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Eight Months Later – Has the Eurozone Been 
Stabilised or Will EMU Fall Apart?
Eight months ago, as the risk of sovereign default in Greece fi rst emerged, the Intereconomics 
Forum invited a number of contributors to examine the options available to EU policymakers. 
As the threats to European Monetary Union resurface now, six of the same authors return in 
this issue’s Forum to reassess the situation, in particular with regard to the EU’s recent policy 
responses to the ongoing crisis. Whereas both optimists and pessimists could support their 
views with strong arguments eight months ago, the EU’s current predicament has shifted 
the prevailing sentiment strongly toward the pessimistic view. From the Irish bailout to the 
precarious status of Portugal, not to mention the potentially disastrous situation looming in 
Spain, our contributors are uncertain whether EU policymakers are up to the challenge of 
defending the euro. As evidence of this, several point to the EU Council’s October decision 
to establish a permanent crisis resolution mechanism to ensure an orderly state insolvency 
procedure, which did little to calm markets.  Nonetheless, most of these economists still see 
ways for the EU to escape the crisis without being forced to abandon the common currency.

DOI: 10.1007/s10272-010-0355-2

Wim Kösters

Credible Rules, Not Discretion, Will Make the Euro Sustainable

After the international fi nancial crisis and the succeed-
ing recession, the present problems of the euro area 
can be considered the third stage of the recent world-
wide slump. Since autumn 2009 the yields and the pric-
es of credit default swaps for Greek government bonds 
and later on also for Irish, Portugese and Spanish ones 
have increased markedly, showing that international in-
vestors have become more hesitant to fi nance the pub-
lic defi cits and debts of those countries. Growing con-
cerns over a possible state bankruptcy in Greece and a 
domino effect leading to the default of other southern 
EMU member states caused a devaluation of the euro 
vis-à-vis the US dollar as well as other currencies in 
spring 2010.

In response to these developments, the EU council de-
cided in April and May 2010 to set up two rescue pack-
ages: €110 bn for Greece and €750 bn for the euro area 
countries (European Financial Stability Facility, EFSF) 
limited to three years and subject to strict conditions. 
The IMF was involved in these decisions and will con-
tribute €30 bn and €250 bn respectively to the pack-
ages. It will be part of the monitoring and controlling 
process accompanying the issuance of loans and will 
support this process with its know-how. In addition, the 

European Council announced that the European Cen-
tral Bank (ECB) will take part in the programme. The 
ECB then declared that it will take extraordinary meas-
ures, i.e. make direct purchases of bonds from over-
indebted EMU member states to stabilise fi nancial mar-
kets. In explaining its rescue packages to the public, 
the EU Council said that the measures were necessary 
to counter the massive attacks of international specu-
lation trying to damage or even destroy the euro and 
the EMU. It expected that the sheer size of the pack-
age would deter further speculation and that the pro-
gramme would therefore not be drawn on. In general, 
the wording of the EU Council was military in fashion, 
speaking of a general mobilisation to fi ght speculative 
attacks etc.

As it turns out, this “war cry” was intended to take peo-
ple’s minds off the true causes of the crisis. For some 
time this was quite successful because the public de-
bate was concerned with how to regulate the fi nancial 
sector to prevent speculation and how to limit the earn-
ings of bankers and other fi nancial market actors. But 
after a while the red herring was recognised by many as 
such and the true reasons for the crisis and necessary 
reforms were discussed more seriously.
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Reasons for the Euro Crisis

What caused the euro crisis was the neglect of the rules 
of the EMU over many years, mostly by the same ac-
tors who had previously agreed upon them in the trea-
ties but now blamed speculative attacks.1 As it turned 
out, the rules of the Maastricht Treaty were not really 
wanted and accepted by all who signed it. Already at the 
start of the EMU, adherence to the convergency crite-
ria was examined laxly. The main reason for this was to 
get the EMU started with Germany as soon as possible 
and thus end the German monetary hegemony. The ac-
ceptance of Greece into the EMU in 2001 on the basis of 
false budget fi gures, and the fact that it failed to com-
ply with the budget criteria in every single year after its 
admission without being sanctioned, confi rmed that the 
examination of adherence was too lax. For many years 
France demanded that the rules be changed toward less 
price stability orientation and less independence of the 
ECB but more political discretion. This was advocated 
most vociferously in the last presidential election cam-
paign by all candidates and thereafter by a forceful move 
by the newly elected president, Nicolas Sarkozy, which 
received positive reactions from southern EMU member 
states. Correspondingly, President Sarkozy was quite 
satisfi ed with the agreement reached by the European 
Council in May 2010. The following day he triumphantly 
stated that 95 per cent of the decisions were based on 
French ideas. He claimed that a veritable economic gov-
ernment for the EMU would now be established, com-
pelling all EMU institutions (including the ECB) to fi ght 
against speculation without mercy.2

It seems that France has got what it has been demand-
ing for many years: less binding rules, less ECB inde-
pendence and more room for discretionary political 
action. In my experience, French politicians consider 
rules to be technocratic in a pejorative sense, whereas 
only discretionary action is considered to be true policy. 
Exactly this is what their repeated call for an economic 
government comes down to. France was supported in 
this previously, e.g. by the then president of the Euro-
pean Commission, Romano Prodi, who described the 
Stability and Growth Pact (SGP) in 2002 as being sim-
ply stupid, and by the German government when it was 
threatened with sanctions in 2003 and joined France in 
the ultimately successful endeavour to dilute the rules of 
the SGP in 2005. After all that, was there still anybody 
who expected a strict monitoring of the rules agreed 

1 W. K ö s t e r s : Challenges Facing European Monetary Union – Rules 
and Assignment or Discretion and Coordination?, in: Intereconomics, 
Vol. 45, No. 2, 2010, pp. 86-89.

2 Frankfurter Allgemeine Zeitung, 4 June 2010, p. 177.

upon in the treaties? They just were not really accepted 
and therefore not taken seriously – neither by the mem-
ber states nor by the European Council nor by the Eu-
ropean Commission, the custodian of the treaties. Not 
surprisingly, for many years the fi nancial markets did 
not believe in the no-bailout clause either and were 
ready to give loans to southern European EMU member 
states at roughly the same interest rates as to Germany, 
France and others. Only recently did they change that 
in the wake of drastically differing debt dynamics. Be-
sides public budgets in Portugal, Italy, Greece and Spain 
going off course, other failures of economic policies in 
those countries contributed to the crisis. Because inter-
est rates fell to low levels after joining the EMU, not only 
loan-fi nanced government expenditures were raised but 
also wages and the indebtedness of private actors. This 
overly increased internal demand and damaged interna-
tional competiveness. Since prices and wages in these 
countries thus increased much more rapidly than in the 
rest of the EMU, this resulted in a revaluation of the real 
exchange rates and higher current account defi cits. In 
addition, the purchase of real estate, especially in Spain 
and Ireland, was not only made attractive by low interest 
rates on bank loans – the rates at times were lower than 
the comparable German ones – but also by government 
support. Furthermore, the standards for the prudential 
control of banks and other fi nancial institutions as well 
as taxes were consciously kept low to attract more busi-
ness to that area. This applies especially to Ireland. All 
this is further evidence of the fact that membership in 
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the EMU was not taken seriously, because it shows that 
the “original sin” of a monetary union was systematically 
neglected by the countries now in crisis. It is well-known 
that a member state of a monetary union no longer has 
the ability to overcome public overindebtedness by 
printing money. Having said that, every member coun-
try sticking to the rules of the EMU should have realised 
and explained to its citizens that there will be no bailout 
and that the responsibility for public budgets will rest 
with that country. To my knowledge this was not publicly 
communicated and adequately discussed  in any coun-
try before entering the EMU. On the contrary, in the crisis 
countries, but also in many other EMU member states, 
economic policy was conducted as if the country had 
never joined the EMU and agreed upon binding rules. In 
particular, it was not realised that with the creation of the 
single market and the monetary union, systems com-
petition had been markedly enhanced and that national 
economic policy had to meet the new challenges implied 
by this. The reasons for these obviously serious policy 
failures can either be a fundamental misunderstanding 
of the political necessities of a monetary union or sim-
ply sloppy policy in the hope of somehow getting away 
with it and being able to blame somebody else later on. 
The reason for the present crisis is thus a systematic ne-
glect of the basic rules of the EMU agreed upon in the 
Maastricht Treaty over many years. This disgrace was 
not ended by the European Commission, the European 
Council, the member states, the European Courts or the 
European Parliament but instead by the fi nancial mar-
kets’ demands for higher interest rates for the sovereign 
debt of crisis countries to compensate for higher risks. 
The European Council called these speculative attacks 
and decided not to make banks liable but rather the tax-
payers in the EMU countries. It declared that this was 
the only way to rescue the euro.

Consequences of the Rescue Packages

The euro crisis, fi rst of all, showed the world that the EU 
was unable to govern the EMU properly. In doing so, it 
disgraced itself. It was not able to guarantee the keeping 
of the rules which the member countries had previously 
agreed upon in international treaties. The International 
Monetary Fund (IMF) had to be called in and relied upon 
to make the conditions of the programme credible. Due 
to the US dominance of the IMF, this has increased the 
American infl uence on the EMU. In addition to these ex-
ternal effects, the EU suffered a blow to its reputation in 
the eyes of its citizens by de facto changing the treaties. 
The no-bailout clause and other basic elements of the 
governance structure of the EMU – declared unchange-
able again and again in the past – were now simply over-
ruled without saying what will replace them. The cred-

ibility of the basic governance principles was thus heav-
ily damaged if not destroyed. The room for discretionary 
policy was markedly widened, and the ECB was made 
less independent and was brought closer to everyday 
politics. Since this – as stated above – is in the interest 
of France and EMU southern member states, it cannot 
be removed easily. Preserving the status quo, however, 
would mean that instead of following respected rules, 
decisions would have to be made case by case, making 
policy reactions slow and open to moral hazard because 
the incentives for crisis countries to consolidate public 
budgets and adjust their economic policies to the chal-
lenges of higher systems competition in the EMU would 
be signifi cantly lower. This would surely be the start of 
a full-fl edged European transfer union making coun-
tries with sound economic policies pay for those with 
sloppy ones. This will, of course, not be sustainable but 
will instead signifi cantly increase the danger of the EMU 
breaking apart, since Europeans’ weariness concern-
ing European integration will rapidly rise. In spite of the 
large volume of the rescue packages, the interest rates 
of the crisis countries stayed high and even increased 
further after the decisions. Contrary to the expecta-
tions of the European Council, Ireland had to claim help 
from the EFSF. Speculation still abounds that Portugal 
and even Spain could be next. It is, therefore, urgent to 
end the period of uncertainty over the basic principles 
of the governance of the EMU, particularly as the debate 
over the proposals of the EU Commission and the deci-
sions of the EU Council in October 2010 have not led to a 
calming down of the fi nancial markets.

EU Commission Proposals and EU Council Deci-
sions

As stated above, the credibility of the EU was damaged 
by the euro crisis. The main task, therefore, must now 
be to fi nd new credible and effi cient rules for the gov-
ernance of the EMU. The German government made 
some initial proposals on 19 May 2010, demanding a 
tightening of the rules of the SGP to enable faster sanc-
tioning in the defi cit procedure as well as the withdrawal 
of voting rights in the Council of Ministers if a country 
violates the budget rules. In addition, a procedure for 
the orderly insolvency of member states should be in-
troduced. Whereas France fi rst supported the demand 
for the withdrawal of voting rights, others rejected it vo-
ciferously. On 23 September 2010 the German federal 
ministry of fi nance made more detailed proposals with 
respect to an automatic sanctions mechanism. In order 
to speed up the defi cit procedure, it should be the EU 
Commission that imposes sanctions, which then could 
only be prevented by a qualifi ed majority in the European 
Council. The EU Commission published its proposal on 
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29 September 2010, taking up the German position and 
adding mechanisms for the prevention and correction of 
macroeconomic disequilibria including sanctions for ex-
cessive wage and price increases as well as current ac-
count balances. On 18 October 2010 the German Chan-
cellor Merkel and the French President Sarkozy reached 
an agreement which was then largely taken up by the 
task force headed by the President of the EU Council, 
Van Rompuy. In this French/German compromise, Ger-
many stepped down from speeded up, automatic sanc-
tions in favour of getting France’s support for a change 
in the treaty and an orderly state insolvency procedure. 
The treaty change should create the legal basis for a 
permanent crisis intervention mechanism to safeguard 
fi nancial stability in the EMU. On 29 October 2010 the 
European summit confi rmed this in principle without de-
ciding, however, upon a withdrawal of voting rights and 
a tightening of the SGP. The EU Commission was ap-
pointed to elaborate a proposal by December 2010.

Preliminary Conclusions

It is not yet clear what the new governance structure of 
the EMU will be and what that will mean for the sustain-
ability of the euro. Some fi rst conclusions, however, can 
be drawn. As was to be expected, France rejected the 
idea of automatic sanctions so that in the future, as in 
the past, likely “potential sinners” in the EU Council will 
have to judge over “actual sinners”. A tightening of the 
SGP therefore cannot realistically be hoped for. The 
proposals of the EU Commision with respect to mecha-
nisms for the prevention and correction of macroeco-
nomic disequilibria are not sound and do not serve the 
stated purposes. This is the case because macroeco-
nomic disequilibria are hard to detect in advance or even 
in the aftermath, and in addition the development of 
wages, prices and current account balances is not under 
the control of governments. The coordination by mar-
kets cannot be substituted for by government coordina-

tion.3 The EU Commission’s plans with respect to this 
should, therefore, be abandoned. The envisaged treaty 
change is a double-edged matter. Most probably only 
a small change will be agreed upon to keep the ratifi ca-
tion process simple. Most observers expect that Art. 122 
will be supplemented to allow for fi nancial assistance 
not only in the case of a natural disaster but also in the 
case of a threat to the stability of the monetary union as 
a whole. Chancellor Merkel is fi ghting for a treaty change 
because she fears that otherwise the German Constitu-
tional Court could decide against a continuation of the 
EFSF or its successor. Anyway, a treaty change in the 
above-mentioned manner would qualify the no-bailout 
clause even if its wording in the treaty were unchanged. 
If the treaty were changed only for the sake of creating a 
basis for a permanent fund for fi nancial assistance, the 
no-bailout clause would lose its meaning. If, however, an 
effi cient procedure for the orderly insolvency of member 
states of the EMU were agreed upon at the same time 
it would look different, because then the fi nancial mar-
ket actors would run a higher risk of experiencing capital 
losses from holding government bonds. This would raise 
risk premiums and consequently interest rates early on 
if a country ran higher public defi cits. This would cause 
automatic sanctions by the markets and not by political 
bodies. Thus, under present conditions the sustainabil-
ity of the euro depends on the establishment of a cred-
ible and effi cient insolvency mechanism for the member 
states of the EMU, since at the moment we cannot trust 
in fi nding a majority in the EU Council in favour of a tight-
ening of the SGP and automatic sanctions imposed by 
the EU Commission. If, however, the EU Council should 
not recognise the necessity of this reform and act ac-
cordingly, the danger of a “disorderly” haircut and of the 
EMU breaking apart becomes a very real one.

3 Gemeinschaftsdiagnose Herbst 2010, Deutschland im Aufschwung – 
Wirtschaftspolitik vor wichtigen Entscheidungen, Munich 2010, p. 8.

Paul De Grauwe

A Mechanism of Self-destruction of the Eurozone

At the insistence of Germany, the member countries of 
the eurozone appear to have agreed to introduce a sover-
eign debt default mechanism. They even seem to be will-
ing to codify this into a new treaty – an extraordinary step. 

My contention is that this is a very bad decision that will 
make the eurozone more fragile by making fi nancial crises 
an endemic feature of the eurozone.

Before presenting the argument, I want to make the point 
that the proposed sovereign debt default mechanism is 
based on a wrong diagnosis of the causes of the debt cri-
sis in the eurozone. The purpose of the mechanism is to 
reduce the scope for moral hazard: by making it clear 
to investors that their investments in sovereign euro-
zone bonds are not guaranteed, these investors will ap-
ply more scrupulous risk analyses preventing irrespon-
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sible governments from issuing excessive debt. Thus, 
the proposed mechanism is based on the view that the 
sovereign debt crisis in the eurozone is the result of irre-
sponsible behaviour by governments that exploited the 
implicit bail-out guarantee while private investors had no 
incentive to discipline these governments.

This interpretation of the source of the debt crisis in 
the eurozone has become popular mainly because it 
fi ts the Greek crisis well. It cannot, however, explain 
the debt crisis involving the other eurozone countries, 
where the root cause of the debt problems is to be 
found in the unsustainable debt accumulation of the 
private sectors. From 1999 until 2008, when the fi nan-
cial crises erupted, private households in the eurozone 
increased their debt levels from about 50% of GDP to 
70%. The explosion of bank debt in the eurozone was 
even more spectacular and reached more than 250% 
of GDP in 2008. Surprisingly, the only sector that did 
not experience an increase in its debt level during this 
period was the government sector, which saw its debt 
decline from 72% to 68% of GDP. Ireland and Spain, 
two of the countries with the most severe government 
debt problems today, experienced the strongest gov-
ernment debt ratio decreases prior to the crisis. These 
are also the countries where private debt accumulation 
was the strongest.

After the crash of 2008, the private debt accumulation 
in the eurozone forced the governments of the eurozone 
countries to allow their own debt levels to increase.  This 
was achieved through two channels. The fi rst consisted 
of governments actually assuming private debt (primarily 
bank debt). The second operated through the automatic 
stabilisers set in motion by the recession-induced de-
cline in government revenues. As a result, the govern-
ment debt to GDP ratios started increasing very quickly, 
but only after the eruption of the fi nancial crisis. This 
increase was necessary to save large segments of the 
private sector. It has nothing to do with irresponsible 
governments that failed to be disciplined by fi nancial 
markets. The reverse is true – fi nancial markets were un-
disciplined and governments demonstrated responsibil-
ity by saving them.

A sovereign debt default mechanism in the eurozone is 
not the appropriate response to the eurozone’s debt cri-
sis because it is based on the wrong diagnosis of its ori-
gin.  More importantly, its implementation is downright 
dangerous and will make the eurozone more rather than 
less prone to fi nancial crises. Let me elaborate on this 
point by introducing an analogy with the Exchange Rate 
Mechanism (ERM) that existed in the EU prior to the start 
of the eurozone.

The ERM was a fragile institutional arrangement that led 
to frequent crises. In the end, it proved to be unsustaina-
ble. The reason for this fragility is well-known. The mem-
ber countries of the ERM pegged their exchange rates to 
each other. The understanding, however, was that they 
could reconsider this peg and devalue their currencies 
at any time. The existence of this devaluation option 
created an unstable environment prone to speculative 
attacks. Sometimes there were good reasons for the 
speculators to expect that one or more countries would 
devalue their currencies (e.g. because their wages and 
prices were out of line with the others). At other times 
these expectations of an ensuing devaluation seemed 
to drop out of the blue sky. Whatever the reason, once 
expectations of a devaluation had become established 
among speculators, a self-fulfi lling dynamic would be 
set in motion, the end result of which would be that the 
country involved lost out. This always consisted of the 
same ingredients: when speculators expected a deval-
uation, the central bank of the country concerned had 
to raise the domestic interest rate. This, however, was 
costly for the domestic economy and for the government 
budget. As a result, the cost-benefi t ratio of maintaining 
the fi xed exchange rate increased, leading to a tempta-
tion to devalue. As speculators “smelled” this, they in-
tensifi ed their speculative activities, leading to a further 
increase in the interest rate and a further deterioration 
of the cost-benefi t ratio of keeping the exchange rate 
fi xed. In most cases, this made devaluation inevitable. 
Ultimately, the ERM collapsed.

The proposed sovereign debt default mechanism in-
troduces an incentive structure for speculators and na-
tional authorities that is similar to the ERM. When the 
member countries of the eurozone solemnly announce 
(it will be solemn, since it will be enshrined in the Treaty) 
that investors face governments that have the option of 
applying a haircut on outstanding bonds, two things will 
happen. First, as the perceived risk on these bonds in-
creases, their interest rates are likely to go up. This is 
the effect that has been stressed by the President of the 
ECB, Jean-Claude Trichet. Defenders of the sovereign 
default mechanism counter this argument by claiming 
that such a system also gives the national governments 
stronger incentives to maintain discipline in budgetary 
matters. However, the recent increases in government 
bond spreads since the announcement of the sovereign 
debt default mechanism seem to vindicate Trichet.

The second problem, however, is much more serious. 
This is the ERM problem, which will also become the 
problem of the eurozone. When governments solemnly 
declare that they will devalue their government bonds 
in times of payment diffi culties (that’s what a haircut 
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means), this will introduce into the eurozone the specu-
lative dynamics that destroyed the ERM. Once investors 
expect payment diffi culties from a particular govern-
ment, they will sell those bonds, thereby raising the in-
terest rate on the bonds. This is exactly what specula-
tors in the ERM did when they expected a devaluation of 
the currency – they sold the currency.

This mechanism has already been triggered in the euro-
zone during the last year and a half, but it has been con-
tained by the commitment of the other countries to pro-
vide fi nancial assistance. The declared objective of the 
proposed sovereign debt default mechanism is to replace 
mutual fi nancial assistance. As a result, it opens the gates 
for unrestrained ERM-type speculation. Once the option 
to devalue becomes declared policy and replaces mutual 
fi nancial assistance, the speculative dynamics will be-
come unstoppable as the same incentive structure that 
led to the collapse of the ERM is introduced to the euro-
zone: governments whose bonds are sold will face a high-
er interest rate, making the service of their debt more diffi -
cult. This changes the cost-benefi t ratio of maintaining full 
debt service and increases the temptation to devalue the 
bonds (i.e. applying a haircut). Investors “smelling” this 
temptation will intensify their selling of sovereign bonds, 
thereby increasing the cost-benefi t ratio even further.

I do not want to argue that the proposed sovereign debt 
default mechanism would transform the eurozone into a 
system identical to the ERM system. Even with a sover-
eign debt default mechanism, the cost of default (deval-
uing the debt) in the eurozone is likely to remain higher 
than the cost of devaluing the currency in the ERM. Nev-
ertheless, by making it easier to devalue sovereign debt, 
the eurozone moves in the direction of the unstable ERM 
incentive mechanism. Governments will have a higher 
incentive to devalue their debt when the sovereign debt 
default mechanism is in place, and this can be suffi cient 
for speculators to make a move.

Thus, one should expect that the introduction of a sov-
ereign debt default mechanism will make debt crises in 
the eurozone more frequent and more harmful. Whether 
the eurozone can survive such a structural increase in 
the frequency and intensity of debt crises remains to be 
seen. I suspect that, if implemented, the sovereign debt 
default mechanism will destabilise the eurozone and en-
sure its demise.

Under pressure from a German government that is con-
cerned only about its own reputation, the other eurozone 
governments seem to have consented to do something 
sovereign governments should never do – announce that 
they may debase their own debt. The sovereign debt de-

fault mechanism, if implemented, will lead the eurozone 
governments to downgrade their own sovereign debt. 
There is no surer way to self-destruction.

It is paradoxical that so many today consider a sovereign 
debt default mechanism as the formula to avoid future 
debt crises in the eurozone. In my view, its attractiveness 
is due to the fact that it promises a solution to the debt 
problem without having to call upon a solidarity mech-
anism in the eurozone. Financial solidarity is deemed 
politically unacceptable in a number of countries. The 
truth, however, is that a monetary union can only survive 
if there is a willingness to provide mutual fi nancial assist-
ance in times of crisis. No monetary union can survive 
without such a solidarity mechanism.

The solution, therefore, is not to implement the sover-
eign debt default mechanism, which will lead to the de-
mise of the eurozone, but to give a permanent character 
to the European Financial Stability Facility; even better, 
it could be transformed into a European Monetary Fund 
along the lines suggested by Gros and Mayer1, including 
strong enough conditionality so as to reduce the risk of 
moral hazard.

It used to be the mainstream view among economists 
that a monetary union could only work if there was an 
explicit insurance mechanism. In fact, economic analy-
sis prior to the start of the eurozone stressed that a mon-
etary union should be coupled with a budgetary union. 
The latter would then allow a country experiencing a 
negative shock to obtain an automatic transfer, enabling 
it to absorb the shock better. This view was already put 
forward in the MacDougall report in the 1970s.2 When 
the Maastricht Treaty was signed, it appeared that this 
mainstream economic view had been discarded com-
pletely. The eurozone was created without any insurance 
mechanism, and it was said that a monetary union could 
work without any budgetary union. Many economists 
were sceptical3, and it now turns out that this scepticism 
was well-founded.

The surprising thing is that so many have been living un-
der the illusion that the eurozone would work well with-
out such an insurance mechanism. The offi cial view was 
that the eurozone did not need an insurance mecha-
nism and certainly not a budgetary union. If the member 

1 D. G ro s , T. M a y e r : Towards a European Monetary Fund, CEPS Pol-
icy Brief, 2010, http://www.ceps.eu/book/towards-european-mone-
tary-fund.

2 EC Commission: Report of the Study Group on the Role of Public Fi-
nance in European Integration (MacDougall Report), Brussels 1977.

3 See P. D e  G r a u w e : The Economics of Monetary Integration, 1st 
Edition, Oxford University Press, 1992.
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countries abided by the rules of the Stability and Growth 
Pact, that would be suffi cient for the smooth operation 
of the eurozone.

Let me compare the eurozone prior to the crisis to a city 
with a fi re code aimed at minimising the risk of a fi re 
spreading. The eurozone’s offi cial view amounts to say-
ing that since there is a fi re code, the city does not need 
a fi re brigade. Clearly we all recognise the naivety of such 
a view. Certainly at some point, someone will not abide 
by the fi re code or there will simply be some bad luck (say 
lightning) which causes a fi re to break out. Not having a 
fi re brigade then leads to a disaster. This is analogous to 
the case in the eurozone, which had a fi re code but no fi re 
brigade. Sure enough, somebody failed to follow the fi re 
code rules and a fi re broke out. A fi re brigade had to be 
created out of the blue. This took a lot of time, allowing 
the fi re to spread to the rest of the city. When the fi re bri-
gade was fi nally set up, it fi rst wanted to punish the guilty 
party before working to extinguish the fi re. No wonder 
the fi re became impossible to contain.

The main reason an insurance mechanism was not at-
tached to the eurozone has much to do with fears that 
such a mechanism would create incentives for member 
countries to behave irresponsibly. However, this moral 
hazard problem, although a serious one, is not the only 
problem facing the eurozone countries. The monetary 
union has also dramatically increased the interconnect-
edness of fi nancial markets. For example, 75% of the 
sovereign Irish debt is held by institutions in the other 
eurozone countries. Thus, the Irish government’s pay-
ment diffi culties affect institutions – mainly banks – in 
the other eurozone countries, leading to the risk of a 
new banking crisis. It is easy to say that one should 
teach a lesson to irresponsible governments; it is more 
diffi cult to consider the consequences of this moralis-
tic attitude on the fi nancial system in the eurozone as 
a whole. It is precisely because of the interconnected-
ness of fi nancial markets in the eurozone that an ex-
plicit and permanent insurance mechanism should be 
an essential part of a monetary union. Failure to create 
such a permanent mechanism dooms the eurozone.

Daniel Gros

The Euro Sovereign Crisis: The Diffi cult Transition to Private Sector 
Involvement

The “euro crisis” started in early 2010 when it emerged 
that the Greek government had for years been doctor-
ing the offi cial data on its defi cits and debt for years. 
The real fi gures were so bad that many market partici-
pants decided that Greece would probably not be able 
to fully service its debt. As a result, the government 
of Greece could not obtain the fi nancing it needed to 
fund its current defi cit and the rollover of the portion 
of the debt coming due. As fi nancial markets reacted 
nervously to the prospect of a sovereign insolvency, the 
eurozone government put together a package of about 
€110 billion of bilateral and IMF credits with the aim of 
fully fi nancing the remaining defi cits and other obli-
gations for the next three years. At the time, Europe’s 
leaders solemnly agreed that Greece was a unique 
and special case and that no other country would ever 
need fi nancial support. However, it soon emerged that 
the markets did not regard Greece as an isolated case. 
Only weeks after the Greek rescue, fi nancial markets 
went into such a tailspin that a new and much larger 

fi nancing mechanism had to be hastily created during a 
dramatic weekend in early May: the European Financial 
Stability Facility (EFSF), which was supposed to be able 
to count on a total of €750 billion in potential funding 
for governments in need. Together with an intervention 
of the ECB in the “dysfunctional” bond markets, this 
package did restore some stability to fi nancial markets.

However, during the summer of 2010, risk premiums on 
the government bonds of the four “fi scally challenged” 
countries (Portugal, Ireland, Greece and Spain) started 
to increase again. The deterioration in market senti-
ment accelerated after a Franco-German agreement 
in Deauville was endorsed by the European Council of 
29 October. This proved to be a watershed, because 
it appeared to have changed the ground rules for the 
markets for peripheral euro area debt. All 27 Member 
States signed up to the need for a (small, technical) re-
vision of the Treaty in exchange for a permanent crisis 
resolution mechanism. The latter constituted the key 
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new element, because the Council Conclusions ex-
plicitly specifi ed that the new, permanent mechanism 
should foresee the involvement of private creditors.1 
The Council Conclusions of 29 October did not specify 
how private creditors might be asked to contribute to 
any future rescue operation under the new, still to be 
defi ned mechanism. But market participants had to 
take as given that something would be forthcoming.

Ireland became the fi rst victim of deteriorating market 
conditions when it transpired that the losses on real es-
tate lending in the Irish banking sector were considera-
bly higher than what had been estimated a few months 
earlier. The case of Ireland is a key to understanding the 
nature of the challenge facing the euro area. Essentially 
it confi rms that in a crisis, banks and the government 
are so intertwined that it does not matter whether it is 
the sovereign which is over-indebted (Greece) and thus 
drags down its banks or whether, on the contrary, it is 
the banking sector which is insolvent and drags down 
the sovereign (Ireland).

The task for a European Monetary Fund (EMF) would 
be to deal with a sovereign in diffi culties. Ex post it 
does not matter much whether a government is over-
indebted because it overspent or because it saved a 
banking system which was really too big to save. The 
case of Ireland is so important because closer inspec-
tion shows that the government debt crisis was not 
unavoidable.

Ireland: An Avoidable Crisis?

The Irish government debt saga was both entirely pre-
dictable and entirely avoidable.

It was predictable because the underlying problem had 
been evident for some time – a property bubble which 
ended with a bust and left a massive housing overhang. 
This had to lead to huge losses for the banks, which 
had fuelled the bubble with reckless lending. As usual, 
the local regulators pretended at fi rst that there was no 
problem, but as the losses mounted, investors pulled 
the plug. This is what happened this summer as the 
Irish banks were shut out of the interbank market and 
depositors started to withdraw their funds.

The government debt crisis, however, could have been 
avoided. As the losses in the banks kept on increasing, 
the Irish government had a choice: it could walk away 

1 The other elements mentioned in the Council Conclusions, namely 
strong conditionality and the role of the IMF, are more likely to cement 
the status quo. 

from the insolvent banks in order to keep the Irish sov-
ereign solvent or it could support the banks and thus 
put the entire nation at risk. The Irish government chose 
the latter, thereby transforming a potential banking cri-
sis into the second sovereign debt crisis in the euro-
zone. Why?

The key argument in Ireland was that any attempt to 
even try to agree on a rescheduling with bondholders 
would have led to a run on deposits. However, this run 
is happening now anyway because by guaranteeing 
bond holders, the government has become de facto in-
solvent, so that its guarantee for depositors does not 
carry much value. Moreover, the government would 
have needed much less support from the EFSF if it had 
to take care of depositors only and not bondholders as 
well.

There was also enormous pressure from Ireland’s Euro-
pean partners not to initiate a default of the three larg-
est Irish banks because of the fear that this would have 
meant a “second Lehman”. This rings hollow. The lia-
bilities of the Irish banks in diffi culties amount to about 
1% of those of the euro area banking system. Lehman 
Brothers was several times larger than any of the Irish 
banks. It had hundreds of thousands of derivative con-
tracts outstanding and was a counterpart to almost all 
major fi nancial institutions worldwide. By contrast, the 
business of the Irish banks was local and involved no 
signifi cant use of derivatives. The exposure of the euro 
banking system to the Irish banks in diffi culties is vastly 
overestimated, because the offi cial statistics are infl at-
ed by the loans of euro area banks to their subsidiaries 
in the offshore sector in Dublin.

Of course, a sudden bankruptcy of the Irish banks would 
have been disruptive. But this was not the only option. 
The Irish government (as the de facto most important 
stakeholder) could have invited the holders of the sen-
ior debt of the major Irish banks to initiate rescheduling 
or restructuring talks (while continuing to pay interest 
on time). Such an announcement, even without a de-
fault on any payment obligation, would of course have 
affected the rating of banks throughout Europe (and the 
mere mentioning in a local Irish newspaper that this op-
tion might be considered led to a sharp sell-off in the 
banking sector throughout Europe). But it is diffi cult to 
understand why the ECB and others could claim that 
any invitation to the bondholders to share the burden 
would have been a catastrophe after the stress tests of 
July of this year had led the authorities to proclaim that 
the European banking system was stable and that only 
a few marginal banks needed more capital to survive 
renewed stress in the government bond markets.
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The argument that any burden-sharing with bondhold-
ers would result in a fi nancial market meltdown is also 
belied by the fact that the Irish banks’ junior debt hold-
ers accepted a tough write-down of their claims with-
out the fi nancial market taking any notice.

That a sovereign does not have to stand fully behind 
even virtually state-owned entities is illustrated by 
the experience of Dubai. In this sheikdom, the con-
glomerate “Dubai World”, the country’s biggest en-
terprise and certainly as “systemic” as any Irish bank 
for Ireland, did default because the paymaster of the 
United Arab Emirates, Abu Dhabi, had insisted that 
creditors had to share the burden (much as Germany 
insists today in the EU). After some tough negotia-
tions, all creditors did indeed agree to a rescheduling 
which preserved the nominal value of the claims but 
stretched the repayment period and lowered the in-
terest rate to 1% for fi ve years. This is exactly what 
Ireland would have needed from bondholders. Today 
the credit default swap spreads for Dubai are lower 
than for Ireland even though the country is now con-
sidering the restructuring of a second large systemic 
conglomerate.

It is ironic that Ireland’s EU partners and the EU au-
thorities strongly supported the point of view that it 
was not appropriate to infl ict any losses on the sen-
ior bondholders of the banks but are now starting a 
discussion on when and how private investors should 
be involved in future rescues of countries which might 
have bankrupted themselves by saving their banks.

A Botched Transition?

One simple way to describe the turmoil in euro area 
debt markets is to consider it a collective rush to the 
exit by investors. Yields on government debt of the 
peripheral euro area countries are skyrocketing be-
cause investors do not really know what the risks are. 
The offi cial stance wants to be reassuring and it might 
be summed up in the following way: Investors should 
not worry since the current bailout mechanism (the 
European Financial Stability Facility, EFSF), which has 
worked so far without any haircut for bondholders, 
will continue to be applied until about 2013. Only after 
that date would any new mechanism open the door for 
losses for private investors, and only for debt issued 
after that date.

Markets do not trust in this message because it is not 
credible and does not make economic sense.

The offi cial line that the danger for private investor 
losses would arise only for debt issued after the new 
mechanism kicks in in 2014 does not make economic 
sense, because it suggests that the entire stock of debt 
issued before that date should be safe and thus implies 
that the insolvency problem arises only in a distant fu-
ture. However, investors know that both Greece and 
Ireland face an insolvency problem today and the no-
bailout clause in the Maastricht Treaty does not allow 
for any legal guarantee on the existing stock of debt. 
Moreover, for too many investors, Portugal looks like 
Greece in terms of poor growth prospects and insuffi -
cient domestic savings to fund the public sector defi cit. 
And Spain clearly has to grapple with a similar problem 
as Ireland, namely an outsized real estate bubble which 
has left a huge housing overhang and probably large 
losses in the banking sector. The problems of Portugal 
and Spain might be less severe than those of Greece 
and Ireland, but this is apparently not enough to induce 
investors to buy the government debt of these coun-
tries.

Moreover, in a crisis, banks and the government share 
the same fate; thus, there is an acute danger of large-
scale withdrawals of deposits from the banking systems 
of these countries. This implies that any crisis mecha-
nism will have to have suffi cient funds to cover not only 
the fi nancing needs of the government but also of the 
banking system. In the case of Ireland and Greece, this 
function has so far been taken care of by the ECB. The 
Irish crisis started when the ECB indicated that it felt its 
normal fi nancing mechanism had been abused by the 
Irish banking system, which had obtained funds from 
the ECB amounting to over 60% of GDP. Should there 
be a run on Spanish banks, their liquidity needs could 
quickly run into the hundreds of billions of euros, an or-
der of magnitude greater than that of the Spanish gov-
ernment, at least in the short run.

So far, the investors trying to exit fi rst have been made 
whole. Holders of Greek debt maturing now are being 
repaid courtesy of the €110 billion bailout programme, 
and holders of Irish bank bonds have been given a guar-
antee by the Irish government, whose promises have in 
turn been underwritten by the EFSF, which will also pro-
vide funds to make sure depositors with Irish banks can 
get their money back today.

The problem with this approach is that it creates the 
wrong incentives. Investors have now learned that the 
fi rst ones to sell will be safe. The situation resembles 
that of a crowded cinema with only one exit. Every-
body knows that in case of fi re, only the fi rst to leave 
will be safe. This implies that even the faintest whiff of 
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smoke, the remotest danger of a fi re, can trigger a col-
lective rush to the exit. The size of the exit, of course, 
determines the likelihood of a stampede: if the exit looks 
comfortably large, the public will be much more likely to 
remain calm, even if parts of the room are already bel-
lowing smoke.

For the fi nancial market “cinema”, the size of the exit 
is given by the funds available to make short-term in-
vestors whole. Unfortunately, the size of the EFSF looks 
inadequate to fi nance a collective exit by short-term in-
vestors. When the EFSF was created, it was assumed 
that the only problem was to ensure the fi nancing of 
government defi cits of the four prospective problem 
countries (Portugal, Ireland, Greece and Spain). From 
this perspective, the headline fi gure of €750 billion for 
the entire EFSF “package” looked adequate. However, 
the founders of the EFSF did not take into account the 
enormous short-term liabilities of the banking sector 
which, in a crisis, effectively become government debt, 
as the case of Ireland has again demonstrated so viv-
idly. The EFSF in its current form might be just enough 
to guarantee the public debt of the four problem coun-
tries, but certainly not their banking sectors as well. For 
example, the Spanish banking sector alone has short-
term liabilities of several hundreds of billions of euros. 
To return to the cinema analogy: investors know that 
the exit is not large enough to allow them all to squeeze 
through at the same time. It will be fi rst come, fi rst 
served.

What to do then? The offi cial line so far has been “no 
default”, meaning no default by countries or by any bank 
can be considered. If this line is to be continued, the exit 
door must immediately be made much wider and huge 
fi re extinguishers must be at hand. In other words, the 
EU, the IMF and the ECB must show investors that they 
have enough funding to fi nance the exit of all short-term 
investors at the same time. This might work: a show of 
overwhelming force might restore calm to the markets. 
But it is risky: if investors exit nevertheless, the required 
funds might be so large that the populations in the cred-
itor countries revolt.

Concluding Remarks

Europe’s political leaders have come to realise that they 
cannot go on forever with the current policy of bailing 
out every investor in sight and have publicly announced 
their intention to move to a new regime under which in-
vestors might participate in losses. Unfortunately, they 
seem to be doomed to botch the transition, as investors 
are rushing to the exit today to avoid the increasing like-
lihood of losses tomorrow.

All that is known about the future regime is that it might 
bring a small chance of a large loss for investors. Un-
fortunately, the 28 November statement of the Euro-
group2  is likely to reinforce the rush for the exit for two 
reasons.

First, the statement says only that support will be avail-
able on the basis of “a rigorous debt sustainability anal-
ysis conducted by the European Commission and the 
IMF”. Without knowing anything about the parameters 
which will be used in this analysis, investors today have 
no way of even calculating the odds that Greece or any 
other country will pass the sustainability analysis in 
2013.

Second, the statement also says that “an ESM loan 
will enjoy preferred creditor status”. This implies that, 
should default materialise, the losses for private credi-
tors might be very large.

The result so far has been an “investor strike” which 
could rapidly lead to contagion to the wider fi nan-
cial markets with a widening of spreads of other asset 
classes as well (interbank, corporate bonds, etc.). There 
is thus an urgent need to overhaul the transition to the 
new regime: patient investors should be rewarded and 
should be able to expect to be better off than those 
rushing to the exit. This requires two elements.

First, governments should not be pushed into insolven-
cy just to save all banks. Concretely, this would mean 
that the Irish government (maybe a new one) would 
ask the holders of bank bonds to share in the loss-
es, perhaps by offering them a simple debt for equity 
swap. Doubts about the solvency of the Irish govern-
ment would then disappear quickly, and the guarantee 
the Irish government has given to depositors would no 
longer look so shaky. Something similar might have to 
be done for those parts of the Spanish banking system 
most exposed to the local housing market.

The second element would be to build into the perma-
nent crisis mechanism (the ESM) a fl oor for bond prices 
and thus a ceiling for the losses investors can suffer. 
This was one of the key elements in the original EMF 
proposal by Gros and Mayer.3

By contrast, any announcement that future government 
bond issuance in the eurozone should contain “collec-

2 See Eurogroup: Statement by the Eurogroup, 2010, available at  http://
consilium.europa.eu/SuMedia/27706/statement%20by%20the%20
eurogroup%2028%20nov.pdf.

3 D. G ro s , T. M a y e r : Towards a (Euro)pean Monetary Fund, Centre for 
European Policy Studies, 2010.
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tive action clauses” (CACs) is unlikely to stabilise fi nan-
cial markets. Experience so far has shown that they 
tend to have a small impact4 and the little impact that 
has been detected in the case of emerging market debt 
has been to increase the risk premium. The underlying 
reason is easy to understand: the existence of CACs 
should make it, at least marginally, more attractive for 
governments to default, and might make it easier to im-

4 N. R o u b i n i , B. S e t s e r :  Bailouts or Bail-ins?: Responding to Finan-
cial Crises in Emerging Economies, Washington DC 2004; F. G i a n -
v i t i ,  A.O. K r u e g e r, J. P i s a n i - F e r r y, A. S a p i r, J. v o n  H a g e n : A 
European mechanism for sovereign debt crisis resolution: a proposal, 
Bruegel Blueprint 10, Brussels 2010.

pose harsh terms for the creditors. This implies that the 
emphasis on the introduction of CACs in future bond is-
suance can only further destabilise markets.

The rush to the exit can be stopped and yields of longer-
term bonds can fall relative to short-term ones only if 
investors anticipate that the future crisis management 
regime will be better than the current one. Only then will 
peripheral governments be able to fi nance themselves 
on a solid basis and at reasonable cost. The fundamen-
tal problems (fi scal, banking, competitiveness) would 
still be there, but they would be easier to manage with 
calmer fi nancial markets.

Waltraud Schelkle and Deborah Mabbett

The Van Rompuy Reforms: Type 1 and Type 2 Errors and One Small 
Bright Spot

In our contribution to the Intereconomics forum on 
“Challenges Facing European Monetary Union” earlier 
this year1, we argued that the euro area needed a sta-
bilisation fund that would provide some positive incen-
tives for sound macroeconomic management as well as 
some insurance against tides of adverse sentiment in 
the markets, which we saw as procylical and likely to 
intensify problems of macroeconomic stabilisation. We 
were also critical of the ECB for relying on the ratings 
agencies to tell it which government bonds to accept on 
what terms. This, we argued, was an abdication of the 
ECB’s responsibility to contribute to euro area stabilisa-
tion.

The Van Rompuy Task Force has not addressed the is-
sue of positive incentives at all, but instead has returned 
to the disciplinarian language of the original Stability 
and Growth Pact (SGP). In this contribution, we explain 
why we think its approach is fl awed. Not only are the 
proposed sanctions likely to heighten political tensions, 
but also the assessments on which they are based are 
likely to convict some governments of crimes they have 
not committed, while allowing others to pursue policies 
that worsen the euro area’s growth prospects. We then 

1 Beyond the Crisis – The Greek Conundrum and EMU Reform, in: Inter-
economics, Vol. 45, No. 2, 2010, pp. 81-85.

take another look at the curious politics of the ECB. 
The crisis has seen the boundaries between monetary 
and fi scal policy crossed in several member states – 
most strikingly in Ireland. As a result, the ECB has been 
dragged into country-specifi c measures. We suggest 
that this will be a permanent feature of its life from now 
on, and it needs to fi nd ways to use its infl uence con-
structively. Finally, we turn to the debate over the cri-
sis resolution mechanism (CRM) and argue for once in 
defence of the German position. Requiring creditors to 
take a haircut when a country has recourse to the CRM 
could actually result in markets fi nally beginning to pro-
vide timely signals to governments that are pursuing un-
sustainable policies.

The Errors in the Proposed SGP Reforms

The Task Force solemnly proposes a return to the disci-
plinarian approach that prevailed before 2005. The Task 
Force wants more and earlier sanctions, namely for ex-
cessive defi cits, debt, and imbalances. The new deci-
sion mechanism in the Council also makes it more likely 
that such sanctions will be imposed, as it no longer re-
quires a qualifi ed majority to confi rm the recommenda-
tion by the Commission but a qualifi ed majority to reject 
it (a so-called reverse majority). In the future, sanctions 
may be extended to non-euro area members, although 
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instead of having to pay a fi ne, they may not receive cer-
tain funds from the EU budget.2 No doubt many small 
dramas will be enacted under these rules. They will do 
nothing to remedy the economic problems of the euro 
area and will harm the popular legitimacy of the Com-
mission, which will be clearly responsible, as never be-
fore, for punitive actions towards member states.

For the drafters of the original SGP, irresponsible gov-
ernments were the most important potential source of 
macroeconomic instability, and fi scal defi cits and debt 
were the key data to be monitored if the euro area was 
to thrive. We now know that this led to what statisti-
cians call type 2 errors. Fiscal monitoring did not reveal 
the threats to macroeconomic stability that were bub-
bling up as the peripheral euro area countries enjoyed 
the effects of low interest rates. Spain, for example, 
performed adequately on the fi scal criteria, whereas 
stresses might have been identifi ed if macroeconomic 
monitoring had paid more attention to private debt and 
current account imbalances. Conversely, fi scal moni-
toring could lead to type 1 errors or fi nding a problem 
where one did not exist. Belgium, a persistently poor 
fi scal performer, provides the leading example of this: it 
has a solid current account surplus and, before the cri-
sis, managed to use lower euro interest rates to reduce 
its debt level slowly but surely.

Thus the Task Force is right to propose to monitor the 
“excessive imbalances position” of member states.3 The 
list of indicators for such excessive imbalances has not 
been drawn up yet, but the report mentions “[c]onsump-
tion developments, housing bubbles[,] the accumula-
tion of external and internal debt” and “divergences in 
competitiveness”.4 So it seems that a lesson has been 
learned. But the disciplinarian fervour is yet again prone 
to rely on irrelevant evidence, thereby convicting gov-
ernments of failures of macroeconomic management 
when they are not, in any meaningful sense, guilty.

The most striking source of potential type 1 errors is the 
suggestion that competitiveness should be monitored. 
Macroeconomic monitoring should be concerned with 
indicators that can be tackled with macroeconomic pol-
icies. Unit labour costs (the proposed measure of com-
petitiveness) are a composite indicator of nominal wage 
developments and the evolution of employment (hours 
worked) relative to output. Governments could inter-
vene to manipulate this measure, but it is far from clear 

2 Strengthening Economic Governance in the EU, Final Report of the 
Task Force to the European Council, Brussels, 21 October 2010.

3 Ibid., para 37.
4 Ibid., para 32.

that they should or even can in any predictable way. In 
the capitalist market economies of the euro area, it is for 
fi rms and wage bargainers to determine these variables 
in the course of searching for profi table business and 
employment strategies through their negotiations over 
wages and working time.

The Task Force proposes monitoring “imbalances”, but 
it is clear that it really means “defi cits”. Member states 
with large and persistent current account surpluses are 
mentioned only once, when it is suggested that their 
“policies should aim to identify and implement the struc-
tural reforms that help strengthening their domestic de-
mand and growth potential”.5 One cannot but wonder 
what these structural reforms might be: the demolition 
of the model of export-oriented growth and accompa-
nying wage restraint that is apparently so deeply insti-
tutionalised in Germany, the Netherlands and Austria, 
perhaps? Seriously, structural reforms are an unreliable 
way to boost domestic demand and will actually make 
the problem of imbalances more diffi cult. The tax cuts 
that liberal-conservative governments in Germany and 
the Netherlands favour might do the trick, and perhaps 
more spending on social services would not go amiss. 
But of course this cannot be said, because the offi cial 
EU line is to preach the doctrine of universal fi scal con-
solidation, available for everybody to read in the Com-
mission’s assessments of stability and convergence 
programmes. This advice may be appropriate for any 
one country looked at in isolation, but it is not construc-
tive advice against the background of large macroeco-
nomic imbalances within the euro area.

It would be much better to convince the governments of 
surplus countries that it is in their own interest to allow 
the debtors to repay instead of competing them into the 
abyss. The surplus countries’ banks and pension funds 
would then be on the line as well, since they hold a good 
share of the sovereign debt. To suppose that the sur-
pluses of one group of countries are caused by good 
fi scal policy and the defi cits of the other group are due 
to bad fi scal policy is to commit both type 2 and type 
1 errors at the same time. The surplus countries are 
deemed innocent of responsibility; the defi cit countries 
found guilty. This is an achievement of sorts, as statisti-
cians tell us that the occurrence of these errors normally 
varies inversely.

The ECB’s Role in the Crisis Saga

The monitoring of current account positions will reveal 
that fi scal authorities are not the only force behind un-

5 Ibid., para 33.
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sustainable imbalances. Attention will shift to the growth 
of private debt and booms in bank lending on the back 
of housing bubbles. As economists noted long before 
the crisis, national governments in the euro area have 
only fi scal instruments to deal with these problems. Tax 
policies can certainly have an impact on how attractive 
it is to incur mortgage debt; property taxes or windfall 
gains taxes on housing transactions could also help to 
restrain bubbles. But it is now clear that action should 
also be taken by monetary authorities. Macroeconomic 
stability is a monetary as well as a fi scal task. Paul De 
Grauwe has recently proposed that the ECB should ac-
cept its responsibility for asset market bubbles and im-
pose, for instance, country-specifi c minimum reserve 
requirements on resident banks.6 Of course, the ECB 
will resist the use of country-specifi c assessments and 
instruments rather than general interest rate policy, as 
this would expose it to a much more intense level of po-
litical debate.

One lesson of the fi nancial crisis is that not only gov-
ernments but also banks can pursue unsustainable 
strategies. The model of governance of the euro area, 
however, was based on the assumption that member 
states’ commercial banks were all equally sound insti-
tutions managed according to common banking prin-
ciples. We now know that national differences in bank-
ing regulation can have a profound impact on euro ar-
ea stability. Regulators could monitor the strategies by 
which banks are increasing their leverage, restrain the 
erosion of loan-to-value ratios and control the spread 
of securitisation. They could also rein in loans to hous-
ing and construction that are based on overvalued col-
lateral.

The ECB is already pursuing country-specifi c policies. 
This became apparent in a rather peculiar way when the 
ECB chose to settle unease about Greece’s declining 
credit rating by announcing its continued willingness 
to purchase Greek bonds as part of its own version of 
quantitative easing. Now the Irish crisis has revealed 
another role, as it has become clear that ECB loans are 
supporting the Irish banking system to a much greater 
extent than in any other country. So long as the impera-
tive of maintaining liquidity reigned, this was just a small 
wrinkle on the ECB’s generally expansionary stance. 
But with recovery now under way in the heart of Eu-
rope, the ECB will want to rein in its asset purchases 
and lending.

6 P. D e  G r a u w e : Why a tougher Stability and Growth Pact is a bad 
idea, VoxEU column, 4 October 2010, URL: http://www.voxeu.org/in-
dex.php?q=node/5615.

The deliberations of the Van Rompuy Task Force, with 
its huffi ng and puffi ng about fi scal discipline, are strik-
ingly orthogonal to the Irish problem. The Irish govern-
ment cannot be accused of profl igacy in regular gov-
ernment spending; if anything, the government has sent 
the economy into a downward spiral thanks to its pro-
cyclical austerity programme. Until recently, markets 
praised the Irish government for doing all the things that 
the Greek government should do. The crucial step that 
Ireland took towards insolvency was to turn bank debts 
into sovereign debts by promising to guarantee the po-
sition of bank creditors. While tough on public sector 
workers and benefi t recipients, the government has 
been lenient towards its political cronies in the banking 
and building sectors.

The crisis makes it clear now that the Irish govern-
ment must make creditors share the losses of insolvent 
banks, or the resulting strain on Irish taxpayers will bur-
den the economy for years. Such burden-sharing is ar-
guably what the Commission has tried to do by forcing 
Ireland to turn to the European Financial Stabilisation 
Facility (EFSF) and the IMF. This intervention saw offi -
cials from outside Ireland trying to impose a solution in 
the interests of the taxpayers rather than the political 
elite, which is naturally devoted to its “sovereignty”.

A standby agreement would also end the present situ-
ation in which the ECB is abused as a printing press to 
prop up the Irish banking system. It is a bitter irony and 
a damning verdict on the past strategy that this humili-
ation is infl icted upon the proudly independent central 
bank by a member state which accepts that its sov-
ereignty is being ceded to market forces rather than 
shared with the union of which it is a member. Like the 
ECB, the Irish government prefers to let its actions be 
dictated by the markets rather than take advice from 
other political authorities.

Crisis Resolution

The one bright spot in these depressing stories is the 
possibility of a crisis resolution mechanism, not con-
tained in the Task Force report but apparently under 
preparation on the request of the French and German 
governments. This mechanism provides an opportunity 
to correct the process whereby the fi nancial markets 
create debt crises which member states can only calm 
by offering assurances of no default. The German vision 
is that the crisis resolution mechanism will see haircuts 
imposed on the national debt of member states that en-
ter it. This should ensure that markets price in the risks 
of debt being discounted at a much earlier stage than 
they do now. If markets correctly assessed risk, coun-
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themselves. This calls for some innovation in public 
debt management. But then these unusual times are the 
right times for making the case for unorthodox meas-
ures, as monetary authorities have taught us. Robert 
Shiller has proposed to link returns on public debt to 
GDP growth.7 Bulgaria has already experimented with 
such bond issue. It would mean that if bond markets 
drive an economy into recession, the burden of servic-
ing the public debt would fall as well. This would make 
for the smoother pricing in of evolving risks to which 
countries can adjust instead of being pushed into crisis 
and towards default. Such a mechanism is not a silver 
bullet but would help to suppress the destabilising dy-
namic of high interest rates and low growth.

7 R.J. S h i l l e r : Create Growth-Linked Bonds, Project Syndicate col-
umn 2005, URL: http://www.project-syndicate.org/commentary/shill-
er22/English.

tries pursuing irresponsible fi scal policies should fi nd 
themselves facing an interest rate premium – a more sa-
lient and effective deterrent than any excessive defi cit 
procedure.

The SGP as it stands prevents rather than supports this 
deterrent from operating. Intrusive fi scal surveillance 
inevitably declares budgetary policies to be a common 
responsibility, and however much the Commission and 
Council insist on the no-bailout clause, the markets see 
the common responsibility – why else would members 
accept the intrusion? At the same time, there is no fi scal 
substance behind this common responsibility, no cen-
tral budget that could protect a government from being 
forced into austerity when the economy is already in the 
doldrums.

But it would be preferable and, in our view, even more 
effective if the markets would impose the haircuts on 

Desmond Lachman

Europe Fiddles as its Periphery Burns

European policymakers remain in denial about the se-
verity and the immediacy of the eurozone periphery’s 
sovereign debt crisis. At a time when recent economic 
and fi nancial market developments underline the intrac-
tability of the periphery’s solvency problem, European 
policymakers mainly confi ne themselves to addressing 
the liquidity aspects of the crisis. And at a time when the 
periphery’s excessive budget defi cit train has long since 
left the station, European policymakers vainly wrestle 
with proposals to reform the eurozone’s architecture 
in a manner that will prevent the future recurrence of 
budget profl igacy. By so doing, they only delay facing 
up to the reality that the euro is presently well on its way 
to unraveling.

The Periphery’s Solvency Problem

Among the more disappointing fi nancial market devel-
opments over the past six months has been the very 
poor market response to the launching of Europe’s mas-
sive fi nancial safety net for its periphery. In May 2010, in 
response to the seizing up of the Greek government’s 
access to fi nancial markets, the EU and IMF put in place 

for Greece a three-year fi nancial programme totaling 
€110 billion. This package was intended to assure inves-
tors that Greece’s public sector fi nancing needs would 
be fully covered for the next three years. At around the 
same time, Europe launched a €440 billion European 
Financial Stability Fund for its periphery while the IMF 
committed itself to lending €250 billion to that area.

This massive show of EU-IMF support was intended 
to convince markets that the public fi nancing needs of 
Greece, Ireland, Portugal and Spain would be fully cov-
ered and that there was virtually no risk of a sovereign 
debt default in Europe’s periphery over the next three 
years. Yet despite this unprecedented show of offi cial 
fi nancial force, by the end of November 2010, markets 
were demanding from the eurozone’s periphery almost 
the same high interest rates as they demanded at the 
earlier peak in the eurozone debt crisis in May 2010.

The high market interest rates being demanded of the 
eurozone’s periphery suggest that the market attaches 
a signifi cant probability to the likelihood of default in 
the eurozone’s periphery over the next few years. In so 
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Ireland’s Hangover

In a number of important respects, after Greece, Ire-
land appears to be the eurozone member country most 
likely to default on its sovereign debt. As was the case 
in Greece, Ireland’s budget defi cit increased sharply to 
14 per cent of GDP by 2009.  And despite the early 
adoption of bold fi scal measures to address the coun-
try’s public fi nance imbalances, the Irish budget defi cit 
(excluding the massive one-off cost of the bank bail-
out) is expected to remain at an unsustainably high 12 
per cent of GDP in 2010, the highest level in the euro-
zone. However, unlike the Greek case, Ireland’s public 
fi nance problems were not the result of budget profl i-
gacy. Rather, they have been the product of a hangover 
from an uncontrolled credit binge.

In the early part of this decade, an orgy of Irish bank 
lending both helped to fuel the Celtic Tiger’s economic 
miracle and gave rise to one of the world’s most pro-
nounced speculative property bubbles. In the two 
years since that bubble burst in early 2008, the Irish 
economy has contracted by a cumulative 12 per cent 
and unemployment has risen to over 14 per cent. 
Meanwhile, the country’s public fi nances have deterio-
rated sharply as the government’s property-based tax 
revenues collapsed and income tax collections were 
severely impacted by rising unemployment and declin-
ing incomes.

More ominously yet for Ireland’s future public fi nance 
outlook, at the end of September 2008 the govern-
ment announced a blanket guarantee on all of the li-
abilities of the main Irish-controlled banks. It did so in 
response to the inability of Anglo-Irish Bank, a major 
Irish bank, to roll over its debt and to fears of a con-
tagious reaction affecting the other banks. Since the 
gross bank liabilities guaranteed by the government 
amounted to well over twice Ireland’s GDP, the open-
ended nature of the possible bank losses constituted 
a very large potential charge on the Irish government’s 
fi nances.

Until very recently, markets turned a blind eye to Ire-
land’s highly compromised public fi nances and to the 
massive potential cost to the Irish exchequer of the 
blanket bank liability guarantee programme. Instead, 
markets lavished praise on the Irish government for the 
bold and timely fi scal measures that it took in an ef-
fort to correct its rapidly eroding public fi nances. Mar-
kets were particularly impressed with the deep public 
spending cuts, especially in the area of public wage 
and benefi t cuts, as well as with the government’s ca-
pacity to withstand considerable economic pain.

doing, markets appear to have grasped that the pe-
riphery’s problems are more those of solvency than 
those of liquidity. In particular, unlike the European 
policymakers, markets seem to understand that the 
extraordinarily large budget defi cit adjustments being 
required of the periphery cannot be achieved within 
the straitjacket of continued euro membership without 
provoking the deepest of economic recessions. And 
markets also seem to have grasped the idea that not 
only will deep recessions in the periphery seriously 
erode its tax base, but they will also undermine do-
mestic political support for adhering to a path of IMF-
imposed austerity.

Recent developments in Greece lend considerable 
weight to the view of those who believe that Greece’s 
economic problems are more those of solvency than 
of liquidity. The European Commission is now in the 
pro cess of revising its estimate of Greece’s 2009 
budget defi cit upwards to more than 15 per cent of 
GDP. It is also now revising its estimate of Greece’s 
public debt to GDP ratio at the end of 2009 upwards 
from 115 per cent to 127 per cent. This latter revision 
implies that, even if Greece were to fully comply with 
its IMF programme and even if the Greek economy 
were to hold up better than might be expected given 
the large degree of budget tightening being imple-
mented, Greece’s public debt to GDP ratio would 
reach more than 160 per cent by the end of 2012. It is 
little wonder then that markets are highly sceptical of 
Greece’s ability to avoid eventually defaulting on its 
sovereign debt.

More disturbing yet is the mounting evidence that the 
Greek economy is already contracting at a much more 
rapid rate than was contemplated in its IMF three-year 
stand-by arrangement. It is doing so largely as a re-
sult of the brutal fi scal adjustment that the IMF has 
imposed on the country. It might be recalled that the 
IMF programme required of Greece ten full percent-
age points of GDP in fi scal measures in 2010 alone, 
an amount of fi scal adjustment that the IMF has never 
before imposed on a country within a fi xed exchange 
rate system. And it did so at a time when markets 
had imposed on Greece the equivalent of seven per-
centage points of monetary policy tightening. It is lit-
tle wonder then that already by the second quarter of 
2010, Greece’s economy was contracting at an annu-
alised rate of 7.2 per cent. Nor is it any wonder that the 
Greek government is also owning up to the fact that its 
tax revenue collections are falling more than fi ve per-
centage points short of target and that its IMF-agreed 
budget defi cit target for 2010 will be missed by a sig-
nifi cant margin.
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the troubles in the peripheral countries, since they have 
lent the equivalent of 37 per cent of France’s GDP to 
those countries.

Realising the potential threat to Europe’s banking sys-
tem from a signifi cant write-down in the periphery’s 
sovereign debt, European policymakers have chosen 
to mask the periphery’s solvency problem with a mas-
sive dose of liquidity. They have done so by putting in 
place a €750 billion support system for the eurozone’s 
periphery in an attempt to convince markets that there 
is little risk of a sovereign-debt default anytime soon, 
since the fi nancial needs of the periphery’s public sec-
tor are being fully backstopped for the next three years. 
The main pillar of that support system is the European 
Stabilisation Fund, which will raise €440 billion in the 
market on the basis of loan guarantees from the sixteen 
eurozone governments.

The ECB is also playing a major role in Europe’s ef-
forts to forestall a full-blown sovereign-debt crisis. 
Since May 2010, the ECB has been buying the periph-
eral countries’ bonds in the secondary market. More 
importantly, the ECB has been engaged in a backdoor 
bailout operation of these countries through massive 
rediscounting operations with their banks. It has done 
so to the point where ECB loans to the periphery now 
constitute more than 40 per cent of the ECB’s overall 
loan portfolio.

Closing the Stable Door After the Horse Has Bolted

Rather than contemplate how the peripheral countries 
might exit the euro in an orderly fashion, European poli-
cymakers are now proposing to fortify the eurozone’s 
architecture through treaty modifi cation. At a recent 
European Summit, agreement was reached to extend 
the European Financial Stability Fund (EFSF) when it 
expires in 2013 and to require that private bondholders 
bear their share of the burden of future bailout exer-
cises. In addition, it was agreed to introduce real penal-
ties for countries that were in repeated violation of the 
budget limits of the Stability and Growth Pact.

While the treaty modifi cations now being proposed 
would have had great merit when the euro was launched 
in January 1999, one has to wonder how relevant they 
are today, at a time when the periphery’s public fi nanc-
es have been compromised beyond repair and when 
there is every indication that the periphery’s crisis is 
deepening. While the periphery’s sovereign debt crisis 
is playing out in real time, past experience would sug-
gest that treaty modifi cation, which requires unanimous 
ratifi cation by all European Union members, would take 

In August 2010, there was an abrupt turnaround in 
market sentiment towards Ireland as doubts began to 
surface as to whether Ireland was any more solvent 
than Greece. These doubts were refl ected in the sub-
sequent widening in the spread between Irish bonds 
and German Bunds to as wide as 600 basis points, 
their widest levels since Ireland joined the euro. The 
factor triggering the sea change in the market’s atti-
tude was a further downgrading of Ireland’s sovereign 
debt by the S&P rating agency. The market was par-
ticularly taken aback by S&P’s estimate that Ireland’s 
blanket guarantee could in the end cost the Irish gov-
ernment a staggering €80 - €90 billion, or the equiva-
lent of between 50 and 58 per cent of Ireland’s GDP. 
The market was also shocked by S&P’s estimate that 
Ireland’s banking sector problem could raise the coun-
try’s public debt level to 130 per cent of GDP by 2012, 
a level not very different from that presently prevailing 
in Greece.

The Irish government is hoping that Ireland will some-
how grow its way out of its public fi nance and pub-
lic debt problems after having seen its GDP contract 
so sharply over the past two years. However, such 
hopes would seem to be fanciful in light of both the 
substantial amount of budget defi cit cutting that lies 
ahead as well as the effective monetary policy tight-
ening being forced on Ireland by the mounting fi nan-
cial market scepticism about the country’s longer-run 
solvency. The IMF estimates that Ireland needs further 
fi scal tightening of at least 6 ½ percentage points of 
GDP over the next two years if the country is to hope 
to regain fi scal policy sustainability. At the same time, 
since the start of the year Irish interest rates have in-
creased by more than 350 basis points while credit has 
become considerably more diffi cult to obtain. Further 
compounding Ireland’s economic problems is the fact 
that defl ation has now taken hold in the Irish economy, 
which both increases the real cost of borrowing and 
aggravates Ireland’s real debt burden.

Kicking the Can Forward

European policymakers fully understand that a default 
in any peripheral eurozone country would likely trig-
ger contagion to the other countries in the periphery. 
They also understand that a series of defaults in the 
eurozone’s periphery would have devastating conse-
quences for the European banking system. After all, 
the combined sovereign debt of Greece, Spain, Por-
tugal, and Ireland is around US$2 trillion, and a major 
part of that debt sits on the European banks’ balance 
sheets. The Bank for International Settlements esti-
mates that French banks are particularly exposed to 
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operations. However, one would think that there have 
to be limits as to how much further the ECB can bend 
its rules. There also have to be limits as to how much 
further the ECB might be prepared to contaminate its 
balance sheet by accepting more collateral of lesser 
quality from the periphery’s banks. Already, serious 
voices within the ECB, most notably that of Axel We-
ber, the President of Germany’s Bundesbank, have 
been publicly raised about the longer-term advisabil-
ity of further compromising the ECB’s balance sheet 
and of using the ECB to conduct what are essentially 
budgetary operations.

European policymakers understand full well that a de-
fault in any peripheral country is almost certain to trig-
ger contagion to the rest of the periphery. They are also 
highly cognisant of the fact that a wave of defaults in 
the periphery would more than likely precipitate a full-
blown banking crisis in West Europe. These consid-
erations would make one think that European policy-
makers in the north will not lightly turn off the fi nancing 
spigot that presently keeps the periphery, and thereby 
the European banking system, afl oat. Rather, one must 
expect that European policymakers will continue to 
kick the can forward in the forlorn hope that something 
might turn up to rescue the periphery. They might also 
do so in the hope that time might allow the West Eu-
ropean banks to strengthen their balance sheets in a 
manner that would allow them to more easily absorb 
the shock of a sovereign debt default in the periphery.

The more likely trigger for the euro’s eventual unrav-
elling will be in the periphery itself. The Greek, Irish, 
Portuguese and Spanish governments already have 
the most tenuous holds on political power. A deepen-
ing of their economic and fi nancial crises could very 
well result in the ascendancy of more populist govern-
ments which might be less willing to hew to the hair-
shirt austerity programme being dictated by the IMF 
or to remain within the euro straightjacket. This is es-
sentially what precipitated the demise of Argentina’s 
Convertibility Plan in 2001. More recently, the new 
Hungarian government’s spurning of the IMF in Sep-
tember 2010 would seem to be a poignant reminder 
that countries in the eurozone’s periphery might very 
well also be tempted to turn their backs on IMF aus-
terity. Another plausible trigger for the euro’s eventual 
unravelling could be a heightening of the capital fl ight 
that is already under way in Greece and Ireland. Am-
ple experience in earlier fi xed exchange rate regimes 
suggests that capital fl ight can reach such propor-
tions that countries are left with little alternative but to 
restructure their debt and to exit their fi xed exchange 
rate arrangement.

years to take effect. In addition, it would appear that 
the proposed reforms overlook the fact that the major 
part of the periphery’s budget defi cits is primary in na-
ture. As such, even if the debt of the periphery were to 
be substantially written down, the periphery would still 
be left with very large budget defi cits. And reducing 
these very large budget defi cits to sustainable levels 
would still involve very deep recessions if such an ex-
ercise were attempted within the straightjacket of con-
tinued euro membership.

The End Game

The late Herb Stein, a well-known American econo-
mist, was fond of observing that if something cannot 
go on forever it will stop. This aphorism appears to 
be particularly apt for the current eurozone situation, 
since it would seem unreasonable to expect voters in 
the eurozone’s north, and especially in Germany, to in-
defi nitely acquiesce to the transfer of large amounts of 
bailout money to the eurozone’s south in an effort to 
keep those countries afl oat. And it would seem even 
more unreasonable to expect voters in the south to in-
defi nitely endure the severe economic and social pain 
associated with continued euro membership and with 
the austerity measures attached to the fi nancing that 
they receive from the north. This would seem to be es-
pecially true if voters in the south were to perceive (a) 
that they were being taxed so that onerous debt re-
payments could be made to foreign banks; and (b) that 
there was little prospect of their economies emerging 
anytime soon from depression-like conditions with-
out the benefi t of either a debt restructuring or an exit 
from the euro straightjacket.

In May 2010, a cautionary warning was sounded for 
eurozone policymakers in the North Rhine-Westphal-
ian state elections. The voters of North Rhine-West-
phalia, Germany’s largest state, handed Angela Mer-
kel’s Christian Democratic Union a crushing defeat 
largely in protest at Mrs. Merkel’s active role in the 
Greek bailout package. It would seem that electoral 
considerations of this sort would make it all but im-
possible to enlarge the EFSF when it expires in three 
years’ time.

As recent ECB experience amply attests, European 
policymakers can use ECB fi nancing to the periph-
ery in principle as a much less transparent form of 
keeping the periphery afl oat. The obvious advantage 
of using the ECB for that purpose is that the ECB’s 
rediscount operations are not subject to the same 
close parliamentary scrutiny as are the budgetary ap-
propriations required for the eurozone’s other bailout 
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