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Ten years ago, the eurozone experienced an existential 
crisis. During 2012, it became a popular sport to fore-
cast the date when the system would crash and the euro 
would disappear. In those days when the sovereign debt 
crisis hit the eurozone, we learned that the system is frag-
ile and that relatively small shocks could lead to its disin-
tegration.

In this article, I take up the fragility problem of the euro-
zone. I discuss fi rst the origin of this fragility. Then I look 
at the history of this fragility and analyse what has been 
done to the governance of the eurozone over the years 
to reduce its fragility and make it more sustainable. I 
conclude with the question: Have we done enough to 
strengthen the eurozone so that we can now be sure it is 
prepared to face future crises, in particular the infl ation 
crisis that we are confronting today?

Defi ning fragility

The eurozone is a fragile construction. Governments of 
the member countries of a monetary union issue bonds 
that they promise to convert at maturity in a currency, the 
euro, over which they have no control. It is as if each of 
these governments issues debt in a foreign currency. Like 
the Argentinian government when it issues bonds in dol-
lars, it is a currency that this government does not control 
(Eichengreen et al., 2005).

As a result, the governments of a monetary union cannot 
give a 100% guarantee to the bondholders that they will 
have the necessary liquidity to pay them out at maturity. 
The risk that governments can run out of cash in a mon-
etary union creates the potential for self-fulfi lling liquid-
ity crises: investors who are afraid that the government 
may run out of cash, panic and massively sell that gov-
ernment’s bonds, thereby precipitating the liquidity crisis 
that they were afraid of. Such a crisis may force the gov-

ernment to default on its debt (De Grauwe, 2011; Beirne 
and Fratscher, 2012; De Grauwe and Ji, 2013; Aizenman 
et al., 2013; Montfort and Renne, 2013).

This problem does not exist in stand-alone countries 
where governments issue debt in their own currency. In-
vestors know that these governments are backed by a 
central bank that is ready (or can be forced) to provide all 
the cash that is necessary to that government in times of 
crises. Thus, investors cannot force default on a stand-
alone country’s government. They can force default of 
national governments in a monetary union; an extraordi-
nary implication of a monetary union that was overlooked 
when the eurozone was created. This also implies that the 
balance of power shifted in favour of fi nancial markets 
against the sovereigns when countries joined the mon-
etary union. A paradoxical situation because we thought 
that being in a union would make the member countries 
stronger. Exactly the opposite occurred: By entering the 
monetary union, the governments of the member coun-
tries were weakened while the power of fi nancial markets 
over these governments increased.

The history of the eurozone’s fragility

The best measures of the fragility of the eurozone are the 
“spreads” in the government bond markets. These are 
the diff erences in the 10-year government bond yields 
of member countries with the 10-year government bond 
yield of Germany. The underlying assumption is that the 
German government bond yield is risk-free. Therefore, 
any positive diff erence between the yield of the bond of 
a particular government and that risk-free rate expresses 
the risk investors attach to holding the bond of that gov-
ernment. Let us look at the spreads from 2000 and 2022 
(Figure 1).

The period 2000-2022 is divided into three sub-periods: 
the pre-crisis, the crisis and the post-crisis periods. 
These three sub-periods can instruct us about how the 
fragility of the eurozone evolved over time.

Pre-crisis period

During this period, the spreads were virtually zero. This 
implies that government bonds in the eurozone countries 
were seen as (almost) perfect substitutes. Thus, inves-
tors considered the risk involved in holding, say, a Greek 
government bond to be the same as the risk in holding a 
German bond. One can say that this was the honeymoon 
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Figure 1
Ten-year government bond spreads, selected 

eurozone countries, 2000-2021

in %

Source: Eurostat.

period of the eurozone. Everything looked beautiful, no 
clouds in the sky. A remarkable situation during which in-
vestors and policymakers lived in a fantasy world.

Crisis period

The fi nancial crisis of 2008 completely changed the risk 
perceptions in the government bond markets. The gov-
ernments of those countries hit most by the fi nancial 
crisis saw their budgetary and debt situation deteriorate 
quickly. As the national government bond markets lacked 
a backstop, i.e. a central bank willing to provide liquid-
ity in the government bond markets in times of crisis, the 
self-fulfi lling liquidity crises described earlier were set in 
motion. These self-fulfi lling crises had further dramatic 
eff ects. They led some countries to be pushed into “bad 
equilibria” and others into “good equilibria” (see De Grau-
we and Ji, 2013).

Good and bad equilibria

The governments of the high-risk bond markets were 
pushed into a bad equilibrium: the need to fi nd liquidity 
forced these governments to raise taxes and to reduce 
spending. These forced austerity programmes in turn 
made the recession worse and intensifi ed the debt prob-
lem of these governments. The governments of the low-
risk countries had plenty of liquidity and were spared the 

need to install severe austerity. All this led to an existential 
crisis of the eurozone.

It also led to an unsustainable political situation where 
the creditor countries that had received massive infl ows 
of capital dictated the austerity programmes to the high-
risk countries, which suff ered twice. Once because the 
harsh austerity programmes led to unnecessary suff ering 
for millions of people. And a second time because these 
programmes felt like a foreign intrusion and a humiliation. 
It became clear that a repetition of this economic and po-
litical crisis in the eurozone would lead to its demise.

Post-crisis period

It took the ECB until September 2012 to accept its re-
sponsibility: The ECB then announced that it was ready 
to provide unlimited liquidity support in the government 
bond markets. This so-called Outright Monetary Trans-
actions (OMT) programme started a process of normali-
sation during which yields gradually converged again. 
This convergence was sometimes bumpy, as during the 
second Greek crisis in 2015. It ultimately led to an almost 
complete convergence of the yields at the end of 2019.

By promising unlimited purchases of government bonds 
during a liquidity crisis, the ECB took the fear factor out of 
the market. Suddenly, Greek, Spanish and Italian bonds, 
whose prices had collapsed as a result of fear of liquid-
ity shortages, appeared to be cheap for private investors. 
They massively returned to these bond markets, bought 
the bonds and raised their prices. The spreads collapsed 
quickly (see Figure 1).

This recovery showed the importance of having a lender 
of last resort in the government bond markets, i.e. a cen-
tral bank willing to provide unlimited amounts of liquidity 
in the government bond markets. In doing so, the ECB ac-
tually mimicked what central banks in stand-alone coun-
tries do. It also saved the eurozone.

Then came the coronavirus pandemic in 2020. There was 
a risk that the huge shock that hit the eurozone countries 
would trigger a new sovereign debt crisis, especially since 
the high-risk countries in the periphery also appeared to 
have suff ered signifi cantly larger negative eff ects on their 
GDP than low-risk countries (see Figure 2).

The sovereign debt crisis did not happen. In fact, apart 
from an early hiccup in the yields of Italy and Greece, the 
yields continued to converge further (see Figure 3) so 
that at the end of September 2021 the spreads were even 
smaller than before the onset of the pandemic (see Can-
delona et al., 2021).
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Figure 2
GDP growth during 2020

in %

Source: Eurostat.

Figure 3
Ten-year government bond spreads, selected 

eurozone countries, 2019-2022

in %

Source: Eurostat.
Why did the pandemic not lead to a crisis?

Despite the large diff erences in the economic impacts of 
the pandemic, this shock did not lead to a new sovereign 
debt crisis. How did this remarkable result come about? 
My answer is that the new governance of the eurozone 
that emerged after the sovereign debt crisis of 2010-12 al-
lowed European policymakers to use new instruments of 
stabilisation. As a result, the fragility of the eurozone was 
signifi cantly reduced, thereby making it possible to avoid 
self-fulfi lling crises in the government bond markets. The 
new instruments that achieved this result were both mon-
etary and fi scal.

Monetary instrument

The ECB’s decision to launch the OMT programme in 
2012 created the single most important monetary instru-
ment in the stabilisation of government bond markets 
in the eurozone at that time. This led to the expectation 
during the pandemic that the ECB would be ready to in-
tervene in times of crises, which pacifi ed markets. The 
expectation was reinforced by the ECB’s announcement 
of its Pandemic Emergency Purchase Programme (PEPP) 
in 2020. This was a programme of large-scale govern-
ment bond purchases by the ECB. The innovation of this 
programme was the absence of conditionality. While the 
OMT programme was linked to an austerity programme 
by governments receiving aid, the PEPP was stripped of 
any such austerity requirements. This was a remarkable 
intellectual reversal of the ECB policy towards support of 
the government bond markets. It was also the correct re-
versal because the ECB should only intervene in the gov-

ernment bond markets to solve a liquidity crisis triggered 
by the fear and panic of investors. There is no reason that 
governments receiving such support should be subjected 
to the condition that they impose austerity. It was refresh-
ing to see that the ECB learned from past mistakes.

As a result of this new monetary governance, the spreads 
quickly declined again so that at the end of 2020, they 
were lower than they were at the end of 2019.

Fiscal instrument

A second major policy innovation was a fi scal one. After 
much controversy, the European leaders decided in July 
2020 to set up a recovery plan amounting to €807 billion. 
The NextGeneration EU (NGEU) plan was funded by the 
issue of common bonds. Half of the proceeds of this bond 
issue were to be used as transfers (not loans) to those 
countries most hit by the pandemic. This was an impor-
tant step towards a budgetary union in which a central 
authority obtains the power to issue debt that is guaran-
teed jointly by all member countries. It was the fi rst issue 
of Eurobonds.

This common spending programme fi nanced by the issue 
of Eurobonds helped instil confi dence in the future of the 
eurozone. It signalled that the path of the monetary union 
would be one involving further steps towards a budget-
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Figure 4
Change in the yield of the 10-year government bond 

rates per 1% change of the German bond rate, 

January to June 2022

in %

Source: Eurostat.

ary union. This was the second reason why the COVID-19 
shock did not lead to a sovereign debt crisis.

Today’s challenge: Will the surge in infl ation lead to a 

new surge in fragility?

The surge in infl ation creates two dilemmas for the ECB. 
The fi rst dilemma is the traditional one that every central 
bank, including the ECB, faces after a supply shock. This 
dilemma can be described as follows: During the past 
year, major supply shocks occurred – energy and com-
modity prices increased dramatically, the cost of produc-
tion increased and infl ation surged in most countries as 
a result. It also led to losses of purchasing power so that 
production was negatively aff ected. This is often called 
stagfl ation. Stagfl ation is at the core of the dilemma faced 
by the central bank. If the latter wants to fi ght infl ation, it 
will have to raise the interest rate. But this will have a neg-
ative eff ect on production. It may even lead to a recession. 
If, on the other hand, the central bank wants to avoid a re-
cession, it cannot increase the interest rate too much but 
then infl ation may not easily go down and may become 
a permanent feature. This leads to a very uncomfortable 
dilemma for the central bank. Whatever it chooses, the 
outcome will be painful: Fighting infl ation may produce 
a recession, but fi ghting a recession may make infl ation 
permanent. Most central bankers have elevated reducing 
infl ation as their primary objective so that it looks likely 
that they are willing to risk a recession to fi ght infl ation.

The second dilemma is the one that the ECB faces as a 
central banker of a monetary union (in addition to the one 
previously mentioned). This second dilemma can be de-
scribed as follows: When the ECB raises the interest rate, 
it has very diff erent eff ects on the long-term bond rates 
of the diff erent member countries. Every one percentage 
point increase of the long-term rate of Germany leads 
to an amplifi ed eff ect on the long-term rate in high-risk 
countries. As can be seen from Figure 3, the spreads of 
Italy and Greece that were close to 1% at the start of 2022 
have now moved in the 2.5%-3% range. This is confi rmed 
in Figure 4. Further increases in the interest rate triggered 
by the ECB’s desire to fi ght infl ation could lead to an ex-
plosion of the spreads and risk creating a new sovereign 
debt crisis.

Thus, the second dilemma the ECB faces is the choice 
between fi ghting infl ation at the risk of creating fi nancial 
instability in the eurozone, or fi ghting fi nancial instability 
at the risk of losing the battle against infl ation – an equally 
uncomfortable dilemma as the fi rst one.

There are two ways out of this dilemma. Both, however, 
create new discomforts. The fi rst way out consists of a 

commitment by the ECB to provide an unlimited amount 
of liquidity to countries experiencing liquidity crises. In 
fact, in July 2022 the ECB announced a new programme, 
the Transmission Protection Instrument (TPI), which does 
exactly that: It provides liquidity to governments experi-
encing liquidity crises.1 However, this will create addi-
tional liquidity in the system, which will interfere with the 
central bank’s desire to fi ght infl ation. The ECB will there-
fore have to withdraw liquidity from the system by selling 
government bonds from low-risk countries (Germany, the 
Netherlands, Finland). As a result, the ECB will increas-
ingly accumulate high-risk government bonds at the ex-
pense of low-risk government bonds. This may create 
political problems when countries like Germany and the 
Netherlands resist.

There is a second potential way out of this dilemma. It 
consists of allowing infl ation to increase above the self-
imposed target of 2%. Several academic economists 
have argued that 2% is too low a target and that a target 
range of 3% to 4% would be more appropriate (see Blan-
chard, 2010; Ball, 2014; De Grauwe and Ji, 2019), mainly 
because it would make it less likely that central banks get 
trapped in the zero-lower-bound syndrome that has made 
monetary policies so ineff ective for so long.

Raising the infl ation target would not eliminate the dilem-
ma but it would make it less constraining, thereby reduc-

1 For more information on TPI see https://www.ecb.europa.eu/press/
pr/date/2022/html/ecb.pr220721~973e6e7273.en.html.

Fr
an

ce

Neth
er

lan
ds

Por
tu

ga
l

Gre
ec

e

Belg
ium

Ire
lan

d
Spain Ita

ly

Aus
tri

a

Fin
lan

d

1.11 1.12 1.13
1.19 1.20 1.22

1.37 1.41

1.60 1.64



ZBW – Leibniz Information Centre for Economics
277

Forum

ing the probability of future crises. This way out from the 
dilemma, however, would trigger uncomfortable political 
problems similar to the previous one.

Prospects for the future

Since the sovereign debt crisis of 2010-12, a new govern-
ance of the eurozone has emerged. This has made it pos-
sible for the eurozone to withstand the major economic 
disruptions brought about by the pandemic. But a new 
risk has emerged: infl ation.

Will the need to fi ght infl ation with higher interest rates 
again reveal the fragility of the eurozone? This leads to the 
question of whether the eurozone has now matured and 
permanently eliminated its fragile nature.

There is a fundamental contrast between the eurozone 
and stand-alone countries, i.e. countries with their own 
central bank. In a stand-alone country, the central bank 
faces one sovereign, which always prevails in times of cri-
sis. There can be no doubt that in a stand-alone country 
the central bank will have to provide liquidity when the 
government faces a liquidity crisis.

In the eurozone, things are very diff erent. The ECB faces 
19 sovereigns (20 as of 1 January 2023 with the entry 
of Croatia), none of which has authority over the ECB. 
None of these governments can force the ECB to pro-
vide liquidity in times of crisis. The decision to provide 
liquidity support is at the discretion of the central bank. 
This creates uncertainty about future liquidity support in 
a monetary union, an uncertainty that is absent in stand-
alone countries.

One can have reasonable doubts about the question of 
whether the ECB will always be ready in the future to pro-
vide liquidity support to the sovereigns. Who will be at the 
helm of the bank in the future? Will the Governing Council 
that consists mainly of national central bankers always be 
receptive to the demand of one member country’s gov-
ernment for support?

One cannot be sure about this; it stands in stark contrast 
with the certainty we have that if, for example, the British 
government were to experience a liquidity shortage, the 
Bank of England will always step in.

There is thus a fundamental credibility issue about the 
willingness of the ECB to be a lender of last resort in the 
government bond markets. This will continue to make the 
eurozone a fragile construction. As a result, the possibility 
of a future euro crisis cannot be excluded.
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