an interconnected
global financial system, international collaboration is indispensable. This holds true
for distant regions with increasingly enhanced collaboration efforts. Regulatory
bodies from different jurisdictions must work together to effectively address cross-
border challenges. Ongoing research efforts facilitate the sharing of information,
best practices, and lessons learned. Supranational organizations like the Financial
Stability Board (FSB) and the International Organization of Securities Commissions
(IOSCO) serve as platforms for global cooperation. These bodies conduct research,
issue guidelines, and coordinate efforts to address systemic risks and ensure consis-
tent regulatory standards across borders.

The Role of Academic and Industry Research Academic institutions and industry
research play a vital role in advancing our understanding of financial innovation.
Ongoing research projects conducted by universities, think tanks, and industry asso-
ciations contribute valuable insights into the implications of financial innovation.’
Regulatory bodies often collaborate with these research entities to access the latest
findings and leverage academic expertise. This collaboration fosters an environment
where evidence-based policymaking can thrive, leading to more effective regulatory
frameworks.

Anticipating Future Challenges Ongoing research is not merely about addressing
current issues, but also about anticipating future challenges. As financial innovation
continues to accelerate, regulators and researchers must stay ahead of emerging
trends. This proactive approach ensures that regulatory frameworks are agile and
adaptable. The potential challenges on the horizon include quantum computing’s
impact on cryptography, the ethical implications of Al-driven decision-making, and

¢One such project aspires to be the Jean Monnet Network “Crisis-Equity-Democracy for Europe
and Latin America” in the context of which this edited volume is being published.


https://jeanmonnetcrisisequitydemocracy.com/
https://jeanmonnetcrisisequitydemocracy.com/
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the evolution of decentralized finance. By staying vigilant and conducting foresight
research, regulatory bodies can prepare for these challenges and make informed
decisions.

Ongoing research and monitoring are the linchpins of effective consumer protec-
tion and financial innovation. As technology evolves and financial services become
increasingly digital, the importance of continuous assessment cannot be overstated.
Regulatory bodies, in partnership with academia and industry, must remain at the
forefront of research to foster innovation while safeguarding the interests of con-
sumers and maintaining the integrity of financial markets. The road ahead is
dynamic and challenging, but with a commitment to evidence-driven regulation, it
is a path that can lead to a more inclusive, secure, and innovative financial future.

Conclusion: A Dynamic Landscape

Financial innovation has revolutionized the financial services industry, making it
easier and more convenient for consumers to access financial products and services.
However, financial innovation has also introduced new risks and challenges for con-
sumers, including complex financial products, cybersecurity threats, and predatory
lending practices. In the context of the permacrisis discussion and the recent eco-
nomic and geopolitical developments, this translates into enhanced financial inter-
connectedness and interdependencies, that bring along more contagion and
consumer-related risks of transboundary nature.

To protect consumers, governments and regulatory bodies have introduced vari-
ous consumer protection measures, such as mandatory disclosures, consumer edu-
cation programs, and regulatory oversight of financial institutions. The effectiveness
of consumer protection measures depends on the regulatory framework and the
level of enforcement, which can vary across different countries and jurisdictions.
Financial innovation also presents opportunities for enhancing consumer protec-
tion, such as the use of fintech solutions to improve financial literacy and the devel-
opment of new consumer-friendly financial products. Collaboration between
financial institutions, regulators, and consumer advocacy groups can facilitate the
development of effective consumer protection measures that balance innovation and
consumer welfare. Ongoing research and monitoring of financial innovation and
consumer protection are necessary to ensure that regulatory frameworks remain rel-
evant and effective in addressing emerging risks and challenges.

The future of consumer protection and financial innovation is a dynamic and
ever-evolving landscape. Technological advancements, globalization, data privacy,
financial inclusion, ethics, behavioral economics, and regulatory experimentation
are all facets of this intricate tapestry. Regulators, industry participants, and stake-
holders must approach this future with adaptability, collaboration, and a shared
commitment to consumer well-being. The harmonious coexistence between con-
sumer protection and financial innovation, as elucidated in this exploration, will
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continue to evolve, guided by the enduring principles of transparency, accessibility,
and inclusivity. Each crisis in the path of the history will inevitably have repercus-
sions that will threaten the balance and tilt it in one direction or the other. What is
important is that each of these crises creates the necessary buffers for the system to
restore its original resilience, with a human-centric objective of rendering finance a
tool for innovative and inclusive economies.

Recent policy developments underscore the role of regulators, industry stake-
holders, and consumers themselves in ensuring a secure and prosperous financial
future. In the innovation economy, financial innovation holds great promise for
expanding access, reducing costs, and increasing choice. However, this progress
must go hand in hand with robust consumer protection measures to safeguard indi-
viduals from harm and ensure that the benefits of innovation are distributed broadly
and equitably. Consumer protection within the innovation economy is an ongoing
endeavor that requires adaptability, collaboration, and a deep understanding of both
economic principles and behavioral dynamics. By addressing information asym-
metry, promoting financial literacy, embracing technology, and fostering global
cooperation, we can pave the way for a more secure and inclusive financial future
for all.
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Introduction

As developed in this Monnet Network, the global economy is trapped in the so-
called “permacrisis,” which means that a permanent state of crisis has been estab-
lished because any given crisis in one of the components of the economic system
engenders a crisis in all the others, making any solution more complex and costly.
Nevertheless, since the other face of the permacrisis is a systemic crisis, the inter-
connections and causal links between the issues should also mean that cumulative
causalities could be reversed as vicious circles could be turned into virtuous circles.
Would it be naively optimistic to imagine the permacrisis being turned into a
“perma-exit-crisis process”? Paradoxically, being deeply pessimistic about climate
change might provoke such a reversal in the present chain of causalities of per-
macrisis because it is about to become a hierarchy of crisis, relying upon the irre-
versible one—climate change—which will force radical systemic changes anyway
to prevent humankind extinction. Facing such a binary option, the permacrisis
should inevitably trigger a rational survival reaction. Therefore, the permacrisis has
the potential to go back to the original meaning of a crisis: “when an event shakes
the status quo, forcing us to consider new options for action,” that is, systemic
changes. This reversed causality could be triggered by the apocalyptic gravity of
climate change, whose solution would only be possible by solving the concatena-
tion of the other crises. There is a case for considering that, as far as a growing
consensus does exist for tackling the climate crisis—the worst threat to the welfare
and survival of our democratic societies—the implementation of an effective de-
carbonization would tackle most of the other systemic issues, solving in turn the
main other crises in the global economy. Indeed, for making de-carbonization on
time, multilateral cooperation is essential for focusing on radical changes in relative
prices of fossil energies (carbon price increases), on the financing gap of Emerging
and Developing Economies (EMDEs), therefore on tackling the asymmetric IMS,
in turn, correcting the excessive yield in pure financial activities versus the yield in
real investments, leading so to deal with the underdevelopment and the growing
inequality in incomes and their resulting waves of populism. Such a rosy scenario is
bound to emerge from the darkest scenario of exponential global warming.

After decades of procrastination, the degree of awareness of the risks posed by
climate change has recently increased, and with it, the issue has finally become the
subject of political concerns. However, implementation plans and funding are not
only generally lagging but wrongly designed, giving the impression that changes
would be manageable with minor costs. Due to this double policy mistake, it is
already clear that the Paris Agreement objective of a 1.5-degree increase will not be
respected, implying huge additional costs, making realistic the darkest scenario of a
disorderly transition obliging to radical survival decisions. IMF acknowledges that
current nationally determined contributions (NDCs) “would only reduce emissions
by about 12 per cent by 2030 compared with 2019. This is less than half of the emis-
sions cuts needed for 2 °C and less than a quarter of the emissions cuts needed for
1.5 °C” (Black et al., 2023).

Considering the huge amounts required by global de-carbonization and the
important disparities across economies, this chapter assesses the capacity of the
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current International Financial System to efficiently close the estimated financing
gaps, taking into consideration the structural handicaps of less developed econo-
mies. The “Network for Greening the Financial System'” (NGFS) recently con-
cludes: “... the risk of a lack of external financing from advanced economies (AEs)
and local circumstances in emerging markets and developing economies (EMDEs)
and low-income countries (LICs) [is] limiting the ability to transition globally in a
time-line fashion” (NGFS, 2023).

De-Carbonization as Global Systemic Change

The Evolution of Disavowal: From Climate Skepticism
to “Greenwishing”

The disavowal observed up to recently has shifted from climate scepticism to a
dominant belief that a combination of technologies, higher prices for carbon, and
the dynamism of private finance could solve this issue smoothly and automatically
with only minor macroeconomic costs. This position relies upon most econometric
models and the so-called integrated assessment models (IAMs), which are espe-
cially shaped for estimating the social cost of carbon and the total negative exter-
nalities of climate change that are not captured by conventional markets.

The usefulness of the existing models for policymaking should be questioned
because they are exposed to significant risks. The main reason is their high sensitiv-
ity to the precise specifications of the models, which make their results too uncer-
tain in policymaking for tackling such an irreversible phenomenon and its resulting
extreme risk for humankind. As underlined by Nicholas Stern (2022), the abusive
use of IAMs in the United States led it to “suggest relatively low levels for carbon
taxes. And they have been used to argue that policy on climate change should be
overwhelmingly dominated by carbon pricing.” While carbon pricing is a necessary
tool for de-carbonization, it is far from being sufficient. The reason is that, faced
with extreme risks—as is the case with irreversible climate changes—financial mar-
kets and current economic models are unable to assess them properly ex ante. This
is clearly shown by economic history and is formally demonstrated by Weitzam’s
“Dismal Theorem.”? Weitzam (2009) explains the specific uncertainties in climate
economics due to nonlinear evolutions (tipping points), implying that no market
mechanism can induce rational behavior; for systemic reasons, markets are unable

'NGFS is a group of Central Banks and Supervisors willing to contribute to the development of
environment and climate risk management in the financial sector. https://www.ngfs.net/en/liste-
chronologique/ngfs-publications

2This theorem explains that the uncertainty of certain parameters—like climate sensitivity—asso-
ciated with high damage functions increases the risk and therefore the precautionary effect. The
Dismal Theorem says “in a stochastic universe where the probability that the destruction of capital
increases by an order faster than the net value produced, the social discount rate tends towards a
negative one so that the discount factor tends to infinity”.


https://www.ngfs.net/en/liste-chronologique/ngfs-publications
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to assess the effective yields of cutting CO, emissions on time. Therefore, a general-
ized precautionary principle must be applied when facing a situation with exposure
to a potentially unlimited risk. The required higher precautionary savings for facing
extreme risks in conditions of uncertainty (Dreze, 1990) is not yet adequately incor-
porated in the existing models as they do not result from behavioral parameters but
from policy measures.

In addition, de-carbonization implies deep structural changes because energy is
not a standard input but a fundamental production factor (carbon) affecting the
whole output and consumption, as well as because most of the current parameters
are outdated. It means that a lot of nonlinear complex impacts will be difficult to
capture without sufficient data, and for which existing macroeconomic parameters
risk underestimating. Nonlinearities also result from interdependencies between cli-
mate risks and macro-financial developments. Furthermore, disparities and speci-
ficities across countries need to be tackled. To adapt its country programs to
de-carbonization, IMF (Black et al., 2023) launched promising but time-consuming
research in this direction:

New tools are required to assist policy-makers in designing, assessing, and implementing
reforms to accelerate a ‘just transition’. Designing and implementing effective and sus-
tained climate mitigation policies requires quantitative, evidence-based analysis, with
country-level assessments of their impacts. This includes impacts on the energy system
(supply, demand, and prices); CO, and other GHG emissions; revenues from existing and
new energy taxes; economic output; as well as on household and industry incidence. It
requires an assessment of the trade-offs among instruments including carbon taxes, emis-
sions trading systems (ETSs), electricity or individual fuel taxes, emission rate and energy
efficiency regulations, feebates, renewables subsidies, public investments, and other poli-
cies. However, no tool has previously allowed for such estimation with near comprehensive
country coverage.

Economies will also be impacted differently by global interlinkages and interna-
tional spillovers, which will add a further layer of complexity. Therefore, there is a
risk of giving policymakers and citizens the illusion of scientific results from some
scenarios, in particular by showing small costs of de-carbonization that would be
easily compensated thanks to the dynamism of market mechanisms. The by-product
of this illusion is the undermining of climate urgency and gravity through the fact
that the collective awareness of the need for and feasibility of a transition would
consequently be considered as being solved by existing technologies whose imple-
mentation would be automatic. This attitude was recently named “greenwishing®”,
that is, the collective illusion that there are solutions at hand that will be imple-
mented later. We consider that this optimistic view reflects an undervaluation of the
uncertainty that will affect financial markets and yields. These results will also
depend on uncertain systemic changes and innovations in governance that must

3Not to be confused with “greenwashing,” which is also part of the disavowal. See https://www.
pwec.ch/en/insights/fs/greenwashing-and-greenwishing.html
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occur on time to reach a successful net-zero emission (Mc Kinsey, 2023).* This
tendency to underestimate the degree of uncertainty is an unconscious bias related
to the general disavowal.

This “greenwishing” and built-in optimism manifest a collective illusion that
reflects the unconscious denying of the de-carbonization costs and the risks of cata-
strophic irreversibility. Most of existing works on energy transition do not yet deal
with the side effects of changes in production and consumption structures that are
urgently required for a timely de-carbonization. The very low relative price of car-
bon has enduringly changed the whole structure of world output, the way of life, and
entire cultures. De-carbonization is, therefore, a major shock for every society, but
it tends to be hidden, either unconsciously by the human brain, which is biased
toward present benefits (Bohler, 2019) or consciously by vested interests? that refuse
to lose their immediate rents whatever the costs for societies. Therefore, the issue of
global warming tends to remain unresolved and worsening.

This neglectful behavior not only indicates an implicit disavowal by most econo-
mists and economic agents, but also a clear incoherence that shows a myopic way
of working in the profession of economists as well as in those of private investors
and in the financial sector.

The Specific and Unprecedented Difficulties in Assessing
a Net-Zero Strategy and Identifying the Costs and Efficiency
of the Necessary Policy Measures

The issue organizing an effective net-zero strategy is probably the most complex
policy challenge humankind, policymakers, and economists have faced in history.
Moreover, it requires overcoming two perverse processes: first, the “tragedy of the
horizons” (Carney, 2015), which impedes timely and significant actions due to the
increased uncertainty resulting from the short-termism of the policymakers’ elec-
toral bias for dealing with the fatal irreversibility of global warming; and, second,
the electoral populist constraint that traps policymakers into a “prisoner dilemma”
status quo favoring procrastination and impeding the needed coordination both
among nations and among sectors. This combination tends to impede longer-term
collective rationality, but all the published quantitative works on the costs of energy
transition leading to the net-zero result are based upon a naive collective rationality
hypothesis. Therefore, by assuming that the key systemic failures have been
resolved, the models show solutions with relatively minor macroeconomic costs.

4“Net zero is an ideal state where the amount of greenhouse gases (GHGs) released into the
earth’s atmosphere is balanced by the amount of GHGs removed” (Mc Kinsey, 2023).

3The huge disinformation strategy organized by the oil lobbies explains most of the climato-skep-
ticism actions, see https://phys.org/news/2021-09-oil-companies-discourage-climate-action.html
https://sustainabilitycommunity.springernature.com/posts/
favorability-towards-natural-gas-relates-to-funding-source-of-university-energy-centers
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All are utopian and misleading. They rely upon implicit assumptions that the key
difficulties are solved:

* Necessary measures would be adequately prepared, correctly managed, without
disorderly path and taken smoothly on time among the main economic areas.

* Electorates and their policymakers would respect the rational choice that the
small direct economic costs of acting now are strongly overcompensated by
avoiding climate damages, and that any postponement increases the transition
costs and decreases the longer-term benefits.

* Governance issues do not exist.

e Neither political and geopolitical conflicts nor chaotic social reactions
would occur.

» Economies’ heterogeneities are minimal.

* Neither market failures nor public failures would increase the uncertainty of
return for investments in de-carbonization.

* No bottleneck in specific commodities, technologies, equipment, and skills for
moving smoothly to clean energies.

* No impact of the structural and behavioral changes on the parameters of
the model.

* No gap between the decentralized supply of renewable energies and the infra-
structures of electricity grids®.

* Permanent coordination among most nations and key actors.

» Essential financial and macroeconomic conditions permanently fulfilled.

In short, by default, models make the disavowal worse by dealing improperly
with de-carbonization, which is a complex systemic issue plagued by many uncer-
tainties among which the main one comes from the difficulties to ensure the urgent
coordination required for facing the deep structural changes in the whole word.

Macro-financial Aspects of De-Carbonization

A Macroeconomic Panorama of De-Carbonization

Reaching net-zero emissions for 2050 is supposed to allow for the fulfillment of the
Paris Agreement’s target (2015) of maintaining global average temperatures within
1.5° Celsius of pre-industrial levels. However, as most governments have not yet
taken effective measures, the increase in temperatures has continued, already
approaching, in 2023, the Paris target. This acceleration could also indicate the
probable existence of tipping points in a nonlinear relation between CO, emissions

$“Grids are becoming a bottleneck for transitions to net zero emissions... grid investment needs to
nearly double by 2030 to over USD 600 billion per year after over a decade of stagnation” op. cit.
International Energy Agency (2023), Electricity Grids and Secure Energy Transitions.
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and climate impacts. According to UN Secretary-General Anténio Guterres (2023),
“The era of global warming has ended; the era of global boiling has arrived.”
Anyway, it is clear that delaying actions implies fast increases in costs and the need
to accelerate later the implementation of tougher policies worldwide.

In the approach taken in this work, these probable additional costs are not taken
into account in the available data’ to prevent exaggeration by extrapolating too
recent information. According to most models and research on global warming, cut-
ting CO, emissions up to net-zero means, from a macroeconomic point of view,
organizing an enormous effort of investment in de-carbonization. Global macroeco-
nomic constraints relate this increase in the investment share in GDP to an inevita-
ble contraction in the remaining share in GDP, that is, a sharp reduction in
consumption share. By how much? The prudent estimations of the NGFS Net Zero
2050 scenario (2022) give some orders of magnitude for specific investments in the
energy sector and land uses. Total annual capital investment in energy in the Net
Zero 2050 should rise from around 2.5% of the world’s GDP today to about 4.5%
in 2030, falling back to 2.5% by 2050. From 2021 to 2050, the required global
cumulative spending in these sectors is estimated to reach at least US$ 275 trillion
for three decades, or a total average of US$ 9.2 trillion per year, for covering both
the still necessary traditional fossil energies and the progressive shift from high-
emission to low-emission equipment, plus the necessary increase in new types of
energy and technologies, as well as in related grid infrastructures and storage solu-
tions. According to McKinsey (2022), from these US$ 9.2 trillion of global spend-
ing in energy investments, US$ 3.5 trillion are the necessary new investments. The
remaining US$ 5.7 trillion covers US$ 1 trillion of existing spending, which would
be reallocated toward low-carbon energies, US$ 2 trillion, which already are spent
on low-carbon assets, and US$ 2.7 trillion for the average spending on traditional
fossil energies, which would be necessary for ensuring the soft transition up to
2050. In 2022, about US$ 2 trillion are spent on low emissions in the world, of
which the Emerging Market and Developing Economies (EMDESs) represent US$
773 billion. AEs are already spending about US$ 1.2 trillion on low-emission assets.
The necessary increase of US$ 3.5 trillion would be split into USS$ 2 trillion of new
investments from the EMDEs and US$ 1.5 trillion from the AEs.

The EMDE:s effort would be much bigger, moving from US$ 773 billion in 2022
up to US$ 2.8 trillion, a net increase of US$ 2 trillion or a multiplication by 3.6,
whereas the AEs should increase investment by a factor of 2.3. For the global econ-
omy, these US$ 3.5 trillion of additional investments in clean energies represent a
macroeconomic effort of 3.5% of the world’s GDP and a 1.7-fold increase with
respect to 2022. For example, the rhythm of installation of solar panels per month
should be multiplied by eight, wind farms by a factor of five and grid investment
needs to nearly double by 2030 to over US$ 600 billion per year (McKinsey, 2022).

"The Network for Greening the Financial Sector (NGFS) presents a scenario for a delayed transi-
tion, which increases the transition costs and the damages resulting from the global warming:
https://www.ngfs.net/ngfs-scenarios-portal/explore
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The annual amount of new investment in clean energies and land-use systems
means an unprecedented jump equivalent to 13% of total investment, that is, almost
half the global corporate profit (McKinsey, 2022). This strong financial effort,
which will be added to the financial costs of scrapping important equipment and
high-carbonized activities that have not yet been amortized, implies a severe con-
traction in global consumption to make room for the necessary jump in the invest-
ment rate. In addition, the important structural differences due to the heterogeneity
of national situations, not only in energy supplies, but also in development levels
and trade specializations, imply that huge and stable international financial inflows
would be tailored in the right amount to each case. Important effects on growth,
productivity, inflation, and external current account balances need to be assessed in
relation to the net capital flows for each economy and group of economies. To inte-
grate all these interdependencies is the task of modeling climate change for assess-
ing and measuring policy effects. Due to the size and scope of de-carbonization,
many technical difficulties have yet to be solved to properly take into account the
differentiated effects and their feedback on the other variables and countries. Would
existing models based upon parameters reflecting pre-de-carbonization behaviors
and elasticities be capable of accounting for changes in both this large scope and
sharp magnitude?

We do not have an answer to this epistemological question, although much
research is presently dedicated to improving the models and the method. In particu-
lar, the coherent reactions, mainly from the Bretton Woods institutions, deserve to
be mentioned®. At this point, relying merely on common sense, it already appears
that the indicated macroeconomic order of magnitude combined with complex spill-
overs and inter-twinned parameters acting on the feasibility of the inescapable de-
carbonization constitute a major global shock, whichleads to a “great transformation”
of the whole economic system. Such a systemic change could not be automatically
successful relying only on pure market mechanisms and private finance given all the
unknown parameters. In such a context of uncertainty, it is also common sense to
consider that the governance systems must be changed to ensure proactive manage-
ment involving all stakeholders and social groups, as well as close international
policy cooperation. However, the same common sense makes clear that recent geo-
political evolutions are not moving in the right direction. The choice is merely
binary: either governance is changed to manage a fast energy transition or other
changes will be imposed in chaotic conditions with unmeasurable higher costs.

$The 2017-2020 Climate Change Policy Assessment (CCPA) pilots (a joint IMF-WB climate
diagnostic assessment for small vulnerable countries), continued by IMF with its Climate
Macroeconomic Assessment Program (CMAP) with its macro-fiscal modeling; the 2022 IMF
Fund’s Resilience and Sustainability Trust (RST), the 2022 World Bank’s Country Climate and
Development Report (CCDR, which is one of the pillars for the World Bank Group Climate
Change Action Plan to integrate climate and development and which complements the IMF’s
CMAP), IMF’s toolkit Debt, Investment, Growth and Natural Disaster (DIGNAD) model, the
IMF’s Climate Policy Assessment Tool (CPAT), which is a tool to design, assess, and implement
policies for accelerating decarbonization in 200 economies and to evaluate debt sustainability risks
following natural disasters.
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The Order of Magnitude of the Funding Gap in Emerging
Market and Developing Economies (EMDEs)

Under the optimistic bias provoked by the universal disavowal, consensus views are
that AEs, with their supposed capacity for taking adequate policy measures, should
be able to finance the necessary investments for meeting their commitments to net-
zero, estimated roughly to more than double their present investments in renewable
energies. Despite the optimistic view of the officials, there is also a consensus for
acknowledging that the group of EMDE:s is not automatically in condition to finance
these needs because the effort is almost twofold bigger than the effort in AEs while
they face much higher structural difficulties for transforming their energy supply
toward clean technologies. Solving these difficulties is necessary not only for reach-
ing their de-carbonization objectives but also for ensuring their own sustainable
development for fighting poverty and supplying the necessary collective goods in
education and health.

According to the data of the International Energy Agency and the International
Finance Corporation (2023), the average yearly financial needs for EMDEs to invest
in clean energy should increase from US$ 770 billion in 2022 up to US$ 2.8 trillion
during the period 2031-2035. More specifically:

e EMDE:s invested in 2022 around US$ 770 billion in renewable energies, or only
2% of their combined GDP; this should rise respectively to 5.6% and 7% of GDP
on average for the two periods 2026-2030 and 2031-2035 (i.e., a 3.6-fold
increase in the second period compared to 2022). However, the investment in
China, India, and Brazil represents more than three-quarters of this figure. To
respect the Paris Agreement, annual investment in clean energy in EMDEs would
need at least to triple in the next decade and should continue to increase up to
2035, staying at a high level up to 2050. Without China, the investment effort in
the other EMDESs must rise from US$ 260 billion to US$ 1.9 trillion, that is, an
investment effort of 8.9% of their GDP, a 7-fold increase!

* China is the fastest and most advanced investor among EMDEs, with US$ 511
billion (2.9% of its GDP) in 2022; it must rise to an annual US$ 853 billion
(4.8% of its GDP) on average during 2026-2030, and to US$ 947 billion (5.3%
of its GDP) on average during 2031-2035, that is, a 1.8-fold increase.

¢ In Latin America, clean energy-related investments should move up from
an annual US$ 66 billion (1% of its GDP) in 2022 to an annual average of US$
243 billion (3.8% of its GDP) during 20262030 and continue to go up to US$
332 billion during 2031-2035, a 5-fold rise in comparison with 2022.

e Asia (without China, Japan, and Korea) should move up from US$ 112 billion
(1.2% of its GDP) to US$ 533 billion (5.5%) and then to US$ 711 billion (7.4%
of its GDP) for the respective periods, that is, a 6.2-fold increase.

* For Africa, the energy-related investments should jump from US$ 32 billion
(1% of its GDP) to US$ 203 billion (6.8% of its GDP) and then to US$ 265 bil-
lion (8.8% of its GDP), that is, an 8.8-fold increase.
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These estimated investment needs allow us to give some rough orders of magni-
tude of the challenges our societies have to take up immediately to ensure their
survival. It appears first that the effort is disproportionately big for economies
struggling with high poverty challenges. It is common sense, but also supported by
technical evidence, that this jump in investment rates could not be financed by
compressing much their consumption. This means that their domestic savings must
be completed by external savings, that is, by inflows of public and private capital
from AEs. These richer economies, in turn, should be able to ensure a strong
increase in their saving rates to be able to cover both the big increase in their own
investment in clean energies (2.5% of their GDP) and to generate a net saving sur-
plus for closing the financing gaps in EMDEs (5% of their GDP) with capital
outflows.

Given these magnitudes, de-carbonization dictates that in a very short term (a
few years), clean energy investment rates in EMDEs would have to increase from
2% to 7% of the GDP, that is, an increase of five percentage points of their GDP. AEs
would have to increase clean investments from 2.1% of their GDP in 2022 to 4.6%
in 2035, that is, an increase of 2.5 percentage points of their GDP. AEs’ macroeco-
nomic effort would be half of the EMDEs’ effort.

Examining the present (IMF, 2023) investment and saving rates in AEs and
EMDE:s gives an idea of the enormous size of the global challenge to meet: AEs
saving rates are presently hovering around 22% of their GDP, close to their
investment rate at 22.4% (small net dissaving) while EMDEs present together
higher average rates, 32.4% for saving and 32% for their investment rate (small
net saving). Of course, these group averages hide big disparities, with Asia regis-
tering much higher rates of respectively 39.4% and 38.7% (a current account
surplus of 0.7%), while Latin America at much lower levels of respectively 18.4%
and 20.2% (a current account deficit of 1.8%) clearly insufficient for ensuring its
own development. Sub-Saharan Africa has in the same insufficient rate of saving
and investment, with 18.9% and 21.5% repectively (saving deficit of 2.6%). For
AEs, disparities exist also, namely the United States with extremely low rates of
16.3% and 20.6% (saving deficit of 4.3%). The Euro Area, in turn, shows an
opposite surplus of savings, with respective rates of 25.7% and 23.3% (surplus
of 2.4%).

Since the net savings of EMDEs are 0.4%, and their investment rate should rise
by 5% of their GDP, their financing gap requires capital inflows of 4.6% of their
GDP, some US$ 1.840 billion per year during many years coming from AEs, for
which this amount represents 3% of their GDP. AEs should be in condition to
increase their saving rate from 22% now to 27.5% of their GDP (+2.5% for covering
their own increase in investment +3% for filling the EMDEs financing gap by their
investments abroad).
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Would Financial Markets Be Able to Overcome Their Inability
to Provide Sufficient Investments for De-Carbonization?

Financial experts still believe that private finance will be able to provide capital
inflows as long as investors’ risks are matched by an increase in yield expectations
for their investment in de-carbonization. However, the cost of capital for a typical
utility-scale solar project is usually much higher in EMDEs than in AEs, reflecting
higher perceived risks. It is true that if their profitability could be sufficiently higher
than in the AEs, gross inflows to EMDEs could be significantly increased. As
explained by Aglietta (2015), free financial markets are unable to allocate efficiently
the resources to reorient the production system because climate changes create
extreme uncertainty, which in turn implies that the market value of de-carbonization
investments today would be too low. A financial international public intervention is
necessary for complement to the progressive taxation of CO, emissions (“malus”)
for giving an immediate incentive (‘“bonus”) to new investments that abate green-
house gases in compensation for the too-high uncertainty ex ante. The reason is that
the increases in carbon prices can only be progressive and too slow to attract suffi-
cient investments now in clean production and cover both risks and upfront costs.
Therefore, de-carbonization needs an additional nonmarket mechanism for giving a
financial bonus foday able to act on firm expectations for increasing the relative
value of their low-carbon investments (or reducing the private financial costs of
riskier CO, saving investments), that is, increasing risky private yield of de-
carbonization toward its social yield’.

Could the International Monetary System (IMS) Ensure
the Adequate Geographical Allocation of Resources (Capital
and Technology) for De-Carbonizing the Global Output?

At the global level, the most recent forecasts from the IMF World Economic Outlook
(October 2023) seem at odds or worryingly incoherent with the committed plans of
de-carbonization because the estimated investment increases and consequent adjust-
ment in savings do not appear at all in the period 2024-2028. Observing the past,
present, and future dis-saving by the AEs group, especially in the wealthiest econ-
omy, the United States, which currently absorbs the world savings for 4.3% of its
GDP and is expected to maintain this deficit around an average of 3.7% up to 2028,
leads to the key systemic question of how to reverse this resilient old disequilibrium.
The answer lies in the asymmetries provoked by an International Monetary System
(IMS) based upon a national currency, the US dollar, as the main international

°See Aglietta (2015) for a detailed proposal. A clear example of the need to include the huge
upfront costs: “if a renewable energy plant produces electricity at a cost 30% higher than a coal
plant, the real amount of investment to replace coal-fired electricity is 130%.”
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reserve. Indeed, for playing this international function, the US economy, issuing
this main reserve currency, is condemned to automatically become a growing net
debtor (i.e., to absorb foreign savings) and remain one permanently as far as the rest
of the world needs more reserves in dollar, which is an observed fact. The specificity
of the current IMS forces a dis-saving in the US economy and biases the interna-
tional saving flows against a smoother diffusion of development. Dollar assets held
by foreigners correspond to automatic inflows of capital in the US economy. This
inescapable aspect of the IMS, which is based upon the dollar, appears as a systemic
obstacle to the increase in AE saving surplus since non-US AEs should make up for
the huge dis-saving of the United States. This is indeed not the case in current fore-
casts since the AEs maintain a small savings deficit up to 2028. This recognizes the
absence of policy measures for de-carbonization on time: “...an indicator of effec-
tive (no)policy change: the underpricing of fossil energies (market failures) wors-
ened by the direct subsidies given to their production or consumption (government
failures)” (Ghymers, 2024)'°.

To this macroeconomic incoherence, an additional corollary of the Triffin
Dilemma, which is very damaging for global development, is the significant spill-
over of the US macro-monetary policy that generates destabilizing pro-cyclical
waves in global liquidity. Once a national currency is used as a foreign reserve by
many other countries, asymmetries result that create biases in the policy mix of the
issuer of reserves not only by exempting it from external monetary discipline but
also by provoking significant spillovers on global liquidity conditions, which tend
to become suboptimal and unmanageable. This is also the result of the dollar’s inter-
national status, which generates a global boom-bust cycle (Rey, 2013) with very
damaging effects on the stability of EMDEs’ capital inflows and macroeconomic
policies.

What Is the Incoherence of the Present IMS That Creates
an Obstacle to the Capital Inflows in EMDEs?

Due to the inner logic of a currency, being debt-at-sight, any system based mainly
on the use of a national currency for supplying international reserve assets to the rest
of the world is doomed to conflicting policy objectives, inevitably leading to global
macroeconomic instability. The reason is the inescapable dilemma the issuer of this
currency faces between either going ever deeper into external debt in order to
smoothly satisfy the growing world demand for liquidity, with the danger that this
could, at some point, either undermine its creditworthiness, or failing to satisfy this
demand for preserving its creditworthiness, exposing the world to a reserve

Tn Ghymers (2024), the increase in subsidies to fossil energies gives an indication of the contra-
diction between the “greenwishing” words of policymakers and the real world of fossil energies’
rent-seekers.
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shortage with a consequent deflation. This corollary—or other face—of the Triffin
Dilemma remains a major obstacle to the necessary stability of the gross inflows for
de-carbonization. The destabilizing global liquidity waves created by the constraints
on the US monetary policies act as a “built-in destabilizer” (Triffin, 1959) of the
global liquidity, that is, an endogenous generation of pro-cyclical global monetary
waves that constitute a systemic cause for recurrent global crises. This phenomenon
has increased during the last three decades with the structural evolution of global
finance (Ghymers, 2021, 2022).

The instability and pro-cyclicality of global liquidity come mainly from the para-
doxical structural scarcity of dollar safe assets, which produces the present form of
the Triffin Dilemma and its built-in destabilizer. It is a process of circular cumula-
tive causality provoked by the binary discrimination introduced by using a national
currency as a international reserve currency, which endows the dollar with higher
liquidity (or “moneyness degree”) than other safe assets. This differentiation in the
liquidity degree develops binary distinction between the dollar and non-dollar com-
ponents of the global “high-powered-money” (monetary basis), which sustains the
reversed pyramid of global liquidity. As soon as a liquidity squeeze is in view, the
demand for dollar-safe assets jumps while the nonbank sector (namely the repo mar-
kets) cuts its supply of pseudo-safe assets in other currencies (non-dollar reserves),
creating a systemic instability of the global liquidity. Contrary to any national
liquidity “reversed pyramid,” where the basis is homogeneous and could always be
controlled by its national central bank, global liquidity has an unstable binary basis
that cannot be stabilized to the same degree in the absence of a genuine international
Lender-of-Last-Resort (LOLR). A cumulative causality explains a growing scarcity
of dollar-safe assets as the flow of their demand increases much faster than what can
be provided by the US debt capacity. This growing gap is the result of two evolutions:

(i) A structural shift in the founding sources by which non-bank financial interme-
diation (NBFI or “shadow banks”) substitutes traditional bank loans based
upon demand deposits for short-term loans secured with dollar collaterals, pro-
voking a huge need for dollar safe assets

(i1) The relative shrinkage of the US economy, as a result of the fast expansion of
EMDESs, which reduces the relative weight in the global finance of the issuance
of US liquid debts, while most of the liquidity needs of the growing EMDEs are
in dollar

This excess demand for dollar-safe assets pushes down the yields of the dollar.
Encouraged by these too-low yields, a combination of risk appetite and financial
innovations among the private operators on the wholesale financial markets gener-
ates an intermediation for supplying by securitization pseudo-safe assets with non-
dollar assets and corporate debts usable as collaterals (“Repo” and asset-backed
commercial papers). However, these developments correspond to an endogenous
increase in the global monetary basis of global liquidity, which becomes pro-
cyclical, that is, reversible for missing an international LOLR and being composed
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of safe assets of two different qualities: the dollar-safe assets and pseudo-safe assets
in non-dollars. Therefore, the Triffin Dilemma—which expresses the impossibility
of a single economy to ensure an adequate supply of safe assets able to stabilize
global liquidity by issuing its own liquid debts—induces the wholesale markets to
create an accumulation of systemic destabilizing factors:

1. They encourage the issuance of lower-grade debt through new collateral.

2. They develop mismatches in terms of maturity, currencies, and credit quality.

3. These pseudo-safe assets as collateral tend to co-vary more with the global finan-
cial cycle, provoking endogenous reversibility in the volume of the monetary
basis, which amplifies the contraction in global liquidity.

4. National central banks are poorly equipped for intervening safely in repo mar-
kets, which, by definition are part of the shadow banking sector, have no direct
access to their central banks.

This vicious circle of liquidity destabilization has not (yet) become a run-out-of-
dollar but rather leads to its contrary “dash-for-dollar” liquid assets and creates a
cyclical appreciation of the dollar, with an inevitable global recession and a growing
pro-cyclicality of liquidity, generating increasing socioeconomic costs. This built-in
destabilizer is doomed to lead to a big crash. The failure to generate the resources
for de-carbonization will probably create this systemic crisis, which will force sys-
temic change.

Why does the dollar’s role remain so dominant and unique? Why other competi-
tors do not appear? The answer is simple: the primary determinant for being the
main reserve currency is the capacity to provide a fast-growing supply of high-
quality (liquid) debt, that is, to be also the dominant debtor. But there is no other
candidate able to issue so high a volume of perfectly liquid assets. Competing with
the dollar means competing to absorb in consumption the world savings, that is, to
accept the necessary huge dis-saving. This would oblige the rest of the world to
an even higher saving surplus. Furthermore, the competition between two key cur-
rencies would provoke sharp unmanageable substitutions (Kareken & Wallace,
1981) between these two standards, unsettling global liquidity and generating addi-
tional catastrophic macroeconomic instability. An efficient and stable IMS cannot
logically be based upon either one or several national currencies, but needs a multi-
lateral one.

Amazingly, economists dealing with the conditions for de-carbonization seem to
ignore this double systemic difficulty. The above analysis of the current IMS shows
the existence of a resilient additional obstacle for solving the financing gap of the
EMDE:s. Anyway, the fast-rising costs of insufficient actions should create the nec-
essary pressures for resolving the systemic lack of tools for stabilizing global liquid-
ity and getting out of the permacrisis.
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Outline of a Solution

The Principle

The most obvious and easiest technical way to solve the Triffin Dilemma requires a

99

genuine (n + 1) currency, which is no longer the net debt of one of the “n” national
economies. This additional currency to the “n” existing ones allows the restoration
of the missing degree of freedom to national policies because with “n” different
currencies there remains only (n — 1)" exchange rates and current account balances,
making it impossible to get “n” autonomous policies: one economy has to abandon
its sovereignty for supplying the necessary safe assets to the n — 1 other economies.

This is precisely what a multilateral currency is made for. It is exactly like what
happens at the national level, where the liability of the central banks is necessary as
an additional liability to the liabilities of the deposit banks. At the global level, this
multilateral liquid asset should be issued by a legitimate, representative multilateral
institution (the IMF). This multilateral institution would create the currently miss-
ing global LOLR in charge of managing global liquidity as a public good by issuing
(withdrawing) its own liability against buying (selling) the exact asset counterpart
in eligible national and liquid bonds to national central banks. This LOLR or
Multilateral Central Bank (MCB) would be in charge of optimizing the volume of
global liquidity according to technical criteria fixed collectively (e.g., global output
gap and commodity prices) for increasing or reducing liquidities, including fulfill-
ing the role of safety net. The value of this multilateral liability would be fixed by
the weighted average of the values of its counterparts in national assets. It would
play the role of multilateral first-best safe assets because it will be necessarily less
discretionary, safer, exempt from any geopolitical discrimination or weaponiza-
tion'!, arithmetically the most stable, collegiately manageable for ensuring stability,
and its issuance would not imply a growing indebtedness of any national economy.
This formula means a “multilateralization” of the issuance of safe assets against
national safe assets. Exchange-rate risk and external constraints would appear sym-
metrical for the dollar as for any other national currency. The result is the internal-
ization of the dollar spillovers and the stabilization of the global liquidity without
increasing any debt, that is, resolving the Triffin Dilemma in the interests of all
countries. This is, in fact, close to the Keynes/Triffin plans.

It would be difficult to imagine a simpler, more coherent, and more symmetric
solution. The systemic logic of moving from national reserve currencies to a multi-
lateral one is the same as what was necessary to do at the national level when
national central banks substituted private bank currencies for their own liability
issued in order to ensure the stability of interbank liquidity. The reason is the same:
the need for a neutral LOLR, which issues its own liquid debt as the most liquid and

'The political weaponization of the dollar is a dangerous infringement to the necessary universal-
ity of an international currency, and the same would probably apply to the projects to build an
anti-dollar international standard.
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safest asset required for the clearing among national deposit banks, above all the “n
others, according to the needs and without creating asymmetries among other assets
issued by banks.

The Operational Modalities

Due to the pressures created by the inevitable exponential increases in catastrophic
climate damages and the accompanying worsening of financial and social crises,
both making clear that the system is unsustainable, policymakers will be obliged to
turn to radical systemic reforms among which to implement the principle of the
costless creation of a multilateral currency. The geopolitical nature of the present
obstacle to a systemic reform, namely the US resistance!” to losing its “exorbitant
privilege” to finance its deficit with its own currency, is doomed to change soon due
to the combination of the revolution in payment digitalization (CBDCs!"?) with the
unprecedented crisis that will result from the impossibility to invest on-time as
required by de-carbonization. The IMF reform will appear as beneficial to all for
improving the macroeconomic stability necessary to mitigate the important costs of
the delay in de-carbonization. The expected benefits for all are monetary and mac-
roeconomic stability and the disposition of an automatic financial safety net that
can create smoothly the liquidity in case of urgency or crisis, along strict technical
conditionality.

The benefits for the United States far outweigh the short-term disadvantages, in
particular by preventing future competition between key currencies (like the euro
and the renminbi), which would generate major instability. For the rest of the world,
the advantages of the reform would be much more significant, and the short-term
costs generated by the US external adjustment much lower if the risks of financial
and exchange-rate turbulence could be put under control through the management
of global liquidity.

How to proceed concretely? The obvious and safest option is to build on what
exists and is legitimate: the International Monetary Fund and its Special Drawing
Right (SDR).

1. The SDR is an international reserve asset created by the IMF with the legal pur-
pose of becoming “the principal reserve asset in the international monetary sys-
tem,” according to the formal agreement enacted in Article VIII section 7 of the
IMF statutes (1969). Its value is equivalent to the value of a weighted basket of

12 A decision to change the IMF statutes and the SDR requires a qualified vote of 85%; this requires
approval by the United States, which owns a veto with a percentage of the total voting power of
16.5%. Furthermore, the US Congress has to approve any issue of SDR superior to the US quota
of SDR 83 billion. Although the United States can block any reform of IMF, necessity is likely to
force it to a “new monetary deal” in their own interests.

13Central Bank Digital Currencies, See in this book, Chap. 13 “Systemic Aspects of CBDCs.”



18 Climate Crisis: Systemic Aspects of De-Carbonization and Macro-financial... 305

world currencies. However, the SDR is not yet a genuine currency but an asset
that holders can exchange for currency when needed. The concrete solution is to
upgrade the present SDR into a genuine Multilateral Reserve Currency (MRC)
by allowing the IMF to issue (or withdraw) MRC directly as the multilateral safe
asset used by national central banks and markets, as the most stable monetary
base supporting the creation of global liquidity.

2. This Upgrading of the IMF into a Multilateral Central Bank (MCB or IMF*)
by allowing it to issue its own liability against asset counterparts in deposits in
national reserve currencies or national bonds confers it the role of the missing
multilateral LOLR able to manage the global monetary basis in MRC for stabi-
lizing the volume of global liquidity without affecting the debt of any national
economy. The technical aspects are presented in the Analytical Annexes with the
balance sheet of the MCB.

3. Operationally, Blockchain technology and the coming generalization of interop-
erable Central Bank Digital Currencies (CBDCs)* will make bundling/
unbundling the SDR basket costless. Therefore, the new e-MRC would become
highly attractive to the private sector, contrary to the present SDR. At the same
time, due to the same absence of conversion costs, the dollar could and should
remain the primary operational vehicle on the day-to-day markets for logistical
(and logical) reasons: only one working standard is feasible for intra-day or
short-term operations of dealers. For the same reason, a multi-currency option
would be even more unstable!® without a superior (n + 1) reserve currency
above them as regulated by a (n + 1™) LOLR. This proposal does not pretend (or
would not imply) to substitute for the US dollar’s operational role in the inter-
bank markets, but mainly across the main central bank operations, as a universal
vehicle for exchange-rate transactions and for liquidity management in a colle-
gial way for ensuring global stability. This CBDC feature allows for maintaining
the operational vehicle role of the dollar, so keeping the acquired technical
advantages and network practices of its use as the standard tool for the dealers,
especially in the intra-day or day-to-day transactions.

4. The need for a substitution account between dollar reserves and the new
MRC. The future ability of permanent costless conversion in e-MRC will pro-
voke the end of the scarcity of dollar-safe assets, suppressing the dollar’s “exor-
bitant privilege” and making the IMS symmetric. It will be necessary to absorb
the overhang of dollar assets resulting from substituting the demand for dollar-
safe assets for the most stable, costless, multilateral safe asset. An off-market
mechanism will organize an orderly process, preventing a sharp fall in the dollar
exchange rate with a conventional fixed rate between the dollar and MRC through
a substitution account (see Analytical Annex 2 for technical aspects). This
account should be open at the MCB (IMF*), where the holders of excess dollar

14See Chap. 13 in Part IV.
5Due to the massive unstable currency substitutions, see Kareken and Wallace (1981).
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reserves could deposit them in exchange for their equivalent value in MRC
(SDR¥*) at a guaranteed exchange rate. At the end of the 1970s, a similar idea for
moving to SDR reserves failed miserably on the question of the burden sharing
of the exchange-rate losses that the expected depreciation of the dollar with
respect to the SDR could imply. According to witnesses of these negotiations,
the final US offer was to support half of the losses, but France refused, wanting
to impose to the United States supporting all the losses. However, this historical
failure shows a wrong analysis. With this substitution considered a systemic
change, the proposal means a definitive and institutional move to the MRC
issued by the IMF*, that is, the global LOLR. This implies no possible exchange-
rate losses on the MCB (IMF*) balance sheet where dollar sales would be regis-
tered at the same value as MRC purchase with a conventional fixed exchange
rate: without an open position left on the MCB, bookkeeping cannot show any
loss. Only in the theoretical case of dissolution of the MCB and its substitution
account could losses or gains appear when the dollar assets would be returned to
their initial depositors (Sobol, 1979; Icard, 2011). Therefore, this was a sterile
conflict of the past led by politicians without a systemic view. Furthermore, the
character of public good of this IMS reform would justify the multilateralization
of the great benefits facing only hypothetical smaller losses anyway.

The MCB as a Substitute to Conflictual Monetary and Exchange-Rates
Coordination An important benefit for all countries of this MCB/MRC plan is to
restore symmetric forces that are able to constrain the set of “n” monetary policy
stances automatically and multilateralize the bilateral credits and debits. MRC cre-
ates an automatic self-constraint that negates the need for any supranational power
and/or transfer of monetary policy sovereignty. This reform tends to be viewed as
utopian, but it is a priori the more realistic one (or, the less difficult to agree upon)
because it is operated along the logic of “subsidiarity”: more respectful of national
policies’ autonomy than in the case of coordination deals, fitting better with the cur-
rent populist mood against international cooperation. National policies are self-
constrained by the technical nominal anchor fixed by the costless MCB (the neutral
“n + 1" agent). An overdraft facility allows the financing of specific liquidity needs
of any country as a percentage of their quota. This means purely technical manage-
ment focusing only on the world’s general interests. This nominal anchor—or global
constraint—represents the need for organizing this public good of a global mone-
tary policy stance that would be transparent and dedicated to international prices
and growth stability.

Such a public good is “a-political” as it is purely technical, but at the highest
global level: managing collegiately the degree of liquidity in function of objective
parameters is the most efficient lever that monetary authorities could ever dream.
Overall, this is the smoothest way to cooperate while respecting each other’s
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sovereignty. There is no more need for stronger coordination of policies interfering
with national sovereignties or against central bank autonomy once the “n” countries
accept the costless upgrading of the SDR in the IMF statutes. Each economy recov-
ers more autonomy with the eradication of the monetary spillovers: they remain free
to adopt their own policy stances as they want, no more need for dedicating resources
to costly safety nets or piling up an excessive stock of reserves, no more waste of
time for bargaining polemical burden sharing for safety net or loans to the IMF/
MCB, since, in case of a liquidity need in an economy, there is the possibility to
decide to inject costless liquidity under conditionality, and—the most important
effect—no more Triffin Dilemma since the IMS would become automatically more
symmetrical, and therefore there would be no “built-in destabilizer” from the dollar
system anymore since the proposed multilateral currency would be managed in ser-
vice of global stability and the general interest as defined technically by the central
bank members of the IMF.!®

Conclusion

There is a very urgent need to improve the integration of climate economics and
energy transition into macroeconomics. The gravity of climate change will soon
oblige our societies—either by collective rationality or under chaotic survival con-
ditions—to solve the current permacrisis because the absolute need for de-
carbonization would be impossible without resolving the concatenation of systemic
crises that impedes, in the current horizon, the financing of the necessary invest-
ments. The sooner it happens, the higher the probability to save democracy and life.

The funding gap for de-carbonization cannot be fulfilled on time with the present
financial system, particularly for EMDEs. Multilateral interventions are inevitable
to correct two systemic flaws. First, to ensure that private yields converge toward
social yields, something that CO, taxes cannot achieve soon enough, thereby
increasing immediately the conventional cashable value of the ex ante return on
investments necessary to reduce CO, emissions. Second, for creating a global
Lender-of-Last-Resort issuing a multilateral safe asset able to stabilize global
liquidity and, thus, to spur international capital flows to EMDEs.

19Of course, this technical responsibility must remain exclusively in the hands of independent
central bankers. This supposes that the IMF board gives a mandate to central banks of the IMF
members to set up a specific monetary committee in charge of managing the MDR with the same
autonomy as the central banks with respect to their respective treasury.
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Annexes

Analytic Scheme 1: Balance-sheet of the Multilateral Central Bank
(MCB=IMF¥*) in Multilateral Reserve Currency (MRC=SDR*)

ASSETS LIABILITIES
Al + A2 + A3=total claims on L1+L2 +L3= Global Monetary Base
n central banks in SDR*/MRC total MRC liquid liabilities

A1l. Counterpart of % of central banks L1. Deposits in 5 reserve currencies
reserves (assets in 5 components of from « n » CB converted into MRC
SDR) converted in MRC (= SDR*) (countervalue changing all days but assets = liabilities, no
(=valorised at daily market-rates against the MRC exchange-rate risks for IMF)

“Multilateral Reserve Currency”)

Al.1 pped Bonds ( tary base in national
currencies diminishes and rises in MCR)

A1.2 Bought Bonds (= pure monetary creation)

decided as multilateral open-market policy (with veto)

A2. stocks of SDR reserves converted

in SDR*= MRC

L1.1 = counterpart of swapped Bonds with CBs

_" bal tary base unc h. g d
L1.2 = net issuance of MRC (= exogenous variation in
Global Monetary Base according to global needs, collegial
decision under IMF proposal and minority veto)

L2. Reserve Deposits in MRC (SDR*)

A3. Overdraft Facility in MRC (SDR*) from National CB (z)untervalue of received SDR)
to National CB from deficit L3 Overdraft loan = GLobal Safety Net
, = endogenous net variation in Global Monetary Base
economies = Global Safety net according to national deficit adjustment needs decided
(according to objective criteria and minority veto) collegiately with minority veto

Note: SDR* = an upgraded SDR= Multilateral Currency MDR
IMF* = an upgraded IMF = the MCB enabled to issue MDR

Analytic Scheme 2: Substitution Account
Balance-sheet of the Multilateral Central Bank (MCB=IMF*) in
Multilateral Reserve Currency (MRC=SDR¥*)

ASSETS LIABILITIES
1) claims upon “n” central banks 1) US$ Deposits by «n» central Banks
expressed in MRC for their US$ expressed in MRC
deposits exch::anged for MRC at the same conventional book-
exchanged at a conventional book-keeping fixed rate of  Keeping fixed rate of MRC for §
MRC for $ .
2) Investment of these US$ deposits  2) Interest rate paid to central banks
in longer-term assets (yield) for their holding of MRC

expressed at current exchange rates expressed at current exchange rates

With a permanent and indefinite Substitution account, no Only in case of dissolution of the IMF, could appear
exchange-rate loss or gain could appear, but a positive ' eychange-rate net losses or gains; in this case, the initial

net return should accumulate in long-term for the depositors in key-currencies would support the losses and
positive yield curve (Long r-Short r) receive the gains

NiliAébility MRC = upgraded SDR* in a genuine currency
but required changes in IMF Articles of Agreement
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Introduction

In postwar history, economic development as well as framework conditions differed
substantially between the prosperity phase of the 1950s and 1960s and the subse-
quent period of multiple crises, which as a whole are conceived as Permacrisis in
this volume.

In the prosperity phase, the framework conditions gave clear priority to activities in
the real economy, the financial sector was conceived as its “servant.” Hence, goods
markets were liberalized, whereas financial markets remained strictly regulated.
Those prices that are of fundamental importance for investment and trade like interest
rates and exchange rates were stabilized by central banks and the International
Monetary System (“Bretton Woods”), respectively. Under “real-capitalistic” incentive
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conditions, the “core energy” of capitalist dynamics, that is, striving for profits, was
directed toward activities in the real economy.

Following the breakdown of the Bretton Woods system in 1971, two strong dol-
lar depreciations triggered the “oil price shocks” in 1973 and 1979, which in turn
triggered two global recessions. Inflation accelerated, fought by central banks
through raising interest rates. Under the condition of widely fluctuating exchange
rates and commodities prices, together with interest rates exceeding the rate of eco-
nomic growth, financial as well as nonfinancial business shifted their activities from
real to financial investments. Under these “finance-capitalistic” conditions, eco-
nomic growth has slowed down from decade to decade.

As a contribution to the first round of the Jean Monnet Network “Crisis—Equity—
Democracy for Europe and Latin America,” I sketched an overall picture of the
systemic causes of the different economic performance in postwar development
(Schulmeister, 2021). In the second round, my work focused on one core compo-
nent of a finance-capitalistic regime, namely, the instability of asset prices and its
impact on the real economy. My first contribution argues that the fluctuations of
fossil energy prices and of carbon emission permit prices prevent an anchoring of
the expectation that the effective emission costs will steadily rise faster than target
inflation. As anchoring such an expectation is necessary to sufficiently stimulate
investments in avoiding CO, emissions, policy needs to fix rising price paths of
crude oil, coal, and natural gas (Schulmeister, 2023).

The present contribution deals with the phenomenon of bull markets and bear
markets, which shapes the dynamics of asset prices in general. The “long swings”
of stock prices, exchange rates, commodities prices, or house prices impact the real
economy mainly through three channels—the distribution channel, the valuation
channel, and the incentive channel—with respect to the attractiveness of financial
speculation relative to real investments.

The phenomenon of “long swings” of asset prices is closely related to the grow-
ing dominance of computer-based technical or “algo(rithmic)” trading systems that
completely disregard market fundamentals. They exploit the phenomenon of “runs”
(i.e., “mini trends”) of exchange rates, stock and bond prices, and commodity prices,
and reinforce them at the same time. The sequence of “runs” accumulates into bull
or bear markets because runs in line with the dominant—bullish or bearish—market
sentiment last longer than counter-movements.

Mainstream economics cannot take into consideration the systemic causes of
long swings of asset prices: if prices in those markets that come closest to the opti-
mal market of equilibrium theory (as regards the homogeneity of “goods,” accessi-
bility, low transaction costs, etc.) persistently deviate from their fundamental
equilibrium, then the entire paradigm can hardly be preserved. Hence, “overshoot-
ing” of asset prices is conventionally attributed to “shocks.” Whereas concepts like
“bullishness/bearishness,” “overbought/oversold,” “algo trading,” etc., shape mind-
set and trading behavior in asset markets, these concepts do not form part of main-
stream economics.

The neglect of the actual trading behavior in mainstream economics was and still
is facilitated by the lack of an alternative approach that would generalize the
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stylized facts (“concrete theory”). Therefore, the “bull-bear-hypothesis” (BBH) is
presented as an alternative to the still prevailing “efficient market hypothesis”
(EMH). It is then shown that the BBH can explain the actual pattern of asset price
dynamics to a much greater extent than the EMH. This result implies the following:
if (very) fast trading becomes less attractive, then also the long swings of asset
prices would be dampened since bull and bear markets are mainly brought about
through the accumulation of (very) short-term trends.

There are two different ways of reducing the (expected) profitability of short-
term trading. The first method consists of a general financial transactions tax (FTT),
which would render fast speculation unprofitable even at a tax rate as low as 0.01%
(e.g., high-frequency trading would disappear). The second method consists of
moving from continuous trading in milliseconds to electronic auctions, for example,
every 3 h. In this way, all types of (super) fast technical or algo trading systems
could no longer be applied as they are cut off their input, that is, the most recent
high-frequency price data. At the same time, traders would need to consider market
fundamentals when placing their orders for the next auction.

The remainder of the chapter is structured as follows. The next section sketches
the most important channels through which the instability of asset prices, in particu-
lar exchange rates, commodities prices, and stock prices impact the real economy
and how the fluctuations of fossil energy prices and carbon emission prices impede
an efficient carbon pricing. Then the prevailing “efficient market hypothesis” is
compared to an alternative model of asset price dynamics, the “bull-bear-hypothesis.”
The next section explains how technical trading exploits asset price “runs” and
strengthens them at the same time. Then it is shown how these trends accumulate
into long-term bull markets and bear markets. The final section explains why replac-
ing continuous trading with electronic auctions would stabilize asset prices over the
short run as well as over the long run.

Asset Price Instability and the Real Economy

This section sketches answers to the following questions: How do the fluctuations
of exchange rates, commodities prices, stock prices, and interest rates impact the
real economy? How has asset price instability contributed to the genesis of what is
conceived as Permacrisis in this volume? Three different channels can be distin-
guished: the distribution channel, the valuation channel, and the incentive channel.
Let us discuss first the distribution effect.

The distribution channel concerns the large shifts between the prices of com-
modities and industrial goods as well as their income and demand effects. Prices of
the most important commodities are determined on derivatives—primarily futures—
exchanges due to their high degree of homogeneity (in contrast to industrial goods).
For the same reason, practically all commodities are priced in the same currency,
that is, the dollar as world currency. Commodities prices fluctuate much stronger
than the prices of industrial goods, primarily for two reasons. First, the price
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Fig. 19.1 Trending and speculation in the crude oil futures market. (Source: https://www.eia.gov/
dnav/pet/hist/)

elasticities of demand for and supply of commodities are low and supply shocks
occur frequently. Second, destabilizing speculation in derivatives markets has
become increasingly important.

Crude oil is by far the most traded single commodity. At the same time, supply
shocks are most pronounced in oil markets due to the concentration of market power
(OPEC cartel, big single producers like Saudi Arabia or Russia) as well as due to
political turbulences (from conflicts in the Middle East to Putin’s war against
Ukraine). The interaction of these factors causes oil price trends to be extraordi-
narily pronounced. Over the past 20 years alone, oil prices fluctuated in a sequence
of (four) bull markets and (three) bear markets between $20 and (almost) $150 per
barrel (Fig. 19.1).

The wide fluctuations of commodities prices induce massive redistributions in
the global economy. Any commodities bull market shifts income from the net
importers of commodities (mainly industrial countries) to net exporters. For exam-
ple, the recent crude oil bull market that took off already in mid-2020 (Fig. 19.1)
caused earnings of oil exporting countries to almost explode at the expense of net
importers of crude oil. Similar redistributions took place over the 1970s due to the
“oil price shocks” of 1973 and 1979, respectively. When oil prices strongly decline
as in 1982/86 or 2014/15, income is redistributed in the opposite direction. The net
effect of these redistributions on overall world trade is negative as the “winners”
raise their import demand to a lesser extent than the “losers” reduce their imports.

Bull and bear markets of oil prices are often inversely related to strong and pre-
ceding changes in the dollar exchange rate (Fig. 19.2). For example, following the
suspension of the Bretton Woods system in August 1971, the dollar lost roughly
25% of its value (relative to the four other reserve currencies). This development hit
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Fig. 19.2 Dollar exchange rate and oil price fluctuations. (Source: OECD, IMF)

most of those countries that exported exclusively oil, which is exclusively priced in
dollars, that is, OPEC countries in the Middle East. This sequence repeated itself
between 1976 and 1979. In both cases, OPEC took advantage of political turbu-
lences to put through the “oil price shocks” of 1973 and 1979 (Yom Kippur War and
turmoil in Iran, respectively). When the dollar boomed again between 1980 and
1985, oil prices fell. Also, over the last 20 years, the movements of oil prices and the
dollar exchange rate were (approximatively) inversely related to each other.

The main systemic reason for the pronounced bull and bear markets of the dollar
consists of its double role as national currency of the United States and as key cur-
rency of the world economy. As national currency, dollar exchange rate changes are
influenced by national interests of the United States. The (stepwise) revocation of
the Bretton Woods system between 1971 and 1973, for example, was mainly moti-
vated by the interest of US policy to promote US exports. Ten years later, it became
the predominant interest of US policy to fight inflation through increasing dollar
interest rates, which induced a sustained dollar appreciation (Fig. 19.2). As world
currency, (significant) changes in the dollar interest rate and dollar exchange rate
impact the global economy since most international debts are held in dollars and
practically all commodities are priced in dollars (for a more detailed analysis of the
double role of the dollar, see Schulmeister, 2000).

Bull and bear markets affect the real economy also via the related wealth effects
(valuation channel). In the international economy, the most important channel con-
cerns the devaluation (revaluation) of dollar debts through any persistent deprecia-
tion (appreciation) of the dollar exchange rate. For example, the dollar declines over
the 1970s incentivized countries to accumulate dollar debts (also fostered by low
dollar interest rates). This effect was most pronounced in the then fastest growing
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economies, that is, in Latin America. However, when the dollar began to strongly
appreciate in 1980, the burden of dollar debts was revalued, leading into the debt
crisis of 1982. In a similar—though much less pronounced—manner, the dollar
appreciation that took off in 1995 contributed to the debt crisis in East Asia
(Schulmeister, 2000).

Of course, a rising dollar exchange rate raises not only the value of dollar debts
but also the value of the respective assets (credits). The overall effect on world trade
is, however, negative since the import reduction on behalf of debtor countries is
higher than the (possible) increase in imports on behalf of the creditor countries.

Since “equity assets” like stocks, real estate, commodities, or cryptocurrencies
are nobody’s liability, any bull market raises the value of the respective asset, and
nobody loses. Such a wealth effect will stimulate private consumption provided that
the asset holders do trust in the permanent character of the revaluation (valuation
channel). For that reason, the stock price boom in the United States over the 1990s
did stimulate private consumption to a greater extent than the two bull markets fol-
lowing the bear markets in the early 2000s and after the financial crisis of 2008
(Fig. 19.3).

When a bear market devalues financial assets, the related negative wealth effects
on demand can be compensated by a revaluation of real (estate) assets. Between
2000 and 2003, for example, the negative wealth effect of the stock bear market
(“bursting of the internet bubble”) was roughly compensated by the positive effect
of the US house price bull market (Fig. 19.4). Afterward, stock prices started to
boom again, and house prices continued to rise. The related appreciation of real as
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Fig. 19.3 Stock prices in Germany, the United Kingdom, and the United States. (Source: Yahoo
Finance)
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Fig. 19.4 Bulls, bears, and the financial crisis of 2008. (Source: Standard & Poors, Case-Shiller)

well as of financial wealth stimulated demand. At the global level, also commodities
prices boomed. This “great moderation” let many economists believe in a stable
capitalistic development without inflation and (financial) crises.

However, the three bull markets just paved the way for the three subsequent bear
markets. For the first time since 1929, house prices, stock prices, and commodities
prices declined almost simultaneously (Fig. 19.4). The negative wealth effects
caused demand—nationally as well as globally—to decline strongly and banks’
balance sheets to shrink, thereby wiping out their equity. Hence, the “synchronized”
three bear markets can be conceived as the most important systemic cause of the
financial crisis of 2008.

The third channel through which asset price dynamics affect the real economy
concerns the incentive conditions for real relative to financial investments. Stable
financial conditions as in the 1950s and 1960s focused on striving for profits to
activities in the real economy as the latter yielded much higher returns than financial
investments. This incentive effect was particularly pronounced in Europe, where
also stock markets were “sleeping” (in contrast to the United States). In Germany,
for example, the value of real assets (machinery, buildings, etc.) of nonfinancial
business was roughly three times higher than the value of its financial assets. Over
the 1970s, real accumulation of the business sector was dampened twice during the
recessions of 1973 and 1979 (Fig. 19.5). Since the early 1980s, the value of its
financial assets has risen much faster than the value of its real assets, the former
exceeding the latter over the past 25 years (Fig. 19.5).

The shift from real-capitalistic to financial-capitalistic incentive conditions nec-
essarily has dampened economic growth: on the one hand, financial speculation
became more attractive, and on the other hand, real investments became more
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Fig. 19.5 Real and financial accumulation of nonfinancial business in Germany. (Source: destatis,
Bundesbank)

uncertain and riskier. The two most important consequences of insufficient real
capital formation were: first, the creation of “good” jobs has been slowing down,
that is, jobs that are equipped with a substantial amount of capital. Instead, more and
more working poor jobs were created, which need only little capital equipment.
Second, the fiscal stance has been deteriorating as lower economic growth necessi-
tates higher social expenditure, particularly for the unemployed and working poor,
and yields lower tax returns at the same time.

Financial instability has not only contributed to the long-term development of
important economic components of the Permacrisis but also to its most important
ecological component. Schulmeister (2023) demonstrates in detail why the fluctua-
tions of fossil energy prices and of carbon emissions permit prices impede an effi-
cient carbon pricing. This is so because the latter would call for steadily rising
carbon emission costs, and, hence, for steadily and reliably rising fossil energy
prices as well as carbon prices. Only under this condition can profits of investments
into reducing emissions be calculated (their most important component consists of
the avoided costs of fossil energy and of emission permits, respectively). Over the
long run, this condition does not hold due to bull and bear markets of fossil energy
prices as well as of carbon permit prices. But even over the short run when neither
a bullish nor a bearish regime dominate, carbon prices fluctuate much too much to
provide a minimum of planning security (Fig. 19.6). The main reason for this insta-
bility is once again short-term speculation, in this case in the carbon permit futures
markets (Schulmeister, 2023).
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Fig. 19.6 Fluctuations of the futures price of EU CO, emission allowances. (Source:
Intercontinental Exchange (ICE))

“Bull-Bear-Hypothesis” Versus “Efficient Market Hypothesis”

The “efficient market hypothesis” (EMH) still serves as the reference model of asset
price dynamics. According to the EMH, asset prices are determined by the respec-
tive equilibrium conditions, that is, the “market fundamentals.” The “pure” bench-
mark model is an ideal, frictionless market where all participants are equipped with
perfect knowledge and where no transaction costs exist (“world 07).

The EMH model relaxes the assumptions of perfect knowledge and of no trans-
action costs. Also, in this “world I,” actors are fully rational but do not know the
expectations of other actors. Hence, prices can reach a new equilibrium only through
a gradual price discovery process, driven by rational and therefore stabilizing specu-
lation (Friedman, 1953). Any (temporary) deviation of asset prices from their fun-
damental equilibrium is due to exogenous shocks. The emergence of news and
shocks follows a random walk and so do asset prices. Therefore, speculation tech-
niques based on past prices cannot be systematically profitable (otherwise the mar-
ket would not even be “weakly efficient”; Fama, 1970).

The “bull-bear-hypothesis” (BBH) perceives trading behavior and price dynam-
ics in asset markets differently (“world II”’). Imperfect knowledge and uncertainty
are fundamental conditions of social interaction. Therefore, market actors use dif-
ferent models and process different information sets. Their expectations are gov-
erned not only by rational calculations, but also by emotional and social factors. In
addition, they are mostly formed only qualitatively, that is, as regards the direction
of an imminent price movement.

Upward (downward) price movements are triggered by news and then length-
ened by “cascades” of buy (sell) signals stemming from trend-following technical
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trading systems. When the trend loses momentum, “contrarian models” produce sell
(buy) signals, which contribute to a change in the direction of the price movement.

The trending behavior of asset prices is fostered by the dominance of either a
“bullish” or a “bearish” bias in expectations. News that are in line with the prevail-
ing “market sentiment” gets higher reaction than news that contradict the “market
mood.” Therefore, price runs in line with the “market mood” last longer than
counter-movements. In such a way, short-term runs accumulate into long-term
trends, that is, bull markets and bear markets.

The more an asset becomes over(under)valued (“overbought” or “oversold” in
traders’ jargon), the stronger become counter forces leading to a change in the mar-
ket sentiment and finally to a tilt in the direction of the long-term trend (in this way,
market fundamentals do matter).

The sequence of bull and bear markets shapes the pattern of long-term asset price
dynamics: prices develop in irregular cycles around the fundamental equilibrium
without any tendency to converge toward this level. It represents rather a “center of
gravity” or an “attractor” (as in the theory of “chaotic systems”).

Three (stylized) paths of asset prices clarify the differences between the EMH
and the BBH (Fig. 19.7):

e In “world 0”, new information at t = 1 causes the asset price to jump instanta-
neously from the old equilibrium at P = 100 (point A) to the new equilibrium at
P =104 (B). In t = 3, news causes the price to jump to P =102 (at E), and int =5
the price jumps to P = 106 (at I).

* In “world I,” it takes a series of transactions to move the price from P = 100 to
P =104 (from A to C). Since traders are rational, the movement will stop at the
new fundamental equilibrium level and stays there until t = 3, when a new adjust-
ment process takes off.

Price

10 T
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98 +
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Fig. 19.7 Three stylized paths of asset prices
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e In “world II,” traders form their expectations also according to the most recent
price movements, that is, when prices move persistently up (down) they expect
the respective short-term trend to continue. Hence, they buy (sell) when prices
are rising (falling), causing the price to overshoot (from C to K, from G to L, and
from M to O).

Profit-seeking traders will try to systematically exploit the trending in asset price
dynamics through developing trend-following as well as contrarian strategies so
that the conditions of “world II”’ will almost inevitably emanate from those of
“world I”’: if prices move smoothly from one fundamental equilibrium to the next,
then actors will develop trading systems to exploit this trending behavior since they
know that nobody knows exactly the “true” level of fundamental equilibria. Such
trading rules based on price charts or on arithmetic transformations of price data
have been developed for almost 200 years (“technical analysis”). Over the past
30 years, the trading algorithms have become more complex due to the digital revo-
lution. All these trading strategies process only the information contained in the
most recent price movements, and, hence, disregard market fundamentals.

Short-Term Trending of Asset Prices and the Role
of Technical Trading

Technical analysis tries to exploit price trends (“the trend is your friend”’). Hence,
these trading techniques derive buy and sell signals from the most recent price
movements that (purportedly) indicate the continuation of a trend or its reversal
(trend-following or contrarian models).! Since “technicians” believe that the pattern
of asset price dynamics as a sequence of trends interrupted by “whipsaws” repeats
itself across different time scales, they apply technical models to price data of
almost any frequency.

According to the timing of trading signals, one can distinguish between trend-
following strategies and contrarian models. Trend-following systems produce buy
(sell) signals in the early stage of an upward (downward) trend, whereas contrarian
strategies produce sell (buy) signals at the end of an upward (downward) trend.

Technical analysis is omnipresent in financial markets (see, e.g., Cheung et al.,
2004; Irwin & Holt, 2004; Gehrig & Menkhoff, 2006; Menkhoff, 2010; Menkhoff
& Taylor, 2007). Many factors have contributed to the popularity of technical trad-
ing systems among practitioners. First, these systems can be “universally” used, that
is, they can be applied to any kind of price data frequency. Second, these price data
have become easily available. Third, computer hardware and software have become
progressively more powerful. Fourth, the Internet has enabled traders to trade in real
time on all important marketplaces in the world.

"Kaufman (2013) and Murphy (1999) provide an overview of the different methods of technical
analysis. For a short description of the most important trading rules, see Schulmeister, 2009c.



322 S. Schulmeister

US dollar/euro

1.0 4
0.9 . .
——Daily rate ——50-days moving average
0.8
1.2002 1.2009 1.2016 1.2023

Fig. 19.8 Trending and speculation in the US dollar/euro market. (Source: ECB)

Figures 19.1 and 19.8 show how the simplest moving average (MA) models
operate in the oil futures market and in the dollar/euro market, respectively. The
trading rule is as follows: buy (go long) when the current price crosses the MA from
below and sell (go short) when the converse occurs (if a model uses two moving
averages, then their crossing indicates a trading signal). The figures show that even
these simple rules can exploit asset price trends; however, during “whipsaws,” they
produce a series of losses.

There exists a general pattern in the profitability of technical trading systems
(Table 19.1):

* The number of profitable positions is always smaller than the number of unprof-
itable positions.

* The average return per day during profitable positions is lower than the average
return (loss) during unprofitable positions.

* The average duration of profitable positions is several times greater than that of
unprofitable positions.

This pattern characterizes technical trading in general (for a detailed analysis,
see Schulmeister, 2008a, b, 2009b, c): make profits from the exploitation of rela-
tively few persistent price trends and limit the losses from many small price fluctua-
tions (“cut losses short and let profits run”).

There operates an interaction between the trending of asset prices and the use of
technical models. On the one hand, many different models are used by individual
traders; on the other hand, the aggregate behavior of all models strengthens and
lengthens price trends. Figure 19.9 documents this interaction; it compares the
change in the aggregate position of 1092 technical models in the oil futures market
(NYMEX) between January 2007 and June 2008 to the movements of the oil futures
price (a value of +100/—100 of the net position index means that 100% of the mod-
els hold a long/short position).
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Table 19.1 Components of the profitability of technical trading systems in various asset markets

1960-2007,
Spot, daily
data
1983-2007,
Futures,
Daily data
1983-2007,
Futures,
30-minutes
data

1973-1999,
DM/dollar
rate, daily
data®
19752007,
Yen/dollar
rate, daily
data®
1999-2006,
Dollar/euro
rate,
30-minutes
data?

Number
of
models

2580

2580

2580

1024

Mean of profitability components

Gross
rate of | Profitable positions Unprofitable positions
return return Return
per Number | per Duration | Number | per Duration
year per year |year |indays | peryear |day in days
Stock market, S&P 500?
1.5 6.5 0.09 421 11.7 -0.15 |13.1
=37 6.5 0.09 405 13.5 -0.16 |13.3
7.2 87.4 0.40 2.6 138.7 -059 | 1.0
Foreign exchange market
79 6.0 0.07 55.0 8.1 -0.09 |16.9
6.9 6.1 0.07 | 50.7 9.0 -0.09 |16.3

1024

2466

1.1

139.5 0.31 1.7 223.5 -045 | 038

Commodity futures markets, 1989-2008 (June)®

WTI crude

oil, daily data

Corn, daily
data

Wheat, daily

data

Rough rice,
daily data

1092

1092

1092

1092

12.7

3.8

2.4

12.6

33 0.15 |84.4 5.7 -0.23 23.0
3.0 0.11 [89.8 6.5 -0.17 |23.3
2.9 0.11 |87.0 6.7 -0.16 |25.0
3.1 0.12 943 5.7 -0.17 |23.5

Note: For any single trading system, the following relationship holds: GRR = NPP*DRP*DPP—
NPL*DRL*DPL, where GRR Gross rate of return per year, NPP(NPL) Number of profitable
(unprofitable) position per year, DRP(DRL) Return per day during profitable (unprofitable) posi-
tions, DPP(DPL) Duration of profitable (unprofitable) positions in days

aSchulmeister (2009¢)
"Schulmeister (2006)
“Schulmeister (2008b)
dSchulmeister (2009d)
°Schulmeister (2009a)
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Fig. 19.9 Aggregate trading signals of 1092 technical models and the dynamics of oil futures
prices, January 2007 to June 2008. (Source: Schulmeister (2009a))
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Figure 19.9 shows the gradual adjustment of technical models to price move-
ments. On February 7, 2008, for example, all models held a short position due to a
preceding decline in oil futures prices. The subsequent price rise causes the models
to gradually switch their position from short to long, the “fast” models at first, the
“slow” models at last. On February 21, all models hold a long position. During this
transition period from short to long, technical models exert an excess demand on oil
futures since any switch implies two buy transactions, one to close the (former)
short position, and one to open the (new) long position.

Studies on the aggregate trading behavior of the many different models, based on
daily as well as on intraday data and operating in different markets, reveal the fol-
lowing (Schulmeister, 2006, 2009a, c):

* Most of the time the great majority of the models are on the same side of
the market.

» The process of changing open positions usually takes off 1-3 days after the local
futures price minimum (maximum) has been reached.

o It takes between 10 and 20 trading days to gradually reverse the positions of
(almost) all models if a persistent price trend develops.

* After all technical models have adjusted their open positions to the current trend,
the trend often continues for some time.

One can therefore conclude that the widespread use of technical trading systems
strengthens short-term asset price trends (“runs”).

From Short-Term Trends to Bull and Bear Markets

This section investigates the relationship between the following two phenomena:

» Stock prices, exchange rates, and commodity prices move in a sequence of
upward and downward trends, which last for several years (bull and bear
markets).

* Asset trading has become progressively “faster,” mainly due to the use of algo
trading based on intraday data. Consequently, transaction volume has expanded
enormously.>

2 Already in 2012, the volume of financial transactions in Europe amounted to roughly 120 times
(nominal) GDP, in the United States it had declined from 106 times GDP (2008) to roughly 75
times (2012), mainly due to the Frank-Dodd Act, which aimed at limiting speculation in reaction
to the financial crisis of 2008 (Schulmeister, 2015, fig. 11). However, these data underestimate the
actual volume of transactions as they do not include trading CDS (credit default swaps) and
“repos” (repurchasing agreements). Since 2012, transactions volume must have expanded further,
mainly due to the unprecedented expansion of trading on “dark pools,” the preferred marketplace
of big players trading large blocks of stocks and other assets (as high-frequency traders). However,
as data on dark pool transactions are not publicly available, one cannot quantify the recent rise in
the volume of overall financial transactions (for dark pools, see Shorter & Miller, 2014).
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The coincidence of both developments constitutes a puzzle. How can very short-
term transactions generate asset price movements, which accumulate into long-term
trends? The “Gestalt” of asset price movements indicates a hypothetical answer (see
Figs. 19.1, 19.2, 19.3, 19.4, 19.6, and 19.8):

e Over the short run, asset prices fluctuate almost always around “underly-
ing” trends.

* The phenomenon of trending repeats itself across time scales. However, the vola-
tility of fluctuations around the trend rises with the data frequency
(Schulmeister, 2009d).

* Over the long run, asset prices move in a sequence of upward and downward
trends lasting several years in most cases (“bulls and bears”).

These observations suggest that the pattern of asset price dynamics is shaped by
the phenomenon of self-similarity: very short-term price trends (“runs”) based on
high-frequency data are embedded into comparatively longer-term trends based on
data of lower frequency and so on. A bull market or bear market would then be the
result of short-term upward (downward) trends lasting longer than counter-
movements over an extended period.

To examine this hypothesis, the following exercise was carried out. First, the
most pronounced bull markets and bear markets are identified, which occurred over
the 1990s and 2000s in the stock market (S&P 500), in the foreign exchange market
(dollar/euro rate), and in the oil futures market (NYMEX). Then it is elaborated on
how the sequence of monotonic movements (“runs”) of daily asset prices brings
about long-term trends.

The tripling of stock prices between November 1994 and March 2000, their dou-
bling between October 2002 and October 2007, as well as the rise by roughly 70%
between March 2009 and January 2010 was mainly due to upward runs lasting on
average by one-third longer than downward runs, and the average slope of upward
and downward runs was roughly the same (Table 19.2). In the same manner, the bull
market of the dollar/euro exchange rate and of oil futures prices was primarily
brought about by upward runs lasting longer than downward runs.

The picture is somewhat different for bear markets. As the speed of price move-
ments is generally greater during “bears” compared to “bulls,” the differences in the
slope of upward and downward runs contribute to a greater extent to the overall
price change during bear markets than during bull markets. However, also the
persistence of price movements matters: during “bear markets,” downward runs last
on average by one-third longer than upward runs.

The accumulation of monotonic price movements to long-term trends is particu-
larly pronounced based on 5-day moving averages of the original price series
(Table 19.3). This is not surprising: since there prevails almost always an “underly-
ing” trend, smaller counter-movements are smoothed out even by a short moving
average. For example, during the “Internet bull market” between November 1994
and March 2000, there occurred 637 runs based on the original S&P 500 data, but
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Table 19.2 Asset price runs during “bull markets” and “bear markets” (Based on daily prices)

Upward runs Downward runs
Average Average
duration in | Average duration in | Average
Number | days slope? Number | days slope®
S&P 500
23/11/1994 | 24/03/2000 | 1t | 319 2.35 7.28 318 1.87 -7.38
24/03/2000 | 07/10/2002 | | | 167 1.73 12.92 168 2.05 -12.93
07/10/2002 | 09/10/2007 | 1t | 341 2.04 7.08 341 1.65 —7.43
09/10/2007 | 09/03/2009 | | | 103 1.69 15.93 103 1.74 -20.41
09/03/2009 | 19/01/2010 | 1t | 57 2.25 10.28 57 1.56 -9.63
Dollar/euro exchange rate
01/01/1999 | 26/10/2000| | | 113 1.79 0.47 113 2.38 —-0.48
31/01/2002 | 30/12/2004 | t | 209 1.96 0.56 209 1.66 -0.51
30/12/2004 | 14/11/2005 | | | 57 1.74 0.53 58 2.16 -0.57
14/11/2005 | 22/04/2008 | 1 | 168 2.03 0.49 167 1.65 —-0.45
22/04/2008 | 27/10/2008 | | | 31 1.74 0.71 32 2.31 —-0.97
18/02/2009 | 03/12/2009 | 1 | 57 1.81 0.88 57 1.68 —0.69
Oil futures prices (NYMEX)®

21/12/1998 | 20/09/2000 | + | 101 2.51 1.44 100 1.76 —1.43
20/09/2000 | 19/11/2001 | | | 72 1.99 2.15 73 1.95 —2.68
19/11/2001 | 17/07/2006 | 1 | 296 2.12 3.18 295 1.73 -3.43
17/07/2006 | 19/01/2007 | | | 33 1.70 2.74 33 2.15 —4.01
19/01/2007 | 15/07/2008 | 1 | 102 2.02 4.98 101 1.74 —4.07
15/07/2008 | 19/02/2009 | | | 39 1.44 7.48 40 2.45 -8.43
19/02/2009 | 23/10/2009 | 1+ | 46 2.24 2.87 45 1.56 -3.12

Source: Own calculations; see Schulmeister (2009a, d). The sign 1/| indicates bull/bear markets
*Average change in price level per day
®Most traded (front month) contract

only 244 based on 5-day moving averages. Of the latter, upward runs lasted on aver-
age 6.9 days, downward runs 4.1 days (Table 19.3).

The main (statistical) reason for why upward (downward) asset price runs last
on average longer during bull (bear) markets is the following: during a bull (bear)
market, there occur significantly more persistent, that is, long-lasting, upward
(downward) runs than expected under the EMH. The main (behavioral) reason for
this phenomenon is the following: when the direction of a short-term trend is in
line with the prevailing market sentiment (‘“bullishness” or “bearishness,” respec-
tively), then traders put more money in their speculative position and hold it lon-
ger than during “counter-movements.” At the same time, this behavior strengthens
the trending of asset prices and, hence, the attractiveness of technical trading
strategies.
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Table 19.3 Asset price runs during “bull markets” and “bear markets” (Based on 5-day moving
averages of daily prices)

Upward runs Downward runs
Average Average
duration in | Average duration in | Average
Number | days slope? Number | days slope?

S&P 500
23/11/1994 | 24/03/2000 | t | 122 6.90 3.31 122 4.08 -3.52
24/03/2000 | 07/10/2002 | | |62 4.32 5.25 63 5.75 -5.79
07/10/2002 | 09/10/2007 | t | 130 5.55 3.19 129 4.12 -2.93
09/10/2007 | 09/03/2009 | | |39 3.74 5.23 40 5.08 -8.01
09/03/2009 | 19/01/2010 | + |24 5.79 4.75 24 3.08 -3.27
Dollar/euro exchange rate
01/01/1999 | 26/10/2000 | | |44 3.80 0.23 45 6.64 —-0.24
31/01/2002 | 30/12/2004 | 1+ | 70 6.77 0.24 68 4.06 -0.24
30/12/2004 | 14/11/2005 | | |25 3.36 0.23 26 5.23 —-0.27
14/11/2005 | 22/04/2008 | t | 59 6.29 0.24 58 4.17 —-0.19
22/04/2008 | 27/10/2008 | | |11 391 0.36 12 6.75 —0.54
18/02/2009 | 03/12/2009 | t |24 5.13 0.36 23 3.13 —-0.28
Oil futures prices (NYMEX)®
21/12/1998 | 20/09/2000 | + | 36 7.64 0.70 35 4.29 —-0.56
20/09/2000 | 19/11/2001 | | |30 4.40 0.89 28 5.14 -1.19
19/11/2001 | 17/07/2006 | T | 98 6.81 1.42 98 4.73 —1.55
17/07/2006 | 19/01/2007 | | | 11 3.27 1.14 12 7.25 —1.84
19/01/2007 | 15/07/2008 | t |40 5.95 2.18 39 3.59 —1.66
15/07/2008 | 19/02/2009 | | | 12 2.83 3.08 13 8.92 —4.07
19/02/2009 | 23/10/2009 | t |17 6.41 1.37 16 3.75 -1.31

Source: Own calculations; see Schulmeister (2009a, d). The sign 1/| indicates bull/bear markets
2Average change in price level per day
"Most traded (front month) contract

Transition from Continuous Trading to Electronic Auctions
as a Means of Stabilizing Asset Markets

So far, the following stylized facts have been elaborated about the causes and con-
sequences of asset price instability over the short run as well as the medium and
long run:

* All important financial asset prices like exchange rates, stock prices, or com-
modities prices move in a sequence of bull and bear markets, and hence, in long-
term irregular cycles.

» This “overshooting” dampens the real economy through changes in the global
income distribution, changes in the real burden of (dollar) debts, changes in the
valuation of financial wealth, related financial crises, and shifting striving for
profits from activities in the real economy to financial speculation.
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* The wide fluctuations of fossil energy prices as well as of carbon emission prices
prevent anchoring the expectation that the effective costs of carbon emissions
will rise steadily, and hence, that investments in emission reductions will be reli-
ably profitable.

* Bull (bear) markets are brought about in the following way: when a bullish (bear-
ish) market sentiment prevails, short-term upward (downward) price trends last a
little bit longer than counter-movements, causing the asset to appreciate (depre-
ciate) in a stepwise process.

e Turning points in price movements are triggered by news inducing trend-
following systems to produce a series of buy (sell) signals. This lengthens the
trend so that finally also amateur traders follow. When the trend loses momen-
tum, contrarian systems produce sell (buy) signals, which together with some
news trigger a tilt into a new downward (upward) trend.

* The phenomenon of trending repeats itself across time scales. It is strengthened
by the widespread use of technical trading systems based on different data
frequencies.

* The less market fundamentals are taken into consideration in asset trading (as
with all types of technical or algo models), the greater is the extent of price over-
shooting. It is greatest when an intrinsic asset value does not even exist as in the
case of cryptocurrencies.

It follows from this “diagnosis” that mitigating the extent of asset price “over-
shooting” calls for restricting short-term trending since “mini-runs” accumulate
into short-term trends, which finally accumulate into bull and bear markets. This
could be done in two different ways.

First, one could make short-term speculation less profitable by burdening the
(notional) value of any financial transaction with a small tax (e.g., between 0.01%
and 0.1%). Such an FTT would raise trading costs the more the faster transactions
are carried out and the riskier they are (i.e., the higher is the leverage ratio in the
case of derivatives trading). For example, if stocks or bonds are bought (sporadi-
cally) for holding them, an FTT of 0.01% or even 0.1% does not matter. If, however,
a trading system carries out thousands of transactions per day to profit from minus-
cule price differences (as is the case with high-frequency trading), then even a tax
rate of only 0.01% would render the whole business unprofitable (for the concept of
a general FTT, see Schulmeister et al., 2008, and Schulmeister, 2015).

The second approach is theoretically more appealing, technically easy to imple-
ment, and has so far not seriously been discussed: moving from continuous trading
in milli- or even microseconds to electronic auctions, for example, every 3 h (three
times per—traditional—trading day). Like the FTT approach, the auction approach
aims at restricting (super) fast technical or algo trading. However, it is more radical
than the FTT approach in the sense that it does not restrict fast trading by making it
more expensive but by making it impossible: if auctions are held only every 3 h,
automated trading systems cut off their “food,” that is, high-frequency price data.

There are several reasons why this idea should be seriously discussed. First,
moving to electronic auctions would eliminate all transactions that are completely
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unrelated to market fundamentals. Second, asset trading would be slowed down and
would become more fundamentals-oriented compared to the present “high-speed
casino.” Third, electronic auctions at certain intervals would organize a price dis-
covery or “tatonnement” process as envisaged by one of the founders of neoclassi-
cal economics, Léon Walras.

First, the auction model would eliminate all transactions stemming from auto-
mated trading systems that generate price movements from which they profit at the
same time: high-frequency trading (HFT) systems anticipate large customer’s orders
through complex algorithms, jump in front of them by buying the assets and resell
them within milli- or even microseconds to the customer at a miniscule higher price
(“frontrunning”).? Traditional trading systems based on tick, minute, or hourly data
transform small price movements into short-term trends from which they profit at
the same time.* As HFT as well as traditional technical trading generate liquidity
that destabilizes asset prices, eliminating this excessive liquidity would reduce mar-
ket inefficiency (liquidity per se is not a value in itself).

Second, replacing continuous trading with electronic auctions would shift the
focus of trading to reducing the difference between the actual price and the expected
fundamental equilibrium (as assumed by the EMH). A simple example illustrates
this argument. Suppose a trader is specialized in Apple shares. He uses all available
sources about firm-specific fundamental factors like (potential) innovations, mar-
keting strategies, profit expectations, etc., about macroeconomic factors like
expected GDP growth, etc., and watches also different technical trading systems.
Even if he personally does not believe in these algorithms, he must take them into
account as many other traders subscribe to them (Keynes’ famous “beauty contest
problem”’; Keynes, 1936, p. 156). Suppose his fundamental analysis leads our trader
to believe that the Apple stock is significantly overvalued. However, when the price
starts to rise and (fast) trading systems produce buy signals, he would also buy to
profit from the trend. However, if trading were restricted to electronic auctions,
short-term trends can no longer be observed. At the same time, any trader must
quantitatively gauge the extent of over- or undervaluation of the respective asset as
a basis for his orders for the subsequent auction.

This example points at an extremely important feature of (modern) asset mar-
kets: trading is based on only gualitative expectations concerning the direction of
imminent price movements (and not on quantitative expectations concerning the
equilibrium or fundamental price level). If news hit the market, for example, that
Pfizer acquired a new patent or that the trade deficit of the United States rose stron-
ger than expected, traders will expect Pfizer share price to rise and the dollar
exchange rate to fall without quantifying the extent of the imminent price move-
ment. The reason is simple: there is not enough time and information to quantify

3The types of high-frequency trading and the related challenges for regulatory policy are docu-
mented in Shorter & Miller, 2016; Virgilio (2019) provides a survey of the literature on high-
frequency trading.

*Figure 19.9 shows that when most simulated trading systems hold already a position in line with
the current trend, the latter continues for some time, probably due to some “late coming bandwago-
nists” who—as a group—are the losers in this “game.”
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how strongly the Pfizer share price will rise, or the dollar exchange rate will fall and
within which time. For making profits, it is in most cases sufficient to catch the
direction of the imminent price movement.

The same is true for all technical trading strategies, chartism, as well as algorith-
mic models. For example, so-called “support lines” or “resistance lines” (purport-
edly) only indicate a continuation or a reversal of a prevailing price trend. In the
case of moving average models, momentum models, or any other traditional (quan-
titative) technical model, a buy signal, for example, only implies that in most cases
one will make a loss when following the signal (the number of single losses always
exceeds the number of single profits; Table 19.1). However, persistent trends occur
sufficiently often (even though one cannot know when) so that the profits from their
exploitation overcompensate the smaller losses from “whipsaws,” that is, smaller
price fluctuations.

Whereas in the world of (super) fast continuous trading it is a waste of time to
gauge the fundamental equilibrium level of an asset price, it would pay off to do so
in the world of electronic auctions: the better one can approximate the extent of
over- or undervaluation of an asset, the more profitable his auction orders will be.
Also, other traders will have to focus on market fundamentals. Hence, when form-
ing expectations about other traders’ expectations (“beauty contest problem”) fun-
damental factors will matter much more than “technical” factors.

Clearly, if three prices would be determined by electronic auctions per trading
day, one could still apply technical trading systems based on the respective price
series. However, as the speed of technical trading would be so much slower com-
pared to continuous trading, one need not and will not blindly follow the trading
signals as in the case of high-speed automated systems. Hence, one will take (also)
fundamental factors into account.

The third argument in favor of moving from continuous trading to electronic auc-
tions concerns auctions as a general method of organizing a fundamentals-oriented
price discovery process, that is, as a means of approximating the “true” equilibrium
price under “real-world conditions” (uncertainty, risk, nonrational factors, and their
“bundling” to herding effects, etc.). In the context of asset prices, it is specifically
important to shift the focus of expectations formations from “noise” to the market
fundamentals.

Technically, such auctions are easy to implement, they would be conducted on
electronic trading platforms in the same manner as the opening price is determined
already today on organized exchanges: the computer calculates the equilibrium
price based on all buy and sell orders, valid for the following 3 h.

At first glance, one could argue that such an auction model weakens market effi-
ciency insofar as prices cannot react to news right away but only at the next follow-
ing auction. Since immediate price movements to news almost always overreact
(because traders must react as fast as possible without knowing the new equilibrium
level), the slow-down of trading provides the time necessary to evaluate the possible
price effect of all news that have hit the market since the last auction.

For all people who want to buy or sell stocks, bonds, foreign exchange, etc., for
business purposes or for personal reasons, it is sufficient to be able to do so every
3 h. Hence, they would not be affected by replacing continuous trading with
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electronic auctions. By contrast, the environment of professional trading would
change substantially: the many monitors for watching price movements at different
data frequencies and the respective trading signals produced by different algorithms
would become superfluous. At the same time, the ability to gauge the “true” value
of an asset based on an analysis of its fundamental factors would become the most
important prerequisite for successful trading.

Even though the idea to organize the asset price discovery process as electronic
auctions is based on the empirical evidence of continuous trading over decades, it
will hardly be discussed seriously very soon. The main reason for that is the follow-
ing: what is “empirically evident” depends on the perception of the observer and,
hence, on the theory he/she subscribes to. This in turn depends on the
“Weltanschauung” or “paradigm” that dominates in academia, media, and politics:
once a paradigm has been established, facts that fundamentally contradict the para-
digm remain mostly unseen or are suppressed.

This issue was first analyzed in 1935 by Ludwik Fleck in his pathbreaking, yet
for decades neglected monograph Genesis and Development of a Scientific Fact:
“Once a structurally complete and closed system of opinions consisting of many
details and relations has been formed, it offers enduring resistance to anything that
contradicts it...... 1) A contradiction to the system appears unthinkable; 2) What
does not fit into the system remains unseen; 3) alternatively, if it is seen, either it is
kept secret, or 4) laborious efforts are made to explain an exception in terms that do
not contradict the system...... ” (Fleck, 1979, p. 27).

Since the late 1960s, general equilibrium theory completed with the assumption
of “rational expectations” has been re-established in economics as a “structurally
complete and closed system of opinions.” Fleck calls such a system “harmony of
illusions” (Fleck, 1979, p. 27), an expression that condensates the essence of the
general equilibrium theory in two terms. Embedded in this model is the theory of
the efficiency of financial markets that implies two assumptions: first, the prices of
assets reflect their fundamental value, and second, speculation systems based only
on the information contained in past prices cannot be profitable (otherwise, the mar-
ket would not even be “weakly efficient”; Fama, 1970).

In line with Fleck’s statement 1, it appears “unthinkable” (to mainstream econo-
mists) that asset prices move in “long swings” as a sequence of bull and bear mar-
kets and that trading rules derived only from past prices are (too) often profitable.
Both phenomena would fundamentally contradict the prevailing “thought system”:
that precisely those markets that come closest to the perfect market of equilibrium
theory (as regards market access, transaction costs, etc.) systematically generate
“wrong” prices, for example, “overshooting,” is “unthinkable” within the paradigm.
The same holds true for destabilizing, yet profitable, speculation.

>Thomas S. Kuhn took the most original ideas from Fleck’s monography for his bestseller The
Structure of Scientific Revolutions (1962) as he himself noticed in the introduction (“an essay that
anticipated many of my own ideas”; Kuhn 1962, p. VII). However, Kuhn did not quote Fleck’s
monography in the main text of his book. An English translation of Fleck’s monography was pub-
lished only in 1979 (including a foreword by Thomas Kuhn; Fleck, 1979).
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For the same reason, technical trading is never considered as “profit-rational”
(though not rational in the sense of “rational expectations”) in theoretical models of
asset price dynamics—it does not fit into the system” and, hence, “remains unseen”
(in accordance with Fleck’s statement 2). In practice, trading rules have been used
for more than 150 years but have been ignored also in empirical research (Fleck’s
statement 3). Only over the past 30 years have trading systems increasingly been
analyzed, however, rather as some kind of useless “anomaly” (“noise trading”)—
although by now they generate most financial transactions (including HFT).6
Therefore, also the following (dissolvable) contradiction has been neglected: if
these models are useless, then the assumption of agents’ rationality is untenable,
and if they are (often) profitable, then the assumption of (weak) market efficiency is
untenable.

Even though the empirical foundation of the proposal to replace continuous asset
trading with electronic auctions contradicts directly the (still) prevailing economic
paradigm, its documentation might be useful as part of preparing for a deepening of
the present multidimensional crisis. As shown in section “Asset price instability and
the real economy”, bear markets can easily trigger a financial crisis via the negative
valuation effects. For example, between February 17, 2020, and March 23, 2020,
stock prices fell globally like never before in history (within roughly 5 weeks, the
S&P 500 declined by 34% and the MSCI World by 33%). Only through an unprec-
edented intervention did the most important central banks succeed in stopping the
decline and in convincing the “big players” to get back into the market (at much
lower prices). As a result, the “fastest” bear market tilted into a mega bull market
(stock prices more than doubled when the real economy suffered its deepest decline
since 1945 due to COVID-19). A more recent example is the balance sheet contrac-
tion of US banks caused by falling bond prices, which in turn were caused by rising
interest rates. Also in this case, policy had to intervene and thereby had to break its
own rules.

Despite these turbulences, it seems still premature to deal with the technicalities
of organizing electronic auctions. The respective guidelines, however, are clear cut:
in each of the three global trading time zones (Asia and Pacific, Europa, America),
there should operate one single and common exchange for each type of standardized
assets. These comprise all assets already traded on organized exchanges like stocks,
bonds, commodities derivatives, and carbon emission permits, as well as standard-
ized assets that at present are still traded primarily over the counter like currencies
(customized OTC instruments need not be traded in the form of electronic auctions
as these instruments are not used for “fast” algo trading). “Dark pools” should be
closed and other types of segmentation of markets for standardized assets need to be
avoided.

®The same holds for the behavioral finance literature in general, which usually takes the EMH as
the benchmark model and explores empirical deviations as “anomalies.” By contrast, if one follows
an inductive approach, then empirical phenomena like bull markets, bear markets, technical trad-
ing, etc., appear as characteristic properties of asset market dynamics (“benchmark™) and prices
oscillating around fundamental equilibria as idealistic imaginations (“‘anomalies”).
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Conclusions

Economic development over the last 50 years has been shaped by a structural finan-
cial instability. Its most important systemic component concerns asset price dynam-
ics: exchange rates, stock prices, commodities prices, and bond prices move in a
sequence of bull and bear markets, and hence, in long-term irregular cycles (in
contrast to the 1950s and 1960s when financial markets were largely regulated).

This “overshooting” dampens the real economy through three channels: through
shifts in the distribution of income from international trade (distribution channel),
through changes in the real burden of international (dollar) debts and changes in the
valuation of equity wealth such as stocks, bonds, commodities, real estate, etc., as
well as through the related financial crises (valuation channel), and through shifting
striving for profits from activities in the real economy to financial speculation
(incentive channel).

In addition, the bull and bear markets of fossil energy prices as well as of carbon
emission prices impede fighting global heating because they prevent anchoring the
expectation that the effective costs of carbon emissions will rise steadily.

Bull (bear) markets are the result of the accumulation of short-term price trends
lasting longer than counter-movements over an extended period. Short-term upward
(downward) price movements are usually triggered by news and then lengthened by
“cascades” of buy (sell) signals stemming from trend-following technical (“algo”)
trading systems. When the trend loses momentum, “contrarian models” produce sell
(buy) signals, which contribute to a change in the direction of the trend. Short-term
trending repeats itself across different time scales due to the use of algo trading
systems based on different data frequencies (from tick data to daily data). Nowadays
most financial transactions are triggered by automated trading systems that com-
pletely disregard market fundamentals (as all kinds of technical trading systems do).

In asset markets, most of the time there dominates either a “bullish” or “bearish”
expectational bias. News in line with the prevailing market sentiment trigger more
persistent price runs than oppositional news. In such a way, short-term runs accu-
mulate into bull markets and bear markets. The more an asset becomes over(under)
valued, the stronger become counter forces, leading to a change in the market senti-
ment and finally to a tilt in the direction of the long-term trend (in this way, market
fundamentals do matter). Hence, asset prices move in irregular cycles around their
fundamental equilibrium without any tendency to converge toward this level.

Dampening the “long swings” of asset prices calls for eliminating those (fast)
transactions that strengthen short-term trending and that are completely unrelated to
market fundamentals, that is, all transactions exclusively triggered by technical
trading systems. This type of liquidity does not enhance the “price discovery pro-
cess” but the “price distortion process.”

A financial transactions tax could serve this purpose by making “fast” algo trad-
ing unprofitable. However, there is an alternative approach that is theoretically more
appealing, technically easy to implement, and that has so far not seriously been
discussed: replacing continuous trading in milli- or even microseconds with
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electronic auctions, for example, every 3 h. In this way, practically all types of
(super) fast technical or algo trading systems could no longer be applied as they are
cut off their input, that is, the most recent high-frequency price data. Asset trading
would be slowed down and would become more fundamentals-oriented because
traders need to consider market fundamentals when placing their orders for the
auction.

Clearly, for now the idea to move from continuous asset trading to electronic
auctions appears utopian at best. However, once the economic as well as the eco-
logical unsustainability of the prevailing system of asset price formation becomes
evident during a deepening of the present multidimensional crisis, discussed in this
volume with the concept of Permacrisis, a serious discussion of the empirical foun-
dation of this idea might help as one steps into the right direction. At the end of a
dead end, one must turn around.
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Introduction

As a global currency does not exist, international trade, transnational investments
and cross-border payments require the intermediation of national currencies. An
international currency fulfills the three main functions of money: medium of
exchange, store of value, and unit of account. The global appeal of a currency
depends on fundamental economic factors—such determinants include, for instance,
the size of the issuing economy in terms of global trade and finance, the soundness
of economic policies, financial market depth, and liquidity. A burgeoning literature
also stresses that the choice is also driven by underpinning institutional and geo-
strategic factors (Eichengreen et al., 2018). As some national currencies are used
disproportionately, any international currency holds global political and geostrate-
gic value. States can use international monetary systems—and the leading role of
their national currencies—as an instrument of power (Kirshner, 1995). Since the
collapse of the Gold Standard, the US dollar has been the only truly global currency,
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providing the United States with a powerful tool for foreign policy. Nevertheless,
three growing forces—economic dislocations, geopolitical tensions, and digitaliza-
tion—might foster fragmentation in the global monetary system. The risk is the
emergence of economic blocs, which could establish parallel, noncomplementary
systems setting obstacles to the cross-border flow of capital and money.

In this scenario, the possible development of national Central Bank Digital
Currencies (CBDCs) might provide the international monetary architecture with an
underlying new tool to establish new ways to settle cross-border transactions.
However, a future system of multi-CBDCs arrangements requires cross-country
cooperation to make their infrastructure interoperable. As most countries are cur-
rently in the exploration phase of this new technology, the European Union (EU)
and the Latin American and the Caribbean (LAC) have a unique opportunity to
launch a cooperation exercise to develop experiments in the framework of CBDC
systems. The EU and LAC have a shared interest in partnering up to shape the archi-
tecture of the next international monetary system to strengthen their autonomy from
the United States and China.

The “Weaponization” of Finance

Following the invasion of Ukraine in February 2022, the decision by the United
States and Europe to disconnect specific Russian banks from the Society for
Worldwide Interbank Financial Telecommunication (SWIFT) and to freeze Russia’s
foreign reserves might have significant, long-term effects on the international mon-
etary system. While transformations in this system have historically been slow to
materialize, the range and scope of the recently deployed sanctions will likely cata-
lyze a global push to diversify from the US dollar-centric global financial system.
Whether the United States and European countries, as well as their allies, will
strengthen or reduce financial sanctions against Russia in the future, the “weapon-
ization” of finance against a G20 country like Russia sets a historical precedent that
will amplify concerns that one day any country could be disconnected from Western-
dominated financial infrastructure (Nicola Bilotta, 2022) (Figs. 20.1 and 20.2).

While it is true that no other contender could challenge the existing US-dominated
dollar system in the short-to-medium term, the United States and its allies should
strategically reflect upon the long-term implications if their leadership in the global
monetary system is eroded. Debates on the US dollar’s international dominance are
nothing new. Even before the war in Ukraine, it was widely acknowledged that the
current global monetary regime provided the United States with an extremely effi-
cient bulwark to leverage and enforce its foreign policy internationally. As the
global economy relies on the US dollar as the primary medium for cross-border
transactions and foreign reserves, the United States derives significant economic
and national security benefits from its central role in the global financial system
(White House, 2022).
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Fig. 20.1 Location of Bank of Russia foreign exchange reserves and gold assets in June 2021.
(Source: Author’s elaboration from Bank of Russia Foreign Exchange and Gold Asset Management
Report, No. 1/2022, http://cbr.ru/Collection/Collection/File/39685/2022-01_res_en.pdf)
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Fig. 20.2 Composition of Bank of Russia’s assets in foreign currency and gold as of June 2021.
(Source: Author’s elaboration from Bank of Russia Foreign Exchange and Gold Asset Management
Report, No. 1/2022, cit)

Over the past 20 years, several countries have been attempting to make their cur-
rency an attractive alternative to the US dollar. China has implemented significant
efforts to globalize its national currency as, compared to its economic power, the
yuan significantly underperforms as an international currency, making Beijing
highly dependent and vulnerable to the US dollar (Reuters, 2020). Also, the
European Union, one of the United States’ closest allies, has set the goal of increas-
ing the internationalization of the euro as a key dimension of its ambitions for
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Table 20.1 The international status of the US dollar, the euro, and the renminbi

2016 12017 |2018 | 2019 | 2020 2021 | 2022
Share of global GDP (%) | The United 21.3820.94|20.73 1 21.39 | 21.61 | - -

States
Euro 17.96 | 18.19 | 18.44 | 18 17.96 | — -
China 12.84 1 13.2314.03 | 14.29 | 15.19 | - -

Share of global FX reserves | The United 65.36 | 62.73 | 61.76 | 60.75 | 58.92 | 58.86 | 58.88
(%) States

Euro 19.14 120.17 | 20.67 | 20.59 | 21.29 | 20.58 | 20.06

RMB 1.08 [1.23 |1.89 | 1.94 |2.29 |2.80 |2.88
Share of forex trading® (%) | The United 87.58 |- - 88.30 |- - 88.45

States

Euro 31.39 |- - 3228 |- - 30.45

RMB 3.99 432 7.01

Share of global payments | The United 41.9239.85|39.21|39.77 | 40.33 | 40.51 | 41.19
(%) States
Euro 30.69 | 35.66 | 34.32 | 36.32 | 43.10 | 36.65 | 35.49
RMB 1.82 |1.61 |1.66 |1.95 |1.76 |2.70 |2.20
Source: Share of global GDP: World Bank Data; COFER: IMF Data; BIS: 2019; SWIFT: RMB
Tracker, https://www.swift.com/node/11096
“Note: since each transaction involves two currencies, the sum of individual currency shares will
also equate to 200%

strategic autonomy (Panetta, 2020). Countries have moreover tried to reduce their
dependency on the US-controlled global payment infrastructure. For example,
China, Russia, and India have repeatedly expressed their interest to jointly explore
an independent alternative to SWIFT (Liu, 2022), while the EU launched (a rather
unsuccessful) EU-Iran payment vehicle INSTEX in 2019 to get around US sanc-
tions reimposed on Tehran by the Trump administration (Table 20.1).

Attempts to significantly erode the US dollar’s dominance have failed thus far,
yet there are—small but still relevant—signals of potential trends of fragmentation
that could be accelerated by the war in Ukraine. The International Monetary Fund
(IMF), for example, has already reported that some countries are renegotiating the
currency used to settle their trade agreements in light of the sanctions applied to
Russia. Moreover, foreign reserves in US dollars decreased globally from around
70% at the beginning of the 2000s to 59% in the third quarter of 2021. According to
a recent IMF study, a quarter of this shift was allocated to the yuan while three
quarters into the currencies of smaller countries (Arslanalp et al., 2022). Thus, cen-
tral banks have been implementing a portfolio diversification strategy driven by
market forces. In this context, the recent weaponization of the US dollar could
accelerate this ongoing diversification process, a trend that may be further incentiv-
ized by a “de-risking management” strategy.

The key question, however, is where this shift could be diverted to, given that a
credible alternative to the US dollar is currently lacking. The yuan does not seem to
have the underlying characteristics to replace the US dollar. The yuan’s
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Fig. 20.3 World allocated reserves by currency for 2023, second quarter. (Source: Author’s elabo-
ration from: IMF Data, Currency Composition of Official Foreign Exchange Reserve, https://data.
imf.org/?sk=E6A5F467-C14B-4AA8-9F6D-5A09EC4E62A4)

internationalization is weighted down by policy and institutional factors (like capi-
tal account controls or limited convertibility) that cannot be mitigated by geostrate-
gic motivations. Furthermore, current trends of growing diversification in the
composition of foreign reserves appear to be directed toward other Western coun-
tries and allies—such as the Canadian dollar, the Australian dollar, and the South
Korean won—states that tend to align with the US foreign policy priorities
(Fig. 20.3).

Despite their noteworthy operative constraints, alternatives to SWIFT are slowly
emerging. China launched the Cross-Border Interbank Payments System (CIPS) in
2015, while Russia developed the System for Transfer of Financial Messages
(SPFS) in 2014. The volume of transactions processed by the CIPS system grew by
83% in 2021 while SPFS doubled the number of processed messages (Shagina,
2021). However, today CIPS and SPFS together process less than 1% of SWIFT’s
volume of transactions. SWIFT is reported to carry around 140 trillion US dollars’
worth of transactions—of which 40% in US dollars, 37% in euro, and 6% in UK
pounds (The Economist, 2021). In the medium term, CIPS could be a more realistic
and attractive option as the yuan has a stronger international status than the Russian
rouble. Moreover, China could potentially foster CIPS’ adoption through its exten-
sive global trade links. Nevertheless, CIPS is constrained by the low international-
ization of the yuan, which today is used for only 2% of global payments (Perez-Saiz
& Zhang, 2023). Moreover, the CIPS system is directly linked with SWIFT as it can
enable the transmission of information related to a transaction through either CIPS
or SWIFT channels. Currently, CIPS and SWIFT are cooperating more than com-
peting (SWIFT, 2016). What seems more plausible in the medium term is that new
alternatives, like CIPS, could consolidate regionally and along trade links, ulti-
mately leading to the establishment of different multilateral payment systems that
cooperate and compete among each other.

In a situation similar to that experienced with SWIFT, countries have been trying
to establish alternatives to VISA and Mastercard. The European Central Bank
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(ECB) and the European Commission have, unsuccessfully, promoted several initia-
tives to create a domestic European system. In 2020, the European Commission
published the “Communication on a Retail Payments Strategy for the EU” in which
it stressed the EU’s vulnerability due to its dependency on foreign payment systems.
In 2021, 31 major European commercial banks launched the “European Payments
Initiative” with the aim of developing a pan-European payment system by 2022.
However, by December 2021, only French, German, and Belgium banks had con-
firmed their commitment to the project. Russia developed its own domestic payment
infrastructure, called National Card Payment System (NSPK), in 2014, in light of
Western sanctions following the invasion of Crimea. The Russian domestic card
system, MIR, runs on the NSPK infrastructure. Today, more than 100 million MIR
cards, 1/3 of the domestic market, are in circulation in the country. This sharp adop-
tion has been also driven by the mandate for use by civil servants and pensioners.

China’s UnionPay cards capture more than half of the global market. However,
only 150 million out of the 9 billion cards issued are issued outside mainland China.
The weaponization of Visa and Mastercard, which have suspended their activity in
Russia, might incentivize the adoption abroad of UnionPay cards as it could appear
a more reliable and less political alternative. However, both UnionPay and MIR
have structural limitations in terms of scalability and usability. It will be extremely
challenging—if not impossible—for these systems to reach a scale outside of their
respective countries.

Future Scenario: Economic Dislocation, Geopolitics,
and Digitalization

While prior attempts to reduce dependence on the US dollar were not successful,
the confluence of geopolitical tensions, economic upheaval, and digital transforma-
tion may create a conducive environment for a gradual fragmentation of the global
monetary system in the long term.

According to a recent article in The Economist, the 25 largest “nonaligned”
countries—those that have neither imposed sanctions on Russia nor wish to take
sides in the Sino-American conflict—now constitute 45% of the global population.
Moreover, their share of global GDP has risen from 11% in the 1990s to 18% today,
surpassing that of the EU (The Economist, 2023). Despite their substantial eco-
nomic influence, the diverse national interests of these countries make it unlikely for
them to act as a cohesive unit. However, they may find common ground on specific
issues as exemplified by OPEC’s recent decision to reduce oil production despite
opposition from Western nations (Foroohar, 2023). The global oil trading market
serves as a notable illustration of the distinct status of the US dollar. Since the early
1970s, major oil-producing nations, particularly those within OPEC, have consis-
tently priced oil exclusively in dollars. Nevertheless, recent developments indicate
modest efforts to diverge from the dollar in this sphere.
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In December 2022, China extended an invitation to Saudi Arabia and other Gulf
countries to consider settling their bilateral oil-trade transactions in yuan. Similarly,
India and Russia are presently renegotiating to establish arrangements in rupees and
rubles for settling their oil-trade transactions, driven by the repercussions of Western
sanctions. Countries such as Russia, Iran, and Venezuela, collectively holding 40%
of OPEC+ proven oil reserves, possess strategic incentives to contemplate a shift to
yuan-denominated oil. Additionally, another 40% of proven oil reserves belong to
the Gulf Cooperation Council, whose members, while historically close to the
United States, have been increasingly assertive in articulating their own positions on
vital regional and global issues. It is important not to overstate the potential impact,
however. Even if all of China’s oil imports were denominated in yuan, it would
represent only 15-20% of future global contracts.

Nonetheless, it serves as a prominent example of a broader megatrend wherein
countries are exploring alternatives to the US dollar in their trade agreements.
Following this narrative, the world economy has experienced a growing number of
bilateral and multilateral agreements to reduce dependency on the US dollar. For
example, the People’s Bank of China recently announced the signing of a
Memorandum of Understanding (MoU) to establish Chinese yuan clearing arrange-
ments with the Banco Central do Brazil. Furthermore, Brazil and Argentina have
initiated discussions, seemingly improbable, about the development of a common
currency, signaling their interest in closer economic integration. With the newly
elected Argentinian government led by Milei, this development should be consid-
ered unviable. Of greater significance, the BRICS countries have announced their
intention to engage in discussions regarding the launch of a new currency during the
upcoming August 2024 summit. While it is probable that this announcement will
remain primarily symbolic and abstract, it has the potential to encourage an
enhanced trend among BRICS countries to facilitate trade settlements in their
respective currencies.

In August 2023, the BRICS announced that Argentina, Egypt, Ethiopia, Iran,
Saudi Arabia, and the United Arab Emirates have been invited to become new mem-
bers. On the one hand, the enlargement of the BRICS group might further strengthen
the geopolitical leverage of this parallel group of influence, consolidating a new
voice in multilateral fora. On the other hand, it might damage the ability of a larger
group of countries to find a common agreement in international affairs. Moreover,
the new government in Argentina has already announced its intention to not join the
BRICS while Ethiopia declared defaults on sovereign debt, making its global stand-
ing more fragile. If the BRICS have faced systemic weaknesses in the past, the
future of this group of countries appears even more challenging.

Inertia and frictions are key forces that tend to consolidate the hegemony of the
US dollar but, in this context of a growing politicization of money, the process of
financial digitalization can be a crucial force of change in pushing diversification in
both the composition of foreign reserves and cross-border payment systems. In the
former area, with the advent of automated and electronic trading platforms that
significantly lower transaction costs, central banks have gained a much easier and
cheaper access to foreign currencies, incentivizing reserve diversification.
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Furthermore, the possible introduction of Central Bank Digital Currencies (CBDCs)
around the world has the potential to lower the costs of cross-border transactions
(BIS, 2021). A recent survey of 50 central banks in the first quarter of 2021 explored
initial thinking on CBDCs’ cross-border use (Auer et al., 2021).

In a future scenario in which several national CBDCs are developed, bilateral
and multilateral CBDC arrangements can promote establishing a new payment sys-
tems network based on multi-CBDCs arrangements in which exchange risks are
drastically reduced and nodes are more independent from the US dollar. CBDCs
could lower transaction costs, not incurring expensive interchange or foreign trans-
action fees as they would not require the multilayered clearance and settlement
infrastructure behind credit card transactions (Auer et al., 2021). Moreover, a well-
designed CBDC could facilitate the digitalization of information exchanges in alter-
native data, potentially connecting a CBDC system with higher value services
provided at a lower cost (Ferrari & Mehl, 2021).

In line with this vision, digital networks and multi-CBDC arrangements could
ease the empowerment of more efficient trade links with the application of smart
contracts via distributed-ledger systems, programmable money, and programmable
payments that could support increasingly complicated business logic. Finally, pro-
grammability can also automate processes that currently lead to cost frictions in the
settlement of securities and can facilitate the orderly settlement of intra-bank
reserves both domestically and cross-border via “currency corridors” such as multi-
CBDC arrangements.

However, to enable this potential, there is the need for some degree of coopera-
tion on shared standards and protocols to ensure interoperability between CBDC
systems. CBDCs would then require countries to accept each other’s currencies as
the currency of trade. As China is the frontrunner in the global race for CBDC’s
issuance, Beijing is levering its first-mover advantage to influence the development
of CBDCs globally. The People’s Bank of China has already proposed a set of
global rules to empower basic interoperability between CBDCs issued by different
jurisdictions. It has been promoting experiments in cross-border transactions among
CBDCs systems.

CBDCs: A New Bridge for EU-LAC Cooperation

Global economic power has been shifting over the last 40 years, leading to (slight)
trends of fragmentation in the international monetary system. While the war in
Ukraine might incentivize countries to seek new ways to reduce their vulnerability
to the US-led global financial system, the US dollar is likely to maintain its primary
role in the global monetary system. However, the battleground will be formed in the
long run when digitalization could empower decentralization while undermining
the unipolarity of the current system. In this scenario, the United States risks losing
its leadership in the international monetary system if it fails to embrace and shape a
new vision for a digitalized (and increasingly politicized) global monetary system.
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The United States cannot however pursue its sole strategic interests when shaping
the new system. Washington should coordinate and cooperate with other Western
nations on equal ground. Otherwise, the United States risks fostering further frag-
mentation. While still in the early stages of CBDC development (Nicola Bilotta,
2022), the document Public Policy Principles for Retail Central Bank Digital
Currencies (CBDCs) endorsed by G7 members under the UK Presidency in 2021
should only be the first step of a much more articulate exercise (G7, 2021).

There is space to further explore cooperation between the EU and LAC coun-
tries. In an increasingly polarized world economy, as in the current situation in the
broader multilateral governance of digital space, where the major powers (the
United States, China, and the EU) have different approaches and tend to pursue
divergent interests, EU and LAC countries need to establish a cooperation on
CBDC:s in the framework of the EU-LAC Digital Alliance. As the EU’s new digital
agenda aims at reinvigorating its relationship with the LAC region by stressing their
shared values and geopolitical strategic partnership (Hobbs & Ignacio Torreblanca,
2022), CBDCs’ interoperability should be at the core of the current effort. With all
the applications that CBDCs could have, from cross-border use to programmability
for trade links, if their CBDC infrastructure is developed and designed to be interop-
erable, EU and LAC could indeed strengthen their commercial, economic, and
financial ties. To promote such a vision, the EU and LAC countries should establish
a strategic vision based on two key actions.

First, the ECB and LAC central banks should establish institutional dialogues on
the latest developments of their CBDC projects. The aim is to further understand
policy objectives and needs that central banks are pursuing to better assess potential
synergies, common standards, and technology transfer. The purpose of establishing
these dialogues goes beyond mere information-sharing: it should aim to facilitate a
nuanced assessment of potential synergies that could arise from collaborative
efforts. This includes identifying areas of mutual interest, such as common stan-
dards and best practices, which can contribute to the seamless integration and
interoperability of CBDCs between the EU and LAC. Furthermore, the dialogues
should serve as a platform for discussing the potential transfer of technology, foster-
ing a spirit of cooperation and knowledge exchange. In essence, the establishment
of institutional dialogues is a strategic step toward building a foundation of coopera-
tion between EU and LAC central banks, fostering an environment conducive to
effective collaboration in the realm of CBDC development.

Second, central banks should start cooperating in launching and developing
experiments for cross-border transactions through CBDCs systems. Despite the
existence of various CBDC projects, a noticeable gap remains in the absence of
concrete experiments among the ECB and EU central banks and LAC central banks.
This crucial phase of research and investigation demands a proactive approach,
emphasizing the importance of cooperative efforts between EU and LAC central
banks. By working together in these experiments, central banks can not only gain
valuable insights into the practical challenges and opportunities of cross-border
CBDC transactions but also foster a collaborative environment that accelerates the
development and refinement of these initiatives. The collaborative experiments
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Table 20.2 Cross-border CBDC experiments involving EU central banks

Project Members

Project Jura BIS Innovation Hub, Swiss National Bank, Banque de
France

Project Stella Bank of France, Monetary Authority of Singapore,
J.P. Morgan

Experiment “Liquidity European Central Bank, Bank of Japan

Management in a Multi-Currency
Corridor Network”

Experiment “Connecting digital SWIFT, Capgemini, Banque de France, Deutsche

islands: CBDCs” Bundesbank, HSBC, Intesa Sanpaolo, NatWest, SMBC,
Standard Chartered, UBS, Wells Fargo
Project Venus European Investment Bank, Banque Centrale du

Luxembourg, Goldman Sachs Bank Europe, Santander,
Société Générale

should serve as a testing ground for identifying potential obstacles and refining
protocols for cross-border transactions. This hands-on approach will not only
enhance the collective understanding of the nuances involved but will also pave the
way for establishing common standards and protocols that facilitate seamless inter-
actions between the European and Latin American CBDC ecosystems (Table 20.2).

In the pursuit of enhanced cooperation, the envisioned scenario should strive for
the establishment of a set of common pillars. These pillars would be collectively
adopted by a coalition of LAC and EU countries, forming a cohesive “club” that
could serve as a guiding force for the formulation of CBDC-related legislations at
the international level. This collaborative effort could trigger spillover effects, influ-
encing and harmonizing CBDC policies across participating nations.

Drawing inspiration from the insights of legal scholars Hathaway and Shapiro
(2020), the proposed approach aligns with the prevailing trend in international law.
The concept of “shared interests and decentralized enforcement” has historically
shaped many international legal frameworks. By forging a coalition of countries
sharing common objectives in the realm of CBDCs, the proposed “club” model
aligns with this established paradigm, seeking to influence and drive the develop-
ment of global standards. Taking a cue from Buchanan’s economic theory of clubs,
LAC countries, and the EU could leverage the EU-LAC Digital Alliance to exert
influence by controlling access to their network of CBDCs. The strategic use of
network access as leverage could encourage compliance with established rules and
standards. Nations unwilling to align with the guidelines set by the “club” would
risk partial or complete exclusion from the shared CBDC network. This exclusion
would not only limit their access to the economic benefits of participating in the
CBDC ecosystem but would also create a compelling incentive for them to seek
membership and adhere to the established rules.

This model of cooperation embraces a strategic and cooperative approach, lever-
aging the economic interdependence inherent in CBDC networks. By fostering a
“club” mentality among LAC countries and the EU, this collaborative effort seeks
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to shape global standards through a combination of shared interests, decentralized
enforcement, and the influential power of network access. This, in turn, creates a
dynamic process where adherence to common rules becomes not just a matter of
cooperation but a strategic imperative for nations aspiring to reap the full economic
advantages of CBDC participation (Buchanan, 1965, 1-14).
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The European Union (EU) and Latin America and the Caribbean (LAC) have devel-
oped a long and deep-rooted history of relations, which operate across different
agendas and at various governance levels over the last 50 years, or even longer.
These interregional relations have fluctuated due to a diverse combination of
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structural and agential variables in different historical periods. More recently, how-
ever, they have been immersed in a context of multiple crises, which confronted
fundamental issues about the nature of such relations. From an EU perspective, dif-
ficulties in updating these relations range from the consequences of the 2007-2008
financial crisis, followed by weak economic growth in Europe, to the significant
influx of migrants and refugees in recent times, the impact of Brexit, the rise of
populism and far-right parties. Compounded with the COVID-19 pandemic, and
with the more recent invasion of Ukraine by Russia, these critical challenges have
put EU capacities to establish a sound regional foreign policy to the test. Moreover,
the international system is going through a transitional phase, marked by the weak-
ening of multilateral rules and institutions, the contestation of the international lib-
eral order, and the consolidation of new global leaderships; all of which have
deepened and amplified the effects of these various crises, which also pose greater
tensions for regional governance and interregional dynamics (Meyer et al., 2019;
Nolte & Weiffen, 2020). As put by the editors of this book, both the EU and LAC
are facing the challenges of an era of permacrisis.

Certainly, assessing the challenges brought about by this new context on EU—
LAC relations, based on a well-established set of instruments and policies, should
provide a space for examining and assessing the need to reformulate the current
status, which is of particular relevance. Yet, and to proceed with this assessment, we
need to contextualize historically EU-LAC relations. To that end, this chapter looks
back in time to then assess the current moment and future possibilities.

Currently, relations between the EU and LAC are complex and multilayered, and
this framework is going back well beyond the 1990s and the interregionalism
approach. Over the years, different mechanisms and strategies have been put in
place, at different levels, ranging from bilateral dialogues to free trade agreements
and interregional schemes. Moreover, relations revolve around three main agendas,
including political dialogue, cooperation, and trade, and involve a wide array of
state and nonstate, private and public actors.

EU-LAC relations have been explored and assessed both in policy and scholarly
terms. The academic literature is vast and ever expanding and offers useful lenses
through which to examine how the relationship between the EU and LAC has
evolved. Though significant, to our knowledge, this body of research remains scat-
tered across different fields and academic disciplines, including political science,
international relations, and comparative regionalism. Also, it is limited to examin-
ing specific dimensions, either a particular policy area, analytical level (national,
regional, or interregional) or period. Such fragmented approaches have prevented
scholars from developing a comprehensive and overarching understanding of the
mix of achievements and challenges of EU-LAC relations. Despite the potential of
the current literature to produce relevant empirical insights, academic research has
lagged in approaching these dynamics from a policy perspective while also assess-
ing them through the various levels or arenas where they occur.

Building on these insights, this chapter investigates how EU-LAC relations have
evolved since the 1960s. To this purpose, we make use of an analytical framework
based on the notion of “policy instrument” taken as forms of action that
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governments (and international organizations) pursue to exercise some control and
influence on individuals and organizations—including other governments—by
means of applied knowledge encapsulated in specific interventions, usually codified
and replicable (Howlett, 2019; Lascoumes & Le Gales, 2007). Based on this frame-
work, we introduce a novel database, which provides a mapping of the policy instru-
ments employed by the EU in its relations with LAC, which include the agreements
governing the relations between the EU and LAC since the creation of the European
Economic Community, and the cooperation programs funded by the EU in LAC. Our
database has allowed for the compilation of information that so far has remained
dispersed and scattered. Thus, the database is intended to provide some parsimony
to the complexity observed in EU-LAC relations as it offers a relevant research tool
to produce comparable and useful information on different policy instruments.
Based on this, the chapter provides a more comprehensive assessment of these
transatlantic relations across instruments, policy areas, analytical levels, and time.
Furthermore, this assessment can provide not only scholars but also policymakers
and various stakeholders with essential policy inputs to develop coherent and sus-
tainable policies and strategies as a means to promote an effective and respectful
interregional relationship.

The chapter is divided into four parts. First, we describe the general dynamics of
the relations between the EU and LAC and how these have been addressed in the
literature. The second part presents our methodological and analytical approach to
understanding EU-LAC relations from a policy instruments approach. This is fol-
lowed by an analysis of the data collected through our database for the period
1961-2022. The final section concludes and provides some reflections and recom-
mendations regarding the future of EU-LAC relations.

EU-LAC Relations: Going Back in Time

During the second half of the twentieth century, relations between the EU and LAC
developed significantly. These relations, which were practically nonexistent during
the early years of the European Economic Commission (EEC), received an enor-
mous boost with the entry of Spain and Portugal. Moreover, starting in the 1990s,
interregional relations between the EU and LAC became especially relevant. Such
EU’s engagement with Latin America was expected to aid the region’s pursuit of
recognition as a global player (Gardini, 2021), and to promote regional cooperation
and integration beyond its borders based on its own regional governance model
(Bianculli, 2016; Ribeiro Hoffmann, 2016). Thus, the EU and LAC became
enmeshed in a complex web of relations operating at various levels (bilateral,
regional, interregional)—and primarily centered on three main policy areas (i.e.,
pillars): trade, political dialogue, and cooperation.

Political dialogue has operated at various levels. In the 1990s, the first bloc-to-
bloc dialogues were launched, including those with the Common Market of the
South (MERCOSUR) and the Andean Community (CAN). These dialogues were



352 A. C. Bianculli et al.

complemented with initiatives like the Euro-Latin American Parliamentary
Assembly (EuroLat),' and various spaces to engage with business, civil society
actors, academics, and other stakeholders. Furthermore, the EU would later pro-
mote more focused bilateral dialogues, as the one established with Chile in 2003,
and the so-called strategic partnership with Brazil (2007). Yet, since 2014, interre-
gional political dialogue would be weakened given that the EU would only occa-
sionally reach out to LAC regional organizations and on very specific agendas, as
illustrated by the initiatives on drugs with CAN, on the exchange of best practices
in higher education with the Pacific Alliance, on tariffs and trade barriers with
MERCOSUR, or on arms trade with the Union of South American Nations
(UNASUR) (Selleslaghs, 2019).

Trade was and still remains a pivotal component of the EU strategy toward
LAC. This trade agenda, which was part of a broader approach that also included
political dialogue and cooperation, entailed the negotiation of comprehensive agree-
ments encompassing industrial and agricultural goods, along with services, rules on
government procurement, intellectual property rights, customs, trade facilitation,
and technical trade barriers.” This strategy resulted in two interregional agreements,
including the EU-Cariforum Economic Partnership Agreement and the EU-Central
America Association Agreement, a multiparty free trade agreement (FTA) with
three countries of the CAN (Colombia, Ecuador, and Peru), and bilateral association
agreements with Chile and Mexico. The road to bloc-to-bloc negotiations proved
bumpy and complex as shown by the negotiations with MERCOSUR (Bianculli,
2023; Sanahuja & Rodriguez, 2022), and the agreement with Colombia, Ecuador,
and Peru, initially intended as an EU-CAN agreement (Garcia, 2022). As of 2020,
the EU has established a network of Association Agreements, comprising both
bilateral and interregional agreements in LAC. This network includes a multiparty
trade agreement involving three CAN countries (Colombia, Ecuador, and Peru) and
an agreement with Chile. In June 2019, a political agreement was reached to sign
the EU-MERCOSUR agreement, sparking meetings and negotiations between the
two regions.

Cooperation, already part of the Rio Action Plan set during the 1999 Summit of
Heads of State and Government of Latin America and the Caribbean and the EU,
has evolved into a complex and multilevel agenda: it includes bi-regional coopera-
tion through horizontal programs, subregional cooperation plans following a bloc-
to-bloc approach, and bilateral programs with individual countries. Development
cooperation was institutionalized through the Country Strategy Papers (CSPs) with
individual countries and Regional Strategy Papers (RSPs) with CAN, Central
America, and MERCOSUR, which were also complemented with Regional
Indicative Programmes, establishing specific sector measures, periods, and planned
financial engagement and expenses, with a focus on focal sectors. The year 2014

"EuroLat is composed by members of the European Parliament, the Latin American Parliament
(Parlatino), the Andean Parliament (Parlandino), the Central American Parliament (Parlacen), the
MERCOSUR Parliament (Parlasur), and of the Congresses of Chile and Mexico.

2For more on this subject, see Chap. 11 by Julieta Zelicovich.
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marked a relevant change in the EU cooperation policy toward LAC as the new
Multiannual Indicative Regional Programme for Latin America (2014-2020),
moved away from the previous region-to-region strategy as RSPs were not renewed
and bilateral cooperation ceased for five higher-income countries, leaving only
Bolivia and Paraguay eligible for bilateral aid. Nevertheless, LAC countries contin-
ued to participate in various projects and initiatives under the EU Regional Program
for Latin America, spanning areas such as social cohesion, digital connectivity, drug
policies, and border management.

This intense and long history of relations fueled academic debates. The literature
on EU-LAC relations is vast and ever expanding and offers useful lenses through
which to examine how the relationship between these actors has evolved (Gratius,
2020; Sanahuja, 2015). Studies have also explored the relevance of the different
instruments set up by the EU to approach LAC, including cooperation agreements
with MERCOSUR and CAN (Bustamante & Giacalone, 2009; Doctor, 2007,
Sanchez Bajo, 2005; Schade, 2022), and bilateral ones with Chile and Mexico
(Dominguez & Crandall, 2019; Garcia, 2011). The literature has also highlighted
the relevance of cooperation instruments and programs by the EU (Ayuso & Freres,
2010; Freres, 2000). Though significant, to our knowledge, this body of research
remains scattered across different fields and academic disciplines, including politi-
cal science, international relations, and (comparative) regionalism. This diversity is
very much a consequence of the complex and multidimensional character of the
phenomenon of interest: relations and dynamics between the EU and LAC comprise
a wide array of different agendas (from higher education to health and climate
change, among others) operating through the three pillars above identified, that is,
cooperation, political dialogue, and trade, across various levels and involving a
myriad of both state and nonstate, public and private actors, and networks.

Starting in the 1990s, interregionalism became a phenomenon of increasing rel-
evance in international relations and international political economy: it turned out to
be a natural corollary of the new or open regionalism (Riiland, 2010), which was
based on the diffusion of the neoliberal ideal of free trade and economic liberaliza-
tion. Simply put, interregionalism was seen as a “‘situation or a process whereby two
or more regions interact” (Soderbaum, 2015, p. 175) and thus, characterized by
triggering “widening and deepening political, economic, and societal interactions”
(Roloff, 2006, p. 18) among them, either by means of their regional or sub-regional
organizations, or by leading countries.

From a conceptual perspective, however, and despite the strong revitalization of
regions and the expansion of both formal and informal relations between them, the
field of interregionalism still remains a “fragmented field of study” (van der Vleuten
& van Eerdewijk, 2020, p. 577). Theoretically, this is explained by the strong focus
on definitions and the elaboration of typologies of interregional arrangements
(Hénggi, 2006), but less on explaining drivers of success and failure. Even if con-
sensus on conceptual definitions remains elusive (Ribeiro Hoffmann, 2016), from
an empirical perspective, studies have remained too focused on the case of EU inter-
regionalism given that the EU was the first regional organization to promote such
strategies (van der Vleuten & van Eerdewijk, 2020).
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In fact, taken as “region-to-region relations,” interregionalism has progressively
imbued the EU’s external policies since the 1990s (S6derbaum & Van Langenhove,
2005). Whereas the EU has maintained relations with most world regions, including
Africa, Asia, and LAC, interregionalism has been particularly strong within the
EU’s strategy toward the latter. Also, it can be argued that interregionalism proved
to be a useful tool to push for regional integration worldwide, including LAC. The
EU’s interregional strategy clearly reflected its own commitment to regional market-
building and global economic liberalization, on the one hand, and to the embedding
of market economies in a framework marked by the support of political dialogue,
cooperation and democracy, civil society participation, and social inclusion on the
other. Furthermore, to the extent that the policy and institutional regulatory frame-
work endorsed by the EU was based on its own experience, through these economic,
political, and cooperation agendas, the bloc actively promoted its particular institu-
tional model of regional integration (De Lombaerde & Schulz, 2009; Farrell, 2009).

Despite the potential of the current literature to produce relevant empirical
insights, most existing approaches to interregionalism are based on an EU foreign
policy approach, international relations theories, international political economy
approaches, or diffusion processes (Ribeiro Hoffmann, 2016). This chapter adds to
this discussion and draws on a public policy perspective to allow us to zoom in on
the policy instruments devised by the EU to relate to LAC across policy areas and
over time. In so doing, it also allows us to bring together two areas or agendas that
so far have remained rather detached, namely, trade and cooperation.

Our Analytical and Methodological Approach

Our study provides a novel analytical framework to the study of the relations
between the EU and LAC, which is focused on a policy approach. Thus, we attempt
to assess the relations across sectors and their territorial dimensions. More specifi-
cally, we look at policy instruments that have been deployed by the EU to reach out,
to relate with the region.

The notion of a policy instrument is crucial in this approach given that “policy
tools represent the constitutive elements of public actions” and therefore, “they con-
tain useful information on the nature and effects of public action” (Acciai & Capano,
2020, p. 118). In this case, we can examine the EU display of policy instruments in
its relations to LAC over the years, discussing the purposes and aims they involved.
Furthermore, we intend to assess the continuity and transformation of policy instru-
ments over the years, their interrelation between sectors, and their territorial dimen-
sions. We also intend to assess variation, including variation across time, across
policy areas, and regions and countries in LAC. This will also allow us to discuss
whether the instruments deployed reflect the objectives, structure the politics of
regional interactions, and to what extent they have succeeded in generating the
intended dynamics; yet we do not provide an evaluation of such instruments or its
effects or impact.
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To this end, we first define the type of instrument, which can be taken as “a
device that is both technical and social, that organizes specific social relations
between the state and those it is addressed to” (Lascoumes & Le Gales, 2007, p. 4)
and that is intended to translate a policy problem/issue into effective action (Peters,
2005). Although it was argued that instruments attempt to correct the real and/or
perceived defects in society or economy (Peters, 2005, p. 354), it can be said that
they structure public policy and organize relations between citizens and states, but
also between states, or between regions (Lascoumes & Le Gales, 2007). The notion
of policy problem refers to how “society and/or its political system define and frame
particular disconnections between current conditions and desired states as appropri-
ate for pursuit of resolutions by government” (Hoornbeek & Peters, 2017, p. 369).
Thus, whether EU-LAC relations concentrate on some policy problems, they also
involve particular values and diagnoses about structuring interregional relations.
For example, what is the problem about? Is it a problem of supporting development?
Is it a problem of market creation in the region? Is it a problem of regional citizen-
ship? Policy problem definition then affects the institutions that are established or
charged with the responsibility of dealing with the policy problem as defined in the
previous stage.

Our research is thus intended to offer a policy approach to assess how the rela-
tions between the EU and LAC have evolved across time, considering the transfor-
mations that the global order has experienced in recent decades. More specifically,
we examine the policy instruments that the EU has deployed to reach out and relate
to the region. Within the project, the notion of type of instrument is empirically
translated into two categories: agreement and program.

First, agreements include those concluded by the EU member states and the EU
(including the former European Communities—EC, EEC, ESCS) and/or the
(EURATOM), with LAC countries and regional organizations. Thus, the final data-
base comprises information on the agreements signed between the EU and regional
organizations in LAC, including the (CAN), Caribbean Forum (CARIFORUM),
Central American Common Market (CACM) and its successor, the Integration
System (SICA), and the (MERCOSUR). Bilateral agreements between the EU and
individual countries in the region include those with Antigua and Barbuda,
Argentina, Bahamas, Barbados, Belize, Bolivia, Brazil, Chile, Colombia, Costa
Rica, Cuba, Dominica, Dominican Republic, Ecuador, El Salvador, Grenada,
Guatemala, Guyana, Haiti, Honduras, Jamaica, Mexico, Nicaragua, Panama,
Paraguay, Peru, Saint Vincent and the Grenadines, Saint Lucia, Saint Kitts and
Nevis, Suriname, Trinidad and Tobago, Uruguay, and Venezuela. In all, these coun-
tries are full members of the Community of Latin American and Caribbean States
(CELAC). More specifically, agreements include, for example, bilateral agreements
signed by the EU or other agencies, that is, EURATOM, and particular countries in
the region in policy areas such as textiles, nuclear energy, food aid, visas, and in
relation to the General Agreement on Trade and Tariffs (GATT), among others, and
those involving various countries as in the case of the Multiparty Trade Agreement
between the EU, Peru, and Colombia, also later Ecuador. It also involves
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region-to-region agreements as in the case of the Economic Partnership Agreement
between the CARIFORUM States and the EC.?

Second, programs comprise those orderly project initiatives under cooperation
and development and established by the EU to address different policy areas with a
special focus on LAC and funded by the EU or in conjunction with other regional
and international organizations and countries. Based on these operational defini-
tions, we have collected information on a total of 237 agreements signed between
1961 and 2022, and 32 programs deployed between 1994 and 2023. Empirically,
this is exemplified by programs including EuroSociAL+, ADELANTE, and
EUROCLIMA.

Data on the agreements was collected through the careful exploration of different
repositories available on the official websites of the Council of the European Union
and the European Council (i.e., Consilium). This information was also contrasted
with the EUR-LEX website, and with direct consultations with the EUR-Lex team,
which provides access to EU legal documents. In the case of the programs, we con-
ducted a first thorough revision of these through the website of the Department for
International Partnership Directorate General (DG INTPA) of the European
Commission, and which is responsible for the formulation of the EU’s international
partnership and development policy. Again, the information thus collected was con-
trasted and compared with similar information provided by the Fundacién
Internacional y para Iberoamérica de Administracién y Politicas Piblicas (FIAPP),
the Spanish public international cooperation entity. This also included an interview
with experts and officials at the FIAPP. Finally, the information both on the agree-
ments and the programs was complemented by other relevant sources and docu-
ments, including secondary literature, publications and reports by the EU, regional
organizations in LAC, and other relevant stakeholders, among others.

In all, the analysis of the data thus collected provides a comprehensive mapping
and assessment of the policy instruments that have shaped the EU-LAC relationship
over more than 60 years.

The EU and LAC: A Relation in the Making for Over 60 Years

Today’s EU traces its beginnings to the signing of the treaty establishing the
European Coal and Steel Community (ECSC) in 1951, along with the treaty creat-
ing the European Economic Community (EEC) and the European Atomic Energy
Community (EAEC or Euratom) in March 1957. In a context marked by the Cold
War and increasing protectionism, the first two agreements collected in our database
are intended to promote “cooperation concerning the peaceful uses of nuclear

3 Agreements with Caribbean countries as part of the African, Caribbean, and Pacific (ACP) Group
of States and beneficiaries of the European Development Fund (EDF) since the 1960s have not
been included as these were framed as part of a larger group including countries in other regions
beyond LAC.
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energy” as established by the accords signed between EURATOM and the govern-
ments of Argentina and Brazil. Only three years after the creation of the EEC, LAC
regionalism resulted in the creation of the CACM and the Latin American Free
Trade Association (LAFTA). Yet, agreements involving regional organizations in
LAC would only start in the 1980s, slightly before the accession of Spain and
Portugal. This was the agreement signed between the Andean Community (then
Cartagena Agreement), including its five members, and the EEC in 1983. Two years
later, a cooperation agreement was signed with the countries of the General Treaty
on Central American Economic Integration (Costa Rica, El Salvador, Guatemala,
Honduras, and Nicaragua) and Panama.

As shown in Fig. 21.1, between the 1960s and the mid-1990s, the main type of
instrument used by the EU was agreements. This policy instrument underwent a
relevant increase in the 1990s, the years of new or open regionalism and its corol-
lary—interregionalism. Between 1999 and 2022, the EU signed 97 agreements with
LAC, including bilateral agreements and interregional agreements (i.e., Andean
Community, MERCOSUR), thus showing the flexibility of interregionalism as
framed and practiced by the EU.

The mid-1990s is also the time for the more active deployment of programs as
part of the EU’s cooperation and development agenda. These remain in place during
the early years of the new century, when agreements showed a slow decline, fol-
lowed by a rise since 2007 and especially in more recent years.

With a focus on cooperation, between 1994 and 2021 the EU launched a total of
32 cooperation programs, which are exclusively funded by the EU, or funded by the
EU in conjunction with other regional and/or international organizations and

Instrument %%
m Agreements

Programmes

Fig. 21.1 Deployment of policy instruments by the EU: 1961-2022 (The “year” corresponds to
the date when these two different types of instruments—agreements and programs—were signed
or initiated, respectively). (Source: Own elaboration)
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countries. These programs are intended to address specifically the region and are
implemented in more than one country in LAC. In other words, we have not included
cooperation programs where LAC countries can participate, but which are intended
to address a wider geographical coverage, as in the case of Erasmus+, Horizon
Europe, Copernicus, and Galileo.

The various agreements signed between the EU and LAC have been categorized
according to the actors involved under three different categories or types: bilateral,
interregional, and transregional. These include bilateral agreements such as those
involving the EU and one LAC country. The second category refers to interregional
agreements building on the most traditional definition of region-to-region agree-
ments. Finally, transregional agreements refer to those deals signed between the EU
and countries in LAC as part of that region.

Clearly, bilateralism remains a strong feature of the EU’s strategy toward LAC:
a total of 219 bilateral agreements have been identified in the database. This large
number contrasts to the 16 interregional agreements signed, and the transregional
ones which amount to two agreements. Table 21.1 depicts the list of agreements
collected in the database and their distribution across time and level of agreement.

When assessing the evolution of these various types of agreements across time,
bilateral agreements have been pursued throughout these 61 years and have remained
in place even during the so-called golden years of open regionalism and interregion-
alism. In fact, interregional deals had a timid beginning in the early and mid-1980s
and would see a relevant increase in the mid-1990s, followed by some brief reap-
pearances during the first and second decades of the twenty-first century (Fig. 21.2).

The first cooperation programs identified in our project go back to 1994, as it is
the case of ALFA, AL-INVEST I, ALLURE, and URB-AL I, and which were aimed
at promoting higher education, the internationalization of micro-, small-, and
medium-sized enterprises, and urban policies, respectively. In terms of duration, the
three longest-standing programs are Latin American Investment Facility (LAIF),
Caribbean Investment Facility (CIF), and ALBAN, which address sustainable
development and higher education (see Fig. 21.3). The short time life of the last five
programs is explained by their more recent launch. Thus, for example, ADELANTE
was launched in 2015, leading in turn to a new phase in 2021 with ADELANTE 2.
Based on the success of EUROsociAL and its contribution to the articulation of
common protocols and regulations, the EC set up this new initiative with the objec-
tive of financing triangular cooperation (Jung Altrogge, 2021).

Interesting differences emerge when comparatively assessing cooperation pro-
grams in terms of their duration and the budget deployed in 1 year (Fig. 21.4). Early
programs with a focus on urban policies and going back to the 1990s show smaller
budgets, especially when compared with more recent cooperation programs around
Enterprises and Information Society, that is, AL-INVEST Il and @LIS, respectively.

Table 21.2 provides a categorization of the various cooperation programs accord-
ing to the policy area they are mainly intended to address. These include climate*

“For more on this subject and more specifically climate crisis, see Chap. 18 by Christian Ghymers.
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Table 21.1 Agreements: distribution of level of agreement across time. (Source: Own elaboration)
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Table 21.1 (continued)

Level of agreement Total

Year Bilateral Interregional Transregional

2012 3 2 5
2014 2 2
2015 6 1 7
2016 4 1 2 7
2017 2 2
2018 6 6
2019 5 1 6
2020 1 2 3
2021 5 5
2022 1 1
Total general 219 16 2 237

and sustainable development, higher education, security and transnational crime,
enterprises, urban policies, social cohesion, triangular cooperation,’ and informa-
tion society.

Thus, it becomes clear that 25% of the programs deployed were to address
Climate and Sustainable Development, followed by Enterprises (Micro, Small and
Medium Enterprises (MSMEs) and Security and Transnational Crime, with a total
of 16% each. Thirteen percent of the programs were to address higher education.

Figure 21.5 shows which policy areas have been funded for longer periods of
time. Based on this distribution, it becomes clear that the area of climate action and
sustainable development has been funded for more than 40 years if we add the dif-
ferent programs involved, which are CIF, the various phases of EUROCLIMA,
together with LAIF. Higher education is the second policy area that has received
funding for the longest period. In this area, cooperation programs go back to 1994,
starting with ALFA [, II, and III, and ALBAN. Finally, security and transnational
crime cooperation is framed through various initiatives including COPOLAD, EL
PAcCTO, and EUROFRONT. It has also received relevant funding for several years,
starting in the 2010s, thus showing that this policy area has only recently become
part of the cooperation agenda of the EU toward LAC.

The policy areas that have been funded for the shortest periods of time are those
framed under projects addressing triangular cooperation and information society.
As explained above, the EU only recently incorporated triangular cooperation as
part of the cooperation programs with LAC. In the case of the so-called information

3 According to the United Nations Industrial Development Organization (UNIDO) triangular coop-
eration involves “Southern-driven partnerships between two or more developing countries, sup-
ported by a developed country(ies) or multilateral organisation(s), to implement development
cooperation  programmes and  projects,”  see  https://www.unido.org/south-south-
cooperation#:~:text=Triangular%20Cooperation%20is %20%E2%80%9CSouthern%2Ddriven,de
velopment%20cooperation%?20programmes%20and%20projects. %E2%80%9D, last accessed 8
December 2023.
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Fig. 21.2 EU-LAC agreements across levels: 1961-2022. (Source: Own elaboration)
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Fig. 21.3 Time life of cooperation programs. (Source: Own elaboration)

society, programs go back to the initial years of the twenty-first century and com-
prise two main cooperation initiatives. Thus, and building on the achievements of
the Information Society Alliance (@LIS), the EU launched a second phase of the
program called @LIS2 in 2009 with the objective of promoting further dialogue and
cooperation on policy and regulatory frameworks in the area, while also strengthen-
ing interconnectivity, collaborative research, and regulatory convergence in LAC.
From a financial perspective, when comparatively assessing the total funding
deployed across policy areas, higher education and enterprises are the areas most
strongly funded. Cooperation programs in higher education have received the most
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Fig. 21.4 Cooperation programs, time life, and yearly budget. (Source: Own elaboration)

Table 21.2 Number of

programs across policy areas. Policy area Number of programs
(Source: Own elaboration) Tnformation society
Triangular cooperation

Urban policies

Higher education

Security and transnational crime
Enterprises (MSMEs)

Climate and sustainable development
Total general 32

2
2
3
Social cohesion 3
4
5
5
8

funding, with a total of over 251 million euros. This policy area is closely followed
by cooperation programs addressing enterprises (MSMEs) as framed under the dif-
ferent phases of AL-INVEST. Between 1994 and 2021, these initiatives received
218 million euros. Interestingly, programs addressing urban policies have also
received relevant funding (almost 150 million euros), being this also an interesting
policy area where cities and subnational governments are the key actors involved,
and which also goes back to 1995.

The least funded policy area is triangular cooperation. This is more readily
explained by the fact that only recently this policy area has been integrated in EU



21 European Union-Latin American Interregional Relations: Taking Stock...

Higher education

Enterprises (MSMEs)

Urban policies

Climate and sustainable development

Information society

Social cohesion

Security and transnational crime

25 Years

21 Years

146 M€
16 Years

126 M€
44 Years

85 M€
7 Years

80 M€
14 Years

54 M€

218 M€

363

251 M€

22 Years

19 M€

Triangular cooperation 8 Years

Fig. 21.5 Cooperation funding across policy areas and number of years funded. (Source: Own
elaboration)

initiatives toward LAC, but also by the particular structure and dynamic of triangu-
lar cooperation, which can include more than one donor or financial supporter.

In all, whereas higher education stands out as the policy area receiving the high-
est amount of funding compared to other policy areas, it has received 26% of the
total invested funds for 25 years (16% of the time). MSMEs follow with a total of
22% of the deployed funds for 21 years (13% of the time), while urban policies are
the third area receiving the largest funds (15%) for 16 years (10% of the time).

Finally, we have assessed how funding has proceeded across policy areas and
across time as depicted in Fig. 21.6.

Cooperation programs in policy areas such as higher education, climate, and
sustainable development, or more recently, security and transnational crime, evince
continuity in time, with funding growing and then decreasing, despite some inter-
ruptions or impasses. There is no clear pattern in the distribution. Still, and given
that higher education, urban policies, and support to MSMEs concentrate 65% of
the total funding, mostly during the 1990s and 2000s, it emerges that organizing
networks at decentralized levels was a priority of the cooperation policy in that
period. These policies were very much focused on direct collaboration with public
organizations rather than larger state structures. However, after the global financial
crisis, the focus concentrates on supporting key policies at the governmental level
(security and climate change), probably aiming to strengthen state capabilities and
structure a different type of interregional relations, strongly based on governmental
cooperation.
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Fig. 21.6 Cooperation funding across policy areas and across time. (Source: Own elaboration)

This final graph (Fig. 21.7) shows how cooperation funding has varied across
time. Whereas cooperation started quite timidly in the 1990s with a total of over 13
million euros, there was a notable increase by the end of that same decade. The peak
was reached in the early 2000s with a peak of over 76 million euros. By 2007, as the
financial crisis severely affected the EU, cooperation funds decreased accordingly,
only to recuperate—though not to previous values as those of the initial 2000s—as
the new decade of the twenty-first century was starting. Yet, today, cooperation
funding seems to be just at the same levels of the mid-1990s. In all, EU cooperation
funding has stagnated and declined due to the idea that most of the countries in the
region should be graduated as aid recipients. More recently, the 2021-2027
Multiannual Financial Framework (MFF) merged many standalone EU external
financing instruments into one, and thus established the single Neighbourhood,
Development, and International Cooperation Instrument (NDICI). The graduation
principle has been abandoned, thus allowing to finance cooperation with medium-
high-income countries.® Yet, the allocation of funds established for LAC was the
smallest of all funds directed to other regions. Furthermore, it entailed a decrease of
14% in real terms compared to the previous 2014-2020 financial framework (Jung
Altrogge, 2021).

Similarly, within Team Europe, LAC received financial support of €927 million
(United Nations Industrial Development Organization, 2020), which made it the
region with the smallest budget allocated (Bianculli & Pascullo, 2022).

%The MFF 2021-2027 still differentiates LAC countries according to the level of development.
Thus, a first group of countries is addressed through bilateral Multi-Annual Indicative Programme
(MIP). This is the case of Bolivia, Belize, Colombia, Costa Rica (limited MIP), Cuba, Dominican
Republic, Ecuador, El Salvador, Guatemala, Guyana, Haiti, Honduras, Jamaica, Nicaragua,
Paraguay, Peru, and Suriname. A second group of countries without specific MIP is supported
through the Pan-American window: Argentina, Brazil, Chile, Mexico, Panama, Uruguay,
Venezuela, and Costa Rica.
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Conclusions and Further Avenues for Research

This chapter has explored the relations between the EU and LAC through a policy
approach. More specifically, it has investigated whether and how different policy
instruments have been deployed for 61 years.

The EU and LAC, as well as the international community, have undergone
changes that have affected the interregional dynamics over the years. While making
causal claims about the drivers of policy change is far beyond our objective in this
chapter, some of the developments and transformations observed through our analy-
sis point to some specific critical moments.

Our comparative assessment shows that establishing agreements has been the
most frequently used policy instrument since 1961. Agreements are instruments that
usually have low direct costs for signatories and facilitate the establishment of more
dynamic relations, either economic (trade, investment), or social and cultural.
Furthermore, they can trigger closer relations among respective societies and econ-
omies, facilitating the circulation of people, services, and goods. These tend to be
mostly deployed at the bilateral level, a trend that remains quite stable across time.

Interregional agreements were a key objective of EU foreign policy starting in
the 1990s, and efforts were made in this direction, but this strategy never really took
off and failed to become the main policy instrument. This type of agreement tends
to be broader and deeper in terms of agendas and commitments, especially in trade,
and involves a larger number of actors, all of which could explain the difficulties in
reaching such agreements as negotiations may entail a larger number of preferences
and incentives, making consensus more difficult and even elusive. Whereas the
clearest example is the negotiation with MERCOSUR, even the finalization of the
modernization process of the two trade pillars of the agreements with Chile and
Mexico is also still pending at the time of writing. From a strictly trade perspective,
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this finding is in line with studies showing how and to what extent the negotiations
of these deep trade agreements were related to developments at the multilateral
level, as in the case of the negotiations under the World Trade Organization during
the late 1990s, or years later, related to the decline of the multilateral trade order
(see interalia Bianculli, 2023; Lamy, 2002; Sanahuja & Rodriguez, 2019).

Cooperation has triggered a dense agenda, involving a variety of actors at various
governance levels. Cooperation programs are also a product of the world of the
1990s but were reconfigured after the global financial crisis and did not disappear.
In so doing, these instruments aimed to strengthen administrative relations, rather
than social and economic ties. In general terms, funding has varied across time,
resulting in a temporal pattern with marked ups and downs. Certainly, the 20072008
financial crisis undermined the role and position of the EU on the international
stage, and this could explain the reduction of funding during those years.” Yet, EU
cooperation also stalled by the idea that most countries should be “graduated” as aid
recipients (Dominguez & Sanahuja, 2023). Moreover, as we have shown in previous
sections, the funding pattern is far from clear, and variation is observed not only
across time, but also across policy areas. The cooperation agenda has also presented
relevant changes as it attempted to adapt to new challenges and working methodolo-
gies, as shown by the implementation of triangular cooperation. The latter also talks
to a learning process through long-standing programs as in the case of EUROsociAL.

Today, the EU confronts a multipolar world order, marked by the decline of mul-
tilateralism, new geopolitical realities, economic volatility, and democratic reces-
sion. The latest EU-CELAC meeting (Brussels, July 2023), after an 8-year hiatus,
attests to the greater importance of LAC in this uncertain and challenging interna-
tional scenario.

The comprehensive 41-point Declaration of the EU-CELAC Summit covers
most of the topics already analyzed through our database, that is, climate change,
sustainable development, social justice, and fight against corruption and crime.
However, what is important is to calibrate which instruments are going to be imple-
mented, and with what intensity. For example, the EU’s renewed interest in the
region resulted in the announcement of a €45 billion investment through the Global
Gateway platform, with a strong focus on promotion of renewable energy and digi-
tal services. Through this platform, the EU aimed to achieve two objectives. First,
to fill investment gaps that could not be met by traditional aid; and second, to
respond to China’s growing role in the region as a financier of development
(Dominguez & Sanahuja, 2023). Additionally, while association agreements were

"In addition, and from a LAC perspective, the “EU was no longer perceived as a progressive actor,
strongly advocating social cohesion, democracy, and human rights, or as a model for regional
integration governance” (Bianculli & Pascullo, 2022). These were the years of the commodity
boom in the region and important normative changes, especially in South America. Consequently,
the EU’s response to the crisis moved away from the expansionist policies pursued in LAC, mostly
by South American countries, whereas the 2008 EU Return Directive, which created a “credible
threat of forced return” (Acosta, 2009), was seen as seen as a counterexample to regional defini-
tions and regulations on migration management in Latin America (Brumat & Acosta, 2019).
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also part of the discussions, six Memoranda of Understanding (MoU) were signed,
bilaterally with Argentina, Chile, Ecuador, El Salvador, Honduras, and Uruguay.® In
all, the final outcome of the Summit showed some relevant continuities in terms of
the agendas and policy instruments to be deployed, except for the new Global
Gateway.

In sum, our chapter has contributed to developing a policy instrument approach
to the analysis of EU-LAC relations, and thus, it has unraveled how policy dynam-
ics evolve over time and the nature of the interregional relations they contribute to
build and promote (Capano et al., 2015; Le Gales, 2011). Thus, we have attempted
to provide a novel approach to the transatlantic relations, which can be of policy
relevance for the development of coherent and sustainable policies and strategies as
a means of promoting effective and respectful interregional relations. Further
research could explore the factors underlying these changes over time, and the vari-
ous combinations of policy instruments used and why.
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