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The problem
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Euro area: Real GDP
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Real Divergence

Italy has not been able to adjust to the requirements of a single currency
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Germany and Italy: Industrial production
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Divergence in costs and prices

wage policy not euro compliant

Germany and Italy: Unit labour costs (total Germany and Italy: Harmonized consumer
economy) price index
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Divergence in government finances

Fiscal policy not euro compliant

Germany and Italy: Budget balance of general

government
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Germany and Italy: Gross debt of general

government
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The political reaction

Italy: Polls for parliamentary elections
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How the euro could blow up
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Monetary Union is a fairy tale

« Bank notes and coins are the only means of payment of equal quality in the
entire euro area

« The value of deposit money depends on the quality of the credit portfolio of
the issuing bank and the solvency of the government guaranteeing the bank

« Instead of monetary union we have a cash union
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Balance of payments deficits are funded by the Eurosystem

Unlimited financing of balance of payments deficits at zero cost

Target 2 balances (bn. EUR)
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Target balances reflect uncompensated risk differentials

Italy: Target2 balance (bn EUR) and yield spread (%)
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A bank run can break the euro

« Flight of deposit money needs to be funded with central bank money

Assets Liabilities s |Assets Liabilities
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 |fthe central bank stops the supply of central bank money, deposit money can
no longer be moved

« The ECB Council can stop ELA with a 2/3 majority

« In case of a run on Italian banks money transfers abroad and cash withdrawals
are likely to be restricted
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Italian bank customers still keep their nerves

Italy: Sight deposits and Target2 balance
EUR, billion
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—yoy change of target balance = yoy change of sight deposits
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The fairy tale of safe deposits in Banking Union

 Prerequisite: ,,safe banks“
— Equity backing of government bonds
—Maximum credit limits
— Equity ratio of 25% (Martin Hellwig)

« Consequence: Increase of credit costs
— Assumption: Equity costs = 6%, debt costs = 2%
—Consequence
—WACC= 0.25X6%+0.75 X 2%=3%
—Credit costs = WACC 3%+ operational costs 1%+ riskpremium 1% = 5%
—Italy: Interest burden of government = 130% x 5% = 6.5% of GDP (4% of GDP today)

- Ergo: EDIS needs the backing of creditor country tax payers
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Monetary reform to save the euro
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The safe deposit

« Safe deposit =Sight deposits backed to100% with central bank reserves

« Credit money = private bank money

« Private bank money treated like other senior bank obligations (with variable
exchange rate to all other money)

« Money competition
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Coverage of sight deposits by ECB asset holdings
Expanded Asset and Public Sector Asset Purchase Programme (EAPP and PSPP) = !4 of sight deposits

Eurozone: Sight deposits and Asset Purchase Programmes

Trillion
8 ,

700tnMon

255tr|II|on
‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ | | ‘l ‘l ‘l ‘l Zogtrllllon
___.---l-lllllllll'lllIIIIIIIIIIIIIIIIIIIIIIIlIllllll‘“ll“l“||||““

Nov Jan Mar  May Jul Sep  Nov Jan Mar  May Jul Sep Nov Jan Mar  May Jul Sep Nov Jan Mar  May Jul Sep Nov
2014 2015 2016 2017 2018

7 -

W sight deposits m Public Sector Purchase Programme M Asset Purchase Programme

Source: Macrobond

www.fvs-ri.com O Page 16 of 24



Debt reduction through the safe deposit

Chicago-Plan as historical model

« Government debt: 9.7 trillion EUR (87% of GDP)
« Sight deposits: 7 trillion EUR (62% of GDP)

« Remaining government debt after 100% backing of sight deposits with
government bonds: 2.7 trillion EUR (25% of GDP)
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Public-private money competition
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The world of tokens

,Joken”: Medium that can be traded via Blockchain | DLT

Payment-token: Uncovered means of payment without other functionalities
(e.g. Bitcoin)

Utility-token: Medium that allows the user access to goods and services (e.g.
,Nounou“ token for healthcare services in China).

Securities-token: Claims on investment returns (e.g. Dividend-tokens)

Asset-token: Claims on assets (precious metals, commodities, equities, real
estate)
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Tokens as a means of exchange and store of value

« Creation of a legal framework for property exchange
« Establishment of orderly market for tokens

« Public securities-tokens: Claims on returns from public infra-structure
iInvestments

« Public utility-tokens: Claims on the use of fee-based public services
(administration, public health care, etc.)

« Public payment-token: Euro as common currency
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The future of EMU

« Liraisation” of the euro leads to exit of hard currency countries

« Hardening of the euro leads to exit of soft currency countries

« Transfer union”leads to political break-up of EMU
(political centripetal force < economic centrifugal force)

« The Great Bargain: Debt reduction through the Safe Deposit in exchange for
money competition
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Outlook

Status-quo orientation of politics

Politics can only act in crises

Success of crisis management is uncertain

Probability of success is higher if crisis solutions have been discussed in
advance
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,Some things that have been utopian
in the morning are already sci-fi at
noon and reality in the evening “
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LEGAL NOTICE

The information contained and opinions expressed in this document reflect
the views of the author at the time of publication and are subject to change
without prior notice. Forward-looking statements reflect the judgement and
future expectations of the author. The opinions and expectations found in this
document may differ from estimations found in other documents of Flossbach
von Storch AG. The above information is provided for informational purposes
only and without any obligation, whether contractual or otherwise. This
document does not constitute an offer to sell, purchase or subscribe to
securities or other assets. The information and estimates contained herein do
not constitute investment advice or any other form of recommendation. All
information has been compiled with care. However, no guarantee is given as to
the accuracy and completeness of information and no liability is accepted.

Past performance is not a reliable indicator of future performance.

All authorial rights and other rights, titles and claims (including copyrights,
brands, patents, intellectual property rights and other rights) to, for and from
all the information in this publication are subject, without restriction, to the
applicable provisions and property rights of the registered owners. You do not
acquire any rights to the contents. Copyright for contents created and
published by Flossbach von Storch AG remains solely with Flossbach von Storch
AG. Such content may not be reproduced or used in full or in part without the
written approval of Flossbach von Storch AG.

Reprinting or making the content publicly available - in particular by
including it in third-party websites - together with reproduction on data
storage devices of any kind requires the prior written consent of Flossbach
von Storch AG.

© 2018 Flossbach von Storch. All rights reserved.
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