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Editorial

Sovereign Debt Crisis: Why in 
Europe and not Elsewhere?
Why have markets been worried about fi scal sustainability in the euro area and not in other ad-
vanced economies? Answering this question is critical to understanding the policies needed to 
exit the current crisis (market conditions may have improved, but signifi cant risks persist) and to 
avoiding future ones. The fi scal accounts of the United States, United Kingdom and Japan are as 
weak as those of some of the countries in the euro area that have come under market pressure. If 
we rank countries by their 2011 defi cit-to-GDP ratios, we fi nd Japan fi rst (together with Ireland), the 
USA fourth and the UK fi fth, ahead of Spain (sixth), Portugal (eighth) and Italy (a distant sixteenth). 
As for the debt-to-GDP ratios, Japan is fi rst and the USA is sixth, just ahead of Portugal and Ire-
land (the US debt ratio is 102% while Portugal’s is 107%). Why are markets forgiving the fi scal sins 
of other advanced economies and not those of the euro area?

One can come up with several reasons: for example, potential growth is perceived to be higher 
in the USA, and growth is critical for fi scal sustainability. But this explanation does not hold for 
Japan. Moreover, many claim that high debt levels will be a drag on US growth. There is, however, 
a common denominator to the experiences of the USA, UK and Japan that may shed light on 
the benevolent market attitude towards these three economies. This common denominator is the 
massive intervention by their central banks in the government paper market.

The Bank of England currently holds some 20% of the securities issued by the UK Treasury, re-
fl ecting massive purchases of government paper, especially in 2009. The Fed also holds about 
20% of US Treasury securities (and another 34% are held by foreign central banks). The share of 
public debt held by the Bank of Japan is smaller, but the Japanese central bank fi nances Japa-
nese commercial banks and the latter invest heavily in government paper. Econometric estimates 
confi rm that the presence of central banks in the government paper market has contributed sig-
nifi cantly to lowering interest rates on government paper in 2011. Of course, the view that printing 
money to fi nance governments is the way to get out of the crisis may sound heretical and must be 
qualifi ed in two important respects.

It is fi rst necessary to explain why an orthodox approach – frontloaded fi scal tightening to restore 
credibility – is unlikely to work in isolation in the current circumstances. The reason is that markets 
now seem to be focusing on short-term rather than long-term developments, possibly due to the 
high uncertainty that has prevailed over the last few years. In the short run, fi scal tightening causes 
an output deceleration (and for countries with high debt, it could even cause a temporary increase 
in the debt-to-GDP ratio). If markets focus on these short-term developments, as econometric 
evidence suggests was indeed the case in 2011, interest rates may increase when fi scal policy is 
tightened, which is bad not only for the fi scal accounts but also for the economy. Hence the need 
for central banks (or other sources of fi nancing for the public sector – see below) to supply liquidity 
to moderate interest rates during the fi scal adjustment period.

The second point to underscore is that central bank intervention is a complement, not a substitute, 
to fi scal adjustment. Without fi scal adjustment, central bank intervention would cause higher infl a-
tion sooner or later. However, given the current high demand for liquidity, central bank intervention 
is unlikely to cause immediate infl ationary pressures. Rather, it allows for a more gradual fi scal ad-
justment in countries that are not faced with market pressure. In countries under pressure, where 
frontloaded fi scal adjustment is necessary, it allows interest rates to decline as fi scal policy is 
tightened, thus supporting economic activity.

The importance of central bank intervention has recently been confi rmed by the success of the 
longer-term refi nancing operation launched by the ECB in December, which facilitated the decline 
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in interest rates following the enactment of major fi scal adjustment and structural reform meas-
ures in the countries under pressure. That said, the IMF has recommended that the ECB should 
not have to shoulder the entire burden alone. Even if fully effective, the ECB action would increase 
the symbiosis between government and bank balance sheets, thus making it more complicated to 
manage possible future crises. Thus, strengthening the fi rewalls – the resources made available by 
euro area governments to support countries that are adjusting – remains necessary.

But managing the current crisis is not all that matters. A much stronger degree of fi scal integration 
will be needed to avoid the resurgence of euro area fi scal crises in the future. One key diffi culty 
in forging a model of stronger fi scal federalism in the euro area is that the only examples of fi scal 
federalism all exist within political unions. In Europe a stronger fi scal union must be achieved in the 
absence of a plan for political union. It is, once again, uncharted territory. The features of euro area 
fi scal federalism will have to take into account the absence, at least initially, of a political union. At 
least seven dimensions are relevant in defi ning a fi scal federalism model.

First, there is a need for constraints – rules and sanctions – to prevent imbalances at the state 
level from causing problems for other parts of the federation. The recent Fiscal Compact and the 
decisions that preceded it aim at this by formalising constraints that are similar to those existing 
in federations, at least in terms of rules, if not of sanctions. It remains to be seen how it will be 
implemented in practice. Second, there is a need for budget procedures that are suffi ciently simi-
lar, in terms of both accounting practices and defi nitions. The Directive included in the so-called 
six-pack agreement goes in this direction, but it is fairly general and may not be suffi cient. Third, 
there is the issue of how to respond to a fi scal crisis at the state level, should one emerge. In politi-
cal unions, no special mechanism is needed: if a state within a union has fi nancial problems, the 
usual bankruptcy procedures apply. But in a political union, the smaller size of local budgets with 
respect to the federal budget and the perception of indissolubility of the monetary union reduce 
the risk of contagion to almost zero. In the euro area, the risk of contagion is much higher; hence 
the need for a mechanism to manage crises. The European Stability Mechanism is meant to play 
this role. Its effectiveness will have to be assessed over the medium term.

A fourth dimension refers to the role of the centre in absorbing shocks affecting only part of the 
federation. The stronger the constraints imposed upon fi scal policy at the local level, the smaller 
will be the possibility of using fi scal policy to respond to idiosyncratic shocks and the more impor-
tant will be the transfers from the centre to absorb them. The degree of risk sharing is a key char-
acteristic of fi scal federations. In the euro area, risk sharing is being debated, but there is no agree-
ment in this area. Fifth, in federal states the centre has a large budget – fuelled by taxes collected 
by or transferred to the centre, or by borrowed resources – that can play an important role in re-
sponding to common economic shocks in a fl exible way. Such a budget does not exist in Europe. 
Sixth, federal states issue federal securities. There is no agreement to issue eurobonds, in spite of 
the obvious benefi ts of supplying a reserve currency alternative to the dollar. Note, however, that 
the discussion of eurobonds in Europe primarily revolves around their use as a tool for centralising 
borrowing by individual states. Normally in federations, federal bonds are issued to fi nance federal 
spending, not to centralise borrowing to fi nance decentralised spending. Seventh, federal states 
have a degree of coordination with regard to tax and expenditure polices that is stronger than the 
one currently existing in Europe. Stronger coordination would be useful to strengthen economic 
integration. For example, similar pension treatments would increase labour mobility.

In conclusion, reducing euro area vulnerabilities will require not only monetary and fi scal policies 
aimed at managing the current crisis but also further progress in strengthening the fi scal union to 
avoid the resurgence of similar crises in the future. The calm fi nancial market reactions to the EFSF 
downgrade should not mask this need.

Carlo Cottarelli, Fiscal Affairs Department, International Monetary Fund, Washington, USA



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (ISO Coated v2 300% \050ECI\051)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Perceptual
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /sRGB
  /DoThumbnails true
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts false
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /Warning
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 150
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.40
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /Warning
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 150
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.40
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /Warning
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 600
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /PDFA1B:2005
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (sRGB IEC61966-2.1)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<


    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /ESP <>
    /ETI <>
    /FRA <>



    /HUN <>
    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>


    /SKY <>

    /SUO <>
    /SVE <>
    /TUR <>

    /ENU <FEFF004a006f0062006f007000740069006f006e007300200066006f00720020004100630072006f006200610074002000440069007300740069006c006c0065007200200039002000280039002e0034002e00350032003600330029002e000d00500072006f006400750063006500730020005000440046002000660069006c0065007300200077006800690063006800200061007200650020007500730065006400200066006f00720020006f006e006c0069006e0065002e000d0028006300290020003200300031003100200053007000720069006e006700650072002d005600650072006c0061006700200047006d006200480020>
    /DEU <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [595.276 841.890]
>> setpagedevice


