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Questions

• So what has gone wrong? 

• What is happening now? 

• What happens next? 

• What does it mean for both the eurozone and 
the world economy?



What has gone wrong?



Euro @10

„Not only is such a currency union 
unprecedented in history, we can declare it a 
resounding success. Within the space of a 
decade, it has clearly become the second most 
important currency in the world; it has brought 
economic stability; it has promoted economic 
and financial integration, and generated trade 
and growth among its members; and its 
framework for sound and sustainable public 
finances helps ensure that future generations can 
continue to benefit from the social systems that 
Europe is justly famous for.” (EC, 2009)



What is optimal currency area?

Theory of Optimal Currency Areas stipulates 
following conditions:

• Coherence (synchronization of bussiness 
cycles, GDP structure, foreign trade structure)

• Flexibility of labour marekts (labour law and 
salary flexibility)

• Factor mobility (equity and labour force),

• Fiscal federalism (ability to cushion shocks by 
budget trangers)



Eurozone and Optimal Currency Area

• Theory of Optimal Currency Areas says nothing
about criterias stipulated in Maastricht Treaty.

• The theory stresses a flexibility of labour market 
and factor mobility.

• Maastricht  Treaty criteria are macroeconomic
ones (convergence in terms of inflations, interest
rates, public debt and budget deficit) despite the
fact that theory indicated importance of 
microeconomic criteria.



Is Eurozone succesful currency union?

• There are varying degrees of trade integration, but the participating 
economies can hardly be described as fully integrated. 

• Nor are they flexible – labour markets in many economies remain 
highly regulated and many sectors are sheltered from competition. 

• Labour mobility between the participating economies is virtually 
non-existent. 

• There is nothing to prevent huge trade imbalances between the 
members rising and nothing to address them when they do. 

• This would all perhaps be manageable if it was offset by a large 
degree of political integration and a fiscal / tranfer union of some 
form – but neither exists. 

• There are no eurozone crisis management mechanisms in place. 
Indeed, the EU’s strategy since the beginning of the year has been 
tailor-made to provoke precisely the contagion it has been so 
anxious to avoid.





Markets : Guilty of buying into the myth of 
an integrated eurozone

• The markets have simply called the EU’s bluff. 
• Indeed, they should have done so earlier – that way 

the crisis might have been avoided. Until relatively 
recently, the markets treated the debt of the various 
eurozone member-states as largely indivisible. The 
Greek authorities could borrow at similar interest rates 
to their German counterparts. 

• This made no sense, but it reflected investors’ belief 
that it was impossible for a member of the eurozone to 
default.

• The financial markets are guilty of buying into the myth 
of an integrated eurozone









Germany since 2000
• Since adopting the euro, Germany has seen its exports regain world share, rising 0.5 

percentage points from 2000 to 2009—a remarkable performance compared with the 11.6 
percent contraction in the share of advanced countries over that period. Over the same 
period, exports have gained an additional 14 percent of GDP share in Germany, bringing the 
total gain from 1993 to 2008 to a remarkable 25 percentage points. In a nutshell, while the 
GIIPS became more inward-focused and driven by domestic activities, Germany became the 
world’s largest exporter.

• Despite the benefits the euro brought Germany, its wage growth has remained moderate, 
keeping unit labor costs highly competitive relative to the rest of Europe. From 2000 to 2009, 
unit labor costs rose 7 percent in Germany, compared to an average increase of 31 percent in 
the GIIPS over the same period. Again, Germany’s ULC performance has been due more to 
limited wage increases than to relative productivity growth 

• Slow GDP growth and even slower growth of domestic demand contributed to Germany’s 
wage moderation following the adoption of the euro. From 2000 to 2008, Germany’s average 
annual GDP growth, 1.4 percent, was half that of the GIIPS, which grew 3 percent on average 
each year. Over the same period, domestic demand’s share of GDP contracted by 5.8 
percentage points in Germany, while it gained an average of 0.6 percent in the GIIPS. A 
variety of factors account for this demand slump, from the Euro area’s monetary policy—too 
tight for Germany, but too loose for several of the GIIPS—to high unemployment and low 
wage growth to high savings among an aging population.







The Making of a Crisis

1. Confidence in the prospects for growth and 
stability of the economies of Portugal, Ireland, 
Italy, Greece, and Spain (PIIGS) surged when the 
euro was introduced, causing their interest rates 
to decline to those of Europe’s more stable 
members. 

2. Improved confidence and lower interest rates 
drove up domestic demand in the PIIGS and 
investors and consumers were emboldened to 
increase spending and run up debts, often owed 
abroad as foreign capital flowed in. 



The Making of a Crisis

3. Growth accelerated and the prices of domestic activities 
(i.e., those least exposed to international competition, 
such as housing) rose relative to the price of exportable or 
importable products, attracting investment into the less 
productive non-tradable sectors and away from exports 
and industries competing with imports.

4. Meanwhile, exports rose sharply as a share of GDP in 
Germany, the Netherlands, and other historically stable 
countries in the European core. Growing demand in the 
PIIGS enabled these core countries to increase exports. 
The adoption of a common currency whose value was 
based on broader European competitiveness trends that 
made it lower than the deutschmark or guilder might 
have been, made their exported goods more affordable. 



The Making of a Crisis

5. The domestic demand boom in the PIIGS induced rapid wage 
growth that outpaced productivity, increasing unit labor 
costs and eroding external competitiveness further. This 
trend was reinforced by especially rigid labor markets in 
most of the PIIGS. The emergence of China, as well as 
currency depreciation and rapid labor productivity growth in 
the export sectors of the United States and Japan, added to 
the competitiveness problems of the PIIGS. 

6. The single European monetary policy was too loose for the 
rapidly growing PIIGS (Spain, Greece, and Ireland) and too 
tight for Germany, whose domestic demand and wages grew 
very slowly compared to the European average. This 
reinforced the loss of competitiveness in the PIIGS.



The Making of a Crisis

7. Lower borrowing costs and the expansion of domestic 
demand boosted tax revenues in the PIIGS. Instead of 
recognizing this as temporary revenue and saving the 
windfall gains for when growth slowed, GIIPS 
governments significantly increased spending. Blatant 
fiscal mismanagement added to the problems in Greece. 

8. The financial crisis in 2008 brought an abrupt end to the 
post-euro growth model in the PIIGS. As they plunged into 
recession and tax revenues collapsed, government 
spending was revealed to be unsustainable and their loss 
of competitiveness dimmed hopes of turning to foreign 
demand for recovery. The GIIPS are left with high public 
and private debts and weak long-term growth prospects, 
unless they make difficult adjustments to cut deficits and 
restore competitiveness.













It was the bubbles, stupid

• In retrospect, the creation of the eurozone
allowed a once-in-a-generation party. 

• Some countries had vast asset price bubbles; 
many had soaring relative wages. 

• Meanwhile, Germany and the Netherlands 
generated huge current account surpluses. 

• The union encouraged a flood of capital to the 
surging economies, on favourable terms. When 
private spending imploded, fiscal deficits 
exploded



„The eurozone is on an unsustainable path, 
notwithstanding the latest package of measures. That 
is no fault of the markets. It is the result of the gap 
between European rhetoric and reality. There needs to 
be an acknowledgement that if the euro is to work it 
will require greater integration. The problem is that 
when countries signed-up to the single currency, they 
were not made aware that it would require such 
integration. Political elites need to start explaining why 
it does.”

Simon Tilford (CER)



What is happening now? 



Background

• At the start of this year, Spain alone was faced 
with raising €448bn in gross financing needs 
up to the end of 2012. Greece required 
€158bn; Portugal, €70bn; and Ireland, €69bn.

• Real gross domestic product growth averaged 
2.25 per cent a year from 1981 to 1993; 
slipped to 2 per cent from 1993 to 2003; and 
now stands at about 1 per cent.





9/10 May Council Conclusions

• Council have decided to establish a European stabilisation
mechanism. The mechanism is based on Art. 122.2 of the 
Treaty and an intergovernmental agreement of euro area 
Member States. Art 122.2 of the Treaty foresees financial 
support for Member States in difficulties caused by 
exceptional circumstances beyond Member States’ control .

• A volume of up to € 60 billion is foreseen and activation is 
subject to strong conditionality, in the context of a joint 
EU/IMF support, and will be on terms and conditions 
similar to the IMF. The mechanism will operate without 
prejudice to the existing facility providing medium term 
financial assistance for non euro area Member States' 
balance of payments. 



9/10 May Council Conclusions

• Special Purpose Vehicle that is guaranteed on a pro 
rata basis by participating Member States in a 
coordinated manner and that will expire after three 
years, respecting their national constitutional 
requirements, up to a volume of € 440 billion. 

• The IMF will participate in financing arrangements and 
is expected to provide at least half as much as the EU 
contribution through its usual facilities in line with the 
recent European programmes.

• European Central Bank will buy government bonds on 
secondary market



Germany

• In April, three economists and a law professor announced 
that they would challenge any bail-out in the constitutional 
court. 

• They claim that giving money to Greece violates both the 
no bail-out clause in the EU treaty and the 1993 verdict of 
the court that makes Germany’s participation in the euro 
conditional on stability being maintained in the eurozone. 

• They want an injunction to stop the loan being disbursed 
while the court deliberates on its legality. The outcome of 
such a case is uncertain. But Germans have consistently 
rated their constitutional court the most highly respected 
institution in the land. 



Where are the Kohls, Mitterrands and 
Delors of our times?

• Angela Merkel, German chancellor, suffered a severe blow on May 9 when her Christian Democrats 
were defeated in a state election in North Rhine-Westphalia, wiping out her majority in the 
Bundesrat, parliament’s upper house.

• In March the centre-right forces of Nicolas Sarkozy, France’s president, were destroyed in elections 
that gave the opposition Socialists control of 21 of France’s 22 metropolitan regions. Mr Sarkozy’s 
popularity rating is at its lowest since he assumed power in May 2007.

• The troubles of Silvio Berlusconi, Italy’s premier stems from the rising strength of the Northern 
League, an unpredictable ally in his centre-right coalition, and from internal disputes in his People 
of Liberty party.

• José Luis Rodríguez Zapatero, Spain’s socialist premier, leads a minority government that cobbles 
together deals with small parties, such as moderate Basque and Catalan nationalists, to stay in 
power. 

• Britain’s Labour party fell from power after a May 6 general election and the nation is 
experimenting with its first coalition government since the second world war.

• The Dutch coalition government collapsed in February in a dispute over its military role in 
Afghanistan

• Belgian government fell in April because of yet another quarrel between its Francophone and 
Flemish-speaking components.

• Barack Obama telephoned Ms Merkel and Mr Sarkozy to urge decisive action on €750bn 
stabilisation facility for the eurozone. Though EU leaders may hate to admit it, it seems that 
Washington is still needed to get the European act together



French View

„It is an enormous change. It explains some of 
the reticence. It is expressly forbidden in the 
treaties by the famous no bail-out clause. De 
facto, we have changed the treaty.”

Claude Lellouche



German View

„The foundation of the euro has fundamentally changed as 
a result of the decision by euro-zone governments to 
transform themselves into a transfer union. That is a 
violation of every rule. In the treaties governing the 
functioning of the European Union, it explicitly states that 
no country is liable for the debts of any other. *…+ Added to 
this is the fact that, against all its vows, and against an 
explicit ban within its own constitution, the European 
Central Bank (ECB) has become involved in financing states. 
*…+ It was about protecting German banks, but especially 
the French banks, from debt write offs. On the day that the 
rescue package was agreed on, shares of French banks rose 
by up to 24 percent.”

Karl Otto Pohl



What does this all mean?



What does this all mean?

1. Markets are right to doubt fiscal resolve. 
Debt restructuring is quite likely, at least for 
Greece. But such restructuring cannot 
remedy the lack of competitiveness

2. The eurozone has bought itself time. Among 
the things it must do with that time is make 
its financial system credibly solvent and so 
able to stand a round of private and public 
debt restructuring



What does this all mean?

3. When analysing the woes of the eurozone, 
people persistently fail to recognize the 
private sector’s instability. 

It has saved too much in some places and 
spent, lent and borrowed too much in others. 

This has been a hugely destabilising force, 
inevitably exacerbated by the “one-size-fits-
all” monetary policy.



What does this all mean?

4. The eurozone is moving towards fiscal 
tightening, with the offset, at least for the 
moment, of a weaker exchange rate. 

Americans will see this as a “beggar my 
neighbour” policy, unlikely to help global 
rebalancing. How much it will detract from 
world recovery is unclear. But it will not help



What does this all mean?

5. Tension is bound to remain between a Germany 
determined to impose fiscal constraints and 
countries that deny the primacy of such 
discipline (notably, France) or may prove 
incapable of sticking to it. 

Given the big adjustments ahead, it is no longer 
evident that the eurozone will manage these 
tensions. 

German patience could be stretched beyond 
breaking point.



Scenarios



S1 - Order restored

1. The crisis forces governments to put public finances in 
order and improve the dynamism and efficiency of their 
economies. The eurozone becomes an engine of growth in 
the global economy.
Greece’s traumas could encourage pre-emptive action 
that triggers growth in countries such as Portugal and 
Spain. Germany could help the process by boosting 
domestic demand rather than focusing on just exports.

• Likelihood: Not impossible – but do not hold your breath.
• Implications for the euro: The single currency would 

become a serious challenger to the dollar as a strong and 
stable reserve currency



S2 - Muddling through

2. The eurozone stabilises but fails to address fundamental problems 
in its construction exposed by the crisis

Government and ECB action – including the €750bn emergency 
eurozone rescue programme – could calm the current financial 
market storms.

Germany entered at too over-valued currency but ruthless cost 
controls also gave it a big competitive advantage – mirrored by an 
equally dramatic loss of competitiveness in countries such as 
Greece. Now it is the latter’s turn to cut costs.

• Likelihood: Distinctly possible.

• Implications for the euro: Weakened growth prospects and 
exacerbated long-term political worries will pile on the downward 
pressure



S3 - Walking wounded 

3. The eurozone is permanently weakened, its long-term 
future thrown into doubt
The impact on German and French banks, plus plunging 
economic confidence, would threaten a deep recession 
across the eurozone, while the falling euro would stoke 
inflation.
The combination of poor public finances and 
uncompetitive industries has proved lethal to nations on 
Europe’s southern periphery. That parts of the eurozone
become “a sort of Mezzogiorno [southern Italy] or eastern 
Germany

• Likelihood: Fair
• Implications for the euro: Long-term weakness 



S4 - Break-up

4. The end of the euro project. Tensions become too great to 
manage; one or more countries decide that they would be 
better off out – or other eurozone countries decide to 
eject them.
Institutionalised system for organising an “orderly default” 
by a member state could also include the possibility of 
exiting the monetary union. 
If it became clear that an exit from the eurozone was 
possible after all, the pressures might be such that there 
would be a rush for the door.

• Likelihood: Remote – but not as remote as previously 
thought.

• Implications for the euro: The currency would weaken 
dramatically well before any break-up loomed.



Greek default scenario

• The benefit of a lower debt burden for creditworthiness is likely to offset the cost 
of a default. The logical moment is when the primary fiscal deficit (that before 
interest) is eliminated

• The day after a formal default, Greek banks would no longer have access to the 
regular monetary policy operations of the European Central Bank because the ECB 
could no longer accept their collateral—Greek debt—which would immediately 
have junk status. The country would thus effectively cease to be part of the euro 
area. Its status would resemble that of Montenegro, which adopted the euro as 
legal tender without officially being a member of the single currency zone. 

• In Greece, following a messy default, euro notes and coins would still circulate in 
the economy, but one euro in a Greek bank account would no longer be 
automatically equivalent to a euro in a bank account elsewhere in the euro area, 
as Greek banks might immediately become insolvent and thus be shut out of the 
payment systems. 

• Until Greek solvency was re-established, the euro zone would thus de facto have 
lost one of its members, even though the Greek Central Bank head would still sit 
on the Governing Council of the ECB and the Greek finance minister would still be 
a member of the Euro Group, with their normal voting powers intact.


