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Foreword

VoxEU was launched three years ago, in June 2007. VoxEU was lucky – and
the world very unlucky – that the subprime crisis erupted only a few weeks
later.

The crisis created a need for expert commentary, delivered quickly and in
an accessible format. VoxEU has met that need with a steady flow of cogent
and compelling columns – over 1600 of them over the past three years.

Some issues need closer and more sustained examination and debate, and
VoxEU has responded to this need with its eBooks. Launched at the height of
the financial crisis in October and November 2008, these collections of essays
by leading economists have made important contributions to global thinking
on pressing policy issues.

The Eurozone Crisis is certainly one of these issues. Richard Baldwin and
Daniel Gros put it very well in their editorial introduction: “The Eurozone
‘ship’ is holed below the waterline. The ECB actions are keeping it afloat for
now.... What European leaders need to do very soon is to find a way to fix the
hole. The risk now is that politicians become complacent.”

This eBook aims to dispel this complacency and to offer ways of fixing the
hole. The thirteen chapters analyze the full range of issues confronting Euro-
zone policymakers: monetary policy, fiscal policy, banking and financial mar-
ket regulation, competitiveness and structural reform. The Editors, in their
introduction, suggest how to prioritise and sequence these reforms.

The eBook is addressed primarily to policymakers in the EU member states
and it is timed to coincide with the European Council’s meeting today. As the
Editors note, “Most of these measures have to be executed at the national
level. The EU can only provide a framework and coordination.”

Addressing the Eurozone crisis is a matter of urgency. We are grateful to
the eBook’s Editors, Richard Baldwin and Daniel Gros, for bringing together
such a distinguished group of authors with such speed and efficiency. In clos-
ing, it is also important to acknowledge the rapid and highly professional
contribution made by “Team Vox” – notably Jonathan Dingel, Bob Denham,
Samantha Reid, Anil Shamdasani, and Pierre-Louis Vezina. This eBook would
not have been possible without their energy, enthusiasm and commitment.
Luc Laeven provided very substantive support to the effort.

Stephen Yeo
Chief Executive Officer, CEPR
London, 16 June 2010

This publication has received financial support from the European Commis-
sion’s Seventh Framework Programme for Research, through the Collaborative
Project ‘Politics, Economics and Global Governance: The European Dimensions’
(Contract no. 217559).
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Introduction: The euro in crisis – What to do?

Richard Baldwin and Daniel Gros
Graduate Institute, Geneva and CEPR; CEPS, Brussels

Looking at Europe from afar, it must be difficult to understand the Eurozone
crisis. How could a small nation’s refinancing difficulties – Greece constitutes
only 2% of the Eurozone’s GDP – trigger a systemic crisis for the euro that
brought global financial markets to the brink?

But it did happen. And the crisis is not over. This eBook gathers the views of
a dozen world-renowned economists on a simple question: What more needs
to be done? How should European leaders end this crisis and what should
they do to prevent future crises?

Although the essays were largely uncoordinated – and the authors hark
from diverse backgrounds – a remarkably coherent message emerges from
this collection of essays.

Most importantly, the authors unanimously believe that the Eurozone res-
cue is not finished. More needs to be done.

As Charles Wyplosz puts it, the Eurozone is levitating on the hope that
European leaders will find a way to end the crisis and take steps to avoid
future ones. Unless more is done, however, this levitation magic will wear off
and the Eurozone crisis will resume its destructive, unpredictable path.

If European leaders demonstrate that they are incapable of completing
the job, or if they merely tinker with existing rules and institutions, the magic
could wear off at an alarming pace. Crises start and stop according to market
expectations – expectations that can change at the speed of fear. As Angel
Ubide puts it: “European leaders must now make a clear-cut decision; either
they move on and complete the Economic and Monetary Union that is needed
to underpin the euro, or they accept the risk that the Eurozone will fail in its
current form.”

This introduction is structured in three parts. The first discusses the Euro-
zone’s “policy framework” broadly defined – how it was designed to work in
theory and how it worked in practice up to 2007. The second part describes
the causes of the crisis by relating the sequence of events since August 2007
and how they produced the predicament Europe is in today. The final part
describes our views on what more needs to be done, drawing largely but not
exclusively on the essays in this eBook.

The Eurozone’s policy framework

The Eurozone’s design was subject to intense study and debate ranging back
to the 1970 Werner Report. What emerged made sense on paper. Understand-
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Table 1. Eurozone policy framework: How it should have worked

Policy Policymakers Goal and rationale

Monetary EU: ECB

National: none

Price stability

Fiscal EU: Eurogroup + no
bailout clause + no ECB
national bond purchase

National: Member
governments with
coordination via SGP
and Eurogroup

Allow room for national
macro stabilisation, but
avoid spillovers (e.g. drive
up borrowing cost, or
default possibility)

Banking & financial
market regulation

EU: EU directives and
coordinating bodies (EBA)

National: Supervision:
member governments
with loose coordination
(colleges)

Maintain stability of
banking system and
financial markets to
avoid crises

Competitiveness EU: none

National: Differs across
member countries:
markets, social dialogues,
and wage norms

If banks and financial
markets are stable,
current account
imbalances are not
an issue

Structural reform EU: Lisbon Strategy,
now EU 2020

National: National
action plans

Boost flexibility to
improve the fit of the
one-size-fits-all
monetary policy

Source: Authors’ compilation; SGP denotes Stability and Growth Pact.

ing how it was supposed to work is essential to answering the critical ques-
tions:

• Why did it go wrong?

• How can it be fixed?

Table 1 helps organise the discussion of what Jean Pisani-Ferry calls the “com-
pleteness” of the euro’s policy framework.

Monetary policy was assigned to the ECB, which was made politically inde-
pendent and instructed to maintain price stability. Fiscal policy was a different
matter.

Analysts warned that a monetary union without a fiscal union would be
problematic, pointing to two main concerns. Governments might be tempted
to run up unsustainable debts and push the ECB to inflate them away, or to
run up high levels of debts that would create negative spillovers for others,
potentially to the point of what Thomas Mayer calls “bailout blackmail”.
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Despite these concerns, fiscal policy was left to national governments but
subjected to three safeguards:

• The primary defence was the Stability and Growth Pact – intended to
keep deficits below 3% of GDP in normal times and debt levels below, or
at least heading towards, 60% of GDP.

• The secondary defence was the ECB’s independence – protection against
political pressures to inflate away debt; the ECB was also explicitly for-
bidden from financing members’ deficits directly.1

• The “no bailout” clause was a third line of defence aimed at preventing
“bailout blackmail”.2

Coordination of national fiscal policies was facilitated by the European Com-
mission and the Eurogroup (Eurozone Financial Ministers) which emerged as
a forum for informal coordination and eventually acquired some institutional
substance.

Banking and financial market regulations were also left to national govern-
ments, with only loose coordination. The lack of attention paid to banking and
finance stemmed in part from the economic “received wisdom” of the time.
When the euro policy framework was designed, economists assumed that
financial markets would work well; contemporary economists were guided
by macro models in which something like the 2008/09 Global Crisis could
not happen (Buiter 2009, Leijonhufvud 2009).

Competitiveness policies and current account imbalances, like banking
and finance, received scant attention from Eurozone architects. After all,
if the fiscal and banking parts of the framework did their jobs, current
account imbalances were nothing more than the net outcome of many lend-
ing/borrowing relationships – contracts between consenting adults, as it were.
There are plenty of solid economic reasons for nations like Germany to invest
in nations like Spain, so there seemed to be no reason to worry about such
lending.

Structural reforms were the final pillar. It was widely recognised that a one-
size-fits-all monetary policy would work better if labour and product markets
were more flexible. Agreeing reforms at the EU level, however, was too dif-
ficult, so this was left to national governments, coordinated loosely by the
Lisbon Strategy.

The practice, 2000–2007

Monetary policy was a great success at the level of Eurozone as a whole. Up to
2007, the ECB managed to keep both growth and inflation around 2%. Likewise
fiscal policy, on aggregate, was a winner – the 3% target was violated only once
by the Eurozone16 taken as a whole.

1The purchase of government bonds is not against the statutes of the ECB, but it cannot “finance
a public deficit”. In practice, this means it cannot buy on the primary government debt market (nor
any other central bank of the Eurosystem) but it can buy it on the secondary market.

2The no bailout clause had loopholes; see Gros and Mayer (2010) on what exactly was forbidden.
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A closer look, however, presents a very different picture. Most obvious is
the Pact’s failure (Table 2, first two columns).

• From 2000 to 2007, Greece violated the 3% rule in eight out of eight
years.

• Others also flaunted it – Italy (five times), Portugal and Germany (four
times), and France (three times).

Deficits and debt discipline, in short, was essentially absent. Greece’s cumu-
lative deficits in this period amounted to 40 percentage points of its GDP;
Portugal was close behind at 29 points. Even the Eurozone core members had
problems; the numbers for Germany and France were 18 and 22.

An important shortcoming in the policy framework can also be seen in
the fact that Ireland and Spain – who subsequently found themselves in debt
problems –were among the few to respect the Stability and Growth Pact (SGP)
rules. Not only did they respect the letter of the law, they respected the spirit
by running surpluses during the “good times” in preparation for deficits in
bad times.

The one-size monetary policy plainly failed to fit all. The old deutschmark
(DM) bloc (Germany, France, Austria, Netherlands, Belgium and Luxembourg)
tended to experience lower than average growth and inflation, while the Euro-
zone periphery experienced the reverse (Table 2, columns 4 and 5). Boom-
ing economic performance in Greece, Ireland, and Spain was accompanied by
prices that rose much more than average. The cumulative excess inflation was
10 percentage points for Ireland, and 8 points for Greece and Spain. Portugal
saw slower growth but higher inflation.

The asymmetric development of economic output and competitiveness
produced massive current account imbalances. While the Eurozone’s overall
trade account remained in balance, the GIPS (Greece, Ireland, Portugal and
Spain) saw very large deficits offset by the old DM bloc’s large surpluses.

This created a massive interconnectedness in the Eurozone; banks’ balance
sheets in the core nations became stuffed with GIPS debt. To misquote Keynes:
If the GIPS owe German banks 1% of their GDP, the GIPS have a problem; if
they owe 30% of their GDP, the banks (and Germany) have a problem.

With hindsight, national bank and financial market regulators also failed,
although such failures occurred in the US and other OECD nations as well.
Irish, French, Spanish, and Italian banks aggressively expanded lending (Fig-
ure 1).

• Ireland’s total bank assets as a percent of GDP soared from 360% in 2001
to 705% in 2007;

• For France the numbers were 229% to 373%, for Italy 148% to 220%, and
for Spain 177% to 280%.

This created fragility and interconnectedness so massive that it became a
macroeconomic problem when the global crisis hit in late 2008 (Table 2,
column 7).
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Table 2. Eurozone policy framework in practice, 2000–2007

Percentage points of GDP Percentage points
︷ ︸︸ ︷ ︷ ︸︸ ︷

Cumulative Cumulative
Number of Cumulative inflation growth Bank assets
3% deficit Cumulative current above above EZ CER Lisbon as percentage
violations deficit account EZ16 rate average rank, 2007 of GDP, 2007

Austria 1 11.8% 13% −4.1% 0.014 3 332%
Belgium 0 2.7% 26% −1.0% 0.002 13 419%
Finland 0 −32.4% 50% −5.3% 10.5% 5 152%
France 3 21.7% 4% −3.3% −0.3% 9 373%
Germany 4 17.7% 26% −4.2% −5.3% 8 314%
Greece 8 40.0% −67% 8.1% 16.6% 19 157%
Ireland 0 −11.9% −15% 10.0% 31.0% 6 705%
Italy 5 22.9% −10% 1.0% −5.5% 23 220%
Luxembourg 0 −18.6% 83% 4.1% 21.2% 12 2443%
Netherlands 1 4.7% 45% 2.4% 0.2% 4 382%
Portugal 4 28.9% −71% 6.3% −5.6% 21 240%
Spain 0 −2.3% −46% 7.6% 11.7% 16 280%

Source: Authors’ compilation.
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Figure 1. Growth in bank-asset-to-GDP ratios, EZ12, 2000–2007
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The structural reform pillar of Eurozone governance also failed, as reform
proceeded slowly throughout Europe and in a particularly uneven manner in
the Eurozone. The Centre for European Reform publishes league tables rank-
ing EU members according to overall performance judged by Lisbon Strategy
criteria (Table 2, column 6).3 While the Eurozone core nations tended to do
rather well, the GIPS were among the worst, with Ireland being an important
exception.

Walter’s critique

Uneven inflation rates with a uniform policy interest rate can produce real
interest rate differences that prompt divergent trends. Borrowers in Ireland
and Spain, for example, faced negative real interest rates that encouraged
borrowing-fuelled investment in assets such as housing. Germany’s lower
than average inflation, by contrast, produced relatively high real interest rates
that had the opposite effect.

Symptoms of this so-called “Walter’s critique” can be seen in the hous-
ing price booms (Figure 2). Hindsight would show that the Irish and Spanish
housing prices were bubbles whose bursting played an important role in the
ongoing Eurozone crisis. Avoiding such imbalances would have required GIPS

3“The Lisbon Scorecard” CER annual publication.
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Figure 2. House price trends, EZ12, 2000–2007
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policymakers to run fiscal policies that were more contractionary than the
ones actually implemented.

Causes of the crisis

The Eurozone’s policy framework was designed like the rigging of a racing
sailboat. The interlocking system of stays and braces could hold against the
strongest winds as long as all parts of the system held fast. Failure of one
or two cables, however, would transfer overwhelming stress to other parts,
potentially triggering a catastrophic collapse.

This is what happened in the 2010 Eurozone crisis and its run-up. In fact,
many of the “cables” in the Eurozone’s policy-framework proved deficient,
but failure to coordinate fiscal policy – when teamed with a fragile and inter-
connected banking system – can be viewed as the first fault – the design flaw
that eventually led to what engineers call “system failure”.

Before turning to the sequence of events that lead up to the 2010 Eurozone
crisis, we briefly review the basic dynamics of debt and banking crises, as these
are essential to the story. The crisis is, in our view, a thorny tangle of incipient
debt and banking crises.

The economic logic of debt and banking crises

Debt is sustainable when the debt burden – commonly measured by the debt-
to-GDP ratio – is not rising forever.4 The numerator, the debt stock, rises when

4Full consideration of sustainability is far more complex; see Wyplosz (2007).
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the government runs a budget deficit or shoulders private sector debt (e.g. by
nationalising a failing bank). The denominator rises when GDP grows. The
debt stock can growth forever and still be sustainable, but only if debt grows
in line with GDP.

Study of this algebraic identity leads markets to focus on two key vari-
ables – today’s and expected future GDP growth rates, and today’s and
expected future government deficits – typically broken down into interest
payments on the debt stock and other items (the so-called primary balance).
A debt crisis happens when investors who previously judged a government
to be a sound borrower change their minds and decide that it is time to head
for the exit.

Here’s how a vortex gets started. If the market perceives a higher default
risk, it raises interest rates on the debt to compensate for the extra risk. Higher
debt-service payments, however, worsen the budget deficit, and – if the gov-
ernment does nothing – this pushes the nation towards the edge of sustain-
ability. If this precipice is already close to start with, the higher interest rates
themselves can magnify default fears, thus yielding even higher interest rates
and so on; the spiral inexorably drags the nation towards default.

Because expectations are so critical, there is never a clear-cut “event hori-
zon” beyond which the nation gets sucked into a black hole. The location of
the precipice changes at the speed of fear.

To counter the vortex, the government must slash non-interest spending
programmes and/or raise tax rates. But even this may backfire. This type of
fiscal contraction may slow growth thereby undermining sustainability. If it
does, default risk and interest rates can rise, which then requires further cuts
or higher taxes. But cutting and taxing cannot go on forever – eventually the
people will revolt. In the end, the government may find default to be the least
bad option.

If the vortex is allowed to go for long enough, there are only two ways to
stop it; the nation partially defaults – usually by “rescheduling” its debt – or
a buyer of last resort is found to hold the debt that private lenders are trying
to unload (usually the IMF, a collection of the nation’s debtors, or both, as in
the May 2010 Greek bailout).

Banks can be subject to a similar vortex, with two critical differences that
make systemic banking crises so pernicious. Banks borrow money short term
to lend it out long term. What puts the “bank” in bankruptcy is the fact that
the money the bank borrows is tied up in long-term projects, so the bank
goes broke any time its short-term funders want their money back all at once.
Banks’ business model, in other words, requires them to operate in a state
that would look like financial irresponsibility in most other lines of business.
Things are made more precarious by leverage – for each euro of capital, the
bank makes long-term loans of a dozen or more euros. This is highly profitable
in good times (when short-term funds are abundant) and highly dangerous in
bad times (when short-term funding suddenly dries up).

The key differences between government debt and bank debt vortexes con-
cern magnitudes.

8
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• While a typical Eurozone nation has a debt stock of about 70% of its
GDP, its banks hold liabilities many times larger (Table 2, column 7).
In 2007, German bank debt was over 300% of Germany’s GDP; similar
figures hold for French, Dutch, and Austrian banks. The corresponding
figure for Belgium is over 400%, 700% for Ireland, and 289% for Spain.
Luxembourg’s ratio is 2,443%!

These eye-popping figures matter; they mean that a systemic banking crisis
can bring down a whole nation – not just its banks. More worrying yet, banks
can be both too large to fail and too large to be saved by their home nation
alone (Gros and Micossi 2008) and may cause spillovers to other economies.
Iceland’s predicament is recent testimony to this fact.

• The need for new funding is radically more pressing for banks. A typical
Eurozone government may have to seek fresh loans to cover, say, 10%
of its outstanding debt per year, i.e. it rolls over 10% annually. A typical
Eurozone bank has to seek fresh loans worth 10% or more of its total
debt on a daily basis.

This daily need for billions of euros of fresh liquidity loans means that the
vortex – once it gets going – can accelerate at a terrifying pace. Fear slows
refunding, which raises default probabilities, which in turn feeds the fear.
During the Lehman Brothers debacle, one bit of bad news – Lehman’s default –
brought the entire US credit market to a halt within hours; it spread to the
rest of the world within days.

A similar thing started first week of May 2010 when global financial mar-
kets again began to freeze. This forced the hand of European policymakers
during the second weekend in May.

The bank and government vortexes are often tightly linked. The bust in the
Spanish real estate sector is a clear case in point. As long as real estate prices
boomed, the Spanish budget was in surplus and Spanish public debt looked
highly sustainable. But when boom turned to bust, a budget deficit of over
10% of GDP arose in the space of two years, and the Spanish banking system
came under pressure. A similar pattern occurred in Ireland. This confirms the
observation of Reinhart and Rogoff (2009) that when a credit bubble bursts,
private debt becomes public debt. For the Eurozone this can be seen in Figure 3
which shows the quarterly growth of private and public debt since the start
of EMU. Private and public debt move like two blades of scissors: when one is
up, the other is down.

With this as background, we turn to the causes of the Eurozone crisis.

The Eurozone crisis story

What began in early 2010 as a standard fiscal crisis in Greece mutated quickly
into a crisis of the entire Eurozone. Why?

The short answer is straightforward. Financial markets in Europe are so
integrated that any large insolvency (be it a government or bank) threatens
the system’s stability. Since the failure of Lehman produced such catastrophic

9
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Figure 3. Eurozone private and public debt

−200

0

200

400

600

800

1000

1200

1400

2
0

0
0

Q
1

2
0

0
0

Q
3

2
0

0
1

Q
1

2
0

0
1

Q
3

2
0

0
2

Q
1

2
0

0
2

Q
3

2
0

0
3

Q
1

2
0

0
3

Q
3

2
0

0
4

Q
1

2
0

0
4

Q
3

2
0

0
5

Q
1

2
0

0
5

Q
3

2
0

0
6

Q
1

2
0

0
6

Q
3

2
0

0
7

Q
1

2
0

0
7

Q
3

2
0

0
8

Q
1

2
0

0
8

Q
3

2
0

0
9

Q
1

2
0

0
9

Q
3

Private debt

Public debt

E
U

R
 b

ill
io

ns

Source: ECB (moving average of first difference over four quarters).

consequences, it is no longer a question of who is too large to fail, but rather
whether there is anybody small enough to be allowed to fail. The tale of how
Europe got here is worth telling.

External factors: The Global Crisis

The Subprime Crisis, which blew-up in August 2007, became the Global Crisis
in September 2008. This placed enormous strain on the Eurozone in two ways.

• The recession activated automatic stabilisers that worsened Eurozone
deficit positions. Tax receipts fell while social spending soared (Figure 4).

On top of this, the recession convinced many Eurozone governments to go
beyond automatic stabilisers – to counter the recession with expansionary
fiscal policy. That, of course, meant wider gaps between government spending
receipts, i.e. quicker public debt accumulation. The attendant collapse in asset
prices and global trade put additional strains on tax revenues.5 But that was
not the end of the recession’s damage.

The recession weakened sustainability through the debt ratio’s denomina-
tor. Growth rates fell from an average of +3% in 2007 to −4% in 2009. For the
GIPS, the swing was much larger. Ireland saw +6% turn into −7%; the figures
for Greece, Spain, Portugal were also very large (as was Italy’s). This by itself
made Eurozone sovereign debt burdens look less sustainable, but this was
especially true as the global crisis burst Eurozone housing bubbles – above all
in Ireland and Spain. Markets began to reassess their views on these nations’

5See the VoxEU.org eBook on the trade collapse (Baldwin 2009) and Lane (2010) on fiscal aspects.
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Figure 4. Deterioration of government deficits
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medium- and long-run growth prospects – maybe 3.5% Spanish growth was a
chimera.

If the fiscal-discipline elements of the Eurozone’s policy framework had
worked better prior to the crisis, low national debt ratios would have provided
the room to absorb this sort of additional pressure.

• Many Eurozone banks were both massively overleveraged and hold-
ing important quantities of toxic assets, having bought into overheated
housing markets directly or through complex derivatives. At the same
time, the credit markets’ “sudden financial arrest” (Caballero 2009) in
September 2008 wiped out the wholesale market that many Eurozone
banks relied upon for funding. The ECB stepped in to replace this short-
term liquidity funding. But EU governments failed to follow the US prac-
tice of stress-testing banks to see which were healthy and which needed
additional capital. The European banking landscape was not cleaned up,
so many Eurozone banks entered the “Greek crisis” in a fragile state.

The bank rescues that did take place directly worsened governments’ debt
ratios by turning private debt into public debt (especially in Ireland). The
recession also worsened the banks’ positions by hindering borrowers’ ability
to repay loans, and deleveraging by undercapitalised banks yielded a credit
crunch that further deepened the recession.

If the policy framework’s banking regulation elements had functioned well,
Eurozone banks would have been in a position to absorb this sort of shock.
For example, Canadian, Japanese, and Spanish banks were not deeply affected
by the global crisis, thanks in part to domestic prudential regulation in the
boom years.
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Figure 5. Eurozone debt-to-GDP ratios, 1999–2007
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The lack of a coordinated banking policy deepened the problem. Some
Eurozone governments ring-fenced the problem assets and cleaned up their
banks, while others – especially France, Germany and Italy – did much less.
As a result, banking fragility became concentrated in the largest economies.

The combination of wider budget gaps and newly shouldered debt from
the banking sector played havoc with Eurozone debt ratios (Figure 5). The
moderately positive developments that the GIPS had worked from 1999 to
2007 where completely reversed in 2008. By 2009, the debt ratios were dete-
riorating at an alarming pace (Figure 5).

By 2008, the Eurozone banking sector was not only fragile; it was also
heavily interconnected due to a separate failure in the policy framework – the
framework’s competitiveness element. Below-average inflation in the Euro-
zone core and the opposite in the periphery fostered current account imbal-
ances within the monetary union. For example, Greece’s current account
deficits from 2000 to 2007 added up to 67 percentage points of its GDP
(Table 2).

As a simple matter of accounting, these imbalances meant that Eurozone
core lenders lent more to the GIPS than the GIPS lenders lent to the core. For
example, Germany’s 25-point cumulative trade surplus meant that German
investors – mainly German banks – were heavily exposed to public and pri-
vate debt in the periphery nations, including Greece; in the decade up to 2009,
exposure of euro core banks to the GIPS quintupled (Table 3). This extraor-
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Table 3. Intra-Eurozone banking exposure, EZ core banks’ holding of GIPS debt

Percentage
1999 2009 change

4th quarter 4th quarter 1999–2009

Portugal 26 110 320
Ireland 60 348 481
Italy 259 822 217
Greece 24 141 491
Spain 94 613 554
GIPS 204 1212 495
Total 463 2033 340

Note: EZ core is Germany, France, Austria, Belgium and Netherlands
Source: BIS Consolidated Banking Statistics, June 2010

dinary growth was also driven by a search for yield by banks everywhere
triggered by extraordinarily low global interest rates.

The Global Crisis was a largely exogenous shock. Other causes of Eurozone
crisis were home-grown.

Home-grown factors

As a consequence, the core Eurozone banks had become massively exposed to
GIPS debt – both public and private. Note that the exposure to Italy alone – the
nation with one of Europe’s worst debt-to-GDP ratios – is almost as large as
the exposure to all four GIPS combined – a fact that is worth keeping in mind
as the crisis unfolds.

This interconnectedness is critical to understanding why Eurozone leaders
could not afford to let Greece face its debt problems alone. A failure in Greece,
especially if it triggered failures in Spain, threatened a systemic banking crisis
in the Eurozone core nations, such as Germany and France. One can never
know what history looks like in parallel universes, but the Greek crisis might
well have remained a Greek problem if Eurozone core-nation banking sectors
had not been so exposed to the GIPS.

Again the intersection of policy failures is important to highlight. If the
financial and banking regulation elements of the framework had worked as
they should have, the banks would have had adequate capital to absorb the
loss from Greek debt problems. Instead, many are heading towards the brink
of failure.

Asking for trouble

The Eurozone sailed into the storms of Spring 2010 with three of its mainstays
broken.

Broken cable #1: The failure of deficit discipline meant that almost half the
Eurozone nations, and all of the largest ones, entered the crisis period
(2007–2010) with high debt ratios – many well above the Maastricht limit.
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Greece and Italy had debt ratios that markets might think were perilously
close to the unsustainability precipice.

Broken cable #2: The lack of competiveness policies (or sufficiently coun-
tercyclical national fiscal policy) fostered large current account imbalances.
These current accounts were financed mainly by banks in the Eurozone core
nations. As a result, any debt crisis in the periphery threatened a banking
crisis in the core.

Broken cable #3: Eurozone banks, including those in the Eurozone core, were
dangerously overleveraged due to regulatory failures before 2007, and half-
hearted bank clean-ups in 2008 and 2009.

All that was needed was for the wind to blow from the wrong direction – a
wind from the southeast, as history would have it.

The Greek trigger

George Papandreou won the October 2009 elections promising to spend more
on social causes and clean up Greece. The first promise was ditched when he
discovered that previous governments had been cooking the books; the 2009
budget deficit would be 12.7% – more than double the previously announced
figure. The sustainability calculations investors used to justify the billions
of euros of Greek debt on their books suddenly looked iffy.6 Interest rates
demanded on Greek debt started to soar. On 8 December 2009, one of the
major credit rating agencies cut Greece’s debt rating, triggering sales by many
private investors; this pushed up yields.

To stave off the vortex, Papandreou set out ambitious deficit-slashing
plans. Credit rating agencies were not convinced and continued to downgrade
Greek debt. Interest rates continued to rise. By early 2010, Greek spreads
over the benchmark German bonds exceeded the peaks witnessed during
global financial meltdown of 2009 (Figure 6). More stability programmes were
announced. While the vortex slowed temporarily, social unrest led many to
doubt the government’s credibility. Interest rates soon resumed their climb
(Figure 6).

Ominously, the crisis began to spread to Spain, Italy, Portugal and Ireland –
at least as judged by movements in their interest rate spreads (Figure 6). This
is one of the most dangerous aspects of crises. Self-fulfilling crises can happen
(Obstfeld 1986, Eichengreen et al. 1996) – a vortex can start itself – and they
can be contagious. Worse yet, as contagion depends on expectations, crises
can spread at the speed of fear.

Matters came to a head over the first weekend in May. Greece had to refi-
nance €54 billion in 2010, with €20 billion due at the end of May. To prevent
Greece’s €54-billion problem from becoming a systemic banking crisis, Euro-
zone leaders joined with the IMF to devise a Greek bailout worth €110 bil-
lion. This was supposed to stop the vortex long enough for Greece to get its

6From 2000 to 2008, the Greek budget deficit notified to the EU averaged 2.9% of GDP; the real
number was 5.1% (Marzinotto, Pisani-Ferry, and Sapir 2010).
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Figure 6. Ten-year sovereign bonds spreads (over Germany 10-year bond rates), August
2007–May 2010
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deficit under control. The programme included strict budget cutting rules to
be supervised by the IMF.

This action proved to be too little, too late. Debt-crisis storm clouds con-
tinued to gather during the week after the Greek package was announced.
Barry Eichengreen, writing on 7 May, put it in stark terms:

It’s not a pretty picture. The IMF botched its rescue. The ECB hesitates to erect
the necessary ring-fence around Greece. Portuguese and Spanish policymakers
underestimate the gravity of their position. German leaders are in denial. But
although it may be too late for Greece, it is still not too late for Europe. That
said, a solution will require everyone to wake up.

(Eichengreen 2010)

And wake up they did. Over the second weekend of May, they announced a
much larger but much vaguer programme to handle future debt crises. More
important in terms of immediate effect was the fact that the ECB started buy-
ing GIPS debt – a move that stopped the Greek vortex instantly. If the ECB was
willing to be the buyer of last resort, there was no pressure in the market to
drive down government bond prices.

The ECB move, called the “securities market programme”, started on 9 May.
This is quite different to the quantitative easing implemented by the Fed
and Bank of England. The ECB buys public debt only of fiscally “challenged”
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countries. It promises to “sterilise” this operation, so it conducts liquidity-
absorbing operations of the same magnitude. In effect, the ECB is buying risky
assets issued by one government and, via its “sterilisation operations”, selling
its claims on banks, which is equivalent to selling other assets. The equivalent
for the Fed would be to buy large amounts of Californian debt while reducing
credit to New York banks – a move that might be viewed as an improper risk
transfer and certainly as something that had nothing to do with monetary
policy. The amounts bought to date have been limited, only €40 billion, i.e.
only 2% of the balance sheet of the Eurosystem. Still this is about 10% of the
public debt of the three countries whose bonds it is buying (Greece, Ireland
and Portugal).

Wreckage of the Eurozone policy framework

The second May package was comprised of extraordinary measures for
extraordinary times, but if the Eurozone were a schooner, it would mark the
hour when the mainmast went overboard. Most elements of the Eurozone’s
policy framework were in tatters – only monetary policy setting could be said
to be functioning correctly.

• Fiscal policy failed when SGP failure allowed Greece’s debt to get to a
point where the global recession would push it over the edge.

• Competitiveness policy failed to avoid the large imbalances that made
the Eurozone core’s banking systems hostage to GIPS public debt prob-
lems.

• Banking policy failed to provide capital cushions large enough to absorb
a GIPS debt crisis without putting the core nations’ banking systems at
risk.

To stop the Greek vortex from creating other, even larger vortexes, the ECB
used the “nuclear option” of buying outright GIPS debts. On this, Barry Eichen-
green notes that: “The ECB, recent events remind us, is a lender and market-
maker of last resort and not just the steward of a monetary rule.”

While one can never be sure why central banks do anything, the ECB’s
actions indirectly helped GIPS finance their 2010 budget deficits. The ECB
says it will sterilise these bond purchases, but that simply props up one asset
price at the expense of another. Or, as Thomas Mayer writes: “By subsidising
some government borrowers at the expense of others, the ECB has moved
dangerously close to becoming a supranational fiscal agent.”

At the heart of this triggering mechanism was the fiscal policy failure.
As Charles Wyplosz says, “monetary union would not deliver price stability
unless fiscal discipline was guaranteed. Perfectly aware of this original sin, the
authors of the Maastricht Treaty introduced no less than three safeguards.”
Citing the SGP, the no-bailout clause, and the no ECB-financing-of-public-debt
clause, he goes on to say: “Failure of the Pact led to a sequence of events that
blew away the other two safeguards.”
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The fiscal policy failure, though necessary, was not sufficient. Had the
Greek crisis occurred when Eurozone banks were strong and/or not very
interconnected, the Greek sovereign debt crisis would not have threatened
a Eurozone-wide banking crisis.

Lesson from the causes of the crisis

The baseline message from our account of the crisis consists of one word –
interconnectedness. Debt and bank crises were interconnected, as were policy
failures. No single element of the framework can be pointed to as “the” culprit.

The obvious implication is that fixing a single element would be a serious
mistake. Jean Pisani-Ferry makes the point this way: “Limiting reform ambi-
tions to tinkering with the Stability and Growth Pact would be widely regarded
as indicative of a worrying inability to reform.”

What more should be done?

Eurozone leaders embraced two bold moves in May – a Greek bailout worth
€110 billion, and a Special Purpose Vehicle to fund future bailouts up to
€750 billion counting the IMF’s maximum contribution. This could refinance
Irish, Portuguese, and Spanish public debt needs for a couple of years. And
the ECB is helping with direct debt purchases. Isn’t this enough?

In our view, doing nothing more is not an option. The crisis is not over.
Eurozone bank systems – in both the core and periphery members – are in a
parlous state. Greek public finances have not been stabilised. Massive shocks
could come from any number of sources ranging from the Spanish banking
sector to disturbing political developments in members facing severe fiscal
austerity measures.

We already see ominous signs of fear and stress in the interbank market.
Risk premia on some Eurozone government debt have resumed their upwards
trend despite the two May packages. The underlying causes of the crisis have
not been addressed. Confidence in the financial system has not been restored.

Doing nothing thus risks reigniting the vortex of increasing risk premia
and declining confidence. The time for action is now, for, as Barry Eichengreen
puts it, “financial crises feed on uncertainty. The longer uncertainty is allowed
to linger, the greater the damage to confidence.”

Systemic solutions for systemic problems

The systemic nature of policy failures and risks facing the Eurozone demands
a systemic solution. “To avoid similar crises in the future, Europe will have to
build out the institutions of its monetary union,” writes Barry Eichengreen.7

But the reforms must be based on a hard-headed evaluation of the possible.
As Jean Pisani-Ferry writes: “A realistic reform agenda must ditch long-held

7Eichengreen is worth listening to; he foresaw the Eurozone crisis in a January 2009 Vox column
(Eichengreen 2009).
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federalist dreams” – such as a significant increase of the EU budget, significant
horizontal transfers, or a much tighter coordination of national economic
policies – and attempt at reconciling the need for serious reforms and the
lack of political momentum.

As concerns the immediate term, the ECB has already done more than its
share (and some would argue too much) by buying GIPS government debt. And
governments have expressed a willingness to support member countries. But
more is needed.

The Eurozone “ship” is holed below the waterline. The ECB actions are
keeping it afloat for now, but this is accomplished by something akin to pump-
ing out water. What European leaders need to do very soon is to find a way
to fix the hole; ECB bond purchases are merely a palliative. The risk now is
that politicians become complacent – confusing treatment of the symptoms
for treatment of the disease. In fact, much reform is needed and soon.

Reform is needed in five areas (Table 1). This draws largely, but not exclu-
sively, on the essays in the eBook.

Monetary policy

• The ECB should embed financial stability considerations into its pol-
icy mix while maintaining price stability as its core mandate. This
will require close coordination between the Eurosystem central banks
and regulatory authorities and the centralisation of macro-prudential
responsibilities within the ECB.

• Leaders need to clarify the fact that the ECB is not a fiscal institution.
What the ECB is doing is an emergency reaction to an emergency sit-
uation – not an expansion of its competencies. This will be critical to
maintaining its hard-earned credibility – its independence in the area of
price stability needs to be made absolutely clear. The purchase of gov-
ernment bonds is not a long-run solution. In fact, it creates balance-sheet
risks for the ECB as well as complicating the conduct of monetary policy.

Fiscal policy

• The Special Purpose Vehicle (SPV) announced on 9 May 2010 to allow
for Eurozone fiscal transfers is now operational (its legal home is in
Luxembourg). The operational and legal framework of this “Super SPV”
needs to be clarified, including limits on the amount of fiscal transfers
permitted.

• The process of longer-term fiscal consolidations needs to be made cred-
ible. This should be accomplished primarily through the establishment
of independent national fiscal boards. Charles Wyplosz’s logic on this is
impeccable: “fiscal discipline is and remains a deeply seated national pre-
rogative of each national government and parliament. The inescapable
implication is that the Stability Pact must be decentralised to where
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authority lies.... Each country must be required to adopt national insti-
tutions that can guarantee fiscal discipline.” Some form of heightened
coordination at the Eurozone level may also be wise. The essays by Phil
Lane and by Antonio Fatas and Ilian Mihov contain detailed suggestions
on how such “independent fiscal councils” should operate, and the essay
by Michael Burda and Stefan Gerlach offers some novel thinking on how
to coordinate the new national institutions.

• Fiscal restraints, however, should not be straightjackets. Eurozone
nations – especially those in the periphery – need fiscal policy to smooth
out the booms and bust from real interest rate effects. Combining fis-
cal discretion with medium-term sustainability will be a key task for the
new national fiscal institutions.

• The domain of the Stability and Growth Pact and the national fiscal coun-
cils should be broadened to include the monitoring of private debt devel-
opments.

Banking & financial market regulation

• Until Europe’s banking mess is cleaned up, every shock has the potential
to create a systemic crisis. A first step would be to improve transparency.
Stress tests of Eurozone banks need to be released in order to reveal the
potential losses that are now lurking in the darkness, causing banks
to fear for each others’ solvency. This would clear the road for bank
recapitalisations where needed.

• There is broad consensus among economists that it is better to acknow-
ledge losses early on and to recapitalise financial institutions that cannot
bear them, with appropriate loss sharing by the private sector. Deal-
ing with the weak bank-problem now will be cheaper than continuing
with blanket guarantees. Sizeable funds from the bank rescue packages
announced in 2008 are still available for these purposes, and if need be,
more public sector funds should be made available; shareholders should
share the pain and possibly creditors as well.

• Financial sector resolution frameworks need to be improved at a Euro-
pean level to deal with cross-border bank failures. This is particularly
important given the growing integration of the European banking market
and the size of banking systems relative to domestic economic activity.

• Many authors in this volume call for an explicit European Debt Resolu-
tion mechanism that would allow nations like Greece to restructure the
debt into a more sustainably maturity profile; the essay by Avinash Per-
saud presents some clear thinking on this. Thomas Mayer argues that
such a mechanism would put an end to what he calls bailout “blackmail”.

• Better banking and financial market regulations should be a top priority
for leaders worldwide, but there is no particular reason for Eurozone
leaders to take up the matter independently of the mainly national and
international initiatives.
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Competitiveness

• The GIPS countries need to repair macroeconomic imbalances through
a painful process of much-needed wage adjustments. To facilitate this
process, labour market reforms are needed (if possible with a national
pact), and plans for backwards price indexation of wages need to be
abolished.

• Going forward, Eurozone nations should use counter-cyclical fiscal pol-
icy to dampen national wage and price developments that undermine
their competitiveness.

Structural reform

• Structural reforms, especially in the services sector, should strengthen
domestic demand in members with trade surpluses (especially in Ger-
many) and promote export opportunities (especially for GIPS countries)
to enhance growth. The essay by Alberto Alesina and Roberto Perotti
makes a particularly strong case for structural reform. As they put it:
“The constraint on European growth is not Germany’s fiscal policy. It is
the supply-side rigidities that riddle all European national economies –
especially those of southern European countries.”

Reform priorities

This is a very long list. Some prioritisation is needed. The following sequence
of steps follows naturally from the nature of actions involved.

1. Bank restructuring: Stress-testing and repair of Eurozone banks is a high
priority; the euro is crisis-prone due largely to the fragility of Eurozone
banks. Some countries have already done such stress tests but results have
not always been made public; others will need to update previous stress
test results. Mobilising funds for recapitalisation purposes with the pri-
vate sector being offered a chance to contribute funds will take some time.
This process should not be further delayed and a clear timetable for bank
restructuring needs to be communicated to the public.

2. Framework for Eurozone fiscal transfers: Clarification of the legal and
operational framework for the use of the Luxembourg Special Purpose Vehi-
cle for Eurozone fiscal transfers is also a priority, so that action can be
taken quickly should events so require (e.g. a run on Spanish banks). How-
ever, any conditions on bailouts (and the threat to not bailout a member)
become credible only once it has become clear from the stress testing and
recapitalisation of banks that the European banking system could actually
take the hit and survive.

3. Competitiveness: Wage adjustments require time. But it is important that
all labour market participants understand what they have to expect over
the next few years. The road ahead is going to be painful for nations where
wages outstripped productivity growth in the euro’s first ten years.
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Table 4. Eurozone policy framework: What should be done now?

Policy Needed now

Monetary Add explicit emphasis on financial stability;
clarify that ECB is not a fiscal institution

Fiscal Clarify the framework for Eurozone fiscal transfers;
make long term consolidation credible through
independent national fiscal policy councils

Banking and financial
market regulation

Stress test banks and recapitalise if needed;
establish crisis resolution procedures

Competitiveness Promote wage adjustment in the GIPS countries through
labour market reforms; abolish backwards indexation

Structural reform Accelerate structural reforms to strengthen domestic
growth and promote export opportunities

Source: Authors’ compilation

4. Structural reforms: Structural reforms are always hardest, but they might
become somewhat easier under crisis conditions. Without structural re-
forms, the growth path ahead will be modest at best, even with successful
fiscal consolidation.

5. Other reforms: Measures to ensure longer-term fiscal sustainability, like
independent fiscal boards, while important, can be taken once crisis pres-
sures abate. The same applies to establishing a framework that coordinates
monetary policy and macroprudential regulation.

Most of these measures have to be executed at the national level. The EU
can only provide a framework and coordination. This also applies to the one
step that is widely regarded as unavoidable, but officially off-limits, namely a
restructuring of Greek public debt.

Let’s now put national differences aside and finish the job of restoring sta-
bility and prosperity in Europe. The European flotilla may have run aground,
but it need not sink. This will require coordination, teamwork, and discipline.
All hands on deck!
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1. Drawing a line under Europe’s crisis

Barry Eichengreen

University of California, Berkeley and CEPR

Financial crises feed on uncertainty. This essay warns that the longer the Euro-
zone crisis is allowed to linger, the greater will be the damage. But Europe can
take concrete actions to bring it to an end. It should make bank stress tests
public, provide more clarity on its special purpose vehicle, move forward with
restructuring Greece’s debt, and support growth through quantitative easing.

Financial crises feed on uncertainty. The longer uncertainty is allowed to
linger, the greater the damage to confidence and the more difficult it becomes
to repair. It is essential therefore that European policymakers move decisively
to draw a line under the crisis.

This will be easier said than done. The Greek, Portuguese, and Spanish gov-
ernments are struggling to build a consensus for fiscal consolidation. Ireland
shows that doing so is possible. But street demonstrations across Southern
Europe are a reminder that replicating its success will not be easy. Political
consensus for fiscal consolidation is not built in a day.

And if fiscal consolidation is hard, structural reform is harder. Fiscal con-
solidation means belt-tightening, but pension and labour market reforms cut
to the heart of national social and economic models. The reform of models
will be an ongoing process stretching over years. Modest down payments will
add a fillip to confidence, but they will not draw a line under the crisis.

More challenging still is the reform of EU institutions, since not just one
but 27 national polities have to agree. To avoid similar crises in the future,
Europe will have to build out the institutions of its monetary union. It will
have to create a proper emergency financing mechanism – no more emergency
meetings at 2 o’clock in the morning, and no more special purpose vehicles
to finesse awkward statutory provisions. It will have to create institutions of
fiscal coinsurance to provide temporary transfers to countries with strong
policies but transitory budgetary problems.

The ECB, recent events remind us, is a lender and market-maker of last
resort and not just the steward of a monetary rule. It will have to become
more transparent. To protect its independence in what is a messy world, it
will have to publish minutes and votes. This will mean significant changes in
institutional practice. The ECB may not savour the prospect, but its legitimacy
and credibility are at stake.

And Europe will need fiscal rules with teeth; it will need to move well
beyond the Commission’s modest proposals that governments describe their
budget plans to their EU partners prior to submitting them to their national
parliaments and that the provisions of the Stability and Growth Pact should
come into play before the 3% threshold for deficits is reached. The Commis-
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sion will have to be strengthened to where it has veto power over those pre-
legislative submissions. Application of the Stability Pact’s sanctions and fines
will have to be outsourced to an independent European Fiscal Council.

Getting the agreement of 27 EU states on these reforms will not be easy.
But the longer the delay in starting, the less confidence the euro will inspire.

What can Europe do now to draw a line under its crisis?
Four things

• First, European regulators need to make public the detailed results of
their bank stress tests and be ready to recapitalise those institutions
whose positions are dangerously weak.

Uncertainty about which banks are holding how many Southern European
bonds is allowing investor fear to take on a life of its own. Until investors
are given the information they need to feel reassured about the condition of
individual banks, the crisis will not pass.

• Second, policymakers need to provide more clarity on their €440 billion
special purpose vehicle.

We need to know whether its bonds will be senior or junior to existing national
debts. We need to know that the special purpose vehicle will be able to fund
itself and provide assistance with the speed required by financial markets.
The announcements of early May are not enough to reassure.

• Third, the untenable Greek situation needs to be resolved.

So long as European officials continue to assert, contrary to the facts, that
Greece’s debt will not have to be restructured, everything else they say will
similarly be dismissed as wishful thinking. Policymakers need to bite the bul-
let now and move forward with restructuring Greece’s debt if only to restore
their own credibility.

• Finally, more needs to be done to support growth, besides simply allow-
ing the euro to weaken, while other difficult adjustments are taking
place.

Some of us were saying this as long ago as April this year (Eichengreen 2010).
But just because the point is familiar doesn’t make it less important. Drawing
a line under the crisis requires Germany to support aggregate demand while
its European partners undertake fiscal consolidation. Budget balance is an
admirable goal for an ageing German society, but it is a goal for 2012, not
2010.

Further action by the ECB is also overdue

The argument for not cutting policy rates to zero has been that it is better
to keep room to cut in reserve for a rainy day. Well, it’s raining. And since
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100 basis points are unlikely to make a big difference, it is time, long since time
actually, for the ECB to get serious about quantitative easing. Without growth,
the pain of adjustment and consolidation will quickly become unbearable. The
only pain relievers on the horizon are Germany and the ECB.

Conclusion

This crisis has been allowed to fester for too long. Fortunately, there are con-
crete actions that Europe can take to bring it to an end.
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2. How to embed the Eurozone in a political
union

Paul De Grauwe
University of Leuven and CEPR

The Eurozone lacks the mechanisms needed to ensure convergence of members’
competitive positions and to resolve crises. This essay argues that the survival
of the Eurozone depends on its capacity to embed itself into a political union.
The latter must imply some transfer of sovereignty in macroeconomic policies
and the organisation of automatic solidarity between member states.

Two fault lines marred the Eurozone’s foundation from its inception but were
overlooked by most. The recent debt crisis has laid them bare for all to see.

• There is no mechanism to ensure convergence of members’ competitive
positions, and thus to prevent major trade imbalances.

This stems from the fact that economic policies (spending and taxation, social
policies, wage policies, etc.) remain firmly in the hands of the member gov-
ernments and members do not coordinate such policies.

• There is no mechanism to resolve crises caused by these imbalances and
divergent competitive positions.

Consequently, Eurozone crisis management is ad hoc, time-consuming, and
hindered by a lack of credibility.

Lack of political union: What are the essential missing
elements?

These two fault lines are intricately related to the fact that the Eurozone is
not embedded in a sufficiently strong political union. The Eurozone’s future
depends critically on its capacity to move forward into a political union. Fail-
ure to move forward towards a political union will almost certainly condemn
the Eurozone to oblivion.

But a full political union seems unrealistic for the foreseeable future, as it
would imply a significant transfer of spending and taxing powers to a central
EU government and parliament. Today, the EU budget represents about 1% of
EU GDP and proposals to boost that by even 0.1% consistently attract vetoes
from several EU members. A budgetary union, in short, is out of reach.

Is there anything less than full budgetary union that can save the Euro-
zone? Put differently, what is the minimum ingredient of a political union
that can keep the Eurozone alive in the long run?

The answer is dictated by the Eurozone’s fault lines. The political union
needed is one that can repair the two fault lines.
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Redressing the imbalance fault line

The necessary elements of political union must be able to:

• Prevent the massive divergences in competitive positions and trade
imbalances within the Eurozone.

Importantly, with the exception of Greece, the imbalances and divergences
we see today had little to do with government profligacy. They appeared in
the private sector. Unsustainable consumption and real estate booms financed
by private debt emerged in a number of member countries, like Ireland and
Spain. These led to strong price and wage increases, undermining the com-
petitiveness of these countries and leading to large current account deficits.

It is both ironic and instructive that these countries scrupulously adhered
to the Stability and Growth Pact. Enforcing the pact may be a necessary con-
dition for preventing future crises, but it is far from sufficient.

The domain of the Stability and Growth Pact must be broadened – it must
include the monitoring of private debt developments as well as public debts.

Additional pooling of economic policy sovereignty

The European Commission has recognised this point in its latest proposals
on economic governance in the Eurozone. The issue, however, is how one
can make these proposals bite. One thing is certain – there will have to be a
transfer of sovereignty in economic policies.

This transfer of sovereignty should not only take place in the “deficit”
countries that allowed private and/or public debt levels to explode. One
should not forget that “surplus” countries helped finance this debt explosion.
Any scheme aiming at identifying and monitoring imbalances will have to be
symmetric. It would have to ensure that both deficit and surplus countries
change their policies.

From the Eurozone’s perspective, there are not good imbalances and bad
imbalances – just imbalances. There are, consequently, no good and bad guys
when it comes to international imbalances. Institutional reforms must recog-
nise this.

Redressing the crisis-resolution lacuna: A second-best proposal

Full-fledged monetary unions – most of which are embedded in political
unions – typically involve automatic transfers across regions. Regions expe-
riencing economic good times transfer resources to regions in economic dis-
tress.

As argued earlier, such a budgetary union remains a remote possibility for
the Eurozone. That’s why a second best solution must be sought.

The recent decision to create a financial stability fund within the Eurozone
goes in the right direction. It should allow the Eurozone to pool resources
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and to act quickly in a crisis situation. It falls short of an automatic insurance
mechanism, however, mainly because it is a network of bilateral loan agree-
ments, making it possible for individual countries to pull out in the future.

Thus far, the design of the Eurozone has foregone any form of automatic
insurance mechanism. The main reason was that – as with any insurance
mechanism – the risk of moral hazard was viewed as too great. The specific
risk here was that governments would create excessive debts and deficits in
anticipation of insurance-fund bailouts. Avoiding this was the main reason
why the Eurozone was created without an insurance mechanism.

While it is understandable that countries were not willing to automatically
transfer resources to deficit countries, it is less clear why so many fell for
the illusion that a monetary union could function smoothly without such an
insurance mechanism.

The present crisis shows that even if countries never intended to provide
assistance to others, events can force them to do so. The same juxtaposition of
intentions and actions exists on the domestic front. Governments that never
intended to bailout their banks found themselves doing exactly that when
the banking crisis erupted. Thus, at some point, a monetary union forces its
members to show solidarity, whether they like it or not. That’s why setting
up an explicit solidarity (insurance) mechanism is important.

The official doctrine in the Eurozone has been that an insurance mecha-
nism is not necessary for a smooth functioning of the Eurozone. The Stability
and Growth Pact would do the trick. The received wisdom was: “Just make
sure that countries abide by the rules”. If they do so, i.e. if they are always
well behaved, there is no need for an automatic insurance mechanism funded
by a centralised budget or European Monetary Fund. But this is like saying
that if people follow the fire code regulations scrupulously, there is no need
for a fire brigade. The truth is that there will always be some people who fail
to follow the rules scrupulously, so a fire brigade will always be necessary.

Survival of the Eurozone

There can be little doubt that the survival of the Eurozone depends on its
capacity to embed itself into a political union. The latter must imply some
transfer of sovereignty in the conduct of macroeconomic policies other than
monetary policies and the organisation of minimal forms of automatic soli-
darity between member states even when some of these have misbehaved.
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3. The Eurozone’s levitation

Charles Wyplosz

Graduate Institute, Geneva and CEPR

Some see the Eurozone crisis as a harbinger of a more perfect union, others
as the euro’s death knell. In contrast, this essay suggests the current situation
is something in-between; the Eurozone is levitating on the hope that an exit
strategy can soon be found. The key is to establish fiscal discipline in every
Eurozone member. As a real European government is politically impossible,
this must be based on national institutions that can guarantee fiscal discipline.

Recent events in Europe can be interpreted in the light of two diametrically
opposed theories.

Eurozone crisis: Stepping stone to a more perfect union

As intended, the markets have been “shocked and awed” by a European Finan-
cial Stability Facility (EFSF) of 750 billion euros – that’s 6% of EU GDP – and by
the ECB scooping up public debts to the tune of 100 billion euros. But this is
not the end of it.

Eurozone governments are scrambling to announce ambitious deficit-
reducing packages, and Finance Ministers are meeting at least once a week
to prepare further far-reaching measures including:

• A strengthening of the Stability and Growth Pact to enforce fiscal disci-
pline (at long last);

• A statistics police that will deliver safe data from every corner of the
Union; and

• A race between the Commission and Eurozone governments to establish
a sort of pan-European government.

This is the silver lining theory of the Greek crisis. Greece’s woes and the
attendant contagion pointed out the cracks in the Eurozone’s architecture.
They also provide the urgency political leaders needed to take Europe one
step up towards a more perfect union. Three cheers for their courage and
determination!

There is, however, another storyline out there – one with an unhappy end-
ing, namely the euro’s demise.

Eurozone crisis: The euro’s fatal flaws finally revealed

Proponents of the euro-is-doomed theory view the Eurozone crisis as valida-
tion of their analysis. We told you all along, they say, sovereign countries can-
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not share a common currency. Highly favourable conditions hid the cracks for
a while, but the Greek crisis widened them enough so that now they are plain
for all to see. The euro was always a political project, not based on sound eco-
nomic principles. It was just a matter of time before economic trouble would
arise. Self-preserving political leaders now see that it is in their electoral inter-
est to return to normality by re-establishing their old cherished currencies.
The end of an interesting but doomed experiment, the euro is already falling.
Three cheers for hard-nosed economists!

A third theory: The “levitation theory”

I am inclined to embrace another theory, which I call the levitation theory.
The market run on European public debts was stopped by the ECB when it
effectively put a floor under public debts. This gives Europe time to deal with
the problem, but not unlimited time. The ECB can sterilise its operations but it
must return to normalcy at some point. The EFSF has not yet proven that it can
exist, much less that it can bail out a government without bailouts becoming
the norm.

The Eurozone, according to this theory, is levitating – hanging in mid air –
sustained by the hope that an exit strategy from this crisis will be designed
in time. Unfortunately, the rescue operation has made the cracks wider and
deeper than before the crisis; the solution is now all the more daunting.

What are these cracks, then? The creation of the euro was an extraordinary
bold undertaking because member countries were to remain fully sovereign
as far as budgetary matters are concerned. It was clear that the monetary
union would not deliver price stability unless fiscal discipline was guaran-
teed. Perfectly aware of this original sin, the authors of the Maastricht Treaty
introduced no less than three safeguards.

• First, the no-bailout clause established that national governments alone
were in charge of their budget and that they alone would be sole respon-
sible for any slippage. No European government or official institution
was allowed to rescue another Eurozone member.

• Second, the ECB was barred from financing public debts.

• Third, the excessive deficit procedure led to the Stability and Growth
Pact.

The Pact never worked and cannot work because it presupposes that a
sovereign government can be told what to do with its budget. Failure of the
Pact led to a sequence of events that blew away the other two safeguards. Not
only must we now face the immediate consequences of the debt crisis, we
must also find new ways to deal with the “original sin”. The no-bailout clause
has been sidelined, and the ECB’s credibility has been undermined.
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What is to be done?

Let me start with what should not be done, or at least not right away.

• Eurozone governments should not waste time trying to strengthen the
Stability and Growth Pact. Strengthening means adding sanctions but
sanctions cannot be really imposed on democratically elected govern-
ments.1

• A meaningful government of Europe will not emerge soon as EU citi-
zens are not now willing to give up much sovereignty. The disastrous
saga of the Constitutional Treaty and the painful ratification of the Lis-
bon Treaty show that, very sadly, this is not the time for bold European
undertakings.

What then should be done? How can EU leaders arrange an exit strategy
before the levitation trick grows old?

Fiscal discipline enforced by new national institutions

The solution is to go back to basics. We absolutely need to establish, once
and for all, fiscal discipline in every Eurozone country. But fiscal discipline
is and remains a deep-seated national prerogative of each national govern-
ment and parliament. The inescapable implication is that the Stability Pact
must be decentralised to where authority lies. Instead of dreaming up ways
around sovereignty, it is much more productive to try and make sovereignty
work for the common good. Each country must be required to adopt national
institutions that can guarantee fiscal discipline.

In a democracy at least, fiscal profligacy is not a story of “politicians gone
crazy”. It is the rational outcome of the interplay between elections and pres-
sure groups.2 Fiscal profligacy occurs because politicians find it politically
optimal given the constraints and pressures they face. It will continue as long
as the same pressures and constraints are in place.

Restoring fiscal discipline therefore requires Europe to tackle this politi-
cal failure head on by adopting institutions that bind the budgetary process.
There are many possible approaches, as shown in Von Hagen and Harden
(1995) and Wyplosz (2002). It well may be that – given history and local poli-
tics – different countries need to adopt different solutions. A good precedent
is last year’s decision by Germany to write into its Constitution the interdic-
tion for the structural deficit to exceed 0.35% of GDP.

The first step forward

A good way to proceed is to invite – and please do so kindly because this
is a national sovereignty issue – each member to submit its own proposed

1The point was made long ago in Eichengreen and Wyplosz (1997).
2See, for example, Alesina and Tabellini (1990) or Krogstrup and Wyplosz (2010).
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solution, and have it vetted by the Commission or an ad hoc committee under
the EU Presidency. Countries whose plans are not approved should lose the
support of the EFSF and of the ECB until they come up with a better one. The
same will apply to those countries who have not transcribed an approved plan
into their national legal structure by a given deadline.

Even with all the plans in place, a delicate question will remain. It is some-
times felt that not all Eurozone members strictly abide by their own laws.
There will be a need to empower the European Court of Justice to fill that
gap in the event that a budget violates the country’s own laws. It is for legal
experts to tell us how this can be done.

Medium-run credibility without short-run overkill

Adopting water-tight legislation that guarantees budgetary discipline has an
important additional advantage. With a recovery that is shaping up to be mod-
est at best, the current wave of fiscal tightening is premature. It is understand-
able that governments feel that they have no choice; they must signal to mar-
kets that they are serious about fiscal discipline. But the price of this signal
may be huge. The adoption of strong legislation, even if it implies progres-
sively rebalancing, would be a much more powerful signal than a potentially
unsustainable fiscal tightening, and it would allow the exit strategy from fiscal
stimulus packages to be delayed for a bit longer.
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4. Eurozone governance: What went wrong
and how to repair it

Jean Pisani-Ferry

BRUEGEL and Université Paris-Dauphine

The crisis has revealed deep flaws in the Eurozone’s governance regime. This
essay argues that EU leaders should address fundamental questions about the
operational principles upon which the euro is based. Key choices for Eurozone
leaders are the nature of the economic policy framework, the optimal degree
of decentralisation, and the identification of reforms that will ensure the policy
regime can deal with all eventualities.

The EU faces two challenges: managing the crisis while coordinating Eurozone
adjustment, and reforming its governance to avoid future crises. The first is
vital in the eyes of the markets but creation of the Van Rompuy Task Force
has focused attention on the second.

Recent events have indeed shown that the Eurozone economic governance
framework is incomplete (see for example Bofinger and Ried 2010). But to
know how to repair the framework, we must first answer the question: “What
went wrong?”1

What went wrong in the Eurozone?

The simplistic answer blames bad implementation of good rules. Poor imple-
mentation was surely part of the problem, so enforcement must be an impor-
tant part of the solution. However lessons from recent events indicate that
there are deeper problems (European Commission 2010a,b). Before turning
to the remedies, however, consider the lessons learned.

The most basic lesson is:

• Top-down government by statistics does not work (especially, but not
only, when they are wrong).

From 2000 to 2008 the Greek budget deficit reported to the EU averaged 2.9%
of GDP. We now know the real number was 5.1% (Marzinotto et al. 2010). There
are political and practical reasons behind this failure, but the problem runs
deeper. The EU budget monitoring system is based on national-accounts data,
not central government budget data, and it makes cyclical corrections. These
two well-meaning practices imply that the EU budgetary surveillance system
need not reflect fiscal facts on the ground.

1This essay is an abridged version of the full analysis in Pisani-Ferry (2010).
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• Deterministic governance does not work in a stochastic world.

Since 2008, some countries moved from apparently sound fiscal positions to
alarmingly weak situations in an astonishingly short period. Given uncertain-
ties, a “value at risk” – or what might be called a “policy at risk” – approach
is called for.

• Not all problems are fiscal.

The existing framework implicitly assumes that all stability threats arise from
budgetary indiscipline. While this was the key to the Greek case, the Spanish
and Irish cases are quite different. Recent history makes a strong case for a
broader surveillance framework (Commission 2010a). Fiscal risks need to be
prevented more effectively, and non-fiscal risks arising from credit booms,
asset-price developments, or a sustained appreciation of the real exchange
rate also need to be addressed.

• A commitment to no assistance is not credible.

Although the “no-assistance principle” is nowhere to be found in the Treaty,
there was, until Greece, a widespread belief that a member would be allowed
to default rather than be provided with assistance (as is the case for US
states). Events show that Eurozone members are entitled to assistance as part
of an IMF-led programme with strict conditions. But this does not entirely
clarify the endgame. What happens if the bailout programme needs to be
bailed out? What if a member benefiting from assistance remains unable
to regain access to the market? The ECB’s government bond purchase pro-
gramme raises related problems. As long as such ambiguity persists, there
will be room for speculation about the nature of the solution to insolvency
cases.

• Policy coherence is lacking while ownership of the euro rules is shallow

The euro’s success ultimately depends on its members’ commitment to run
policies that are consistent with participation in a monetary union. Such “own-
ership” has been lacking from the start of the euro. Any reform will therefore
require greater ownership by members.

How to repair it: Three dimensions of Eurozone governance
reform

Problems clearly run deeper than enforcement, so limiting reform ambitions
to tinkering with the Stability and Growth Pact would be widely regarded
as indicative of a worrying inability to reform. The Van Rompuy Task Force
should therefore look beyond strengthening existing provisions.

The political situation, however, is not auspicious. Fundamental reforms
will be difficult – few of the founding EU members show any appetite for
further integration. The Monnet philosophy according to which “l’Europe se
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fera dans les crises et elle sera la somme des solutions apportées à ces crises”
applies partially at best.

A realistic reform agenda must ditch long-held federalist dreams – such
as a significant increase of the EU budget, significant horizontal transfers, or
a much tighter coordination of national economic policies – and attempt at
reconciling the need for serious reforms and the lack of political momentum.
Three dimensions of such reforms are worth highlighting.

Dimension 1: What policy framework?

Currently, price stability is assigned to the ECB and budgetary discipline to the
Stability and Growth Pact. Other objectives were ill-defined in the Treaty and
not operational in practice. There are three economic objectives for Eurozone
governance besides price stability:

• Budgetary discipline,

• Financial stability, and

• The avoidance of macroeconomic imbalances.

This poses two key challenges to a new policy framework: task allocation in
the reformed policy framework should be clearly defined, and three distinct
objectives require at least three instruments. On the first, the much-discussed
modifications of the Pact might be sufficient, but national supervisory instru-
ments are also of limited effectiveness in a financially integrated context. This
necessarily brings in another array of instruments that can be of a regulatory
or a tax nature. On the last, guidelines for wage formation may also be con-
sidered part of the required competitiveness monitoring toolkit.

Dimension 2: How much centralisation?

Eurozone budgetary discipline was not a great success. Budgetary discipline
might be more successful in a more decentralised system. What might emerge
is a system that combines domestic institutional reforms and market forces
to keep debts and deficits in check. Germany with its new budget rule could
become a benchmark against which market judge a nation’s the fiscal cred-
itworthiness. As such, Germany might become the fiscal policy anchor as it
became the monetary policy anchor in the European Monetary System.

A strategic choice for the EU is whether governance reforms should encour-
age decentralisation through providing an umbrella framework for national
rules and institutions, through ensuring they are consistent with Eurozone
objectives, and through somehow rewarding countries with better institu-
tions. There are strong economic and political-economy arguments in favour
of such an approach.
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Dimension 3: Which reforms to ensure completeness of the
policy regime?

The lessons listed above illustrate the importance of completeness the
reformed policy framework – i.e. how the regime behaves in various states
of nature and how ex ante incentives relate to ex post rules. Part of this is the
meshing of ex ante surveillance and ex post crisis resolution. The sort of issue
is particularly pressing for the European Financial Stability Facility recently
established.

As regards debt crises, a full crisis-resolution regime – call it the Euro-
pean Debt Resolution Mechanism – needs to be defined including the princi-
ples and modalities of assistance, debt restructuring, and – possibly – exit.
If exit is (sensibly) ruled out because of its potential spillover effects, then
this only strengthens the case for defining the debt resolution regime as pro-
posed by Germany (Federal Ministry of Finance 2010). Current reluctance to
create expectations of an imminent default should not serve as an excuse for
refusing to work out the whole set of principles upon which Eurozone reform
needs to be based. Half measures now would only perpetuate the incomplete
character of the system.

Conclusions

Europe’s problems run deeper than an enforcement. The Stability and Growth
Pact faces more serious difficulties than most European policymakers are will-
ing to admit. Its “preventive arm” is debilitated by the combination of estima-
tion uncertainties in the structural deficit concept, and an overly deterministic
approach. Its “corrective arm” is debilitated by the speed at which the budget
balance deteriorated in this crisis.

Discussions of Eurozone governance have been going on at least since
the first negotiations on the creation of the euro. They have not been settled
because of the ambiguities in the positions of the key participating countries,
especially Germany and France, and the ambiguities in the compromises they
had reached (Pisani-Ferry 2005). But something new has happened.

This crisis is an opportunity for clarification. In order not to waste it, the
Van Rompuy Task Force and the European Council should resist the tempta-
tion to patch up divergences and limit ambitions to tinkering with the existing
policy framework. Rather, they should take the opportunity to address fun-
damental questions about the operational principles upon which the euro is
based.

Keynes once quipped, “When the facts change, I change my mind. What do
you do, sir?” Let us hope that Eurozone leaders have the mental flexibility to
answer this the right way. The future of the euro depends upon it.
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5. The European bicycle must accelerate

Angel Ubide

Tudor Investment Corporation

The euro’s history has been marked by half-steps, derogations, and political
expediency. This essay argues that Eurozone leaders must complete the Eco-
nomic and Monetary Union that is needed to underpin the euro if they are
to avoid a serious risk that the Eurozone in its current form will fail. Europe
must find the courage to address its structural shortcomings in order to boost
potential growth. Fiscal adjustment alone is not the solution.

The history of the Eurozone has been a story of exceptions and half steps.

• Some of the initial Maastricht criteria were waived for some countries.

• Mountains of research – which made clear that a monetary union without
a fiscal union was incomplete (Eichengreen and von Hagen 1996) – were
ignored; the Stability and Growth Pact was a created as a second-best
solution.1

• The Stability and Growth Pact was overruled by Germany and others
when domestic political constraints were given precedence over the
pact’s requirements – this fatally undermined its credibility.

• The integration of Eurozone banking and capital markets was achieved
without the prudential and supervisory infrastructure necessary to
match this integration.

Whenever there was a strong political hurdle to overcome, the process
stopped – regardless of how suboptimal was the stopping point. After all,
“muddling through” was working, or so it seemed, as the global economic
expansion was delivering growth regardless of the policies adopted.

The take-away message from this history is clear. European leaders wanted
the euro but at the minimum political cost.

The challenge

The events of the last couple of years – and the serious implications for growth
over the next decade – make one thing very plain. European leaders must now
make a clear-cut decision; either they move on and complete the Economic
and Monetary Union that is needed to underpin the euro, or they accept the
risk that the Eurozone will fail in its current form.

1Also see Bayoumi and Masson (1995), Chari and Kehoe (2007), and Dixit and Lambertini (2003).
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The European bicycle must accelerate now; it can’t remain still. In simple
terms, markets seem to have lost confidence in the soundness of the European
policy framework. The lack of decisive action risks a permanent reversal of
the integration of European capital markets.

Lessons from the euro’s first decade

There are two important lessons from the first decade of the euro.

• The choice of structural policies across countries was key to the devel-
opment of intra-European imbalances; and

• The Eurozone must move towards a system of common debt manage-
ment.

It is useful to start the discussion about intra-European imbalances back in
the early 1990s.

• From 1990 to 1995, Germany’s real effective exchange rate appreciated
sharply as a consequence of unification – by almost 30%.

• In reaction, Germany adopted a policy of competitive disinflation to cor-
rect this appreciation. And it worked.

• By 2008, its index of real effective exchange rate was back to where it
was in 1990.

In other words, the first decade of the euro saw Germany correcting the “unifi-
cation shock” via wage moderation. Rather than boosting competitiveness via
much needed structural reforms in goods, services and banking markets, Ger-
many opted for stringent wage moderation and some labour market reform.

• This German policy choice delivered very weak growth, averaging barely
above 1% over 15 years – recall that during a large part of the decade
Germany was dubbed “the sick man of Europe”.

• As Germany accounts for such a large share of Eurozone GDP, this very
weak growth greatly conditioned the monetary policy of the ECB, produc-
ing a monetary stance that was too loose for some members, producing
rapid growth in the Eurozone periphery.

Why is this relevant? Because a system of common monetary policy that
is heavily conditioned by an initial strong disinflationary effort – combined
with a framework of national fiscal policies where the political economy of
fiscal surpluses makes the achievement of the optimal fiscal stance rather
difficult – is clearly suboptimal.

For example, Spain faced too loose a monetary policy; it probably should
have been running fiscal surpluses of the order of 5–6% of GDP to offset the
negative real interest rate its borrowers enjoyed. Yet pleas in Spain for improv-
ing public infrastructure were politically impossible to ignore when surpluses
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were in the 1–2% range. The efforts to strengthen the macroprudential frame-
work for banks with dynamic provisioning offset this asymmetry to some
extent, but not fully.

By chance or by design, Spain’s looser-than-optimal fiscal policy stance
supported Germany’s competitive disinflation efforts and helped deliver an
optimal policy stance for the Eurozone as a whole.

Fast forward to today and one can see the mirror image of that situation.
Spain and other Eurozone members must now engage in a disinflationary
process of wage moderation and structural adjustment that – with monetary
policy at the zero bound – would require a Germany policy stance that is
looser than optimal for Germany. Germany should now be complementing an
easy fiscal policy stance with a wide-ranging package of structural reforms
that boost its domestic demand. It is critical for European policymakers to
understand that the choice of structural policies matters as much, if not more,
than the conduct of fiscal policy.

Imbalance debate echoed at the global level

This is the debate that the G20 is having at the global level – China, the US
or Germany can choose from a menu of policies to stabilise their economies,
and each choice implies a different outlook for global imbalances.

Germany is choosing to continue with wage moderation and fiscal disci-
pline because, from a political standpoint, that is the easy path. There is a
clear constituency supporting those actions in Germany. The real test of Ger-
many’s commitment to the Eurozone, however, is whether it is willing to take
on the constituencies that oppose the reform of its inefficient goods, services,
and banking markets. This is what Spain failed to do over the years.

Spanish labour markets were allowed to remain very rigid, and the savings
banks were allowed to continue funding the housing market and the regional
governments. But what cannot go on forever will not – Spain is being forced
to tackle these problems in a crisis setting.

Unless Germany finds the courage to address its structural shortcomings
in order to boost potential growth via domestic demand expansion, the Euro-
zone will remain at risk. Fiscal adjustment alone is not the solution. The Euro-
zone must move towards an effective system of review of structural poli-
cies, including sanctions, which boosts potential growth and reduces intra-
European imbalances.

The experience of the last two years has also shown that in a world of
low inflation fiscal policy may have to be used in a discretionary fashion. The
Eurozone therefore needs a centralised fiscal policy mechanism to deal with
tension between discretion and rules. With high debt levels and an adverse
demographic outlook, debt intolerance has likely increased on a permanent
basis. This is especially so for less liquid markets.

In this context, developing a European debt market would improve effi-
ciency and lower the cost of debt issuance for all countries, Germany included.
To restore credibility and avoid free riding, this would have to be combined
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with an agreement to legislate, at the national level, balanced budgets over the
cycle. This should be regulated by a very strong mechanism of independent,
ex ante authorisation of national annual budgetary ceilings.

Countries would retain full control over the composition of taxes and
spending but not over the levels of the deficits. In addition to completing
the European fiscal policy framework, this would also create a liquid alterna-
tive to US Treasuries that would consolidate the euro as a reserve currency
and contribute to the resolution of the global imbalances.

A crisis is something too valuable to waste. It is time for European leaders
to move forward and complete the Eurozone’s policy framework.
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6. What more do European governments
need to do to save the Eurozone in
the medium run?

Thomas Mayer

Deutsche Bank

Two key building principle of the Eurozone were that the ECB should be insu-
lated from political interference, and prevented from funding government
deficits. This essay explains how the Eurozone crisis has threatened these prin-
ciple and suggests ways to restore them.

Key building principles of the Eurozone were:

• Each country is responsible for its own government finances; and

• The ECB must not be instrumentalised for fiscal policy purposes.

These principles were based on lessons learned from previous monetary
unions that failed when monetary policy became subservient to fiscal policy
objectives (Bordo and Jonung 1999).1

The Stability and Growth Pact was established to maintain the first princi-
ple. Government finances were to be closely monitored and fines were to be
imposed when countries strayed from the path of fiscal virtue. Prevention and
early correction of “excessive deficits” (defined as government deficit ratios
in excess of 3%) were supposed to eliminate even the slightest possibility that
a fiscal crisis in one country could affect the entire Eurozone.

To ensure the second principle, the ECB was made independent from polit-
ical interference, and prevented from funding government deficits. By intro-
ducing a firewall between national fiscal policy and the ECB, the founders of
the euro thought that monetary policy was safe from being used by govern-
ments in fiscal distress as a lender of last resort.

The Eurozone crisis has pulled the rug out from under both principles.
Ensuring the long-run survival of the euro will require a speedy return to
these two key principles. Failure to do so could induce some countries to
look for alternatives. One can ask: Is a German withdrawal from the Eurozone
beyond the realm of the plausible?

1For instance, the Latin and Scandinavian monetary unions of the late 19th century eventually
failed because member countries took recourse to monetary financing of government spending in
World War I.
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Figure 6.1. Ten-year government yield spreads over Germany

−100%

0%

100%

200%

300%

400%

500%

600%

700%

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

Spain

Italy

Portugal
Ireland

Greece

Source: IMF/Bloomberg.
Ten-year sovereign bond spreads over 10-year German sovereign band. Monthly data.

The demise of the first principle

Due to actions taken by Germany and France in 2004, the Stability and Growth
Pact came into the current crisis severely damaged. There had already been
widespread breeches of the excessive deficit strictures and the procedures
had been weakened. The pact’s death knell came with Greece’s revelations
this year. Not only did the country run excessive deficits before and during
its Eurozone membership, but it actually hid the true size of its violations.

After these revelations, nothing about the pact seemed solid and markets’
dim view of Greek solvency spread doubts about the stability of the Eurozone.
Markets have sold the euro against other key currencies and are selling gov-
ernment bonds in the euro periphery against German Bunds (see Figure 6.1).

In response to the Greek crisis, the European Commission presented pro-
posals for a fundamental overhaul of the Stability and Growth Pact on 12 May
2010. Key elements in the proposal are:

• Improvement of the functioning of existing mechanisms under the pact;

• Greater focus on high public debt and long-term fiscal sustainability;

• Better incentives and sanctions to comply with the rules of the pact; and

• A framework for crisis management, including financial assistance to
financially distressed countries under policy conditionality (European
Commission 2010).
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“Blackmail” possibilities must be eliminated

The Commission proposals are important and a useful improvement. The
Commission’s proposals, however, fail to address the crucial question in my
view – what do we do when a country is unable or unwilling to follow the fiscal
rules? What happens when a Eurozone member fails to bring its deficit and
debt numbers in line or improve its external current account deficit?

If such countries pose a threat to Eurozone financial stability, they can
blackmail their partners into open-ended transfers to cover both fiscal and
external deficits. Or they can press the ECB to buy up and monetise their
debts so as to avoid default. This is not a solution for long-run stability. In my
view, the Eurozone’s fiscal policy coordination apparatus must be completely
overhauled to rule out such blackmail situations. What the Eurozone needs
to rule out such situations is a facility that allows an orderly sovereign debt
rescheduling/default as a last resort.

Earlier this year, Daniel Gros and I proposed the creation of a “Euro-
pean Monetary Fund” for this purpose (Gros and Mayer 2010). This fund
would manage and finance assistance programmes of countries with exces-
sive deficits (along the lines of the IMF-led Greek programme). It would also
engineer a debt restructuring if unavoidable – sharing the resulting losses
between private creditors and the Eurozone governments backing the fund.

I believe that speedy establishment of such a fund is essential. I also believe
that it could be done without a Treaty modification by using the enhanced
cooperation clause. This, of course, is essential since Treaty changes take
years, while Europe needs a solution within weeks or months. The €80 billion
stabilisation programme for Greece and the €500 billion stabilisation facility
for the Eurozone could be merged into the fund.

The demise of the second principle

The political economy forces currently at play are far from novel. What we
are seeing today is a situation much like that predicted by Bordo and Jonung
(1999) more than a decade ago. Closer fiscal policy integration follows from
monetary integration if the latter is to survive. But how can deeper fiscal
integration be accomplished?

Full political union of Eurozone members is not on the agenda. Instead, we
need structures that allow controlled fiscal support for countries in financial
difficulties as well as orderly debt restructuring as a measure of last resort.
The absence of the latter has forced the ECB to step in and to buy bonds of
Eurozone governments with fiscal problems that have difficulties accessing
the market. True, the ECB has emphasised that it will sterilise the liquidity
effects of this intervention by offering term deposits to banks. Hence, their
action should not be compared to the “quantitative easing” conducted, for
example, by the Bank of England.

Indeed, assuming that sterilisation is successful, the ECB’s action will come
to resemble the “credit easing” undertaken during the financial crisis by the
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US Fed. Yet, there is a major difference. The Fed eased credit costs of some
US private sector borrowers at a possible cost for the US tax payer. The ECB
lowers the borrowing costs of Eurozone governments in financial distress at
the cost of raising costs for all borrowers in all other Eurozone countries. By
subsidising some government borrowers at the expense of others, the ECB
has moved dangerously close to becoming a supranational fiscal agent.

While France has always favoured a closer relationship between the cen-
tral bank and the political authorities, this has been an anathema in Germany.
Hence, the ECB’s decision to support governments in financial difficulties is
seriously undermining public support for the euro in Germany. A rift is grow-
ing between the two countries.

Blurring the distinction between monetary and fiscal policy and engaging
in international income redistribution creates other risks as well. It poses a
danger for the internal cohesion of the “Eurosystem” – euro-jargon for the
complex set of relationships binding national central banks and the ECB. The
ECB justified its actions as a way of calming dysfunctional markets. Other
Eurozone national central banks may find good reasons why their govern-
ment bond markets are also “dysfunctional”. If other central banks are more
sceptical, conflicts within the ECB’s governing structure could multiply. We
may already have seen the start of this. The Bundesbank President did not
support the Governing Council decision to buy Greek bonds – and he voiced
his disagreement publicly.

What if the ECB’s Greek debt goes bad?

This ECB manoeuvre has opened the door to unprecedented political risks. If
the ECB’s bond holdings go bad, the ECB could require recapitalisation. The
problem is that Germany, as the largest shareholder, would have to foot the
biggest bill – and this would undoubtedly provoke another public backlash.
Alternatively, if Eurozone members resisted recapitalisation, the bad debt
would have to be monetised, thus eventually causing inflation. With these
alternatives as the backdrop to the ECB’s purchases of government debt, it
seems absolutely clear that these interventions will be temporary, limited in
size, and a singular event.
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7. The narrative outside of Europe about
Europe’s fiscal crisis is wrong

Avinash D. Persaud
Intelligence Capital

Europe has run out of policy instruments to deal with booms and busts and to
restrain unsustainable fiscal behaviour. This column suggests a national regu-
latory policy that could take the form of countercyclical charges, loan-to-value
limits, tighter leverage ratios, transaction taxes, or other macroprudential tools.
Also, countries should have automatic access to a fund to swap their debt for
the debt of other Eurozone countries, but on condition of an effective 30% hair-
cut.

It is commonly argued that because the market knows Eurozone members will
bailout their recalcitrant fellow members, market interest rates provide little
restraint on deficits, while credit spreads are small and driven by liquidity
concerns, not credit.

In this environment, deficits grow to the point where bailouts are no longer
credible. It is one of those elegant stories only spoiled by the facts. Paul
De Grauwe has marshalled these facts well in his Vox column “Fighting the
wrong enemy” (De Grauwe 2010). So what is the real enemy and how do we
engage it?

Fiscal trends: US versus the Eurozone

Professor De Grauwe shows that the Eurozone has had a better fiscal trend
than the US. Over the past 10 years, US public sector debt to GDP has risen
by a third, while it has risen by only half that in the Eurozone.

At the root of the macroeconomic imbalances of the past decade was exces-
sively loose US fiscal policy, not loose European fiscal policy. If the US had
tightened monetary policy earlier, it would have improved its internal bal-
ance – a euphemism for a less overheated labour market – but it would have
potentially worsened the external balance, assuming the higher interest rates
would have also led to a stronger dollar that priced the US out of its remaining
export markets.

Tighter US fiscal policy on the other hand would have slowed growth and
thus eased market interest rates, which in turn would have weakened the
dollar, so that both internal and external balance would have been reached.
But it does appear likely that higher taxes in particular and tighter fiscal pol-
icy can get past the combined force of what the Washington locals call the
“Republicants” and the “Demonoes”.
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Private versus public debt in the Eurozone

Professor De Grauwe goes on to argue that the real problem in the Eurozone
was a rise in private debt, not public debt. Before the financial crisis, Ireland
and Spain were the poster children for responsible fiscal policy. Ireland’s debt-
to-GDP ratio was halved to 23%, and Spain exhibited a reduction from 60% to
40% in the decade before the crisis. But fiscal conservatism by the public sector
was matched by corporate and personal largesse. Once the crash arrived and
the private sector had to be bailed out, private sins became public problems.

The need for a new policy instrument for private debt
accumulation

Let us now depart from De Grauwe’s little gem of a note. It may not be coin-
cidental that public debt reduction was matched by private debt increases.
A combination of lower deficits, credible monetary policy, and low interest
rates may have crowded in private investment. Whatever the mechanism and
however endogenous, my point is that the rise in private debt was not inde-
pendent of policy.

We do have a “Tinbergen problem”, i.e. we have run out of policy instru-
ments to deal with a new policy goal. Regional monetary policy focused on
Eurozone inflation cannot help crack a national boom. Nor can national fiscal
policy be sufficiently finely calibrated to deal with private debt issues. The
solution is national regulatory policy.

National regulation, which could take the form of countercyclical charges,
loan-to-value limits, tighter leverage ratios, transaction taxes, or other macro-
prudential tools, would strengthen the integrity of Europe by providing an
additional policy tool to manage macroeconomic developments that are more
national than regional (Brunnermeier et al. 2009). Macroprudential regulation
would have to be focused on activity within a jurisdiction and would be more
easily carried out by the host country regulator. It would be made possible by
making contracts unenforceable if they have not been subject to host country
regulation.

National barriers to the movement of capital are not permissible within
the single market, but that does not stop prudential bank regulation from
having differentiated regulation. Spain was able to run a mild countercyclical
provisioning mechanism. Elements of host country regulation already occur,
and as long as activities are defined by where they take place and not by bank
origin, this will be possible.

There are parallels between differences in national regulation and differ-
ences in national VAT rates among EU members. The mapping and mechanism
of higher capital charges could be made consistent across countries to max-
imise transparency and promote one of the purposes of such tools, which is
to direct lending to areas that are depressed from areas that are not.
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If the Eurozone’s private debts had risen more moderately, the Eurozone
would not be in such a fiscal mess and the euro’s credibility would not be so
undermined. What the sharp rise in private debts in certain regions highlights
is the difficulty of managing a large region with a single monetary policy, a
single economic space, and inflexible and national fiscal policy.

Plainly we need an additional policy instrument – one that is sufficiently
flexible to deal with boom–bust. It must also operate on a geographic basis
that coincides with potential asset market bubbles, which are more often
national than regional or Eurozone-wide.

My European friends may consider this to be un-European, but it is impor-
tant that the euro is not lost through the excessive worship of common stan-
dards. In finance, homogeneity is a false god. Engineering and other disci-
plines teach us that the integration of diversity creates systemic strength. It
is the basis for the robustness of the World Wide Web. Just one superhigh-
way is vulnerable; it is not “fail-safe”. Excessive homogeneity will make for a
highly brittle system.

Further institutional developments needed

These measures could moderate a private boom, limiting the potential spill-
over effects on public debt. But Europe needs further institutional develop-
ments to deal with Eurozone members that are unsustainable fiscal positions –
regardless of the reasons.

There are many good ideas for institutional development in the eBook. I
cannot comment on them all, but I do not believe that a status-quo option is
a wise course of action for such a highly interconnected region.

Equally, while I recognise that it was not as much of a problem as feared,
the expectation of bailout does allow market discipline to act on fiscal deficits,
creating incentives for fiscal largesse. If the solution sounds as if it should lie
somewhere in between, then I think it does.

I propose a mechanism where countries can automatically access a fund to
swap its debt for the debt of other Eurozone countries, but only on condition
that there is an effective 30% haircut. This will address the moral hazard of
bailouts – by making them painful – but at the same time “contain” them. For
more detail of this proposal see my recent column “How to Save the Eurozone:
A Greek Debt Swap” (Persaud 2010).

Conclusion

Part of the panic of crises is the fear that it is uncontained and all-conquering –
that no one knows where the bottom of the well is. In this sense, creating a
mechanism that puts a bottom on how bad a sovereign debt crisis can get
could help prevent panic and contagion.
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8. Rethinking national fiscal policies in
Europe

Philip R. Lane
Trinity College Dublin and CEPR

The global crisis has developed into a fiscal crisis within the Eurozone. This
essay argues that fiscal policy during normal times must be sufficiently sustain-
able and counter-cyclical to enable aggressive fiscal intervention in the event
of a major negative shock. It says that the solution is to set up independent
fiscal councils in Eurozone member countries.

The Eurozone crisis has compelled several European governments to under-
take sizeable fiscal corrections in the midst of a severe recession. These coun-
tries lacked the “fiscal space” to respond to the crisis, as Spilimbergo et al.
(2008) would call it.

The lesson to be drawn is that fiscal policy during normal times must be
sufficiently sustainable and counter-cyclical to enable aggressive fiscal inter-
vention in the event of a major negative shock. A re-evaluation of the cyclical
behaviour of fiscal policy is especially important for members of the Euro-
zone, since fiscal policy is the main tool available to deal with country-specific
shocks.

One priority in re-designing the conduct of fiscal policy during “normal”
times is to expand the scope of fiscal stabilisation policy. The traditional focus
has been on GDP cycles, but fluctuations in asset markets and the sectoral
composition of output are also relevant in determining the optimal stance
for fiscal policy.

Cyclical tax receipts

Tax revenues are sensitive to the distribution of output across different sec-
tors. For instance, the UK was heavily reliant on tax receipts from financial
services’ high profits and high incomes. In the Irish case, tax revenues during
the 2002–2007 boom were highly reliant on transactions-based taxes in the
property sector. Capital gains tax receipts were also high during a period of
rapid property price appreciation.

More generally, high asset prices can amplify tax revenues through several
channels.

• Capital gains and wealth taxes increase with asset prices.

• High asset prices also boost consumption, and thus VAT receipts,
through positive wealth effects.

• Rising asset prices often fuel high turnovers in asset markets and thus
boost revenue from transactions taxes.
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Accordingly, the optimal fiscal balance is not just a function of the output
gap. Fiscal policy should account for the transitory nature of tax revenues
stemming from rapidly inflating asset prices or disproportionate growth of
high-income sectors.

Under such conditions, a more cautious approach would be to run larger
fiscal surpluses in view of the temporary nature of windfall revenues and the
risk of “sudden stops” in activity level in such sectors.

The importance of private debt developments

A related point is that risks to the fiscal position may arise due to the accumu-
lation of balance sheet risks in the private sector. A previously healthy public
balance sheet may rapidly deteriorate due to rescue operations that transfer
private assets and liabilities to the public sector. In some cases, the costs of
such bailouts may feed directly into public debt holdings. In other cases, the
main liabilities may remain “off balance sheet” as guarantees or insurance to
private entities. Under either scenario, the impact on the public balance sheet
may affect funding costs for the government and affect choices over public
spending and taxation.

Ireland’s government, for example, ran a solid surplus during the boom
years, driving down its debt-to-GDP ratio from almost 50% in 1999 to 25% in
2007. This public rectitude, however, was paralleled by a private leveraging
spree. When the banking system had to be rescued, Ireland’s public-debt-to-
GDP ratio soared.

Excessive external imbalances

Fiscal policy should also take into account the risks associated with excessive
external imbalances. Monetary unions are subject to a perverse “real interest
rate” mechanism, whereby the common nominal interest rate is translated
into a national real interest rate using the national inflation rate. Ireland, for
example, ran inflation that was consistently above the Eurozone average, so its
real interest rate was consistently lower. In such cases, national fiscal policy
could be used to offset this sort of unintentional monetary stimulation, or
stimulation arising from underlying distortions in the economy such as a
housing bubble. When fiscal policy fails to offset this, it is contributing to the
emergence of external imbalances. Regardless of the source of an external
imbalance, fiscal policy may have a role to play in the external adjustment
process.

A broader use of fiscal stabilisation policy

For these reasons, the scope of fiscal stabilisation policy needs to be expanded
to recognise that fiscal sustainability is sensitive to boom–bust cycles in asset
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markets and balance-sheet fragility in the banking sector, other private sec-
tors, and the external account.

The optimal fiscal surplus during good times should be determined by
examining the sectoral composition of output in addition to the overall level.
In addition, a nation’s fiscal stance should take into account financial and
external imbalances that may be accumulating in the economy. Flanking poli-
cies may also be required to deal with such events. Governments have to
selectively deploy fiscal instruments (such as taxes on the size of bank bal-
ance sheets or transactions taxes in the housing sector) to reduce the exposure
to the fiscal risks associated with banking sectors and asset markets.

Independent advice and analysis for non-political experts

This wider scope for fiscal stabilisation policy reinforces the importance of
designing a fiscal policy process that benefits from the substantial input of
fiscal, macroeconomic, and financial experts. It is very difficult for political
systems to make robust judgements on the appropriate cyclical stance of fis-
cal policy without an explicit role for expert input. To this end, an independent
fiscal council can help identify the stabilisation risks facing the economy, esti-
mate the appropriate cyclical position for the annual budget, and estimate the
optimal future path of fiscal balances that will ensure fiscal sustainability.

Rules and flexibility

The role of an independent fiscal council may be complemented by formal fis-
cal rules that specify the medium-term path for the structural fiscal balance.
However, a structural balance fiscal rule should contain an escape clause by
which discretionary fiscal interventions are permitted in the event of a suffi-
ciently large macroeconomic shock.

Such an escape clause provides the flexibility to address major recessions
or (in the other direction) overheating episodes, which may require extra fiscal
measures beyond the automatic stabilisers that are part of the passive cyclical
component of the budget. However, in order to ensure that the escape clause
is only triggered in episodes of genuine severity, the triggering of the escape
clause should be the responsibility of the independent fiscal council rather
than the political system.

In addition, the independent fiscal council could contribute to the trans-
parency of the fiscal process by acting as an independent monitor of the qual-
ity and availability of fiscal data. It could also promote a public debate on fiscal
policy through engagement with parliamentary committees, media, and the
organisation of policy workshops.

It is important to emphasise that the establishment of a fiscal framework
does not constrain the fundamentally political nature of decisions over pub-
lic spending and taxation. In particular, medium-term fiscal sustainability is
consistent with a wide range of public spending levels – it just requires that
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the trend component of public spending is matched by a corresponding level
of trend revenue streams.

Accordingly, if the politically supported ratio of public spending to GDP
shifted from one level to another, this can be accommodated by the specifica-
tion of a transition plan that specifies how revenues will be adjusted to match
the new desired level of government expenditure.

Independent but accountable

While independence of such fiscal policy councils is critical – for the same
reasons that justify the independence of central banks – it is also vital that
the fiscal councils be accountable. Accountability can be made effective by a
two-track process.

• First, the members of the fiscal policy council should testify before the
relevant parliamentary committees on a regular basis and explain clearly
any errors in the projections made by the council.

• Second, the technical quality of the work produced by the fiscal council
should be audited by regular reviews carried out by an international
expert group.

Moreover, if each member country has an independent fiscal council, co-
operation across these independent fiscal councils in developing best-practice
analytical frameworks may be an effective mechanism to improve the quality
of cross-country surveillance and mutual understanding of fiscal positions
across the Eurozone.

Conclusion

The latest crisis has shown that fiscal policy is a vital element of any Euro-
zone members’ policy mix. The crisis has also driven home the complexities
of analysing fiscal sustainability in a world where revenue can be affected
by asset booms and busts and transitional growth of high-income sectors.
The solution to these problems is to set up fiscal councils in Eurozone mem-
ber states. These should be independent and accountable. Cross-Eurozone
cooperation by such national fiscal councils would be an effective mechanism
for surveillance and the development of mutual trust.
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While the Stability and Growth Pact had good intentions, it failed because
nothing happened when governments broke the rules. This essay proposes an
enhanced Pact with increased fiscal transparency, an independent committee
of fiscal experts, and a 1% tax on new debt above the 60% debt-to-GDP ratio.
This would redistribute the costs of running Europe from the countries that
have their house in order to those that don’t.

In a few short weeks this spring, the Greek crisis transformed the environment
for monetary policy in the Eurozone. To stabilise the markets, the ECB was
forced to accept Greek public debt as collateral, ignoring its abysmal credit
rating; it even went so far as to purchase this debt outright. How the world
has changed. Just a year ago, the ECB was the rock of stability while the US
Fed was propping up value of dodgy securitised debt, and bailing out troubled
financial institutions.

This raises the question: What can be done to save the ECB and the euro?

The crisis teaches us three things

• Excessive fiscal deficits and large public debts pose serious risks to mon-
etary and financial stability in the Eurozone and elsewhere.

It is now clear that a large contractionary shock can push heavily indebted
governments to the brink of default even though debts appear manageable
in good times (Reinhart and Rogoff 2009). To ensure that the euro remains a
viable currency in this new environment, debts must be reduced, massively
in some countries.

• While the Stability and Growth Pact had good intentions; it failed because
nothing happened when governments broke the rules.

Yet once this rule was broken, another stability-oriented rule paradoxically
created the potential for instability. A sovereign default by Greece, forced by
the no-bailout rule, would have risked another Lehman-like wave of credit
freeze-ups, instability in the European banking sector, and spillover to global
financial markets. Simply put, the no-bailout rule stands in direct conflict with
financial stability objectives and is therefore not credible.
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• Precisely because the no-bailout rule is ineffectual, we need much
stronger mechanisms to limit public sector debt in Europe.

While the Stability and Growth Pact was originally focused on deficits, recent
events have shown that limiting government indebtedness is the key to achiev-
ing a credible and sustainable level of monetary stability in the Eurozone.

Redesigning the Stability and Growth Pact

To redesign the Stability and Growth Pact, we need to understand why it failed.
The main reason was a lack of scrutiny of EU governments’ budget plans
and outcomes. The Pact blithely assumed that governments were in control
of their revenue and spending at all times, and that they would set aside
short-term political considerations in the interest of long-run fiscal stability.
Violations, it was hoped, would be obvious to all and swiftly punished.

But in practice, budget outcomes depend on the business cycle. Recessions
are inevitably associated with declining tax revenues and increasing expen-
ditures on the unemployed. It can thus never be absolutely clear whether an
observed “excessive deficit” is due to unexpectedly weak economic conditions
or lax budget plans. This is particular true since there is plenty of scope for
fraudulent bookkeeping and dubious financial transactions that can hide the
real size of the deficits. This lack of clarity made it difficult to hold govern-
ments accountable, and created moral hazard problems.

Enforcement is further complicated by the “we all live in glass houses”
syndrome. Governments with deficits just below 3% have little incentive to
enforce the rules, since they may soon find themselves on the wrong side of
the limits. Simple lines in the sand are just not credible – a fact that became
crystal clear when the Schröder and Chirac governments simply ignored the
Pact in 2004.

Institutional reforms

To save the euro, we need a new Stability and Growth Pact that significantly
increases fiscal transparency. And there must be a party willing and able to
take governments to task when they break the Pact. This would involve a
higher level of EU involvement in national budgetary affairs, so many mem-
bers may reject this. Yet objective evaluation of national budgets is the only
way to restore credibility to the Pact.

• First, national budget plans and fiscal accounts must be audited annually
by extra-national, non-political European experts.

This does not imply a loss of sovereignty since no government would be forced
to accept the recommendations given. But such audits would significantly
strengthen incentives for politicians to keep their fiscal house in order.

A thorough and public review of fiscal policy by outsiders would be embar-
rassing for misbehaving governments. And the outcome of the review would
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be used for other purposes. For instance, the ECB could link the haircut it
demands on collateral to such reviews and even decide not to accept debt of
sinner governments. Agricultural support payments and other EU transfers
could be made contingent on passing the reviews as well.

• Second, to implement this proposal, an independent committee of fiscal
experts is necessary.

Such a “Fiscal Stability Board” would monitor fiscal developments in the Euro-
zone, vet governments’ justifications of fiscal deficits, and assess – and pub-
licly comment on – proposed consolidations. It must be small and manage-
able, composed of legal scholars, former senior central bankers, and academic
economists from across the Eurozone. But it would also need to be taken
seriously in the political sphere, so some ex-finance ministers must also be
included.

• Third, to rein in government debt, the new Pact needs teeth. A tax or
surcharge on public debt is one option.

Borrowing costs of Eurozone governments are currently artificially low
because they do not reflect the bailout insurance implicit in Eurozone mem-
bership. We propose a 1% surcharge per year on new debt above the 60% debt-
to-GDP ratio set by the Pact. A government that exceeds that limit by 50%, as
Greece does today, would pay 0.5% of GDP per year. Such a surcharge debt
does not infringe on sovereignty since countries could continue to borrow as
they see fit.

We propose that tax should be imposed on new debt only. As an illus-
tration, Greece’s public is about 110% of GDP with an average maturity of
7.7 years. If debt of 14% of GDP is rolled over each year, it will take four years
and three months before the 60% of GDP limit is reached and the surcharge
applies. In the following year, it would issue 14% of GDP in new bonds and
pay 0.14% of GDP in charges. Once all the debt has been rolled over, the full
surcharge will apply.

• Who would get the revenue? We propose it be paid to the Commission,
which would return the proceeds to Eurozone government in a pro rata
rebate of their annual contribution.

Our proposal would thus simply redistribute the costs of running Europe
from the countries that have their fiscal house in order to those that don’t.
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10. Fiscal policy at a crossroads: The need
for constrained discretion

Antonio Fatás and Ilian Mihov
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The inability of governments to maintain fiscal discipline is not new. But this col-
umn argues that numerical budget rules are a far from optimal solution. They
cannot be enforced and can produce highly procyclical policy during down-
turns. Instead, it proposes constraints on fiscal discretion imposed, monitored,
and enforced by an independent fiscal policy council.

The Eurozone is at a difficult juncture when it comes to fiscal policy.

• Members’ debts are at levels not seen since World War II.

• Default risk is on the rise for some of the Eurozone governments.

• Financial markets have pressured governments to adopt concrete plans
for reducing debts and deficits levels in the short and medium term.

But the need for massive fiscal adjustment comes at the wrong time. The
economic recovery is weak and many voices call for additional fiscal stimulus.
The difficult task facing Eurozone finance ministers is to “strike the right
balance” between the short-term demands of stabilising aggregate demand
and the long-term need for sustainability.

A history of failed balancing acts

Recent decades have shown that governments are not good at striking the
right balance between conflicting goals. When short-term economic needs
and electoral interests converge, long-term sustainability issues are for-
gotten. After all, today’s high debt levels are not only, or even mainly,
due to the global crisis. With few exceptions, OECD governments increased
their indebtedness ratio from 1980 to 2007. This is not limited to the
Eurozone.

In this sense, Europe’s recent problems are just a wakeup call. Govern-
ments have been sleepwalking their way into troublesome debt-to-GDP ratios.
It is time for governments to address long-term sustainability issues that have
been debated, and largely ignored, since the 1980s.

The temporary improvement in public finances during the 1990s, which in
some cases led to overoptimistic scenarios of adjustment, was partly behind
the relaxation of fiscal discipline in the years that followed.
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This inability to keep debt under control has led to the need for frequent
large adjustments (fiscal consolidations) with significant macroeconomic con-
sequences. Today we seem to have gone one step further. Policymakers and
observers debate whether in some cases fiscal consolidation is not feasible at
all and the only remaining resolution mechanism is a sovereign debt crisis.

Fiscal indiscipline and external constraints

The inability of governments to maintain discipline in fiscal policy is not new.
Scholars have been studying it for decades (Fatás and Mihov 2003 and 2006,
Larch and Turrini 2008, and IMF 2009). There is abundant empirical evidence
showing that constrained governments tend to deliver better fiscal policy.
Explicit or implicit constraints on budgetary processes have been shown to
produce better discipline – less volatility in terms of discretionary changes
in fiscal policy. There is some evidence that this discipline creates a virtuous
cycle, boosting GDP growth rate in a way that boosts sustainability. There
is also evidence that the existence of constraints increases the likelihood of
successful fiscal consolidation.

But what type of constraints works best?

We are today witnessing in some countries a call for strict numerical budget
rules aimed at ensuring that future fiscal plans are sustainable. Germany is
the leading example, having imposed a constitutional debt cap. By 2016 the
government has to reduce the structural deficit to less than 0.35% of GDP.
Impressive, certainly, but are strict numerical constraints the solution?

There is no doubt that such constraints provide an anchor, or backbone,
that helps governments ensure sustainability. Recent experience in the Euro-
zone and several US states, however, shows that numerical rules are far from
optimal. There are two problems.

• Either the rules are abandoned due to political demands (i.e. they cannot
be enforced),

• Or they produce highly procyclical policy during downturns and further
exacerbate the collapse of demand during recessions (as in the case of
some US states).

Additionally, many numerical constraints on deficits tend to be completely
ineffective in generating the necessary surpluses during good years. For exam-
ple, most of the EU economies saw their budget balances hovering just slightly
above the −3% limit during the expansionary years from 2004 to 2007.

The need for judgement

Our view is that effectiveness requires an element of independent judgement.
Constraints on fiscal policy need to ensure discipline while allowing for the
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flexibility (and feasibility) of the entire fiscal policy framework and over the
entire business cycle. This is what we call constrained discretion. It differs
from rules because it allows for discretionary decisions, but it provides the
necessary checks and balances to ensure sensible policy in the long run.

The Eurozone’s Stability and Growth Pact illustrates the limitations of
numerical constraints. We have witnessed a tension between the need for
simplicity (as expressed by the numerical limit on deficits) and the need to
enforce a reasonable policy on an annual basis that leads to a sustainable
outcome in the long run.

The problem is that numerical limits on deficits and debt are not suffi-
ciently informative to discipline budgets on an annual basis. Judgment is still
required to assess budget proposals. For example, are the macroeconomic
forecasts accurate? Are the assumptions about tax revenues correct? Do cur-
rent budget policies take into account the looming fiscal crisis due to demo-
graphic shifts? Government must answer these questions if they are to imple-
ment a simple rule.

Combining judgement and discipline: Independent fiscal policy
councils

Academics have proposed several ways of bringing “judgment” to numerical
rules. Most involve the creation of institutions – often called “independent
fiscal policy councils” – to provide the judgment from outside of the realm of
politics. Constraints on fiscal discretion imposed, monitored, and enforced
by an independent body like a fiscal policy council will produce a superior
outcome relative to the current situation.

Examples of these proposals can be found in Wyplosz (2008), von Hagen
and Harden (1995) or Fatás, Siebert, Hughes-Hallet, Strauch and von Hagen
(2003); some countries have already started moving in this direction (e.g. Chile
and Sweden).

In the case of Sweden today, we can see how an independent body can allow
for flexibility in times when there is a clear trade-off between sustainability
and stabilisation. And if good fiscal behaviour is ensured in good times, the
nation has more room for flexibility in bad times. It is too early to proclaim the
Swedish example a success, but it is instructive to understand the behaviour
of these institutions during crises. Here is a paragraph from the last report
of the Fiscal Policy Council (2010):

Swedish fiscal policy also faces a trade-off between long-term sustainability and
short-term stabilisation. However, the situation in Sweden differs sharply from
that in most other countries.... Sweden is also one of the few EU countries that is
not subject to an excessive deficit procedure.... Sweden has had substantial room
for manoeuvre in using fiscal policy as a stabilisation policy instrument in the
crisis.
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The time for reform is now

Is now the right time to push for the implementation of these proposals, or
should Europe wait until the crisis is over? We believe that now is the time
for two reasons.

• First, it seems that in good times there is never sufficient political will
to implement the idea.

• Second, a good institutional framework ensuring fiscal policy sustain-
ability would lessen pressures on governments to produce quick, large,
and possibly suboptimal fiscal consolidations to calm the fear of default.

Europe should not waste the current crisis. The time for institutional
reform is now.

References

Fatás, Antonio, and I. Mihov (2003). “The Case for Restricting Fiscal Policy Discretion”,
Quarterly Journal of Economics.

Fatás, Antonio, Jurgen von Hagen, Andrew Hughes Hallett, Rolf R. Strauch and Anne Sib-
ert (2003). Stability and Growth in Europe: Towards a Better Pact. Monitoring European
Integration 13. CEPR.

Fatás, Antonio, and I. Mihov (2006). “Restricting Fiscal Policy Discretion: the case of US
States”, Journal of Public Economics.

IMF (2009). Fiscal Rules Anchoring Expectations for Sustainable Public Finances. Interna-
tional Monetary Fund, Fiscal Affairs Department.

Larch, Martin, and Alessandro Turrini (2008). “Received Wisdom and Beyond: Lessons
from Fiscal Consolidations in the EU”, European Economy, Economic Papers No. 320.

von Hagen, Jürgen, and Ian Harden (1994). National Budget Processes and Fiscal Perfor-
mance: European Economy. Reports and Studies 3: 315–418.

Wyplosz, Charles (2008). “Fiscal Policy Councils: Unlovable or Just Unloved”, Swedish
Economic Policy Review 15.

About the authors

Antonio Fatás is the Portuguese Council Chaired Professor of Economics at
INSEAD, an international business school with campuses in Fontainebleau
(France) and Singapore. He received a Masters and Ph.D. in Economics from
Harvard University (Cambridge, MA, USA). He has also worked as an exter-
nal consultant at the International Monetary Fund, the World Bank, the OECD
and the European Commission. His research covers areas such as the macro-
economic effects of fiscal policy, the connections between business cycles and
growth and the effects of institutions on macroeconomic policy and has been
published in academic journals such as Quarterly Journal of Economics, Jour-
nal of Monetary Economics, Journal of Economic Growth, Journal of Money,
Banking and Credit, and Economic Policy.

72



Completing the Eurozone Rescue: What More Needs to Be Done?

Ilian Mihov is a Professor of Economics and the Novartis Chaired Professor of
Management and Environment at INSEAD. Since January 2010 he serves also
as a Dean of Research. He holds a Ph.D. degree from Princeton University. His
research is primarily in the fields of monetary and fiscal policies, economic
growth and political economy. Ilian is also a research professor at the Ger-
man Institute for Economic Research (DIW Berlin) and a research fellow at the
Centre for Economic Policy Research (London, UK).

73





11. Fiscal consolidation as a policy strategy
to exit the global crisis

Giancarlo Corsetti
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The Eurozone crisis is forcing fiscal retrenchments across Europe. The chal-
lenge is to reassure financial markets about debt sustainability without resort-
ing to budget cuts and tax hikes that kill the recovery. This essay argues that
quick corrections may be important signals of the government’s determination
on fiscal discipline, but they are not sufficient. True sustainability must be based
on policies that have lasting effects; a gradual implementation of spending cuts
is probably the best strategy.

The Greek crisis has so far been treated as a Eurozone problem. However,
fiscal consolidation is now a global issue, and should be understood in the
context of the policy reaction to the global crisis. This essay emphasises two
dimensions of debt consolidation during early phases of the recovery from
deep recessions.

• The output costs of spending cuts today might be substantial if the finan-
cial crisis continues, but

• The benefits from commitment to gradual implementation of deficit cut-
ting measures in the future are important.

Asymmetric multipliers

As the world economy is still undergoing financial stress, the withdrawal of
the fiscal stimulus (via a reversal of previous spending and tax measures) has
an economic cost. There are reasons to believe that this cost is not low.

According to Reinhart and Rogoff (2008), an economy in the throes of a
financial and banking crisis is especially sensitive to government spending.
Unexpected changes in such stimulus have big affects on output, consump-
tion, and investment – much more than the mechanical one-to-one boost. In
my own research, I find the impact multipliers for government spending on
goods and services are usually quite low in normal circumstances but they
become high – as high as two for output and consumption – during financial
and banking crises (Corsetti et al. 2010b). Policymakers should keep these
asymmetries in mind. Macroeconomics works differently in crisis and non-
crisis periods.

These results call for a countercyclical approach to fiscal policy. Buffers
should be built up in good times so as to avoid forced contractions in bad
times when the cost of a contraction is asymmetrically high. For the Eurozone
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today, these results offer a warning about the macro costs of sharp cuts in
government deficit. The crisis, after all, is not over yet.

How should fiscal consolidation proceed?

While fiscal consolidation is a common goal, the appropriate strategy to pur-
sue it may not be the same across countries. In some cases, a sharp correction
is obviously called for in response increasing risk premia paid on government
debt. Failure to consolidate would not only raise the cost of borrowing for the
government; it would also undermine macro stability with widespread eco-
nomic costs. In this case, immediate cuts in spending and tax hikes may be
useful in signalling the government commitment to consolidation.

Yet the extent and credibility of corrections will be mainly judged by their
sustainability, and their budget effects, in the medium to the long run.

Given the size of the public debt, it is unlikely, if not unwise, to place the
whole burden of the correction on higher taxes. On the contrary, experience
shows that most successful debt consolidations depend on a government abil-
ity to cut, or at least contain, spending.

A gradual implementation of spending cuts has several desirable effects
(see Corsetti et al. 2010a). While this research is still ongoing, it suggests that
steady but gradual consolidation may be the strategy that has the lowest cost
in terms lost output. Cutting too much today could be throw us back into
a recession, but cutting too slowly may heighten panic in the markets for
government debt.

Conclusions

As financial markets are still fragile in Europe and elsewhere, policymakers
face a challenging task. Failure to reassure financial markets about debt sus-
tainability would bring back the unstable market conditions seen this spring.
This requires immediate action. However, the immediate action can be more
than immediate budget cuts and tax hikes. The key to maintaining market
confidence is a plan that puts government debt on a sustainable path. And
debt sustainability does not depend mainly on quick corrections with limited
effects in the near future – however, important such moves may be as signals
of the government’s determination on fiscal discipline. Sustainability requires
policies with lasting effects on the budget, reducing the medium- to long-run
budget risk.
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Many analysts blame Germany’s fiscal prudence for worsening the crisis. This
essay argues that the monomaniacal focus on aggregate demand is based on
slightly outdated and oversimplified Keynesianism. The real constraint on Euro-
pean growth is not Germany’s fiscal policy. It is the supply side rigidities that
plague all European nations – especially those at the heart of this crisis. The
demand side matters, but is it foolish to think that German budget deficit of 5%
instead of 3% of GDP would solve Europe’s problems.

A widely held view in Europe goes more or less as follows. After the shock
of reunification, Germany has sought to enhance competitiveness through a
variety of means. The policy was remarkably successful, turning the “sick man
of Europe” into a highly competitive economy. One implication, however, was
an imbalance with the rest of Europe. Germany’s current account surplus find
its counterparts in, amongst other places, current account deficits in southern
Europe, especially Spain, Portugal, and Greece.

This was not particularly worrisome – or at least not many complained –
until the financial crisis. The recession and stimulus packages pushed up
budget deficits and public debt throughout Europe but particularly in the
Eurozone’s most vulnerable part – southern Europe. As a result, virtually
everybody now agrees that southern European countries (and Ireland) have
no alternative but to take a healthy dose of fiscal austerity, whatever the cost.

This situation, however, implies that these countries are now hit by two
negative demand shocks.

• The German deflationary stance, and

• Their own fiscal austerity.

As a consequence, according to the standard story, this puts a double onus
on Germany. It should reduce its competitiveness advantage, and stimulate
consumption as it is now the only positive source of demand in Europe.

In the very short run, both of these goals can and should be accomplished,
according to the standard story, with expansionary fiscal policy being the only
tool available to German policymakers – perhaps with some inflation.

The standard story is wrong

This view is widely held by a host of economists and commentators in Europe.
It is also the semi-official view of the US government as spelled out in the
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private letter sent by Treasury Secretary Geithner to his G20 colleagues at
their last meeting.

We believe that both the diagnosis and the proposed cure are wrong. Of
course, the world’s current account is always balanced, so Germany’s sur-
pluses must appear somewhere else as deficits. But is it Germany’s fault if it
became more competitive? And is it reasonable to ask the Germans to carry
the burden of a country like Spain that has based its economic development
in the past 15 years on construction – the un-competitive sector par excel-
lence? Or of a country like Greece with its retirement at age 53, fake budgets,
etc.? Moreover, Germany’s fiscal policy in recent years has not been a partic-
ularly restrictive. Its improvements in competitiveness have come from other
sources – limited and timid labour market reforms, but still some reform.

The cure is also wrong, and impractical

At the normative level, if government debt is what markets fear right now, it
is not clear at all that markets would welcome an increase in the supply of
debt by the country they perceive as the last bastion of fiscal and monetary
control. The biggest and most immediate fear today is market worries linked
to excessive European debt. How an increase in German debt would ease such
fear is not clear to us.

The immediate effect of an increase in supply of debt would be only indi-
rectly and partially compensated by indirect effects on the growth of other
countries, if at all. After all, a realistically sized German fiscal expansion could
not rescue Europe from its slump and stimulate significantly growth. Assert-
ing that it could requires one to believe in implausibly large government
spending multipliers.

Both theory and some empirical evidence support the notion that the mul-
tiplier is small if not negative, although we admit that there is much uncer-
tainty on this point. But the large Keynesian fiscal multipliers so popular in the
1960s are hard to defend today on either theoretical or empirical grounds. If
this is true for domestic multipliers, cross-border multipliers are even smaller.

The cure is politically unrealistic

From a positive standpoint, the idea that Germany should carry Europe on its
shoulders and internalise all the positive externalities it can provide (assum-
ing they indeed exist) defies political reality. Asking a government do embrace
the interests of a small, far-away country is a political dead end – especially
at a time of financial crisis.

Arguments for undertaking this sort of altruism are often shrouded in the
veil of “by doing this, Germany would enhance its long-run interest”. Maybe,
but it is far from clear that Germany’s long-run interest involve a rescue of
Greece or Spain. And even if this were the case, it would require a degree of far-
sightedness that no elected government, German or otherwise, generally has.
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Myopia is especially a problem in an emergency situation like the one Europe
currently finds itself. In any case, accusations of shortsightedness made by
southern European leaders against Germany are a bit too much!

The constraint on European growth is not Germany’s fiscal policy. It is the
supply side rigidities that riddle all European national economies – especially
those of southern European countries. To obsess about the demand side is
simply misplaced – a slightly outdated, and oversimplified Keynesianism. Per-
haps supply side reforms are unfeasible, but that should not lead us to fool
each other that a German budget deficit of 5% instead of 3% of GDP will take
Europe out of its predicament.
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13. The long shadow of the fall of the wall

Daniel Gros
CEPS, Brussels

Many analysts of the Eurozone crisis take members’ asymmetric competitive-
ness for granted and underplay the role of the global crisis. This essay argues
that some of the trends which now are widely assumed to be the result of the
euro are actually natural consequences of two unique events: German unifica-
tion and the mid-decade global credit boom.

Economists call a happy monetary union an “optimum currency area”. The
Eurozone is clearly no longer a happy family, but as Tolstoy observed some
time ago, unhappy families are unhappy in their own ways.

The Eurozone is not really suffering the kind of “asymmetric” shock that
economists used to take as the biggest problem for a monetary union. The
crisis of 2010 seems rather to be the result of a large global shock which
affects different Eurozone member countries differently because some are
not prepared for rough times.

This essay shows that some of the trends which now are widely assumed to
be the result of EMU are in reality the natural consequence of the confluence
of two unique events: German unification and the global credit boom of 2003–
2007.

Keeping this perspective in mind is critical to avoiding the mistake of old
generals. The new policy framework for the euro should not be designed to
“win the last war”; it should not be designed assuming that the first decade
represents the norm.

From German unification to boom in the European periphery

The sequence of events that led to the present crisis looks, in retrospect, quite
simple if one goes back twenty years ago. Unification produced a domestic
demand boom in Germany, but a recession in most of the rest of Europe.

When the unification boom ended in Germany in 1995, the tables turned
and Germany became for a decade the weakest economy of Europe – “the sick
man of Europe” (Figure 13.1) – while the others enjoyed export-led growth
(1995–2000, Figure 13.2) and later a domestic demand boom fuelled by low
interest rates and easy availability of credit (from about 2000 onwards). All
the while, Germany’s slow income and wage growth allowed it to regain com-
petitiveness.

This background is important because today it is taken for granted that
Germany has low relative unit labour costs and a huge current account sur-
plus. However, this was not the case for much of the decade preceding mon-
etary union.
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Figure 13.1. GIPS and German growth, 1990–2009
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Figure 13.2. Long-term current account swings
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The great asymmetry in the European business cycle started in late 1989
with the fall of the wall. Within one year Germany was unified and a U-turn
in economic policy arrived. While (West) Germany had achieved a balanced
budget in 1988, the year preceding unification, the unified Germany was now
burdened by the huge expenditure necessary to rebuild the dilapidated infra-
structure and housing in the former GDR, leading in a couple of years to a
fiscal deficit reaching 4% of GDP (not counting very large off budget expendi-
tures). Moreover, East German wages were quickly brought close to the West
German level, leading to a huge increase in new Länders’ purchasing power,
and an attendant consumption boom.
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This extraordinary demand impulse led to inflationary pressures (despite
a sizeable current account deficit). The Bundesbank reacted in a predictable
manner – it increased interest rates. Other central banks in Europe could not
follow suit because their countries had no unification boom and, in the case
of Italy, had to keep interest rates low to keep a lid on the interest payments
their treasuries had to make on their huge public debt.

The indirect consequence of the fall of wall was thus not only a boom in
Germany, but also serious problems in the European Monetary System. Britain
and Sweden quit, and the fluctuations bands were widened enormously. It
also led to an overvaluation of the deutschmark which contributed to the
weakness of the German economy between 1995 and 2005. Indeed when the
euro arrived, most observers predicted that Germany would have a rough time
ahead because it entered with excessively high relative labour costs.

Mirror image growth patterns

German growth was the mirror of that of most other Continental nations
was for almost twenty years (Figure 13.1). Between 1990 and 1995 Germany
had exceptionally strong domestic demand, but a weak export performance.
Just the opposite of what most of the rest of Europe was experiencing. They
suffered from high interest rates but got competitive exchange rates.

After 1995 the tables turned and the traditional pattern returned whereby
domestic demand became weak (and remained persistently so for over a
decade) in Germany, but domestic demand (both in terms of consumption
and construction) took off in the rest of Europe, especially in those countries
which enjoyed a sharp fall in interest rates as they prepared for the euro.
These countries – often lumped together under the acronym PIGS, or more
respectfully, GIPS (Greece, Ireland, Portugal, and Spain) – were regarded as
the star performers of the Eurozone until 2007.

The impact of the low euro interest rates – sometimes negative real interest
rates in the GIPS – was magnified by the new-century worldwide credit boom.
Asset prices soared (especially of housing Figure 13.3) thus increasing greatly
the availability of credit even to weaker borrowers (subprime housing in the US
and Spain, and subprime governments in Europe). Without this global credit
boom, the imbalances that developed after the euro’s launch would likely have
remained much smaller.

This asymmetric business cycle over the last twenty years can be seen for
example in the current account of Germany relative to that of the Southern EU
members. Figure 13.2 shows that for much of the 1990s Germany was running
a deficit and the GIPS a (small) surplus. This changed only around the time the
euro’s creation. However, until about 2003/4 the resulting divergence was not
much different from values seen just before unification. The German surplus
and the Southern deficits reached unprecedented values only when the credit
boom really started.

The importance of the credit boom in pushing house prices and thus
domestic demand in a differentiated way can be seen by looking at the evo-
lution of house prices. The chart below shows the ratio between house prices
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Figure 13.3. Asset bubbles in the GIPS
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and rents, which in principle (like the price/earnings ratio for stock prices)
should be stationary and thus presents a good indicator of potential bub-
bles. This ratio went down in Germany, but started to increase in Southern
Europe already before EMU started, i.e. once the ERM crisis of 1995 had been
overcome.

Concluding remarks

This short summary of the broad economic trends which conditioned the
euro’s debut suggest a simple question: “Given the starting position, was the
euro destined to fail?” The answer seems to be “no”.

The key disruptive element was the global financial crisis which ended the
preceding global credit boom – none of which was the euro’s fault. If this
boom had ended with a whimper rather than a bang, the construction booms
in Ireland and Spain might have unwound themselves slowly. Accompanied
by a strengthening of domestic demand in Germany which leads gradually
to higher wages in Germany as the German labour market nears full employ-
ment (recall that when full employment was reached in 1995 wages increased
considerably), the world is likely to have looked very different.

The required adjustment in Ireland and Spain might thus have been much
more gradual, without an accompanying systemic crisis.

The Greek case, however, is entirely different. Greek governments ran prof-
ligate fiscal policies for years, hiding the debt where possible. This was a story
that was doomed to end badly with or without the global crisis. Overspending
and data manipulation almost never ends well.
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