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1. Introduction
In July 2009 I became the finance minister of Bulgaria. The week after, I went to my first Ecofin
meeting in Brussels. Ecofin is the monthly gathering of the finance ministers of the European
Union. Two things made an immediate impression. First, few of my colleagues had economics or
finance education – 5 of 26, to be exact. Second, there was little urgency. We had to work around
the expansive holiday schedules in Europe, and so my second Ecofin was in late September. By
then, the Greek government had gotten mired in corruption accusations and a week later (October
4, 2009) the Karamanlis government resigned.
During the next four years, Ecofin met over 40 times so I had plenty of opportunity to consider the
main topic of the moment: saving the euro. There was the constant focus of keeping Greece afloat,
and building a common fiscal policy to save the Eurozone. The remaining agenda varied: saving
Hungary, saving Ireland, saving Portugal, punishing Hungary, getting worried about Spain, getting
worried about Italy, wondering when France would face up to its banking problems. By the time
Cyprus blew up, we had been in the saving business for too long and this is why Cyprus got the
short stick.
There were moments of joy. Estonia adopting the euro in January 2011. “A political decision,” the
Estonians would say. “We want to be as far from Russia as possible.” During my last Ecofin,
Latvia applied as well. While Cyprus has muddied the waters for small Eurozone members
significantly, I hope Latvia gets in. It suffered an 18% drop in output, with the accompanying rise
in unemployment, in 2009 and further austerity in 2010 and 2011, to maintain its currency board.
So big is their commitment. Leszek Balcerowicz, the father of Eastern European reforms, later
compared the BELLs (Bulgaria, Estonia, Latvia and Lithuania) to the PIGS (Portugal, Ireland,
Greece and Spain) and concluded that the former have a brighter future since they are prepared to
fight for it. The PIGS are not. Exception: Ireland.
There was success at home as well. After recording a 4.4% budget deficit in 2009, due to the
previous government’s pre-election spree, Bulgaria reduced the deficit to 2% in 2011 and exited
the Excess Deficit Procedure, hand in hand with Germany. That put us firmly in the small group
of fiscally-responsible countries. Moody’s raised our credit rating to BB+, the only rating increase
in Europe in the past 5 years. The European Commission’s Convergence Report in 2012, said that
Bulgaria met all quantitative Maastricht criteria, one of only 3 European Union countries to do so.
The remaining step was entry into ERM2, the waiting room to the Eurozone.
The most memorable moment happened in mid-December 2012, when Ecofin agreed to move
towards a single bank supervision for the European Union. This was the third meeting called in a
span of ten days, the previous one being cancelled because the positions were too far apart. The
November meeting had also ended with an impasse. As one minister remarked after that “It was
the most relaxed Ecofin meeting ever. The differences in opinion were so large, that there was no
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point arguing.” Third time a charm – because of the coming Christmas holidays and because the
meeting of heads of state was scheduled for the following day – the functioning of the single
supervisor was hotly debated, then agreed. By that time it was early morning and the heads of state
were flying in. In April 2013 the Germans surprised everyone by saying the agreement was illegal
under the Lisbon Treaty and should be significantly altered. But that’s another story.
This was a feature of decision-making in Europe during the crisis. An issue would be discussed
intensely for a while, and then suddenly dropped for a newer idea. It would come from France and
Germany meeting separately ahead of Ecofin gatherings. The newer idea would suffer the same
fate a few months later. In a span of three years, the euro-saving mission went through six
variations – the euro pact, the euro+ pact, the euro++ pact, the fiscal compact, the eurobond
issuance and the single bank supervision. With the exception of two - the fiscal compact, which
translated the Maastricht criteria into national legislation, and the single bank supervisor - all others
had small value added.
Lawrence Summers writes about Daniel Ellsberg’ use of Pentagon Papers to document the US
administration indecisive approach during the Vietnam War. “At every juncture [policymakers]
made the minimum commitments necessary to avoid imminent disaster – offering optimistic
rhetoric, but never taking the steps that even they believed could offer the prospect of decisive
victory. They were tragically caught in a kind of no-man’s-land – unable to reverse a course to
which they had committed so much, but also unable to generate the political will to take forward
steps that gave any realistic prospect of success.”1 This is how Ecofins felt for a long time.
Somewhere in 2011, the Eurozone members became agitated over the remarks of some nonEurozone ministers: UK Chancellor George Osborne, Swedish finance minister Andres Borg and
to a lesser extent my own comments on the slow pace of decisions, and on the lacking growth plan
for Europe. So the “saving business” moved to the Eurozone dinners the evening before Ecofin.
Members only. We then started a non-Eurozone dinner, to discuss how the European Union can
advance beyond the current crisis. These were among the few gatherings where the growth
prospects for the Union were considered in earnest. It helped that non-Eurozone countries were in
better fiscal and economic shape than the Eurozone ones.
During my stay in office, parties belonging to the European Peoples’ Party (which comprises
center-right parties across Europe) governed 20 of the 27 European Union countries. The ministers
from these governments met at breakfast the day of Ecofin, often together with the EU
commissioners elected by EPP parties (commissioners Barnier, Sekuda and Lewandovski). The
commissioners informed us of their work and we updated each other of how the crisis developed
in our countries. In these breakfasts you would listen to Shaeuble, Lagarde, and Borg and think
that Europe is in safe hands. Then you went to Ecofin and thought otherwise.
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During these many discussions, the idea of writing this book was born. It has a precursor. Before
becoming the finance minister in Bulgaria, I was for a long time at the World Bank. In my nearly
fifteen years there, I had dealt with the Russian crisis in 1997 and the East Asian crisis in 19982000 and had some first-hand experience in crisis resolution. The experience in East Asia made
for an edited volume, still used by experts.2
The onset of the euro crisis caught up with me as chief economist for finance and private sector
for the World Bank Group. We were taken by surprise as much as anyone else. The problems with
subprime mortgages and the subsequent drying up of trade credit globally in the summer of 2008
seemed like isolated problems, far from the Eurozone. When Iceland’s banking sector collapsed
in October, however, it suddenly became a euro problem too, as some continental European
investors had much to lose. And did lose.
My boss at the time, Michael Klein, then vice-president for finance and private sector, had
significant experience in crisis management. We put together a crisis group from across the World
Bank – finance experts, trade economists, small business developers, political scientists - that
developed the likely scenarios that could unfold ahead.3 The most likely scenario? Greece
collapses and takes the euro with it. Europe divides into northern and southern bloc, with the north
maintaining a common currency. The south is pulled into different directions, some towards
Russia, some towards Turkey and the Middle East. Sounds familiar? In the fall of 2008 it seemed
like science fiction and I remember someone suggesting cyborg attacks as well. But the scenarios
work uncovered a fundamental weakness in Europe – the creation of the euro.
The euro has a conception flaw: it locks in countries on the periphery of Europe in an exchange
rate they can ill-afford to maintain. Put simply, right at the start when Germany and Portugal got
a single currency, it was obvious Portugal would not be able to compete. Its currency will be
overvalued, so Portugal cannot export the goods and services it produces at prices that are
competitive on the global market. The same applies for Greece, Spain, Malta, France and Cyprus
– the whole Southern Rim of the Eurozone. This is seen in the external trade data. In 2012 France
ran a current-account deficit of €82 billion, Spain €32 billion, Greece €20 billion, Portugal €11
billion and Cyprus €4.3 billion.
And over time, as more Eastern European countries enter the euro bloc, as have Slovakia, Slovenia
and Estonia, this may become a problem for them too. For Slovenia, it already is.
Supporters of the euro say the original design is fine, it just needs strengthening with a common
fiscal policy, a single bank supervisor, and a vetting mechanism for national budgets whereby
structural reforms are undertaken to increase competitiveness. For example, if the Southern Rim
2
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countries had undertaken the labor reform that Germany did under Gerhard Schroeder, they would
be in much better shape. So the main culprit is the regulatory burden. And they are right, to a
degree. According to World Bank data, it takes 11 procedures and €9,000 to open a small business
in Athens. It takes 735 days and 43 procedures to resolve a simple commercial dispute in Larnaca,
Cyprus. And it takes 59 days and visits to eight different offices to register a small piece of property
in Paris. It is cheaper and faster to do all this in Berlin.
The most ardent supporters of the euro say it is simply experiencing growing pains, and that the
euro is a political project that cannot be judged in terms of optimal currency areas and the like. As
Jacques Delors remarked, “Obsession about budgetary constraints means that the people forget too
often about the political objectives of European construction. The argument in favor of the single
currency should be based on the desire to live together in peace.”4 The euro gives Europe’s citizens
a symbol of their European identity, and should be supported at all cost. Without the euro, united
Europe fails too. For this reason no country can exit the Eurozone.
I subscribe to the intermediate view: that the euro can be saved with some significant reforms, both
at the country and European Union levels. Some of these are in the making – the start of a common
fiscal policy and the single bank supervision. These are described in detail, as well as the torturous
ways in which they are coming into being. How can Brussels entice governments to undertake
structural reforms? It has so far failed to come up with the recipe. The new idea is to link it with
the allotments of structural funds: whoever doesn’t reform, doesn’t get money from the common
pot after 2013. This sounds fine in theory and has even been attempted once – on Hungary. That
attempt failed and subsequent attempts are likely to fail too. Imagine Brussels telling France that
it is withholding money to its farmers until the French government implements labor reforms.
What also remains is an adequate answer to the question of how Portugal and Germany can
compete globally in a single currency. One can say look at the United States, and you see Alabama
and Massachusetts competing, each using the dollar. But there is a big difference: there is capital
and labor mobility in the United States. Not so in Europe. Each year, around 3% of Americans
move to live and work in another state. Only 0.2% of Europeans move to another European Union
country. While officially there are few constraints to such mobility, languages play a big role, as
does religion, the lack of transfer of pension benefits, and the policies of nationalist parties in
countries like France and the Netherlands.
In the absence of such mobility, Europe has come up with a mechanism of transfers as a way of
inducing people to stay put. Each year, the poorer members receive “cohesion funds” equivalent
to about 10% of their GDP. The idea is to create conditions for better life and work in each country,
so people don’t have to move. So far, so good. Except these funds sometimes get wasted: they are
viewed as “free” and spent on glossy promotions of luxury resorts as in the case of Cyprus. Or,
Cited in Barry Eichengreen, “The Break-up of the Euro Area,” Alberto Alesina and Francesco Giavazzi,
editors, Europe and the Euro, The University of Chicago Press, 2010.
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worse yet, fall in the pockets of government officials, as has been recorded in Bulgaria, Greece,
Italy, Poland and Romania. Funds are then stopped and the national budgets repay. The country is
worse off.
Bulgaria had its cohesion funds stopped in 2008. Just a year after it entered the European Union
and the money started flowing. Much of the money was supposed to go towards road construction.
Money was spent, but no new roads built. It turned out that the head of the road construction
agency had contracted his brother’s company (he really did!) to build them. The case was referred
to the Bulgarian courts, which after 3 years exonerated both. You could see the Germans fuming.
The episode created the following joke. A Bulgarian EU-funds bureaucrat visits his Romanian
colleague. He is surprised to see his big new house and an Audi. “How can you afford these?,” he
asks. The Romanian bureaucrat leads him to a nearby road. “See this highway?,” he asks. “No, I
just see a two-lane road,” the Bulgarian answers. “Well, this is how I can afford a nice house and
car.” In a year the Romanian visits Bulgaria and is stunned to see his friend’s mansion and a
Mazeratti. “How can you afford these?,” he asks. The Bulgarian bureaucrat brings him to a field.
“See this highway?,” he asks. “No, I don’t see anything,” the Romanian answers. “This is how,”
the Bulgarian proudly responds.
Even in the absence of corruption, transfers are small relative to the issues they are supposed to
address. A comparison with the United States is useful. In 2008, during Hurricane Katrina, the
federal government made transfers to Louisiana of nearly 30% of the state’s GDP in direct
assistance, social security and Medicaid benefits. This is three times higher than the average
transfer to poorer countries in Europe. And it does not include bank programs that were organized
by the Federal Reserve System to create cheap credit for reconstruction in the affected areas.
But transfers are not enough. To be saved, the euro needs four things.5 First, all Eurozone countries
to abide by the fiscal rules. Fiscal profligacy is contagious and if one drags its feet, others follow.
This is especially true of the larger Eurozone countries like France, which were often negligent of
the Maastricht rules. Second, structural reforms in the public administration and healthcare sectors,
and in pensions and labor markets. Third, cutting the red tape for business. Most importantly, the
path for entering the euro must be part of European Union entry. Not an after-thought.
This book comes in a crowded field. Thomas Mayer, a former IMF economist and Deutsche Bank
manager has studied the subject in a historical perspective.6 The main point? The euro is “an
ambitious political project pursued in reckless negligence of economics.” He also suggests the fall
of the Berlin Wall caught the attention of Germany and the euro came into being despite
Germany’s doubts. Johan van Overtveldt, editor of the Belgian weekly Trend, argues that Greece
and Portugal are too reckless to be trusted and that the political project that is the euro will end

5
6

See my op-ed “Austerity in Europe Revisited,” The Wall Street Journal, April 17, 2013.
Thomas Mayer, Europe’s Unfinished Currency: The Political Economy of the Euro, Anthem Press, 2012.
7

with Germany leaving.7 McKinsey&Co’s The Future of the Euro (2012) compares the increases
in unit labor costs across the Eurozone and found that while German labor costs barely budged
during 200-2010, they increased by 25% in Greece, and 28% in Portugal. No wonder these
countries experienced a loss in competitiveness. Also, McKinsey&Co calculate the annual benefits
of the euro to be €330 billion, of which about half goes to Germany.
Alberto Alesina is among the few economists invited by Ecofin to present his views on the euro
crisis. Perhaps because he wrote about Europe’s troubles before other authors did and gave a rather
accurate picture. With his colleague Francesco Giavazza in The Future of Europe: Reform or
Decline (2006) he argues that a major European decline is in the cards. Europe emerged from
World War II with a per capita income level of less than half (42%) that of the United States. It
gradually caught up to about 80% of American GDP per capita in the 1980s. Since then, catchingup reversed and now the European Union was at less than 70% of American GDP in 2005. This is
because of the lack of structural reform, and the general complacency of Europeans that the dolce
vita will continue forever.
In the follow up Europe and the Euro (2010) Alesina and Giavazzi compile a collection of essays
on the reasons for the euro crisis. They focus on the question whether euro entry is good for
structural reforms and find that belonging to the Eurozone accelerates the reform process in the
product market - particularly in the transportation and telecommunication sectors - but has no
effect on the labor market. The logic is that countries become unable to use their monetary policy
to accommodate negative shocks. This creates incentives to liberalize product markets in order to
rely more heavily on market-based adjustments. Also, the euro increases price transparency and
therefore facilitates trade. A larger European market increases competition and makes it more
difficult for domestic monopolists to protect their rents. Labor reforms, on the other hand, get
blocked by all-European labor unions.
This book differs from the already available ones in that I wrote it from the perspective of an active
participant in the events that took place since the euro crisis started and until the spring of 2013. It
provides an insider’s view on how some decisions were taken, or not, and what thinking lies behind
these. In the narrative I also draw on my own experience in reforming some sectors in Bulgaria –
for example the painful but ultimately successful experience with pension reform in 2010-2011.
And the failure to reform healthcare. In my term as finance minister, I worked alongside integration
believers like Jean-Claude Juncker, Mario Monti and Wolfgang Schaeuble, but also doubters like
George Osborne. The interactions with them generated ideas presented in this book. These should
provide for an informative read.
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2. How the Crisis Moved to Europe
Time for difficult decisions. This is what I expected coming into my first Ecofin meetings. At the
time no one expected the crisis to last long. The most pessimistic forecasts – those of the European
Commission – showed economic recovery by late 2011.
The previous year, from Washington DC, I had followed the collapse of Lehman Brothers on
September 15, 2008. Soon after, the collapse of Icelandic banks. First, in late September, the
Icelandic government taking a 75% stake of the country's third-largest bank, Glitni. A week later
the same happening to the second largest bank Landsbanki. From that day on, events overwhelmed
policy makers and markets in Europe.
On September 22, the G7, in a conference call, vowed to protect the global financial system. The
declaration read: “We reaffirm our strong and shared commitment to protect the integrity of the
international financial system and facilitate liquid, smooth functioning markets, which are essential
for supporting the health of the world economy.” And: “We are ready to take whatever actions
may be necessary, individually and collectively, to ensure the stability of the international financial
system.”
Apparently, that wasn’t enough. Trade credit rapidly dried up and international trade drew to a
halt. On September 26 the Federal Reserve, the Bank of England, the ECB and the Swiss National
Bank announced the introduction of operations to provide US dollar liquidity with a one-week
maturity. The ECB also provided US dollar one-week funding to Eurosystem counterparties
against Eurosystem-eligible collateral, with an initial volume of $35 billion.
On September 29, the ECB conducted a special-term refinancing operation in order to improve the
overall liquidity position of the Eurozone banking system. The same day, in response to continued
strains in short-term funding markets, the Federal Reserve and the ECB doubled their reciprocal
currency arrangements (swap lines) from $120 billion to $240 billion. These larger facilities
expanded the provision of US dollar liquidity in the Eurozone.
Then on 8 October Iceland took control of its biggest bank, Kaupthing. This was in response to
Gordon Brown's decision to use anti-terrorism legislation and freeze the bank’s UK-based assets.
The liquidity squeeze in European banks worsened. The ECB decided to carry out weekly
refinancing operations with a fixed-rate tender procedure with full allotment, which meant that the
interest rate was set in advance and the ECB provided as much liquidity as the banks requested.
On the same day, the ECB lowered its rates by 50 basis points. It also reduced the difference
between interest rates on marginal lending and deposit facilities from 200 to 100 basis points. The
financial markets didn’t think that was sufficient and trade continued to suffer.
On October 15, the European Commission proposed to increase minimum protection for bank
deposits to €100,000 to maintain the confidence of depositors in the financial safety net. This had
a calming effect on small depositors, until in March 2013 the Cypriot government decided to
impose losses on those depositors too. More on that in a later chapter.
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On October 20, Ireland became the first Eurozone country to fall into recession (two quarters of
reported negative economic growth).
Fearing runs on banks in Ireland, on November 15 the G20 leaders met in Washington to discuss
efforts to revive economic growth. The most interesting part of their joint declaration is the text
on the causes of the crisis. “During a period of strong global growth, growing capital flows, and
prolonged stability earlier this decade, market participants sought higher yields without an
adequate appreciation of the risks and failed to exercise proper due diligence. At the same time,
weak underwriting standards, unsound risk management practices, increasingly complex and
opaque financial products, and consequent excessive leverage combined to create vulnerabilities
in the system. Policy-makers, regulators and supervisors, in some advanced countries, did not
adequately appreciate and address the risks building up in financial markets, keep pace with
financial innovation, or take into account the systemic ramifications of domestic regulatory
actions.”
It continues: “Major underlying factors to the current situation were, among others, inconsistent
and insufficiently coordinated macroeconomic policies, inadequate structural reforms, which led
to unsustainable global macroeconomic outcomes. These developments, together, contributed to
excesses and ultimately resulted in severe market disruption.”
Four days later, an IMF package totaling $2.1 billion was announced for Iceland under the Fund’s
fast-track emergency financing mechanism. The International Monetary Fund’s Executive Board
approved the two-year Stand-By Arrangement for Iceland on November 19, making $827 million
immediately available to the country. The IMF loan filled less than half of Iceland’s 2008-10
financing needs. The remainder was met by official bilateral creditors.
On December 4, the ECB cut the interest rate on the main refinancing operations of the Eurosystem
by 75 basis points to 2.5%.
2009
The outlook for 2009 was bleak. The Icelandic finance ministry predicted the economy would
shrink by 9.6% in 2009 and have zero growth in 2010. On 26 January prime minister Haarde
announced the resignation of the government.
Contagion spread to Ireland. On January 15, 2009 Irish finance minister Brian Lenihan
nationalized Anglo Irish Bank.
On the same day, the ECB cut the interest rate on the main refinancing operations to 2%. It also
changed the interest rates on the marginal lending facility and deposit facility to 3% and 1%,
respectively.
The developments in Iceland and Ireland were viewed as specific to these countries, linked to
unreasonable investments by greedy bankers. Two island exceptions. But sentiment changed
quickly. It proved right the German economist Rüdiger Dornbusch, who often remarked that “a

10

crisis takes a much longer time coming than you think, and then it happens much faster than you
would have thought.” Indeed, from this point on the bad news started coming daily.
At the beginning of February new Icelandic Prime Minister Johanna Sigurdardottir presented her
government's plan to rescue Iceland from financial ruin. She would replace the central bank board,
which failed to prevent the collapse of the banking system. She also asked a parliamentary
committee to prepare a plan for joining the European Union.
On February 25 the De Larosière Group, charged with making recommendations to the European
Commission on strengthening financial supervision in the EU, published its report. Other than
Jacques de Larosière, the former president of the European Bank for Reconstruction and
Development, the group comprised Leszek Balcerowicz, Otmar Issing, former chief economist of
the European Central Bank, Onno Ruding, former executive director of the International Monetary
Fund, and several other financial heavyweights. Among other recommendations, their report
recommended the creation of a single bank supervisor for the Eurozone and placed this
responsibility with the European Central Bank.
In March Ireland lost its AAA debt rating as public finances deteriorated further. In April the
government unveiled its second budget in six months to deal with a rapidly contracting economy.
On June 4, the ECB decided that the Eurosystem would purchase euro-denominated covered bonds
issued in the euro area. The goal was to encourage banks to expand their lending to the economy,
and to ease funding conditions for banks and enterprises.
In the sovereign debt market, 10-year Portuguese government bond yields actually decreased in
the second half of 2009, in a similar pattern to that of Spanish and Italian bonds, and the difference
to German bonds was back at less than 100 basis points during that period. There was a lull in the
policy arena as well.
Public deficit consolidation efforts in many countries came to a halt. In Portugal, for example, the
deficit in 2009 increased to 9.3 percent of GDP from 2.7 percent in 2008. The evolution of the
2009 budget projections showed that initial figures for revenue were clearly too optimistic, notably
in an already declining economy. This, combined with an expansionary expenditure projection, to
which the European Commission had agreed, led to a drastic increase in the deficit.
On October 9 Greece's central bank chief George Provopoulos took a 20% salary cut to lead by
example, as the Greek government intensified efforts to rein in public spending. “It is a symbolic
gesture for the difficult times we are in,” Provopoulos said.
The first inkling that Europe was headed into major troubles came in October 2009 and featured
Greece. The new Papandreou government admitted that Greece had lied about its budget deficits
and debt for over a decade. And that the country’s public deficit would exceed 12 percent of GDP,
doubling the level announced by the previous Karamanlis administration. This for a country with
a pre-crisis public debt level of 105.4 percent of GDP in 2007, the highest in the European Union.
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The Greek government’s admission that national statistics had been unreliable for years added a
devastating political effect. This was reminiscent of 2004 when the then Greek government
conceded that the country’s budget deficits had never been below the Maastricht criteria of 3
percent since 1999, not even as Greece joined the euro in 2001. 8 This fact poisoned the debate
within the European Union and influenced the way the sovereign debt crisis was dealt with
politically in Berlin, Brussels, the Hague and Helsinki.
Financial markets responded vehemently by demanding much higher rates on Greek bonds. Soon,
this spread to other countries with high government debt ratios and wobbly banking systems –
Portugal, Italy, and Spain. What was a receding global financial crisis rapidly turned into a homegrown European crisis.
True, euro area budget deficits and public debts had all increased. But the same had happened in
the United States (from 62% of GDP in 2007 to 93.6% in 2010) and in Japan (from 167% of GDP
in 2007 to 199.7% in 2010). Moreover, the increase in public spending had been the European
Union’s agreed policy to avoid an economic depression in 2009. Even the most fiscally
conservative countries in the Eurozone saw their debt to GDP ratio jump between 2007 and 2010.
In fact, by 2010 every Eurozone country had been put under an excessive deficit procedure, with
the exception of Luxembourg.
On December 2 at the last Ecofin meeting of the year we agreed to set up three new European
authorities to supervise banking, insurance and securities markets: the European Banking
Authority; the European Insurance and Occupation Pensions Authority; the European Securities
and Markets Authority. Some of the missing financial architecture around the euro was finally
being established.
The next day the ECB continued conducting its main refinancing operations as fixed rate tender
procedures with full allotment, and said it would do so for as long as was needed.
European guidelines were approved by the European Council in December 2009. These stated that
“fiscal consolidation should start in 2011 at the latest, earlier in some Member States where
economic circumstances make this appropriate, provided that the Commission forecasts continue
to indicate that the recovery is strengthening and becoming self-sustaining.”
Meanwhile, the United Kingdom was gearing for elections amidst worsening public financing.
“Britain is at risk of following Greece with rising interest rates and soaring debt repayments,”
shadow chancellor George Osborne said on December 21. The pre-budget report, prepared by
Alistair Darling, was "playing with economic fire" by failing to produce a credible plan to tackle
the national debt.
2010
Still, 2010 started with optimism. In Davos, finance minister Papaconstantinou said Greece
wouldn’t need a rescue package. Also in Davos, European Union Commissioner Joaquin Almunia
Brück, Tilman, and Andreas Stephan, “Do Eurozone Countries Cheat with their Budget Deficit
Forecasts?” Kyklos, 59, no. 1, Feb., 3-15, 2006.
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announced there was no ‘Plan B’ for Greece. “Greece will not default. In the euro area, default
does not exist.” Markets thought otherwise. After these comments the yield on Greece’s 10-year
bond reached 6.248%, a euro-era high at the time.
Two weeks later, Papaconstantinou changed tune: “We are basically trying to change the course
of the Titanic. People think we are in a terrible mess. And we are.” Another two weeks, and the
government lost control of the situation. Literally – on March 4 protesters seized the Finance
Ministry in Athens. Yet denial was still pervasive throughout Europe. Later the same month, in a
Financial Times interview, former Italian Prime Minister Romano Prodi said “Greece’s problems
are completely over. I don’t see any other case now in Europe.” The same day Ireland said its
banks needed to raise an additional €31.8 billion of capital.
At the beginning of February, Greek 10-year bond rates spiked to more than 7% and Portuguese
rates reached 4.725%. Contagion from the Greek problems affected Portuguese bonds more than
the rest of the Southern Rim countries mainly because figures for 2009 indicated a much higher
than foreseen deficit of 9.3 percent of GDP.
The informal meeting of Heads of State and Government that took place in the Solvay Library, on
11 February, the first chaired by Herman Van Rompuy as President of the European Council, was
focused on the financial pressure on Greece. The message was that euro area Member States would
take coordinated action, to safeguard financial stability in the euro area as a whole. The emphasis
was on Greece, with its government denying having requested any financial support.9
The next day data from the Bank for International Settlements revealed that France and
Switzerland had more exposure to Greek debt than any other country in the world. France and
Switzerland had $79bn exposure each. Germany's exposure was $43bn. The French bank Crédit
Agricole was singled out as being particularly exposed. “It owns Emporiki Bank in Greece, which
has been floundering away, and has about €23bn in loans there,” the analysis said.
On March 3, Jean-Claude Trichet commended the Greek government’s additional fiscal
consolidation measures and advised on swift implementation. There was still hope that the
Papandreou government could avoid default.
But by the 25 March European Council it was obvious that Greece would need financial assistance.
Despite some Dutch and German resistance to any form of bailout, most Eurozone governments
announced their readiness to contribute to coordinated bilateral loans as part of a package involving
substantial International Monetary Fund financing.
In April of 2010, Eurostat, the European Union’s statistical agency, revised Greece’s 2009 budget
deficit to 13.6% of GDP, higher than the government’s previous forecast of 12.9%. The next day
the Greek government requested a loan from the EU and International Monetary Fund, to cover its
financial needs for the remainder of 2010. Papandreou called the bailout “a new Odyssey for

See “Statement by the Heads of State or Government of the European Union,” Brussels, 11 February,
2010.
9
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Greece.” “But we know the road to Ithaca and have charted the waters,” he added, referring to the
return of mythological hero Ulysses to his island home.
Euro area negotiations followed and Finance Ministers reached an agreement on a €45 billion
package, one third of which coming from the International Monetary Fund, the rest being bilateral
loans from euro area Member States. This figure would rise to €110 billion on May 2nd, after
Greece’s demand to activate the euro area/IMF loans.
On April 28, at a conference at OECD headquarters in Paris, Chancellor Merkel said it was a
mistake for Greece to have been allowed to join the single currency. “In 2000 we had a situation
when we were confronted with the question of whether Greece should be able to join the
Eurozone,” she said. “It turned out that the decision [in favor] may not have been scrutinized
closely enough.”
The Greek package approval was dependent on national parliamentary confirmations for most
participating Member States. But many were skeptical in relation to a bail-out of Greece and the
Slovak government decided not to participate at all. Mounting public anger in Greece at the scale
of cutbacks, meant that throughout April market pressure kept on increasing on Greece, with 10year bond interest rates spiking above 12 percent on May 7th. The contagion affected all of the
most vulnerable euro area economies, Portugal, Ireland and Spain in particular. Portuguese bonds
reached 6.285%.
On May 7th, the EU heads of state came together to an emergency meeting in Brussels and agreed
on the European Financial Stability Facility, totaling €750 billion, including one third from the
IMF, due to expire after three years. We, the Ecofin ministers, were left on Sunday, May 9th – the
day of Europe - to hammer out the details. Which we did after a long and tense meeting finishing
just before the opening of the Asian markets on Monday. The immediate effect was positive with
interest rates lowering considerably for all the Southern Rim economies.
After some pressure, the ECB said it would buy government and private debt in the biggest attempt
yet to soften the crisis. Bundesbank President Axel Weber immediately criticized the idea of ECB
bond purchases.
On May 13th, Spain announced public-wage cuts and a pension freeze, a sign that its public
finances were deteriorating too.
The European Financial Stability Facility would come into play almost immediately. By now it
was obvious to markets and international institutions that the first Greek rescue package was a
failure. The deepened recession in the economy meant fewer tax revenues, rising unemployment
increased social security payments and the Greek government quickly faced bankruptcy. A new
rescue was needed. The Troika (EC, ECB and IMF), started working on a second Greek package.
This time conditions would be stringently followed.
On July 23, the Committee of European Banking Supervisors reported the results of bank stress
tests. Of the 91 institutions tested, Spain had five failures and Germany and Greece one each. They
needed only to raise €3.5 billion in fresh capital to make themselves secure, much lower than the
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€30 billion regarded as the minimum by the market before the tests were completed. Markets
calmed down temporarily. Many questions were raised, however, about the stress test
methodology. Whether it had been purposefully too benign.
By August, concerns with the Irish banking sector turned the pressure on again. The decision by
the Irish government, at the end of September, to bail-out the Anglo Irish Bank gave rise to a new
spike in interest rates in Ireland and, by contagion, also in Portugal and Spain.
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3. The Deauville Blunder
In the run up to the October European Council, Angela Merkel and Nicolas Sarkozy met in
Deauville, on October 18th. They issued a declaration stating that the establishment of a permanent
crisis management mechanism to take over the temporary European Financial Stability Facility in
2013, was conditioned on an amendment of the European Union treaty. These amendments would
provide for the adequate participation of private creditors. The same rationale was repeated days
later in the October 28-29th European Council. There it was decided that the role of the private
sector would be included in the features of the future mechanism.
Introducing this idea in the midst of a volatile market and without detailing how it would work
was a mistake. Borrowing costs soared both for Ireland and Portugal after the Deauville meeting
and continued to do so after the European Council.
The crisis in Ireland spread outside the banking sector. On November 14, 2010 Irish Enterprise
Minister Batt O’Keefe said Ireland didn’t need a bailout. S&P cut Ireland two steps to A from AAimmediately.
With continued pressure from markets and as the extent of Irish public debt incurred by taking
over enormous liabilities from bad banks swelled, on November 22nd Ireland reversed its stance
and requested access to the European Financial Stability Facility for support to its financial system.
An €85 billion package was agreed by the Eurozone and Ecofin ministers at the November 28th
meeting in Brussels. The emphasis was on immediate strengthening and a comprehensive overhaul
of the Irish banking system. The initial proposals included large losses to bondholders. The Irish
Treasury was against and succeeded to uphold its views, at the expense of Irish taxpayers.
At the Ecofin meeting, the Eurogroup also issued a statement meant to allay market fears on the
issue of private sector participation in the future European Stability Mechanism. The European
Stability Mechanism would provide for a case by case participation of private sector creditors,
consistent with IMF policies. In this context, Ministers made a clear distinction between solvent
countries, for whom private sector creditors would be encouraged to maintain their exposure
according to international rules, and insolvent countries, in which case the Member State had to
negotiate a comprehensive restructuring plan with its private sector creditors with a view to
restoring debt sustainability. It was decided that standard and identical collective action clauses
would be included in all new euro area government bonds. Furthermore, any private sector
involvement, including the use of collective action clauses, would not become effective before
mid-2013.
By the end of 2010, Ecofin and the Eurogroup had agreed on main changes to the economic
governance and had achieved what a year before would have been considered improbable.
Agreement had been obtained on stricter sanctions linked to budget discipline and macroeconomic
supervision. A new framework for economic coordination in the context of the European semester
was about to take off in the beginning of 2011. Financial assistance facilities had been agreed, setup and were being used to help euro members in difficulty. Moreover, agreement had been reached
that these temporary facilities would be replaced by a permanent mechanism in 2013.
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Nevertheless, the feeling at the last Ecofin was that the European Union had been running behind
events and sometimes even provoking them, as had been the case with the dispute over private
sector involvement. In reality, political agreement had been extremely difficult to achieve.
Perceptions about the crisis, as well as economic situations, diverged considerably between the
countries in the periphery and the central and northern European countries. In addition, political
interests within some countries also diverged.
Furthermore, a significant part of the electorates in northern European countries saw the crisis
almost singly as the result of fiscal mismanagement. And some Eurozone countries were fairing
considerably well out of the recession. The central and northern euro area countries all posted
growth figures above 2 percent in the second half of 2010 (Finland, 5 percent; Slovakia, 4.7
percent; Germany, 4.4 percent; Belgium, 2.8 percent; Austria, 2.4 percent; the Netherlands, 2.1
percent). This made European solidarity harder to achieve and charged the saving-the-euro debate.
2011
The new 2011 came with many perils. No more optimistic assessments at Davos. In fact, hardly
anyone showed up at the Swiss ski resort. And many more politicians turned towards Frankfurt to
provide the answers, pointing to the two rounds of quantitative easing in the United States.
In January, a series of news reports on Portugal, usually based on anonymous senior euro area
sources, repeatedly said either that core Member States were pressuring towards financial
assistance and that Portugal would not hold out for long or that a plan was somewhere being
prepared for the imminent request for financial assistance. A good example early in January is Der
Spiegel’s widely divulged news report according to which Germany and France were trying to
persuade Portugal not to postpone an inevitable bailout.10 This report was denied by the three
governments mentioned but still, four days later, when Portugal had its first government bond
auction of the year, the 3-year bonds were placed at the relatively high price of 5.4%.
The European Council met again on February 4th in a summit intended to focus on energy and
innovation. Instead, the center of attention was a new Franco-German idea to create what at the
time was called a “Competitiveness Pact.” Details of the pact were left for later negotiations
between experts, yet euro area leaders endorsed the idea of achieving a new quality of economic
policy coordination in the Eurozone to improve competitiveness.
The pact was targeted at euro members, although non-members were invited to participate. The
idea of the pact, presented to journalists by Angela Merkel and Nicolas Sarkozy in Brussels on the
day of the European Council, was aimed at stronger policy coordination. It also created a blueprint
for countries to converge towards the German competitiveness model, targeting four main areas:
unit labor costs, notably by abolishing wage indexation schemes; pension systems, by raising
retirement ages; increase the degree of tax harmonization, by creating a common base for corporate
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Der Spiegel, 8 January 2011.
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taxes; and fiscal discipline, by making it a constitutional violation to exceed limits on national
debt.11
As part of the Council’s communique after the Summit was the assessment by the Commission of
progress made in euro area Member States in the implementation of measures taken to strengthen
fiscal positions and growth prospects. It was a message for Portugal to quickly put forward
contingent measures that took into account the lower growth prospects for the Eurozone.
After the February 4th summit, market pressure increased with news of German resistance to
strengthening and extending the flexibility of the European Financial Stability Facility and the
ECB restarted buying Portuguese debt in an attempt to contain yields that went above 7% for 10year bonds. Simultaneously, Portuguese government officials met with European Commission and
ECB officials to discuss the 2011 fiscal gap. The longer-term measures needed to meet the 2012
and 2013 deficit targets of 3 percent and 2 percent of GDP, respectively, were also on the agenda.
On February 11, Axel Weber resigned from Bundesbank after opposing the ECB’s crisis policy.
He was a staunch and vocal opponent of the bond-buying program of the ECB, and also doubted
that the significant reduction in interest rates by the ECB would do anything to change market
sentiment.
On March 3 the European Central Bank warned of a rate increase in April that could send Portugal
and Ireland closer to bankruptcy. Jean-Claude Trichet, the ECB president, said it was possible base
rates on the continent could be raised to calm inflation. Trichet said the ECB was prepared to act
“in a firm and timely manner” to prevent inflation from racing out of control. “Strong vigilance is
warranted with a view to containing upside risks to price stability.”
In the meantime, Portugal had entered a full-blown crisis. Its difficulties were different from those
of Ireland, where banks became over-leveraged during a real estate boom that went bust. It was
also different from Greece, where hidden financial commitments came to light and overwhelmed
it with debt. Portugal’s troubles stem from a decade of measly growth - averaging 0.7 percent a
year - during which it amassed huge debts.
The two large Portuguese banks (Banco Português de Negócios (BPN) and Banco Privado
Português (BPP)) were effectively bankrupt. They had been accumulating losses for years due to
bad investments, and as it turned out due to accounting fraud too. The case of BPN was particularly
serious because of its size, market share, and the political implications - Portugal's then President
Cavaco Silva, and some of his political allies, maintained personal relationships with the bank and
its president, who was eventually arrested for fraud. On the grounds of avoiding a potentially
serious financial crisis in the Portuguese economy, the Portuguese government decided to bail
them out, Irish style. At the expense of tax payers.
Still, resistance to an IMF-EU bailout was supported by a majority of the population, marked by
the memories of the two previous International Monetary Fund interventions in Portugal in 1978
11

See Statement by the Heads of State or Government of the euro area and the EU Institutions, Brussels,
February 4th, 2011.
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and 1983 following balance of payment crises. Both led to reductions in salaries and prolonged
recessions.
On March 23rd 2011, the Socialist prime-minister José Sócrates resigned following a no confidence
vote in parliament over spending cuts and tax increases. In little more than a week, between March
24th and April 4th, the credit rating agencies cut Portugal’s rating. Fitch took it from A+ to BBB–.
Standard and Poor’s from A– to BBB–. Besides the agencies’ interpretation of the March European
Council conclusions that “sovereign debt restructuring is a potential pre-condition to borrowing
from the European Stability Mechanism,” the bigger problem was political instability.
Furthermore, bailouts had become an issue in the Finnish electoral campaign, with the nationalistic
True Finns party benefiting in the polls from its radically negative stance. Yields on 10-year
government bonds moved from 7.367 percent on March 23rd to 8.767 percent on April 5th.
On the same day at the regular Ecofin meeting we decided on mechanisms for allowing the region’s
permanent bailout vehicle, the European Stability Mechanism, lend €500 billion from 2013. The
mechanism would draw on €80 billion of paid-in capital, enabling it to lend a full €500 billion.
At the March 24-25th European Council the Euro++ Pact was agreed. The Euro Pact, joined by
Poland, Bulgaria, Denmark, Romania, Lithuania, and Latvia, laid out guidelines for convergence
between its members in competitiveness, employment, public finances and financial stability,
areas which would be monitored in the context of the reinforced economic governance through
specific agreed indicators. It had several predecessors, and had evolved from a cumbersome, allencompassing document to a fairly narrow treatise.
There was also an agreement on reinforcing the crisis mechanisms. The effective financing
capacity would be increased in the case of both the European Stability Mechanism (to €500 billion)
and the European Financial Stability Facility (to €440 billion). A first step was taken towards
lowering the price on their loans, with Greece being given lower interest rates (100 basis points
less) and longer maturity (7.5 years). But increased flexibility of these instruments did not meet
the expectations of analysts, who were looking for a bigger solution for the Eurozone. There was
a push for the possibility of European Stability Mechanism interventions in the debt primary
market but only exceptionally and in the context of a full assistance program with strict
conditionality. Germany strongly objected to this, followed by even stronger objections by Finland
and the Netherlands.
No reference was made to secondary market interventions. The decision on flexibility fell short of
what markets felt was needed to give the euro area an instrument to fight market disruptions. It
remained in the hands of the ECB alone to try to do that job.
Two weeks later Portugal requested financial assistance from the International Monetary Fund (at
the time still managed by Dominique Strauss-Kahn) and the European Financial Stability Facility,
like Greece and Ireland had done before.
On April 17th True Finns, a newly-formed party that opposed euro bailouts, won 19 percent of the
vote in Finnish elections. Their view was that countries should not get aid, but be forced to leave
the euro. On May 6th the finance ministers from Spain, France, Germany and Italy held
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unannounced meeting in Luxembourg allegedly to prepare for Greece leaving the euro. ECB
President Jean-Claude Trichet supposedly walked out, refusing to attend any meeting that would
discuss Greek haircuts.
On April 24th, following a Eurostat methodological note on financial defeasance and guidelines on
public sector budgetary planning, Portugal was forced to revise upwards the recent years’ figures
for budget deficits and public debt. The corrections implied 2009 and 2010 public deficit figures
of 10.1 and 9.1% of GDP, respectively, instead of the comparable figures of 9.3% and 6.8% of
GDP. Numbers for public debt were also raised to 83% and 93% for 2009 and 2010, respectively.12
The new figures were the result of several previous omissions in the budget accounts. First, the
state’s financial assistance to banks (Banco Português de Negócios and Banco Privado Português),
Second, of three public transportation companies (REFER, Metropolitano de Lisboa and Metro do
Porto). Third, the full comprisal of three public-private partnerships for toll-free motorways which,
following the introduction of tolls, had to be considered public assets and be registered as
investment expenditure.
May 2011 was one of the worst months in the crisis. On May 13th Eurostat published new debt and
deficit forecasts and predicted that Ireland, Portugal and Greece would all have debt of more than
their total GDP in 2011. The same week IMF Managing Director Dominique Strauss-Kahn
resigned after being charged with attempting to rape a New York hotel maid.
On May 16th, the Eurozone leaders officially approved a €78 billion bailout package for Portugal.
Also in May, Spain’s ruling Socialists suffered the worst local elections’ defeat in 30 years.
On June 17th Papandreou appointed Defense Minister Evangelos Venizelos to replace
Papaconstantinou as finance minister. By then, Greece had a second bailout loan worth €130
billion under preparation, but activation was made conditional on further austerity measures and
sovereign debt restructuring.
On July 5th Moody’s cut Portugal to junk. A week later Moody’s cut Ireland to junk. Another week
later the European Banking Authority published the results of the 2011 round of banking stress
tests. Seemingly all looked fine - all significant banks passed the tests. Questions again arose
whether the tests were sufficiently stringent.
On August 5th the European Central Bank sent a letter to Italy asking for more austerity measures
and a plan to balance budget in 2013 rather than 2014. Berlusconi announced he would seek a
balanced budget amendment and pledged more austerity. Italian yields rose above Spanish yields
for first time since May 2010.

Pedro Lourtie, “Understanding Portugal in the Context of the Euro Crisis,” Paper prepared for Resolving
the European Debt Crisis, a conference hosted by the Peterson Institute for International Economics and
Bruegel, Chantilly, France, September 13-14, 2011.
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Later that day, the United States lost its AAA credit rating. Standard & Poor's decision to cut the
US debt rating could increase the cost of borrowing for the United States. The following Monday
markets remained calm – there weren’t alternative investment options to US Treasury bills.
On September 9 Juergen Stark, ECB’s chief economist, resigned from his post after opposing the
bank’s bond purchases. “It’s generally known that I’m not a glowing advocate of these purchases,”
Stark had said in a Bloomberg interview. “I see the rationale. Our accommodative monetary policy
isn’t being transmitted in certain regions. So it’s justifiable from a policy point of view. But there’s
an important point - we are also reducing interest rates for the sovereign. That’s where the problem
is.”13
On September 17th U.S. Treasury Secretary Timothy Geithner joined Ecofin in Wroclaw and urged
European officials to deal with the crisis and avoid “catastrophic risks.” If anything, his comments
backfired. I remember sitting at the meeting and wondering: “Who is he to tell Ecofin what to do?
The US fiscal situation is in as much of a mess.” Apparently this feeling was shared by many.
Geithner got a cold reception.
On October 13th, Slovakia became the 17th and final country to approve the expansion of the
Eurozone's rescue fund, two days after previously rejecting the plan. The parliament in Bratislava
ratified the extension of the European Financial Stability Facility to €440bn. This came at a high
cost – the conservative government of Iveta Radicova fell as a result, less than a year into its term.
On October 26th and 27th the European Union leaders held their 15th crisis summit in the previous
two years. After 10 hours of talks, the leaders agreed to leverage the European Union’s temporary
bailout fund to €1 trillion, force private investors to accept a 50 percent haircut on Greek bonds,
push European banks to raise €106 billion in new capital, and extend a new aid package worth
€130 billion to Greece. The measures were aimed at calming markets. And so they did, albeit for
a much shorter time than we all expected.

Matthew Brockett and Jeff Black, “ECB Dealt Blow as Executive Board Member Stark Resigns Before
End of Term,” Bloomberg, September 9, 2011.
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4. Papandreou’s Folly
On October 31, 2011 in a move that caught everyone by surprise, the Greek Prime Minister George
Papandreou announced a referendum on the new bailout plan. Even his finance minister was
unaware of this plan in advance. The Eurozone leaders were seething. All the work in the past
months to show European resolve in dealing with the Greek crisis was put in jeopardy.
The next day Mario Draghi, former Governor of the Banca d’Italia, became President of the
European Central Bank.
On November 2nd European leaders cut off aid payments to Greece and said Greece must decide
whether it wanted to stay in the euro. The ultimatum was at odds with the Maastricht Treaty’s text
that monetary union is “irrevocable.” But Papandreou’s gamble on the referendum had tested
whatever little patience had remained in Berlin and Brussels. By the end of the week Papandreou
resigned, following an agreement with other parties to appoint technocrat Lucas Papademos as
new prime minister of a caretaker government. Papademos, a former vice-president of the
European Central Bank, was seen by markets a trustworthy figure. But the damage was already
done.
On November 8th the European Council adopted a package of six legislative proposals, the so
called six-pack, aimed at strengthening economic governance in the European Union. These
included the regulation amending previous texts on the surveillance of member states’ budgetary
and economic policies; a regulation on the European Union's excessive deficit procedure; a
regulation on the enforcement of budgetary surveillance in the euro area; a regulation on the
prevention and correction of macroeconomic imbalances; a regulation on enforcement measures
to correct excessive macroeconomic imbalances in the euro area; and a directive on requirements
for the member states' budgetary frameworks.
This is one of two major decisions adopted at Ecofin during my time as finance minister (the other
being the single bank supervisor in December 2012). It strengthened substantially the Stability and
Growth Pact, and provided both tools to foresee problems (the imbalances procedure) and a
mechanism (the excess deficit procedure) to penalize countries that had strayed from fiscal
prudence.
A few days later, on November 12th, Silvio Berlusconi resigned as well. After losing his
parliamentary majority on the previous week, Berlusconi had promised to resign when austerity
measures, demanded by the European Union, get approval in parliament. The package included an
increase in VAT, from 20% to 21%; a freeze on public-sector salaries until 2014; measures to fight
tax evasion, including a limit of €2,500 on cash transactions; and a special tax on the energy sector.
Berlusconi’s exit paved the way for a new government of technocrats led by Mario Monti, a former
member of the European Commission. His mandate was to push through measures to reduce Italy’s
€2 trillion public debt. His immediate proposals included selling state assets and increasing the
retirement age to 67 from 65 by 2026. They would also decrease the power of professional guilds,
privatize municipal services and offer tax breaks to companies that hire young workers.
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On November 16 experts from the European Commission, ECB, and IMF submitted the second
quarterly review of Portugal’s economic program. A number of steps were outlined to restore
external competitiveness, bolster confidence in the sustainability of public finances, and maintain
financial stability.
Early December was especially busy in Ecofin. Probably because Europeans work only when the
prospect of ruined holidays is upon them. The coming Christmas holidays were just the right
incentive to finish work. Two consecutive meetings were held to agree on the Fiscal Compact. On
December 9th the Eurozone leaders agreed on it text. Bulgaria joined in the fiscal compact but
takes exception to the section on tax harmonization. We went as far as submitting a bill in
parliament to forbid this and future governments from participating in tax harmonization treaties.
The fiscal compact required that general government budgets be balanced or in surplus. And that
this was put either in the members’ Constitutions or in the respective organic budget laws. The
heads of state also agreed to bring forward the entry into force of the European Stability
Mechanism to July 2012, and to reassess the adequacy of bailout funds’ €500 billion ceiling in
March 2012.
On December 22nd, the last working day before Christmas, the ECB allotted €2.034725 489 billion
to 523 banks in first 36-month longer-term refinancing operation, similar to the quantitative easing
operations of the Fed. Draghi had already hinted at this a few months earlier, on August 2. Then
an analyst observed: “"The bazooka has yet to be fired, but Draghi hinted at its design this
afternoon."
2012
2012 started badly. On January 13th, Standard & Poor's downgraded France and eight other
Eurozone countries, blaming the failure of Eurozone leaders to deal with the debt crisis. Three
days later, the Standard & Poor's downgraded the temporary bailout fund, the European Financial
Stability Facility.
The fiscal compact agreed by the European Union’s heads of states in December was signed at the
end of January. The UK abstained, as did the Czech Republic, but the other 25 members signed
up to new rules that made it harder to incur large budget deficits.
Weeks of negotiations ensued between Greece, private lenders and the "troika" of the European
Commission, the European Central Bank and the IMF, as Greece tried to get a debt write-off and
make even more spending cuts to get a second bailout.
On February 10th, Greece's coalition government agreed to the demands of international lenders.
But the Eurozone refuted the Greek budget figures, saying Athens must find a further €325 million
in budget cuts to get the aid. On February 12th, Greece passed the unpopular austerity bill through
parliament. Mass demonstrations covered the streets, numbering in the hundreds of thousands.
On February 21 the Eurozone finance ministers agreed on the basic principles for a second aid
package, including stronger on-site monitoring by the European Commission, the creation of an
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escrow account, private sector debt restructuring and an additional retroactive lowering of the
interest rates of the Greek Loan Facility. The governments whose central banks held Greek
government bonds in their investment portfolio committed to pass on to Greece an amount equal
to any future income accruing to their national central bank stemming from this portfolio until
2020.
A week later the ECB decided to temporarily suspend the eligibility of marketable debt instruments
issued or fully guaranteed by Greece for use as collateral in Eurosystem monetary policy
operations. These instruments would become eligible again when the collateral enhancement
scheme was activated.
March began with the news that the Eurozone jobless rate had hit a new high. The European
Commission predicted that the Eurozone economy would contract by 0.3% in 2012. On the same
day the ECB allotted €530 billion to 800 banks in the second 36-month longer-term refinancing
operation.
On March 8th the ECB reactivated the buy-back scheme for Greece and decided that marketable
debt instruments issued or fully guaranteed by Greece would be again accepted as collateral in
Eurosystem credit operations, without applying the minimum credit rating threshold for collateral
eligibility.
On March 13th, the Eurozone finally backed a second Greek bailout of €130 billion. IMF backing
was also required and was later given.
On April 12th, Italian borrowing costs increased in a sign of fresh concerns among investors about
the country's ability to reduce its high levels of debt. In an auction of three-year bonds, Italy paid
an interest rate of 3.89%, up from 2.76% in a sale of similar bonds the previous month. Attention
shifted to Spain the next day, with shares hit by worries over the country's economy and the
Spanish government's 10-year cost of borrowing went back to 6%.
On April 18th, the Italian government cut its growth forecast for the economy in 2012. It was
previously predicting that the economy would shrink by 0.4%, but was now forecasting a 1.2%
contraction.
On May 6th, the majority of Greeks voted in a general election for parties that rejected the country's
bailout agreement with the Troika. The possibility of Greek exit from the euro loomed large. On
May 16th, Greece announced new elections after attempts to form a coalition government had
failed. Opinion polls gave Siryza, the coalition of radical left parties, a significant lead. Its leader,
Alexis Tsipras, claimed he would annul the Troika agreement on his first day in power.
On May 25th, Spain's fourth largest bank, Bankia, asked the government for a bailout worth €19
billion. Woes in the Portuguese banking sector deepened. On June 7th, Portugal's largest bank by
assets Millennium was rescued by the Portuguese Government (now headed by conservative
Passos Coelho), using €3 billion from the bailout package.
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On June 9th, after emergency talks Spain's Economy Minister Luis de Guindos said that the country
would shortly make a formal request for up to €100 billion in loans from Eurozone bailout fund to
shore up its banks.
On June 17th, Greeks went to the polls, with the pro-austerity party New Democracy getting the
most votes, allaying fears the country was about to leave the Eurozone. Siryza, the coalition of left
radicals, came in second, but was excluded from the government. New Democracy got support
from the socialists to form a cabinet.
On June 27th the Spanish government requested financial assistance from the Eurozone. Ahead of
the regular Ecofin meeting, Eurogroup ministers agreed that assistance was justified to ensure the
euro area’s financial stability. The same day the Cypriot government requested financial aid from
the euro area members and the IMF in order to tackle the distress in the country’s banking sector.
The Eurogroup ministers were less forthcoming. They invited representatives from the
Commission, in cooperation with the ECB, IMF and the country’s authorities, to formulate an
assistance program.
On July 11th, thousands of coal miners converged on Madrid to protest the reduction of mining
subsidies. Dozens were injured as demonstrators clash with police. Later that day Prime Minister
Rajoy announced an austerity budget that included €65 billion in additional spending cuts and tax
increases. Spain’s value-added tax was raised 3 points to 21 percent, and unemployment insurance
payments and government wages were slashed.
On July 20th the buyback scheme for marketable debt instruments issued or fully guaranteed by
Greece expired, and the ECB decided to suspend the use of such instruments as collateral in
Eurosystem monetary policy operations. Later that day Eurozone finance ministers provided Spain
with financial assistance in order to support the recapitalization of the country’s financial
institutions. The ministers agreed that the funds would be channeled to the financial institutions in
question by the Spanish Fund for Orderly Bank Restructuring.
In August 2012, the crisis was getting out of control and European Central Bank President Mario
Draghi announced that the ECB would do "whatever it takes" to keep the Eurozone together.
Markets were relieved, and yields in the troubled European countries fell sharply. Draghi's
statement made investors more comfortable buying bonds of the region’s Southern Rim
governments.
Following on that announcement, a month later the ECB announced the technical features of
Outright Monetary Transactions: an unlimited bond-buying program in secondary sovereign bond
markets, conditional on the countries concerned participating in either a full European Financial
Stability Facility program, a full European Stability Mechanism program or a precautionary
program, and concerning bonds with a maturity of one to three years.
On October 2nd Spanish Prime Minister Mariano Rajoy said he had no plans to request a bailout
soon. Rajoy was weighing the terms of a September proposal by the European Central Bank
President to buy bonds of cash-strapped nations including Spain if they made for a formal aid
request from the Eurozone bailout funds.
25

On November 28th, Spain finally agreed to the terms of a bailout. The bailout should allow three
lenders - BFA-Bankia, NCG Banco and Catalunya Banc -- to become viable in the long term
without continued state support, the Commission said. Their balance sheets would be reduced by
60% by 2017. The fourth, Banco de Valencia, would be sold to CaixaBank and would cease to
operate independently.
On December 9th the ECB reinstated Greek bonds as collateral.
On December 17th, at the last Ecofin meeting of the year we struck a deal with member states on
the structure of the new bank supervisory agency. The setting up of a supervisor was aimed to
tighten oversight of the euro zone's 6,000 banks and to prevent a repeat of the financial crises that
have hit Ireland, Spain, Greece and Cyprus. Non-Eurozone members could also sign up. Under a
deal reached by Eurozone leaders in June 2011, once the supervisor was fully set up by mid-2014,
the European Stability Mechanism could start directly recapitalizing regional banks. That could
break the link between the sovereign and bank crises that some countries were facing.
“This is the first fundamental step towards a real banking union which must restore confidence in
the euro zone's banks and ensure the solidity and reliability of the banking sector,” said Michel
Barnier, EU internal markets commissioner, who pushed the proposal through Ecofin.
Unemployment in Portugal reached 18% by the end of 2012 and 240,000 people had left the
country. Mostly young, highly-educated people fleeing to Switzerland or the oil-rich former
Portuguese colony Angola. Unemployment in Greece surpassed the 25% mark.
2013
Chancellor Merkel’s New Year’s address was the most sober yet. “I know that many are also
heading into the new 2013 with trepidation. And indeed, the economic environment next year will
not be easier, but more difficult. That should not discourage us, but - on the contrary - serve as an
incentive.” And “the European sovereign debt crisis shows us how important this balance is. The
reforms we have agreed to are beginning to take effect. But we still need a lot of patience. The
crisis is far from over.”
After a brief repose, bad news started coming. In early February, the Portuguese government gave
€1.1 billion to bail out Banco Internacional do Funchal S.A. (Banif), the third largest.
On March 16th Cyprus became the fifth Eurozone country to receive a €10 billion bailout to
recapitalize its banking system in return for a series of drastic measures which would hit the
country's savers. The terms of the deal meant that Cyprus’s savers would sacrifice up to 10% of
their deposits to raise €6 billion additional revenue for the government. Under the deal, bank
deposits of more than €100,000 would be hit with a 9.9% one-off levy. Under that threshold the
levy dropped to 6.75%.
Three days later Cypriot members of parliament rejected the bailout terms. Cyprus turned to Russia
for help, with the Cypriot finance minister spending a week in Moscow meeting with Russian
government officials. But nothing came out of it.
26

On March 21st the European Central Bank increased the pressure on Cyprus by warning it would
cut off its emergency liquidity assistance in a few days unless an European Union-International
Monetary Fund program was in place.
On March 25th a last-ditch deal for a €10 billion bailout was agreed. It safeguarded small savers,
inflicting heavy losses on uninsured depositors, including wealthy Russians. But kept the country
in the Eurozone. Popular Bank of Cyprus, also known as Laiki and the nation's second largest
bank, would be shut as part of the deal. The cut on uninsured Laiki depositors expected to raise
€4.2 billion. The Bank of Cyprus, the island's largest lender, survived but investors not protected
by the €100,000 deposit guarantee would suffer a major "haircut" – a loss on the value of their
investment in the order of 40 to 60%.
Severe capital controls were imposed too. The restrictions — the first-ever imposed in the
Eurozone — included a daily cash withdrawal limit of €300 and a cap of €1,000 in cash for people
leaving the country . But in an attempt to kick-start spending, the Finance Ministry eased some of
the restrictions — including raising the daily business transaction limit not requiring Central Bank
approval from €5,000 to €25,000 and allowing people to make check payments worth up to €9,000
a month.
The Cyprus program involves a restructuring of the financial sector, with the domestic banking
sector reaching the European Union’s average indicators by 2018. Anders Aslund from the
Peterson Institute calls it the best-possible bailout. “As a general rule, when both Russian President
Vladimir Putin and New York Times columnist Paul Krugman say something's a bad idea, you
should probably do it. This is the case with the Eurozone governments' decision to bail out Cyprus,
which will include steep taxes on large deposits in the struggling Mediterranean nation's banks.
Putin officially told his economic aides: "Such a decision, if it is adopted, will be unfair,
unprofessional and dangerous." Krugman, though he acknowledged that he "wasn't watching
Cyprus," felt no compunction about weighing in, writing, “It's as if the Europeans are holding up
a neon sign, written in Greek and Italian, saying ‘time to stage a run on your banks!””14
On March 29th France reported missing its deficit target. The nominal deficit in 2012 was 4.8% of
gross domestic product. The target was 4.5%. Insee, France's national statistics agency, reported
that public debt rose to €1.8 trillion, a record 90.2% of GDP in 2012, up from 85.8% in 2011.
On April 2nd Eurozone unemployment hit 12%, an all-time high. Also, Cypriot finance minister
Michalis Sarris resigned after less than five weeks on the job. The minister, a former World Bank
official who negotiated Cyprus' euro membership in 2008, had come under strong criticism for his
handling of the bailout talks. Also, he was previously the head of Laiki Bank, one of the troubled
banks at the heart of the country's financial problems.
While Cyprus became the focus of attention for a few weeks, bad news came from other Southern
Rim countries too. On April 5th the Portuguese constitutional court struck down a significant part
of the government’s austerity program. In particular, it ruled against the proposed cuts in holiday
bonuses for civil servants and pensioners, as well as against other reductions that would have
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trimmed the budget by €1.3 billion in order to meet tough targets set by international lenders. Left
with little room to maneuver, Prime Minister Pedro Passos Coelho said the ruling forced him to
find further savings. The labor unions immediately called a general strike, saying education and
health services were already in a perilous state after several rounds of cuts since 2008.
The same day, Miguel Relvas, the minister for parliamentary affairs and a close adviser to Prime
Minister Pedro Passos Coelho, resigned amid allegations he received favorable treatment and
obtained a political science degree from Lisbon’s Universidade Lusófona in only one year, in 2007.
On April 14th, Cyprus received the first tranche of the bailout money. One of the conditions agreed
was an extra two years, until 2018, to achieve a targeted budget surplus of 4 percent through
spending cuts and tax hikes. The extension gave more time for the Cypriot economy to recover.
Government officials predicted that the country's economic output would shrink by 9% in 2013
alone.
The next day Greece secured an aid package worth €8.8 billion from the European Union, the
European Central Bank and the International Monetary Fund after the government agreed to
cutting an additional 4,000 public sector job in 2013.
On April 18th Slovenia’s Central Bank Governor Marko Kranjec said the bad loans held at the
country’s banks were less than analysts estimate - between €3 billion and €3.5 billion - and the
country could avoid a bailout if the government adopted swift policy changes, including
privatization.
On April 19th the United Kingdom lost its AAA rating by Moody’s.
On May 2nd, the European Central Bank lowered the interest rate on the main refinancing
operations of the Eurosystem to 0.5%, lowest since the introduction of the euro. The rate, which
determines the cost of over €850 billion in ECB loans outstanding, had stood at 0.75% since July
2012.
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5. Controversial Origins
“After entry into the euro area, the Bank of Greece will be implementing the single monetary
policy decided by the Governing Council of the European Central Bank and it will certainly be
impossible to improve the economy’s international competitiveness by changing the exchange rate
of our new currency, the euro. The objectives of higher employment and output growth will
therefore have to be pursued through structural reforms and fiscal measures aimed at enhancing
international competitiveness by increasing productivity, improving the quality of Greek goods
and services and securing price stability.” These are the words of Lucas Papademos, Greece
Central Bank Governor, at the ceremony of introducing the euro to Greece in 2001. Eleven years
later, Papademos would become the prime-minister of a caretaker government charged with saving
Greece from euro exit.
Economic historians say the euro is a successor of the denarius, the currency of the Roman empire.
Indeed, the Roman denarius was the first all-European currency, accepted from Britain to Romania
and Bulgaria.15 During Rome’s Imperial period (27 B.C. - A.D. 313), earnings were paid to
workers using silver denarii. In the city of Rome, coinage was minted in the Temple of Juno
Moneta (from where the word “money” derives).
Nowadays the euro is the currency of 330 million Europeans who live in 17 Eurozone countries.
It is also used, either formally as legal tender or for practical purposes, by several other countries.
Examples include close neighbors as Andorra, San Marino, as well as Kosovo and Montenegro
who have adopted the euro on their own accord.
The euro is not the currency of all European Union countries. Denmark and the United Kingdom
have ‘opt-out’ clauses in their agreements with the European Union exempting them from
Eurozone participation. Eight other countries, new European Union members like Bulgaria, plus
Sweden have yet to enter the Eurozone. Some of those have stated entry dates as goals, for example
Latvia in 2014.
Right from the start economists were skeptical about the euro. Their main concern was the lack of
flexibility in the economies of potential members, and as a consequence, in the future monetary
union. On February 9th, 1998, 155 German academic economists published an open letter entitled
“The Euro Is Coming Too Early”—the main reason being the lack of reforms in labor markets and
insufficient progress in consolidating public finance for many would-be members.16 In 2013 some
of these academics would start a new political party Alternative fur Deutschland. The main
platform is stopping the bailout support for undisciplined southern Eurozone members. In the
United States, economists were at least as skeptical, with some like Milton Friedman and Maurice
Obstfeld predicting an ignominious end to the euro adventure.
Others had doubts too. Sweden initially wanted to fix the conversion rate of Swedish krona oneto-one with the Euro, with both currencies in use. It would only return to the national currency in
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case of „emergency.” Eventually it backed out of the euro completely. In 2003, Swedish voters
rejected the euro in a referendum.
When the European Economic Community was established in 1957, the members focused on
building a common market for trade. Over time it became clear that a common currency would
bolster the internal market, and in 1991 the Maastricht Treaty was signed, ushering the euro. In
1999, the euro was introduced for accounting and settlement purposes. In January 2002, euro
banknotes and coins entered circulation in 12 European countries: Belgium, Germany, Ireland,
Spain, France, Italy, Luxembourg, the Netherlands, Austria, Portugal and Finland. In 2001,
Greece joined. In 2007, Slovenia; followed by Cyprus and Malta in 2008, Slovakia in 2009, and
Estonia in 2011.
The road towards today’s Eurozone can be divided into three steps. First was the creation of the
European Monetary mechanism in 1979. Its origin lies in the turmoil on international currency
markets between 1968 and 1969 that threatened the common agricultural policy, a main pillar of
what was then the European Economic Community. In response, Europe’s leaders set up a group
led by Pierre Werner, the Luxembourg prime minister and finance minister at the time, to propose
how a monetary union could be achieved by 1980.
The Werner group developed a stepwise process to create a monetary union within ten years,
including the possibility of a single currency. An agreement was signed in 1971 and member states
began narrowing fluctuations between their currencies. However, a fresh wave of currency
instability on international markets in 1972-73 reduced the possibility of tying the Community's
currencies closer together. When, in the late 1970s, the United States went on an irresponsible
inflation binge under President Carter, German Chancellor Helmut Schmidt and French President
Valery Giscard D’Estaing pushed for the creation of the European Monetary System. Schmidt was
concerned that the deutsche mark would appreciate against the dollar and some other European
currencies and would hurt German exports. Giscard D’Estaing did not want France to rejoin the
currency snake, since it functioned asymmetrically.
After tough negotiations between France and Germany, and over the strong objections of Denmark
and the United Kingdom, the Bremen summit in July 1978 accepted the idea of a “zone of
monetary stability.”17 In 1979, it became a reality. It was advocated as a more flexible version of
the Bretton Woods system that had governed global foreign exchange arrangements until 1973.
With Reaganomics and the soaring dollar, the euro enthusiasm subsided in the early 1980s. But
with German unification and the weak dollar in the late 1980s, it gathered speed again. Thus came
the Maastricht Treaty in December 1991. The European Monetary System was built on exchange
rates defined with reference to a newly created ECU (European Currency Unit), a weighted
average of European Monetary System currencies. An exchange rate mechanism was used to keep
participating currencies within a narrow band (+/- 15%). After a decade, the Member States started
discussions on achieving monetary union. The then-European Commission President Jacques
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Delors and the central bank governors of the European Union’s Member States produced the
“Delors Report” on how the European monetary union could be achieved.
The Delors Report proposed a preparatory period for the euro area, spanning the decade of the
1990s. Preparations involved completing the internal market through the introduction of the free
movement of capital; and preparing for the European Central Bank (ECB) and the European
System of Central Banks (ESCB). The new Treaty on European Union, which contained the
provisions needed to implement the monetary union, was agreed at the European Council held at
Maastricht, the Netherlands, in December 1991. This Council also agreed the 'Maastricht
convergence criteria' that each Member State would have to meet to participate in the Eurozone.
The third step was the euro launch on 1 January 1999. At the same time, the euro area came into
operation, and monetary policy passed to the European Central Bank, established a few months
previously – 1 June 1998 – in preparation for the third stage of the monetary union. After three
years of working with the euro as 'book money' alongside national currencies, euro coins and
banknotes were launched on 1 January 2002.
Yves Thibault de Silguy, who was Europe's monetary affairs commissioner in 1998, argues in a
recent BBC interview that "without the euro at that time, the common market would have been
finished. Without the euro tomorrow the common market will disappear rapidly."
Many disagree. Documents from 1994 to 1998 on the introduction of the euro, released after the
German newspaper SPIEGEL requested them under the freedom of information act, suggest the
German government had deep misgivings about the date of euro launch and especially about the
inclusion of Italy in it.18 These documents include reports from the German embassy in Rome,
internal government memos and letters, and hand-written minutes of the Chancellor's meetings.
The documents show that the decision to invite Rome was based exclusively on political
considerations. It also created a precedent for a much bigger mistake two years later, Greece's
acceptance into the Eurozone. Instead of waiting until the economic requirements for a common
currency were met, Chancellor Kohl wanted to demonstrate that Germany, even after its
reunification, had European orientation. While Kohl pushed through the common currency,
Gerhard Schröder, the center-left Social Democratic Party candidate for the Chancellery at the
time, called the euro a "sickly premature baby."
In February 1997, following a German-Italian summit, one Ministry of Finance official noted that
the government in Rome had suddenly claimed, "to the great surprise of the Germans," that its
budget deficit was smaller than indicated by the International Monetary Fund. A few months later
Jürgen Stark, then state secretary in the German Finance Ministry, reported that the governments
of Italy and Belgium had "exerted pressure on their central bank heads, contrary to the promised
independence of the central banks." The top bankers were apparently supposed to ensure that
budget auditors would "not take such a critical approach" to the debt levels of the two countries.
Sven Böll, Christian Reiermann, Michael Sauga and Klaus Wiegrefe, “Operation Self-Deceit: New
Documents Shine Light on Euro Birth Defects,” Der Spiegel, May 8, 2012.
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In early 1998, the Italian treasury published such positive figures on the country's financial
development that even a spokesman for the treasury described them as “astonishing.”
A bigger problem was neglected as well. In Maastricht, the European leaders had agreed that the
total debt of a euro candidate could be no more than 60 percent of its annual economic output,
"unless the ratio is declining sufficiently and is rapidly approaching the reference value." Italy's
debt level was twice that percentage, and between 1994 and 1997, its debt ratio declined by only
three percentage points. "A debt level of 120 percent meant that this convergence criterion could
not be satisfied," says Jürgen Stark in 2012. "But the politically relevant question was: Can
founding members of the European Economic Community be left out?"
Government experts had known the answer for a long time. “Until well into 1997, we at the
Finance Ministry did not believe that Italy would be able to satisfy the convergence criteria,” says
Klaus Regling, who at the time was the Director for European and International Financial Relations
at the German Finance Ministry. (Now Regling is the chief executive of the temporary euro bailout
fund, the European Financial Stability Facility).
The skepticism is reflected in the documents. On February 3rd, 1997, the German Finance Ministry
noted that in Rome "important structural cost-saving measures were almost completely omitted,
out of consideration for the social consensus." On April 22nd, speaker's notes for the chancellor
stated that there was "almost no chance that Italy will fulfill the criteria." On June 5th, the
economics department of the Chancellery reported that Italy's growth outlook was "moderate" and
that progress on consolidation was "overrated."
Helmut Kohl was determined to finalize the monetary union before the 1998 parliamentary
election. His re-election was floundering, and his challenger, Social Democrat Schröder, was a
known euro skeptic.
Germany has a problem of its own. The country’s sovereign debt level was above the 60 percent
mark. Even worse, Germany's total debt was not decreasing, as the Treaty required, but growing.
Chancellor Kohl was aware of the problem. "In contrast to Belgium and Italy, the German debt
level has risen since 1994," his staff wrote in a March 24, 1998 memo. "In our view, there is a
legal problem in Germany's case, because the Maastricht Treaty only provides for an exception if
the debt level is declining," the memo continues.
Kohl and his finance minister Theo Waigel claimed mitigating circumstances. Without German
reunification, they argued, the debt ratio would only be 45 percent. The excuse was "met with
understanding" by both the European Commission and partner countries.
Kurt Biedenkopf, at the time governor of the state of Saxony, was the only one to vote against the
monetary union in the Bundesrat, the legislative body that represents the German states. "Europe
wasn't ready for that epochal step," says Biedenkopf to Spiegel. "Most politicians in Germany
thought that the euro would function even without common institutions and without financial
transfers. That was naïve."

32

Apparently, Danish citizens think so too. The country is the only one that has twice rejected euro
entry. First, in 1992 when Denmark voted in a referendum on the Maastricht treaty. Then in 2000,
when a referendum on introducing the euro yielded 46.8% voting yes and 53.2% voting no. In
2008, a newly-elected government again raised the prospect of a euro referendum, but the ensuing
financial crisis came in the way.19
Subsequent opinion polls show a referendum would again yield a no result. A February 24-27,
2013 Greens Analyseinstitut poll finds, for example, that 64% would vote no, 29% yes, and 7%
unsure. “The euro is a construction that encourages countries to behave irresponsibly, since
eurozone countries are liable for each other’s debt, regardless of the political promises they make,”
says Christian Bjørnskov, a professor in international economics at Aarhus University.20
But the biggest skeptics about the euro have been the British.21 The UK Government announced
in 1997 that any move towards the euro would depend on five economic tests being met:
1. Convergence of business cycles: Business cycles in the euro zone and the United Kingdom
must be compatible. The assessment depends on indicators such as inflation, interest rates,
the output gap and the real effective exchange rate with a view to long-term convergence.
2. Flexibility: The UK economy must be flexible enough to ensure that any asymmetrical
shocks can be absorbed by, for example, labor-market flexibility and mobility and by fiscal
policy.
3. Investment: UK participation in the single currency must promote investment (foreign or
domestic) in the long term.
4. Financial services: The Eurozone must improve the competitive position of the UK's
financial services industry, particularly in London.
5. Growth, stability and jobs: Entry into the Eurozone must have positive effects on
employment and growth, measured by the impact on UK foreign trade, price differentials
and macroeconomic stability.
These are in addition to the formal criteria laid down in the Treaty. A first assessment of the tests
by the UK Treasury was carried out in June 2003. It found that the Chancellor of the Exchequer
cannot definitively conclude that convergence would be sustainable and that flexibility was
sufficient to cope with any difficulties with the euro zone. Therefore, a decision to adopt the euro
was not in the UK’s national interest.
Even where the euro was welcome, it did not produce the expected result. A case in point is
Portugal. It went through a sharp increase in capital inflows from 2000 onwards. Whereas these
led to a boom elsewhere, in Portugal they triggered a slump. This was due to two factors. First,
underdeveloped credit markets in Portugal implied that most of the capital inflows went to fund
unproductive forms in the non-tradable sector. This causes productivity to fall and the real
exchange rate to appreciate, and it took resources away from the tradables sector. Second, because
of generous past promises on old age pensions, the Portuguese government continuously raised
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taxes between 2000 and 2007. This discouraged work, and combined with the misallocation of
resources, produced a slump. Some of the capital was used to sustain an increase in consumption
over output. Productivity in the tradables sector suffered because of reduced learning by doing, as
more and more goods were imported from low-cost locations like China.
Not surprising then, that at the time of finishing this book a book calling for withdrawal from the
euro and a return to the escudo topped the bestsellers’ list in Portugal. The book – “Porque
Debemos Sair do Euro” (Why We Should Leave The Euro) – is written by Professor João Ferreira
do Amaral from the Insituto Superior de Economia e Gestão. “In 1581 Portugal surrendered to
Spain. In 1992 it laid itself at the feet of a European Commission increasingly answering to
Germany’s tune. There was no referendum, the voters were never consulted. The Portuguese elites,
who hoped to benefit richly from European Structural Funds, cavalierly handed over our currency
– and with it our monetary sovereignty. The rest is history.”
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6. The Theory behind the Euro
The best description of the euro comes from Mario Draghi, president of the European Central
Bank” “And the first thing that came to mind was something that people said many years ago and
then stopped saying it: The euro is like a bumblebee. This is a mystery of nature because it
shouldn’t fly but instead it does. So the euro was a bumblebee that flew very well for several years.
And now – and I think people ask “how come?” – probably there was something in the atmosphere,
in the air, that made the bumblebee fly. Now something must have changed in the air, and we know
what after the financial crisis. The bumblebee would have to graduate to a real bee. And that’s
what it’s doing.”22
A mystery of nature, based on economic theory – that of the optimal currency area. An optimal
currency area is the geographic area in which a single currency would create the largest economic
benefit. While historically each country has maintained its own currency, work by Robert Mundell
in the 1960s suggests that this is not the most efficient set-up. In particular, countries which share
strong economic ties may benefit from a common currency. This facilitates trade and allows for
closer integration of capital markets.
I had studied Mundell’s papers at the University of Michigan but was lucky to be introduced to
the theory in person when Mundell visited Bulgaria in the spring of 2010. His visit was for leisure.
He is apparently an avid chess player and that year we hosted the FIDE World Chess championship
between Topalov (the 2005 world champion) and Anand. Mundell would ceremonially make the
first move.23 During his stay in Sofia Mundell came to see the prime minister and spoke about the
future of the euro – bright, after overcoming the present difficulties.
On a side note, in Bulgaria we were just in the midst of a fiery debate whether to increase valueadded taxes as a way to get additional revenues. Much of the government was in favor of such an
increase, from 20 to 22, even 23 percent. I was virtually alone in opposing the measure, on the
argument that this would stifle commerce, and anyway it was better to reduce government
expenditure in some areas with significant waste – for example, the military and the police. I was
close to losing the argument when during Mundell’s visit the prime minister asked his opinion.
“Do it, if you want to be remembered for killing business,” Mundell replied, Nobel Prize and all.
The topic was closed.
Proponents argue that there are economies of scale in the creation of a currency area. First, there
is an economy in policy making. When a small country fixes its currency to that of a larger country,
it sets the course for the rest of its macroeconomic policies. Thus when, in the 1970s, Milton
Friedman advised Yugoslavia to fix the dinar to the mark, he did it on the argument that Germany
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had a better monetary policy than Yugoslavia. Second, there is better insurance against external
shocks. The more countries join a currency area, the smaller the proportion to their output of any
external disturbance.
Much of the economics profession disagreed with Mundell’s theory. James Meade, Mundell’s
teacher at the London School of Economics, was a strong believer in flexible exchange rates. He
had suggested that the signers of the Treaty of Rome achieve balance of payments equilibrium by
letting exchange rates float. Thomas Friedman, like Meade, championed flexible exchange rates
but for different reasons. Meade saw flexible exchange rates as a tool for achieving external
balance while freeing policy options for the implementation of national growth policies. Friedman,
in contrast, saw flexible exchange rates as way of getting rid of exchange and trade controls. Both
economists saw flexible exchange rates as a means of altering real wages when wage rigidities
would otherwise cause unemployment.
To his credit, Robert Mundell also thought currency areas are not for everyone and in his 1968
article listed the reasons as to why a country may not join a currency area:
(1) because the country wants a rate of inflation different from the currency area inflation rate;
(2) because the country wants to use the exchange rate as an instrument of employment policy to
lower or raise wages (here he agrees with Meade and Friedman);
(3) because the country wants to use the exchange rate as a beggar-thy-neighbor instrument to
capture employment from other countries;
(4) because, as a large country, the country does not want an unfriendly country to benefit from
the economies-of-size advantages of the large currency area;
(5) because the country wants to use the money-expansion or the “inflation tax” to finance
government spending;
(6) because the country does not want to sacrifice seigniorage from the use of its money as an
international means of payment; this applies especially to a large country;
(7) because the government of the country wants to use seigniorage as a source of hidden or offbudget funding for personal use by members of a corrupt dictatorship or naive democratic
government;
(8) because a regime of fixed exchange rates could conflict with the required policies of a central
bank that had a constitutional mandate to preserve price stability;
(9) because monetary integration with one or more other countries would remove a dimension of
national sovereignty that is a vital symbol of national independence;
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(10) because the country wants to optimize the currency denominations appropriate to its per capita
incomes (this would be relevant only in the case of currency unions, not fixed exchange rates);
(11) because the country wants to maintain its monetary independence in order to use the moneyexpansion or inflation tax in the event of a war;
(12) because the country wants to protect the secrecy of its statistics, as in the case when the Soviet
Union opted out of the IMF and forced its Eastern European satellites to leave the Fund. (This did
not prevent Greece from making us statistics to meet the Maastricht criteria at entry in the
Eurozone and all the way until 2009);
(13) because there is no domestic political and economic leadership capable of maintaining a fixed
exchange rate system;
(14) because the political authorities cannot achieve budget balance and/or establish confidence in
the permanence of budgetary equilibrium or the viability of fixed exchange rates;
(15) because the partners in the prospective currency area are politically unstable or prone to
invasion by aggressor countries;
(16) because the partner countries are poorer and will expect, aid, “equalization payments,” or
otherwise an unduly large proportion of the bloc’s expenditures;
(17) because the country does not want to accept the degree of integration implied by joining, such
as common standards, immigration, labor or tax legislation.24
European countries matched well with Mundell's criteria for an optimal currency area.25 Before
the creation of the euro, statistical work suggested that a common European currency might
produce an increase in intra-European trade, perhaps as much as triple the previous trade volumes.
That “fact” was critical in convincing politicians of the virtue of the euro. It turned out to be wrong,
or at least significantly exaggerated.
After the creation of the Eurozone, statistical data has accumulated and it shows rather modest
gains in trade. Researchers found that trade between pairs of the original twelve Eurozone
members increased by 15 percent beyond what could be explained by other factors. The estimates
of the euro effect in a larger set of twenty- two industrialized countries ranged from 6 to 26 percent,
depending on the type of estimation. More recently, Jeffrey Frankel runs a number of analyses of
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different samples and finds a similar effect: the euro led to a 15% increase in bilateral trade. 26
Another study finds that countries sharing the euro have experienced a boost in bilateral trade
between 9 and 14 percent, depending on country size (smaller countries gain more).27 All far off
the original promise.

At the very outset of the creation of the Eurozone, two necessary conditions were discussed for its
success. First, there should be labor mobility so that workers can move from adversely-affected
areas to ones that enjoy economic growth. This was already acknowledged by Mundell as a major
condition for an optimal currency area.28
Second, a large federal component to spending at the country or within-country regional level to
help in dealing with asymmetric shocks. This was Peter Kenen’s contribution in his 1969 article.29
Only a large enough transfer would keep people in the poorer regions from flocking to the richer
ones. Such a mechanism was indeed created, the so called structural funds. But as the European
Union’s budget is about 1.2% of Europe’s GDP, it would prove insufficient. The United States
federal budget is, by contrast, 24% of GDP.
An example taken from Paul Krugman can illustrate the difference.30 The United States has a small
welfare state by European standards, yet the federal government spends a lot on Social Security
and Medicare – both a significant source of income in southern states like Florida, where many
Americans spend their retirement. If Florida suffers an external shock, it receives an automatic
transfer from the rest of the country: it pays less into the national budget, but this has no impact
on the benefits it receives. Its benefits in fact increase through programs like unemployment
benefits and food stamps when crisis comes.
How big is this transfer to a state like Florida? Let’s compare Florida’s fiscal relations with
Washington in 2007, the year before the real estate crisis hit, and 2010, in the depths of crisis.
Florida’s tax payments to DC fell by nearly $26 billion, from 137 to 111 billion. Meanwhile,
special federally funded unemployment insurance programs contributed $3 billion, food stamp
payments rose almost $4 billion. This totals $33 billion in transfers, about 5 percent of Florida’s
26
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GDP. And it does not take into account the crisis-related increases in Medicaid and Social Security,
as more people took early retirement or applied for disability payments. Also, Florida banks benefit
from federal deposit insurance. Many mortgage losses fell on Fannie and Freddie, the federallysponsored lending agencies.
The comparison with the average Southern Rim country in Europe is straight-forward. Social
security programs are funded nationally, and European Union funds cannot be used for
unemployment benefits, only for short-term retraining programs and for municipal services
programs. And while there is deposit insurance for deposits under €100,000, it is run at the national
level.
Absent these two necessary conditions, entering the Eurozone is problematic. But even with these,
problems exist.
The main disadvantage of entering the Eurozone is the loss of flexibility.31 Changes in relative
prices and wages are easily made through currency depreciation. It is a lot more difficult to do so
by negotiating with labor unions or renegotiating individual contracts. Iceland achieved a 30% fall
in wages relative to the European core in one go in early 2010, through a depreciation of the krona.
Cyprus, Greece and Spain need at least a comparable adjustment. But, it requires several years of
wage reductions in the face of high unemployment. Greece is a testimony of this gradual approach.
And in Portugal, an obsolete Constitution makes such reductions illegal.
Such a depreciation is necessary during asymmetric shocks. A boom or slump everywhere in a
currency area poses no special problems. But suppose that a vast housing boom leads to full
employment and rising wages in part of a currency area – say Ireland or Spain, then goes bust. The
legacy of those wage increases will be an uncompetitive tradable sector, and hence the need to get
at least relative wages down again.32
The creation of the euro led to a perception by many investors that the risks associated with crossborder investment within Europe had been eliminated. Prior to that, despite the absence of formal
capital controls, capital movements within Europe were limited. After the creation of the euro,
there was massive capital movement from Europe’s core – mainly Germany and the Netherlands
– to its periphery, leading to an economic boom in the periphery and significantly higher inflation
rates in Spain, Greece and Ireland than in Germany.
This movement was a relatively gradual one. Things deteriorated, however, when private capital
flows from the core to the periphery came to a sudden stop ten years later, in 2008. This left the
Southern Rim economies with prices and unit labor costs that were well out of line with those in
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the core. One example. In early 2013 the European Central Bank published a survey on new wealth
in the Eurozone. The main finding: a much lower net wealth in northern Europe relative to the
Southern Rim. The average German family had net assets of under €200,000, while Spanish
families had €300,000 on average, and those in Cyprus €670,000. Why? Because since the start of
the Eurozone wages and consumer prices in Germany had stayed roughly constant. In Greece,
Italy, Spain they had increased tremendously. An apartment in Milan or Larnaka costs much more
than one in Munich or Hamburg. Getting housing prices to match the incomes of households in
southern Europe would require another decade of declining values.
This was the problem Thomas Friedman warned would be very difficult to handle without currency
devaluation. Restoring competitiveness through wage cuts proved extremely hard. Even in
countries with flexible labor markets like Ireland. Hourly labor costs in the Irish business sector
recorded a measly 2% decline between 2008 and 2011. This is despite rapidly rising
unemployment. In Greece, nominal wages have fallen by 20% so far, but it has taken 6 years, 5
finance ministers, and three prime ministers to get here. And there is a significant way to go.
Finally, the traditional theory paid no attention to banking issues. In particular, to the importance
of national as opposed to regional bank guarantees in the United States; and zone-wise versus
national guarantees in the Eurozone. In retrospect, we can see how crucial such guarantees have
actually been. Deposits in U.S. banks are guaranteed at the federal level, so that bank bailouts have
not been a burden on state governments. In Europe, bank bailouts have helped cause sudden jumps
in government debt, most notably in Ireland, where the government’s assumption of bank debts
abruptly added 40 points to the ratio of public debt to GDP, but also in Belgium, the Netherlands,
and Slovenia. In Cyprus, the refusal of the public to accept losses on guaranteed deposits has meant
that the large depositors are hit to the tune of 70% or so of their money holdings.
National central banks are crucial lenders of last resort to governments as well as private financial
institutions. For this reason, the British government can’t face a “rollover” crisis in which bond
buyers refuse to purchase its debt, because the Bank of England can always step in as financier of
last resort. The government of Spain, however, has faced such a crisis repeatedly over the last two
years. And there is always the risk that fears of such a crisis, leading to default, could trigger chaos.
The United Kingdom’s fiscal outlook looks similar to Spain’s. Yet the interest rate on British 10year bonds is 1.3%, whereas the rate on Spanish 10-years is 4.9%. Presumably this liquidity risk,
first pointed out by Paul DeGrawve, plays an important role in the difference.33
A final comparison. You might think that Denmark’s decision to stay out of the euro would exact
a price in the form of higher interest rates. After all, someday Denmark might choose to devalue.
The opposite is the case. Danish borrowing costs are lower than those in Finland and Austria.
Denmark is seen as a safer bet because it could, in a liquidity squeeze, turn to its own central bank

33

Paul De Grauwe, “Managing a fragile Eurozone”, VoxEU, May 2011.
40

for financing, ruling out the self-fulfilling crises that pose risks even to relatively strong euro area
governments.
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7. Euro Holidays
Every theory, even the optimal currency area one, has weaknesses. But they can be repaired, with
additional assumptions. So when the Eurozone idea came into difficulties, theorists readily
suggested a quick fix. Martin Feldstein, erstwhile chief economic advisor to Ronald Reagan and
the long-term president of the NBER, suggested that Southern Rim countries like Greece take a
euro holiday.34 The basic idea is simple: the country commits to rejoin at a depreciated exchange
rate in the future (say in 3 years) while in the meantime does the reforms necessary to keep it
competitive in the long run. Bank balances would remain in euro, so as not to cause a run on the
banks.
How does this work? Greece goes off the euro and lets the drachma depreciate to 1 euro equaling
1.30 drachma. Argentina has effectively done it in 2001, ending the dollar peg. In one year, the
peso fell to a quarter of its previous value, imports declined in half, and inflation rose to 44%.
Iceland also provides an example, albeit not by detaching itself from a peg. In 2008 the currency
fell by half against the euro and the dollar. Inflation rose from 2 to 12%.
The idea, while theoretically appealing, immediately attracted opponents. Chief among them was
Barry Eichengreen. His critique says there is a significant technical difficulty in euro holidays. All
contracts would have to be re-written in the new currency, vending machines would have to be
rewired. At best, the euro holiday would take a year to happen. Just ask Estonia, the latest country
to enter the Eurozone. It took about that time to be ready. In the meantime, a system-wide bank
run would follow.
And that comparison is even friendly to Feldstein’s idea. The difference between the transition to
the euro and the transition back to national currencies is that in the first instance, there is no reason
to expect subsequent changes in exchange rates and thus little incentive for currency speculation
in the international markets. In the second case, such changes would be viewed as virtually
inevitable and speculators would swarm.
In 1998, the founding members of the euro area agreed to lock their exchange rates at the thenprevailing levels. This ruled out efforts to depress national currencies designed to steal a
competitive advantage prior to the locking of parities in 1999. In contrast, if a Southern Rim
country now decides to leave the Eurozone, no such pre-commitment would be possible.
Other historic comparisons are also incomplete. When the ruble zone broke up in the 1990s and
new national currencies were introduced, the successor states of the former Soviet Union were
able to limit destabilizing financial consequences because their banking and financial systems were
not well developed. Limits on deposit withdrawals and other forms of arbitrage were quite
effective. They could limit the substitution of foreign for domestic assets by imposing or simply
retaining exchange controls, an option that is not available to European Union members,
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signatories of the Treaty of Rome. They could seal their borders to provide time to stamp old
currencies or swap old currencies for new ones. Firms did not have computerized financial
accounts and inventory- management systems. The Eurozone today is a more sophisticated area.
Runs will take place immediately, as witnessed in March 2013 in Cyprus. So what was a relatively
smooth transition in the former Soviet Union would be a messy break-up in the Eurozone.
The same lesson is evident in the breakup of the Czechoslovak monetary union in 1993. The
Czechs and Slovaks agreed to political separation as of January 1, 1993, but initially kept their
monetary union in place in order to minimize disruptions to economic activity. Although the Czech
and Slovak Republics initially agreed to maintain a common currency for a minimum of six
months, the markets did not find this agreement credible. They expected that the Slovak authorities
would push for a much looser monetary policy and that their Czech counterparts would not accept
the consequent high inflation.
The result was a flight of currency and deposits from Slovakia to the Czech Republic. The
authorities quickly reversed course and decided in favor of monetary separation. The demise of
the monetary union was announced on February 2, just five weeks after it had commenced
operation, and separate national currencies were quickly introduced. Czechoslovak banknotes
were stamped and then replaced with new national banknotes. During this period, no currency was
allowed to be transferred or exported abroad. Again, the relatively underdeveloped financial
system accommodated such transitional arrangements.
Moreover that the old currency would be worthless soon. The fact that the old Czechoslovak
currency disappeared at the end of the six- month transition eased the process of dissolving the
currency union. In the case of an individual member exiting from the euro area, in contrast, the
euro would continue to circulate in the rest of the Eurozone. So nothing prevents a Greek or a
Cypriot from holding onto euro banknotes and moving them to northern Europe sometime after
the restrictions are lifted.
Feldstein argues that it would be straightforward for it to pass a law stating state and other
employers will pay workers and pensioners, say, in lira or drahma. However, with wages and other
incomes redenominated into the national currency, it would become politically necessary to
redenominate the mortgages and credit card debts into the national currency as well. Otherwise,
currency depreciation would hurt households.
But with mortgages and other bank assets redenominated, bank deposits and other bank balancesheet items would also have to be redenominated in order to avoid destabilizing the financial
sector. With government revenues redenominated into the national currency, not just public- sector
wages and pensions but also other government liabilities—notably the public debt—would have
to be redenominated to prevent balance- sheet effects from damaging the government’s financial
position. In the end, the effects would be minimal relative to the large costs.
And political costs are going to be serious as well. The Treaty on the European Union makes no
provision for exit. Exit by one member would raise doubts about the future of the monetary union
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and would likely precipitate a further shift out of euro- denominated assets, which would irate the
remaining members. It might damage the balance sheets of banks in other countries with
investments in the one abandoning the euro, say French banks that hold Greek assets. The defector
would be relegated to second-tier status in intra- European discussions of nonmonetary issues.
And, insofar as they attach value to their participation in this larger process of European
integration, countries will be reluctant to leave. This is what the Germans have effectively been
saying in the last few years: Whoever leaves the euro, leaves the European Union.
And no one, even the harshest critics of the euro, wants to really leave the European Union. The
transfers from Brussels, albeit smaller than theoretically justified, make for nice contributions to
national well-being. Note that while the radical left Syriza party in Greece wanted all kinds of
concessions from Brussels, it for a moment did not think of leaving the European Union. Neither
has Viktor Orban, Hungary’s Prime Minister, despite his almost daily critique of Brussels.
Cyprus came the closest to leaving. Its governing party considered dropping out of the euro zone
at the peak of its financial crisis in early March 2013 as it faced a standoff over the terms of an
international bailout.35 The exit idea was shelved after it was estimated that reinstating the Cypriot
pound would have caused an immediate 40% drop in the value of the new currency, ruining a small
island that relies heavily on imports.
At the time, the notion of a euro exit for Cyprus had wide following. Consider Paul Krugman: “So
here it is: yes, Cyprus should leave the euro. Now. The reason is straightforward: staying in the
euro means an incredibly severe depression, which will last for many years while Cyprus tries to
build a new export sector. Leaving the euro, and letting the new currency fall sharply, would
greatly accelerate that rebuilding.”36
The main argument Barry Eichengreen has against euro holidays was not relevant either – banks
were closed for an extended period in Cyprus and capital controls were put into place. It also being
an island, difficult to drive piles of cash across the border.
So palpable was the Cypriot exit that Moody’s put out a research note highlighting the likely costs,
as it lowered its sovereign rating to Caa2:
1. “An exit would result in large losses to investors due to the redenomination of government debt
and private debt securities issued under Cypriot law.”
2. “It would also lead to further severe disruption to the country’s banking system and additional
acute dislocations in the real economy.”
3. “Such disruption would generally imply additional losses for holders of debt securities issued
by Cypriot entities, irrespective of their governing law.”37
Notwithstanding the costs, an early April poll found that 67.3 percent of Cypriots favored their
country’s exit from the Eurozone and a strengthening of relations with Russia. But the exit would

Cyprus Foreign Minister Ioannis Kasoulides in an interview for The Washington Post. “Cyprus considered
exiting the euro zone in March,” May 9, 2013.
36
Paul Krugman, “Cyprus, Seriously,” The Conscience of a Liberal blog, March 29, 2013.
37
Moody’s, “Cyprus Country Ceiling Lowered to Caa2,” March 18, 2013.
35

44

imply willingness on the part of ECB and Eurozone officials to assist Cyprus in the transition.
Merrill Lynch economists Laurence Boone and Ruben Segura-Cayuela play out such a scenario:
“We could see such a scenario materializing if negotiations failed, leading to a default on private
and then public debt in Cyprus. In that scenario, when banks reopened, deposit flights would likely
lead to bank insolvency and the ECB would veto emergency liquidity assistance. As a result, banks
would likely default, and since the sovereign is not in a position to nationalize the banks and cover
the deposit insurance, it would be likely to default as well. This would probably be followed by a
strong policy response from the ECB. In that case, to contain a potential run on the peripheral
banks, the ECB would likely have to use more of its unconventional tools: first, more long term
financing operations, together with rate cuts and possibly further collateral loosening to cheapen
the price of liquidity as much as possible; second, possibly bond buying if there were a sell-off of
periphery bond countries.
Against that backdrop, the ECB could be forced to intervene directly, though we believe such
purchases could not take without the implicit support of core countries. Given the contentious
nature of sovereign bond purchases and fiscal transfers in the euro area, for markets to be fully
convinced, in our view, the agreement by core countries would then have to be followed by a
political process endorsing the debt mutualization by the ECB together with a transfer of
sovereignty at the euro level.”38
Such assistance was not forthcoming then and with this episode the likelihood of an assisted exit
for Cyprus or any other Eurozone country has disappeared. This put Feldstein’s original idea to
rest.
Recently, a new version of the euro holidays idea has appeared. Even more exotic: that Germany
should leave the euro. Theoretically, this idea dominates the original Greek holiday. Germany is
probably the one country that could exit the Eurozone without precipitating a run on its banks.
Since the “new deutschemark” would be expected to strengthen against the euro, money would
flow into the German banking system, so they wouldn’t have to close for an initial period. And
Germans are so technically efficient that vending machines and ATMs will be adjusted to the new
currency almost overnight.
Proponents of this view, mostly German academics, say there are four reasons for a German euro
exit. First, the legal framework of the euro has been repeatedly violated since its creation. The
Maastricht treaty criteria -- limited budget deficits, prohibition of bailouts and the ban on state
financing via monetary policy -- have all been breached. The result is mistrust in the law.
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Second, Germany has already spent billions to support insolvent member states like Greece. The
counter-argument -- that a German euro zone exit would depress exports -- may be valid for
individual exporters but not for the economy as a whole because it makes no sense to export on
credit when the credit is ultimately repaid by the German taxpayer.39
Third, German consumers can benefit from the lower import costs that a rising currency would
bring to improve their purchasing power.
Finally, adherence to the euro is poisoning Europe’s political environment. The euro has been
introduced primarily as a political project intended to build up European identity. It has turned out
to be counter-productive because Chancellor Merkel is seen as Europe’s budget cop. And German
citizens are increasingly suspicious of the Sothern Rim governments’ ability to take tough
decisions.
But German industry depends significantly on exports and exports would be hurt when the
deutschemark appreciated against the currency of the country’s European neighbors. This is why
German business remains firmly in favor of the euro. The country’s export competitiveness has
been greatly enhanced by a euro exchange rate that has been kept down at reasonable levels by the
fact that Germany shares the currency with weaker European economies.
German business also understands that a move to reintroduce the D-mark would create massive
financial crises in other European countries, as individuals there shifted their bank deposits to
Frankfurt. More financial crises in other European countries are not in Germany’s economic
interest.
Most importantly, Germany needs to stay in the euro so it can remain the leader of reforms in the
European Union. Otherwise its position would be shaky, and its commitment to European
integration will be questioned. The answer to the Eurozone problems is no holidays, but a longer
work week.
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8. The Northern Euro
The idea of having a strong northern euro has been around since the creation of the euro itself. But
the current crisis has increased its attractiveness. No self-respecting politician admits to
considering it. Yet leaked reports from meetings suggest it is on their minds. A December 2010
Wall Street Journal article tells the story of a meeting of Czech Prime Minister Petr Necas and
Chancellor Angela Merkel, when the two leaders began talking about ways to save the euro from
its problems.40
During the informal part of their meeting, Ms. Merkel asked Mr. Necas to join the Eurozone.
Fiscally sound Czechs would help Germany increase the weight of prudent euro-zone members in
contrast to profligates like Greece, Portugal, Spain and Italy. “The reply by Prime Minister Necas
was that if a northern European euro area existed, the Czechs would join the next day,” an inside
source reported.
The leaked discussion on a dual-speed Eurozone from the Czech-German meeting follows ideas
about a “core Europe,” offered as early as 1994 by Wolfgang Schäuble, a German parliamentarian
at the time and the current finance minister. The idea centers on creating an economically and
strategically stable core of the continent, comprising Germany, France, Austria, the Netherlands,
Belgium and Luxembourg, which should adopt its own separate currency shielded from fiscally
loose Southern Rim governments.
This can proceed as follows. First, smaller countries like Austria, Finland or the Netherlands would
exit the euro first and build up the Northern Euro, possibly joined by Denmark and Sweden.
Second, Germany would join, as well as the Baltics, the Czech Republic, Slovakia and Bulgaria.
The Southern Rim countries would remain in the existing euro. After initial inflation they will
benefit from a strong devaluation. That would make their manufacturing exports competitive, and
will increase the competitiveness of their tourism sector. It would also allow for their own
monetary policy.
The German economy will stay competitive even with a strong Northern Euro, if the Northern
Euro does not appreciate too quickly. The competitiveness of southern economies would increase
as well. Their productivity loss was twofold. Once, from euro entry. Two, there has seen a loss of
labor-intensive work such as textiles due to globalization. So the Southern Rim businesses are
caught in a trap: cheap labor in the former communist countries and the technologically-advanced
German exports. Italian labor costs are close to Germany’s, but they are four times higher than the
ones in Slovakia or Estonia.
Accepting a monetary partition is simply saying that Germany and other Northern countries have
their own currency, a “northern euro”, which would be 30 or so percent more expensive than the
Leos Rousek, “Czech, German Leaders Daydream about Northern Euro,” The Wall Street Journal,
December 13, 2010.
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euro countries in the south. During a first short period only credit card payments will be possible,
then some newly printed Northern euros would replace the (Southern) euros in the Northern
countries. The purchase of (Southern) euros under the supervision of a Northern European Central
Bank would reassure markets and maintain the 1.30 exchange rate between the two currencies.
There will be cross-border capital controls for a short period, something already used in the recent
Cyprus bailout. Until recently, the International Monetary Fund was against imposing capital
controls, and these are explicitly prohibited by the European Union treaty. However, there is
already a precedent in Cyprus, which seems to have worked well.
There is a downside for the northern banks and rich depositors. They will realize some losses with
their holdings in “Southern euros,” but less than the many transfers from Germany to the periphery.
Currency purchases of the Northern European Central Bank will replace Bundesbank losses on
Target2 and on ESM and EFSF by the Northern states. German industry and exporters will also
complain about the strong Northern Euro. So its introduction has to be accompanied by a
compensatory mechanism.
The central banks of the Northern Euro and the Southern Euro will need to work together to prevent
a sudden appreciation of the Northern Euro. A rise of more than 10% per year against the Southern
Euro should not be allowed. If the limit is reached, the Northern Euro Central Bank (NECB) will
be obliged to purchase (Southern) euros to limit the appreciation of its (Northern) currency.
This seems unlikely. Economist David Schawel vividly describes the scenario: “If the Greek
Government were to devalue the new Drachma (to perhaps a third the value of the Euro) then the
banks (which are loaded with Greek Sovereign paper) would default. Even Hellenic Telecom
would default because they would be forced to repay their billions of Euro borrowings whilst
collecting only Drachma phone bills.
If you were Greece you would take this option without hesitation. However this option has
explosive implications for Europe. You see a bank deposit in Athens is going to turn your Euros
into Drachma. Overnight it will lose 70 percent of its valuation.
So it has to be done quickly and with an element of surprise (as per Argentina when most people
did not get their dollars over the border). Without surprise people will rush their money to Deutsche
Bank in Munich.
One weekend we will just find that the Greeks have done it. But now suppose Greece does pull
this trick. The day after we have a Drachma - deposits are in Drachma. We might print a single 10
drachma note and allow it to settle against the Euro - then over time print more. This should work
for Greece.
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Now if you are Irish or Italian or Portuguese (or even Spanish) you know the rules. You get to get
your Euro out of the PIGS and into the core (Germany) as fast as possible. So max all your credit
cards (for cash), draw all your bank deposits and load them in the boot of your car and make the
drive to Switzerland or Germany. Somewhere safe. Otherwise you are going to lose half the value
the day that the rest of the PIGS do a Greece.
And this bank run – a run including tens of thousands of Italians driving their Fiats - will surely
blow apart every Italian bank.”41
This seems the end of integration in Europe, Europe separated. Some economists, a clear minority
however, argue just the opposite – that a split euro helps united Europe. One of them is Bernd
Lucke, a University of Hamburg economist, who recently founded the Alternative fur Deutschland
party to further this cause. Here is his rationale: “We think that the euro currently splits the
European Union into two parts – a segment of an economically unsuccessful southern part, and a
more northern, or more central, European part, which currently seems to benefit from the misery
of the southern European countries, because all of the capital flows back from southern Europe to
Germany, and the Netherlands, and other stable countries, where it helps us to do cheap
investment, but which is at the expense of those southern European countries, and which certainly
is the cause for envious sentiment and angry sentiment in the southern European countries, so that
the political tensions within the European Union actually rise.
There is the imminent danger of the disintegration of the European Union and of the common
market, possibly even with a return to, say, impediments to trade, like a reintroduction of customs
duties if those southern European countries are not able to balance their trade by any other means
– in particular, not able to balance their trade by a devaluation of their own currency.”42
The majority of economists think the northern euro comes with two major problems. First, the
Northern countries will likely see a significant deterioration of their exports south. Exports to the
Southern countries, if we include Italy, account for 2% of Finnish GDP, 4% to 5% of German and
Austrian GDP, and 7% of Dutch GDP.
Second, it is unlikely that the Greeks, Spaniards, Portuguese and Italians will be able to agree on
the policy coordination and solidarity necessary to keep the smaller euro club together. Europe
might be left with a strong Northern euro and a group of weak southern currencies.
Allan Meltzer provides a solution. Once devaluation restored competitive prices in the Southern
euro countries, they could be admitted to the new currency arrangement if they commit to the
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tighter fiscal arrangement. If all countries rejoined, the Euro+ system would restart with a more
appropriate, binding fiscal policy rule.43
In Meltzer’s words: “Although the European Central Bank treaty does not permit devaluation,
there is a way for Greece, Italy, Portugal and perhaps others (known by the acronym PIGS) to
devalue while remaining part of the euro. The northern countries can start a new currency union
limited to those who adopt common, binding or enforceable fiscal arrangements like those that
German Chancellor Angela Merkel and France's President Nicolas Sarkozy discussed last month.
The new currency could float against the euro, allowing the euro to devalue. Once devaluation
restored competitive prices in the heavily indebted countries, they could be admitted to the new
currency arrangement if, and only if, they made an enforceable commitment to the tighter fiscal
arrangement. If all countries rejoined, the old system would restart with a more appropriate,
binding fiscal policy rule.
Bondholders would suffer losses from devaluation. Banks that are threatened with insolvency
should be permitted either to fail or to borrow from their governments on loans that must be
repaid.”
Still, like the euro holidays the northern euro remained more of an exotic idea. It goes against the
grain of more integrated Europe as a response to the crisis. An idea that has been built for over a
half century in response to different crises.
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9. Eurobonds
Not long after the idea of euro holidays failed to generate enthusiasm, another one appeared –
Eurobonds. In fact, the idea of Eurobonds has been around for some time among global currency
portfolio professionals. A Eurobond would be attractive to central bankers and other portfolio
investors around the world, both to achieve higher expected returns than on US treasury bills and
to diversify risk.
The financial world lacks an alternative to the US Treasury bill market, a liquid and standardized
market in low-risk bonds. Europe’s bonds are issued by the 17 member governments. This
fragmentation impedes any bid by the euro to rival the US dollar as international reserve currency.
Central banks in China and other big developing countries look for an alternative to US
government securities in which to hold their foreign exchange reserves. US Treasury bills pay low
interest rates, and the value of the dollar has been on a negative downward trend for 40 years.
Germany opposes Eurobonds on the grounds that if national governments were allowed to issue
them freely, the knowledge that somebody else was paying the bill would make the incentive to
spend beyond their means even higher. "We must, and this is the lesson, move away from a debt
union and toward a sustainable stability union. This won't be easy but it is right," Chancellor
Merkel said in a speech at the Frankfurt auto show in September 2011. “This can’t happen
overnight, with some sort of one-off big-bang solutions. It can only happen in a controlled, step
by step process. Eurobonds are absolutely wrong. In order to bring about common interest rates,
you need similar competitiveness levels, similar budget situations. You don't get them by
collectivizing debts." Rainer Bruederie, the then leader of the German opposition, described
Eurobonds as “interest socialism.”
The distaste of Germans for Eurobonds has increased significantly over time: from 57% against in
November 2011 to 79% in May 2012. Germans fear that the creation of Eurobonds will lead to a
“transfer union” – a permanent bailout mechanism. During a lecture in 1012 Merkel stated:
“growth on credit would just push us right back to the beginning of the crisis and that is why we
should not and will not do it.” A similar view is held by governments in Austria, Finland and the
Netherlands.
This is the view of not only German politicians like Merkel and Bruderie and Scheuble, but
German bankers as well. Both Axel Weber, the head of Bundesbank, and Jurgen Stark, chief
economist of the ECB, resigned over the issue in 2011 and 2012, respectively, when it seemed
Germany would yield.
This staunch view is also influenced by the experience of financing German reunification. The
first German full-blown bailout, the integration of the Eastern German part (only 17 million
people) caused the German debt to triple in a decade - from €430 billion in 1989 to €1.2 trillion in
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1999. Germany greatly underestimated the integration costs. It let the country see a long phase of
slow growth until just before the financial crisis hit.
Jens Weidmann, the current head of the Bundesbank, has many times explained his opposition to
debt sharing prior to the establishment of a fiscal union. “The attempt to communitize debt prior
to a deepened integration threatens to endanger the currency union,” he writes in Suddeutsche
Zeitung. “The creation of a debt union in which decisions are not anchored in responsibility, and
in which liability for others takes place without controls, would only increase the current political
and economic instabilities.”
This is, however, what opponents of austerity want. For example French president, François
Hollande, who made it a central part of his presidential campaign. Hollande has supporters among
the Southern Rim heads of state. As well as some investors who bet on the wrong side of the euro
crisis and now want their money back. One example is billionaire George Soros. In early April,
2013 he even went to Frankfurt to give advice to Germans: Drop opposition to Eurobonds. Soros
says German fears that countries from the Southern Rim would abuse Eurobonds by breaking
budget rules are ill-founded. The European Union’s “fiscal compact” would ensure participating
countries couldn’t use Eurobonds to cover additional debts.
Further, Soros says: “If countries that abide by the Fiscal Compact were allowed to convert their
entire existing stock of government debt into Eurobonds, the positive impact would be little short
of the miraculous. The danger of default would disappear and so would the risk premiums. The
balance sheets of banks would receive an immediate boost and so would the budgets of the heavily
indebted countries because it would cost them less to service their existing stock of government
debt.
Italy, for instance, would save up to four percent of its GDP. Its budget would move into surplus
and instead of austerity, there would be room for some fiscal stimulus. The economy would grow
and the debt ratio would fall. Most of the seemingly intractable problems would vanish into thin
air. Only the divergences in competitiveness would remain unresolved. Individual countries would
still need structural reforms, but the main structural defect of the euro would be cured. It would be
truly like waking from a nightmare.”
The miracle would be reduced yields. The math is as follows. Researchers calculate that the yield
of Eurobonds would be 0.5 to 0.6 of a percentage point above German bunds.44 The reason is that
fiscal variables are the main determinants of bond spreads.45 And that in fiscal terms, the Eurozone
aggregate is comparable to France’s. Therefore the yield on Eurobonds would be roughly equal to
that on French bonds.
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Analysis by global banks gives somewhat smaller results. A J.P Morgan study in 2011suggests a
range of around half a percentage point. Analysis by the French financial broker NATIXIS
suggests that Eurobonds could be priced about 20 basis points above German bonds. Other
researchers claim that US yields, adjusted for the exchange rate premium, are a good benchmark
for yields on Eurobonds, because such bonds would make the euro-area bond markets similar to
the US market in terms of credit risk and liquidity.46 They find that in the years before the financial
crisis the yield disadvantage of German over US government bonds was around 40 basis points,
which would then represent the liquidity gains obtained from issuing common bonds under the
same conditions as US bonds.
The same studies find that the AAA-rated countries do not benefit from reduced yields. No wonder
then that this solution is not embraced in Berlin or Vienna. There has, however, been progress on
alternative solutions. For example, a variation of the Eurobond proposal has been proposed in
Germany. In 2010 the German Council of Economic Experts proposed a European Redemption
Fund. The plan would convert into Eurobonds the existing debt of (approved) member nations in
excess of 60% of GDP, the threshold specified in the Maastricht criteria. The European
Redemption Fund bonds would then be paid off over 25 years. Steps toward this proposed solution
to the short-term debt problem are predicated on approval of the Fiscal Compact, Chancellor
Merkel’s proposed solution to the long-term problem.
The idea is worthy of German academics. It creates a bigger problem than it solves, as all debt
above the legal criterion would become eligible for Eurobond financing. Hence, the incentive to
get deeper into debt increases.
Another proposal has a better chance. The version of Eurobonds that has gotten some friends in
northern Europe is the colorful ‘blue/red bonds’ variation, proposed by Jacques Delpla and Jakob
von Weizäcker at the Brussels think tank Bruegel.47 Under their proposal, only debt issued by
national authorities below the 60% criteria could receive Eurozone backing, be declared senior,
and effectively become Eurobonds. These are the ‘blue bonds’ that would be viewed as safe by
investors.
When a country issues debt above the 60% threshold, the resulting junior ‘red bonds’ would lose
Eurozone backing. The individual member state would be liable for them. These would command
higher interest, in effect penalizing the issuer for breaching the Maastricht limit.
The enticing feature of this proposal is that the red bond mechanism is automatic, save for incorrect
accounting by the European Central Bank on the debt to GDP ratio. But, in the meantime, private
Carlo Favero and Alessandro Missale, “Sovereign Spreads in the Euro Area. Which Prospects for a
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investors could apply informed views about the merits of each bond issuance. The resulting market
interest rates would provide discipline. Compliance would not rely on the discretion of national
governments or Brussels. Nor would it require unenforceable debt ceilings legislated at the
national level.
Of course the euro countries cannot jump to a blue-bond / red-bond regime without first solving
the problems of debt overhang and troubled banks. Otherwise, the plan by itself would be
destabilizing – like the introduction of the euro itself - since it would put almost all Eurozone
countries immediately into the red. Even Germany, with its 82% debt to GDP ratio, would suffer.
In fact, only four Eurozone members – Estonia, Luxembourg, Finland and Slovakia - currently
meet the debt criterion in Maastricht and the Fiscal Compact. This is perhaps why Mario Draghi
says that regardless of their color “eurobonds make sense only if you have a fiscal union.” And if
there has been progress towards reducing debt levels.
All these options are theoretical since it is not clear whether Eurobonds are legal under the Treaty.
Bond purchases are forbidden under Article 123, if they constitute monetary financing of
government deficits. Which is very much what Eurobonds would be used for. For this reason, the
European Council requested a legal opinion by the Commission. The resulting document is more
than a legal treatise. It lays out some options about Eurobond issuance, and coins a more acceptable
term: stability bonds (as in Green Paper on Stability Bonds).48
The Green Paper raises many questions. It says, for example, that Article 125 of the Treaty
prohibits Member States from assuming liabilities of another Member State. Eurobonds under joint
and several guarantees would lead to a situation where the prohibition on bailing out would be
breached. In such a situation, a Member State should be held liable irrespective of its regular
contribution, should another Member State be unable to honor its financial commitments. In other
words, an amendment to the Treaty is necessary.
This would most likely require the use of the ordinary procedure, under Article 352, which implies
a unanimous vote of the Council and the consent of the European Parliament. The issuance of
Eurobonds would also require significant changes to national law in a number of Member States.
The Green Paper raises an additional hurdle to solve before Eurobonds could be issued: who would
issue them? Issuance could be centralized in a single agency or remain at the national level with
co-ordination among the Eurozone members. The distribution of revenue flows and debt-servicing
costs linked to the Eurobonds would reflect the respective issuance shares by individual members.
Member States could accept joint-and-several liability for all or part of the associated debtservicing costs, implying a corresponding pooling of credit risk. Sounds complicated, and nothing
like what has been done before.
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If a central debt agency is established, an important issue is how it would on-lend the funds raised
to the Member States. There are two options: on-lending in the form of direct loans, where the
Member State would receive its funding through a loan agreement; or the direct purchase of all, or
the agreed amount of, government bonds from the Member States by the debt agency in the
primary market. The second option would allow the agency to buy outstanding government debt
in the secondary market, if needed.
The repayment of Eurobonds would also need to be considered. The easiest way of doing this
would be through transfers by the national authorities to the issuing agent that would organize the
repayment to the bondholders. In order to ensure that market participants could trust that the
servicing of debt would always be guaranteed and delays of payments would not occur, the debt
agency would need to be endowed with a stable revenue stream. While Member States would need
to guarantee the liabilities, it would need to be verified whether this would be sufficient or whether
additional collateral, cash buffers are required. National debt management offices are part of the
national fiscal institutions, being backed by the governments' authority to raise taxes. For a debt
management office at the Eurozone level, there isn’t such a direct link to tax revenues. This reduces
the market's acceptance of the bonds to be issued.
Putting these legal and organizational hurdles aside, the Commission describes three scenarios for
possible Eurobond issuance:
1. full substitution of Eurobonds for national issuance, with joint and several guarantees;
2. partial substitution of Eurobond issuance for national issuance, with joint and several
guarantees; and
3. partial substitution of Eurobond issuance for national issuance, with several guarantees only.
In Option 1, euro-area government financing would be fully covered by Eurobonds, through the
creation of a single euro-area debt agency. This agency would issue bonds in the market and
distribute the proceeds to member states based on their financing needs. On the same basis, the
agency would service the Eurobonds by gathering interest and principal payments from the
Member States. The bonds would be issued under joint and several guarantees provided by all
Eurozone members, pooling all credit risk.
The full substitution of Eurobonds for national issuance assures full refinancing for all Member
States irrespective of the condition of their national public finances. This approach also creates a
large market, with important advantages in terms of liquidity and reduced liquidity risk. The
Eurobond also provides the global financial system with a second safe-haven of a size and liquidity
comparable with the US Treasury market.
At the same time, this option involves significant risks. Member States could effectively free ride
on the discipline of others, without any implications for their financing costs. Accordingly, this
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approach would need to be accompanied by an enhanced Fiscal Compact for delivering budgetary
discipline, economic competitiveness and reduction of macroeconomic imbalances at the national
level. And given the joint-and-several guarantees and the necessary upgrade in the Fiscal Compact,
Treaty changes are needed.
Option 2 is essentially Bruegel’s “blue-red approach.” The Eurozone bond market would consist
of two distinct parts: Eurobonds, whose issuance occurs only up to some predefined limits and
hence not necessarily covering the full refinancing needs of each country. These bonds would
benefit from a joint-and-several guarantee and a uniform refinancing rate for all Member States.;
and national government bonds ("red bonds"), issued under national guarantees. In consequence,
national bonds would be junior to Eurobonds. The scale of national issuance would depend on the
agreed scale of common issuance of Eurobonds and its overall refinancing needs.
The credibility of the ceiling for the Eurobond issuance is the main problem with this proposal.
Once the blue bond allocation is exhausted, the financing costs for the Member State automatically
increase. This could result in political pressures to increase the ceiling. Unless there are strong
safeguards against such pressures, anticipation of a "soft" ceiling largely eliminates the
disciplining effects of the blue-red approach. Therefore, it has to be tied to the Fiscal Compact and
written in law.
In Option 3, Eurobonds again substitute only partially for national issuance, but this time they are
supported by pro-rata guarantees of euro-area Member States. This approach is also called the
Juncker-Tremonti approach, after its main champions.49 This approach differs from Approach No.
2 in that countries retain liability for their respective share of Eurobond issuance. This option
requires fewer preconditions to be met and can be pursued without Treaty changes. Given the
several but not joint guarantees, Member States subject to high market risk would benefit
considerably less from the creditworthiness of low-yield Member States than in the previous two
options.
How likely is for any of this to happen? That Angela Merkel is not a fan of Eurobonds is plenty
clear. But on June 25, 2012, she was clearer than usual. During a meeting with parliamentarians
from the Free Democratic Party, her junior coalition partner, she said there would be no full debt
sharing through Eurobonds "as long as I live." Several Free Democrats allegedly responded by
saying: "We wish you a long life."50
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10. Devaluation: External or Internal
In 2009, European economists Lars Jonung and Eoin Drea published a review of the differences
in opinion about the euro between American and European economists. Its title characterized what
it regarded as the excessive pessimism by the Americans: "The Euro: It Can’t Happen, It’s a Bad
Idea, It Won’t Last. U.S. Economists on the EMU, 1989-2002."
One of the papers that was singled out was by professor Charles Calomiris of Columbia University.
As early as 1999, in an essay for the Cato Institute titled “The Impending Collapse of the European
Monetary Union,” professor Calomiris had predicted that roughly a decade after its creation, either
some members of the euro zone would be forced to leave, or the currency would depreciate
dramatically as a means of keeping those countries in the euro zone. In particular, the study
predicted that southern European countries would become fiscally unsustainable, and that losses
of European banks would create significant bank insolvencies. These, in turn, would put further
fiscal pressure on governments through the costs of bank bailouts.
The reason was the lack of competitiveness in Europe. From 2000 and 2007, since the introduction
of the euro and before the financial crisis, Portugal grew by only 1.2% a year and Italy by 1.3% a
year, close to stagnation. Yet this was a time of loose fiscal and monetary policy. Both Portugal
and Italy deployed great fiscal stimulus in that period. Portugal had an average budget deficit of
4.3% of GDP, and it never complied with the Maastricht budget ceiling of 3% of GDP. Italy’s
average budget deficit was 3.2% of GDP, and it complied with the Maastricht budget ceiling only
in 2007.
So even in good times Southern Rim countries couldn’t compete within the euro. There is,
however, a solution. If the euro were able to devalue against other global currencies, then the
Eurozone will survive. This idea has gathered many followers. In this way, struggling periphery
economies could regain their competitiveness. Economic reforms alone will not do the trick for
countries like Italy and Spain.
But it also has many problems. The first problem with euro-wide devaluation is the internal
differences between euro members in competitiveness. Devaluation, however, would only affect
the Eurozone’s trade links with the rest of the world while leaving the cost differentials between,
say, Germany and Greece unchanged, Slovakia and Spain unchanged. But the Eurozone’s
aggregate trade relationship with the rest of the world is part of the issue: Greece and Portugal not
being able to compete against China.
The second problem with a euro devaluation is that it would not help the Eurozone as a whole. To
understand why, take the structure of the Eurozone’s imports. In 2012, fuels accounted for 29 per
cent of the European Union’s imports. The Eurozone is energy poor and heavily dependent on oil
and gas imports. Increased energy costs from devaluation would offset some of the
competitiveness gains, particularly for the manufacturing sector. It would also make the average
household poorer.
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The third problem is that a euro devaluation would only boost German exports. Currently, only
38% of German exports go to other Eurozone countries. The devaluation would not affect this
intra-Eurozone trade but it would extend Germany’s trade surplus with the rest of the world. This
will cause concern in the United States and China. Hence in April 2013 Jens Weidmann, head of
Bunesbank, said that "politically-brought about devaluations" do not lead to improved economic
competitiveness. He also said indicators suggest the euro is "not seriously overvalued".
A fourth problem is that a weaker euro could start a sell-off of Southern Rim countries bonds.
Holders of Southern European country bonds would sell these to avoid a net loss due to the new
exchange rate.
The main problem, however, is the perceived failure of previous experience. There is a precedent.
Governments concerned about trade imbalances met in 1985 at the Plaza Hotel in New York and
agreed to devalue the dollar against the yen and the Deutsche mark, in what became known as the
Plaza Accord.
Analysis shows that the appreciation of the yen after the Plaza Accord forced the Japanese finance
ministry to introduce a large macroeconomic stimulus, which first led to an asset price boom
followed by a prolonged bust. Japan was one of the world’s fastest-growing economies for three
decades but has averaged only 1% real GDP growth since 1990, while prices have steadily
declined. Consequently, the size of Japan’s economy today is about the same as in 1990.
The essence of the Plaza Accord was that the main current account surplus countries (Japan and
Germany) would boost domestic demand and appreciate their currencies. In effect, the Federal
Reserve was signaling that it would focus more on growth. This signal was backed by coordinated
currency market intervention and a steady reduction in U.S. short-term rates. Accordingly, it
triggered a large appreciation of the yen, amounting to 46% against the dollar and 30% in real
effective terms by the end of 1986. The Deutsche mark appreciated similarly.
In Japan’s case, two other elements played a large role in what turned out to be a prolonged
stagnation. Financial deregulation in the early 1980s allowed large Japanese firms to access capital
markets instead of depending on bank financing, leading banks to lend instead to real estate
developers and households seeking mortgages. As a result, bank credit to these two sectors grew
by about 150 percent during 1985–90, twice as fast as the increase in overall bank credit to the
private sector. Second, because the dangers of real estate bubbles were not well understood in
those years, the Japanese government did not deploy countervailing regulatory and fiscal policies
until 1990. By that time real estate assets had appreciated significantly out of proportion.
For these reasons an overall devaluation of the euro is an unlikely scenario. An alternative
possibility is to have internal to the Eurozone devaluation. Southern Europe has traditionally had
low productivity growth, particularly in tradable goods. This relative productivity growth gap with
the north is likely to persist as the result of human capital differences, rigid labor laws in the south,
and low labor mobility in Europe. The Balassa-Samuelson model of real exchange rate tells us that
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if two countries with persistent productivity growth differences in their tradable goods sectors
adopt a common currency, eventually the slow-productivity growth country will experience
recessionary pressure. After a period, that country will either have to suffer continuing price
deflation or devalue its currency.
Hourly labor costs in Spain are currently €32, while in Slovakia they are only a third of Spain’s at €12. In Germany and Italy, they are about €80. For the Southern Rim countries to avoid a
permanent crisis, labor costs must fall, until they reach approximately 25€ an hour. For the
Slovaks, for the same period, they will go up. In the meantime, it is clear that foreign investors
will prefer to invest in Slovakia than in Spain. Already since 2004, when Slovakia entered the
European Union, big parts of the Spanish car industry went to Bratislava. Italian wages would also
have to fall, while German wages, which have been stable since the euro was adopted, would rise.
And both Italy and Spain would focus on their export-oriented manufacturing sectors.
Southern countries with export traditions can gain the most. Others will find new markets and
expand production mostly focused on the domestic market – for example agricultural produce in
Greece and Portugal. The favorable exchange rate prior to euro entry made it possible for relatively
inefficient, often family-owned, firms in Italy to sell their products abroad. Their experience and
upgraded technology still keeps them internationally competitive. This is why many well-to-do
families around the world wear Armani, Cavalli and Prada, own Italian furniture and even the
occasional Fiat or Lamborghini. Spain is also known for fashion – Desigual, Zara and Mango, and
has been a traditional exporter of food products.
Entering the euro improved credit conditions, but at the cost of manufacturing competitiveness.
Devaluation might give them an export boost, relieving some of the rising unemployment currently
affecting their industry. It is unlikely that at any exchange rate France would ship Citroens to
Stuttgart. But at the right exchange rate, Citroens can appear in Asia or Latin America.
In the short term, over-valuation implies the Southern euro countries would have to cut wages and
deficits, while Northern euro countries have to increase wages and public spending. If Europe is
to keep the euro, the Southern Rim would have to deflate prices and wages 2% or 3% a year for
several years. Germany would be going the opposite way. Sounds reasonable? Not in the least. No
government can endure several more years of deflation, on top of what have already been five
difficult years in Europe.
I have done austerity in a much-more benign environment in Bulgaria, and it was hard. Very hard.
When people see more of the same belt-tightening year after year, praises from Brussels and credit
rating agencies fall of deaf ears. It becomes even more difficult come election time. How do you
go out to your constituents and promise them fiscal stability and falling prices? They want
increases in the standard of living – higher pensions and wages, more money for healthcare and
education. But by now, all (or most) inefficient expenditure has been squeezed out, there is nothing
left to cut.
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In Europe during this crisis, an additional growth stopper are the large intra-trade linkages. When
all of the Eurozone is experiencing zero growth, exports also slow down. So this dependence,
which is to some extent a result of the euro adoption, becomes a burden. To export more, either
the northern countries need to spend more (have less austerity) or the southern economies need to
become more competitive against imports from China and other countries outside Europe. The
latter is possible either through a rapid rise in productivity or through devaluation.
There are straight-forward calculations how much devaluation is needed for the southern euro
members to increase (and then retain) competitiveness. The answer is somewhere near 30% to
40%. For example, estimates by IMF chief economist Olivier Blanchard suggest that Portugal
would require a 25 percent real depreciation in order to restore its competitiveness.51 But this
analysis was done before the crisis, and does not account for the additional rise in unemployment
and increase in the current account deficit.
Paul Krugman argues that gradual devaluation in the south can only happen through a higher
inflation target in the north. Downward nominal wage adjustment is next to impossible. It leads to
strikes in the streets – something we have grown accustomed to seeing in Greece and Spain over
the last three years. This means that “internal devaluation” through deflation will be avoided by
governments. So the burden of adjustment falls on the north, through increases in public sector
wages, increase in the minimal wage, and larger social schemes for unemployed and the otherwise
underprivileged. If the overall Eurozone inflation rate were higher, Cyprus, Greece, Spain and
other peripheral euro members would be able to restore competitiveness simply by lagging
inflation in the northern countries.
Other economists doubt this gradual approach can be successful. Since 1990, there are only three
examples of a gradual devaluation. The first is Hong Kong in 2001-2003, when a drop in demand
for Hong Kong goods and services following the merger with China led to a fall in prices while
the nominal exchange rate was pegged to the U.S. dollar. The second is Japan in 1998-2004, when
deflation meant Japanese prices were falling, but the exchange rate was relatively constant or
depreciating slowly. The third is Ireland during the current crisis, when wages and prices fell, but
the euro remained relatively constant in value. The question is whether Southern Rim economies
can replicate what Ireland has done.
In contrast, depreciations associated with changes in the nominal exchange rate are common. Over
the last 50 years, there are over 250 episodes of a real depreciation. It may be that a nominal
depreciation is simply easier compared to an internal devaluation, and internal devaluations are
still quite feasible. That is, in many cases where a nominal depreciation generated a real
depreciation, perhaps a real depreciation would have occurred even if the exchange rate were fixed.
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One can turn to within-currency-union price evidence to see whether there are substantial relative
price adjustments. Again, the evidence is discouraging for countries hoping to pursue this strategy.
Jay Shambaugh, a Georgetown University economist, uses price data for 27 U.S. metro areas from
1961 to 2010 to see if metro areas can have falling prices relative to the rest of the U.S.. He uses
the same standards for an internal devaluation as in the international studies, but comparing each
metro area to the median inflation rate for the nation. The evidence shows that in the U.S., internal
devaluations do take place, but rarely. And they do not happen after the U.S. moved to a lower
inflation period after 1990.52
U.S. inflation averaged over 5% from 1968 to 1990 but averaged 2.5% from 1991 to 2010. There
were also no internal devaluations in the period 1961-68 when inflation averaged just 1.7%. Just
as nominal devaluations may be a path of least resistance, labor mobility in the United States may
take place before internal devaluation is needed.
These results suggest that a rapid and substantial shift in relative prices through wage or price
compression is unlikely. Some Southern Rim countries have lost considerable cost
competitiveness in the last decade. Greek prices rose roughly 30% since 1999 relative to Germany
(20% compared to the euro area outside Germany). Spain’s prices rose by 20% and 10%,
respectively. To regain competitiveness at a rate of 5% over 3 years would require a decade of
internal devaluation in Greece.
It should be noted that an internal devaluation comes with another challenge. If wages and prices
fall, this means even if there is real GDP growth, nominal GDP could fall. Thus, the denominator
in the debt to GDP ratio does not grow. Thus, even if the Southern Rim countries restart real growth
through internal devaluation, it is not until they restart nominal growth that it will help their debt
sustainability. The IMF 2011 report on Greece is not overly optimistic about the pace of Greek
internal devaluation, calling for 1% a year for 10 years.
A second challenge is the resolution of the big outstanding sovereign and company debt in
countries like Cyprus and Greece. Holding the nominal exchange rate fixed and relying on
“internal devaluation” does not make debt more manageable. The real value of the debt rises over
time — increasing the need for the necessary cost adjustments.
The inflation math doesn’t square either. The European Central Bank is committed to a 2%
inflation target. If inflation needs to be close to zero in the Southern Rim members, it must be
higher than 2% in the northern countries, so the overall average meets the 2% target. If the
Southern Rim had inflation of 0%, the rest of the union could have 3% inflation and still hit the
target. But it is difficult to have zero inflation year after year.
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The southern countries are roughly one third of euro area GDP, so if their inflation rate is 1%, the
rest of the euro area inflation rate would have to be 2.5% to achieve a 2% target, leaving a gap of
only 1.5% a year. A likely easier way to achieve the 3% spread, though, would be 1% inflation in
the southern countries and 4% in the rest of the area, but that would lead to inflation of 3% in the
euro area overall.
While such an outcome would violate the European Central Bank’s target of 2% inflation in the
short term, faster inflation would induce relative price changes, as well as faster nominal GDP
growth throughout the euro area. And a likely depreciation of the euro overall. So far, however,
the European Central Bank has not given any indication it would relinquish the inflation target in
favor of a growth target, or a combination of the two.
In the United States, a similar proposal calls for a temporarily higher inflation target. Charles
Evans, the president of the Federal Reserve Bank of Chicago, proposed a plan in late 2012 in which
the Fed would announce its intention to accommodate inflation of up to 3% a year as long as the
unemployment rate remained above 7%. But relaxing inflation targets is hard for central bankers
of Bernanke’s generation – those who witnessed stagflation in the 1970s. And more so for German
central bankers, where the whole nation has aversion to inflation due to the experience in the 1930s.
A third course of action is devaluation through changing the tax structure. This is the so-called
“fiscal devaluation.” Raising value added and cutting payroll taxes produces some of the effects
of currency devaluation. The higher value-added tax makes imported goods more expensive as
foreign companies exporting to the country have to pay duties on their products. Simultaneously
lowering payroll taxes allows domestic companies to offset the higher value-added tax while not
raising prices. Because domestic company exports are not subject to the value-added tax, they can
sell their products abroad at a lower price – exactly as if the euro had been devalued.
France did just that in late 2012, when President Hollande took office. The IMF recommended the
same to the Monti government in Italy. There, a 2% of GDP shift from social security contributions
toward value-added tax could lift the level of GDP and employment by about 1% over the long
run. In addition, the cut in social security contributions was targeted at lower wage levels to reduce
the cost of the measure, but also to benefit low earners, women, and young workers.
There are a number of reasons why fiscal devaluation might work well in France and Italy: its high
labor-tax wedge, wage rigidity, and the fact that the fixed exchange rate covers a large proportion
of trade. Fiscal devaluation would facilitate the wage and price adjustments needed to restore
France’s and Italy’s external competitiveness in the absence of an exchange-rate adjustment.
The effect is, however, small relative to the gap in competitiveness that needs filling. And the costs
accrue disproportionately to the poor. As value-added tax and other indirect taxes are on
consumption, it does not matter what your income is, you still pay. Making imports more
expensive also hits at the consumers. So a change in the tax structure should be couples with
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increases in the social payments of some underprivileged groups. For example, increases in the
unemployment benefits and the lower pensions, as well as the minimum wage.
Most recently, Portugal is trying this combination of reforms, in part out of necessity to increase
budget saving after the Constitutional Court struck down some of its earlier expenditure cutting
measures. On April 5, 2013 the court ruled that four government austerity measures, including
planned cuts in public-sector pay and state pensions, were in breach of the constitution. A €1.3
billion hole in the 2013 budget, 0.8% of gross domestic product, was opened. A week later the
government announced plans to cut the corporate income tax from the current 24%. The valueadded tax was increased to 23% the previous year.
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11. The Stability and Growth Pact
“What you are proposing is a computer that takes the decisions. Policy by software.” That is how
in 1996 the French finance minister Jean Arthuis described the German idea of creating a basis for
common fiscal rules in the Eurozone.
The following January the European Council implemented the Stability and Growth Pact, the
brainchild of then German Finance Minister Theo Waigel. Waigel first presented his proposal at
the Ecofin gathering in Brussels on 27 November 1995. Yet, an intergovernmental agreement, as
originally envisaged by Waigel and his state secretary, Jürgen Stark, was shunned by other
European monetary union members. The European Council then suggested a solution within the
existing Community legal framework. This solution did not include automatic fines but reduced
the sanctions to a discretionary measure of the Ecofin Council. This means that the ministers
themselves have to judge each other, which comes close to what experts have labelled “asking
turkeys to vote for Christmas.”53
The Pact lays down the deficit limit of three per cent of GDP and debt limit of 60% of GDP for
European Union countries that participate in the Economic and Monetary Union, what is now the
Eurozone. It imposes financial fines for breeches of the deficit limit. It was hoped that these
sanctions would never be used. Yet already in 2002 the excessive deficit procedure was initiated
for Portugal, Germany, and France. This was at the insistence of Dutch finance minister Gerrit
Zalm, who wanted the largest Eurozone countries to be penalized just as small ones had been.
Since then though Germany ceased to be a strong backer of the Stability and Growth Pact.
A significant point of contention were the circumstances under which a deficit above 3% is not
considered excessive. After several Ecofins devoted to this issue, a compromise was reached in on
December 13th 1996 in parallel sessions of the Ecofin Council and of the European Council in
Dublin. It says that a recession of less than 0.75% ‘as a rule’ does not qualify as exceptional,
whereas a recession of over 2% automatically does. If the recession is in between these two figures
the Ecofin Council will determine whether or not the recession is exceptional. The result is a rule
that can be overturned by an Ecofin minority of at least 26 out of 87 weighted votes or covering at
least six Member States if they refuse to label a budgetary deficit of over 3% as “excessive.”
Waigel’s proposal was for a Stability Pact. By 1996 it was renamed “the Stability and Growth
Pact,” at the insistence of France. Unemployment had become a big issue for the Juppé government
and the French Finance Ministry thought adding Growth would signal desire to tackle employment
issues as well.54 But as France was perennially in breach of the Pact, the rules were loosened in
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2005, under pressure from Paris but also from Berlin. And if the two main Eurozone members did
not follow the rules, understandably other members did not strain themselves either.
When recently asked whether the Stability and Growth Pact had failed Europe in the current crisis,
Waigel answered No. “Greece fiddled with the numbers, which is quite a nasty trick. However,
the European Commission and the other institutions should have questioned Greece’s budget
figures much sooner. The country should not have joined the euro zone under such
circumstances.”55
Still, Waigel’s Pact became the basis for a common fiscal policy in the European Union. Not that
it wasn’t contemplated before. A fiscal union - in which budgets and taxes are decided centrally –
was considered right from the establishment of the euro. The argument is that member states
wouldn’t be able to run up unaffordable deficits. When they ran into trouble, money could be
diverted from the more successful states to the ones that needed help. This is how it works within
federal states or even smaller countries like Bulgaria.
There are three reasons why fiscal union has stalled for so long. First, the surrender of sovereignty
is too great.56 Once you lose control of fiscal policy, you stop being a nation, and national
parliaments become powerless. It is hard enough to persuade taxpayers to subsidize regions in the
same country. Persuading electorates to send their taxes to a central authority, without having a
say on where it is spent, will prove impossible. Especially for smaller countries like Luxembourg
or the Netherlands, who have few votes in the European Parliament.
“The budget law is a matter of national parliaments,” Guido Westerwelle, Germany’s foreign
minister, said in 2012. “The European Commission doesn’t determine the budget. That is the job
of the German Bundestag, the national parliament.”
In other words, there isn’t a credible enforcement mechanism. One could submit national budgets
to Brussels in advance for approval. But what happens if a budget is rejected, and the national
parliament agrees to it anyway? Brussels bureaucrats can complain to the European Court of
Justice, but even they can only impose a penalty.
Second, the timing for the creation of such a fiscal union is always wrong. In times of crisis, the
only thing governments provide is fiscal pain. Spending has to be cut. If the European Union takes
control of national budgets at such moment it will become unpopular. Brussels will be seen as the
Scrooge.
Creating a fiscal union is also difficult in boom years, when Brussels could hand out lots of cash
to build new schools and roads. The decision would have to be taken by national parliaments, who
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in effect will be signing away much of their discretion. And certainly the ability to provide their
regions with better infrastructure and other services.
Third, tax policy varies widely across the Eurozone and especially in the European Union.
Harmonizing all taxes brings us back to the original problem in the creation of the euro. Just as a
single currency helps the competitiveness of some (say Germany) at the expense of others (the
Southern Rim members), so a unified tax regime will be at the expense of nations who are catching
up economically.
I have had this discussion numerous times with French and German finance ministers and their
staff. ‘Ready to have a harmonized tax rate if Europe adopts the lowest current one – that in
Bulgaria,” I would say. “At 10% corporate and personal income tax, that would make business
and people in your countries very happy.” For obvious reasons, they were never swayed by this
argument. “Who would decide what the common tax rate should be?,” I would then ask. No
answer.
Appearing in parliament over my 4 years as finance minister I have rarely seen unity across parties.
But on the issue of taxation all politicians in Bulgaria stand united. In 2011 we put to a vote a
resolution on the Fiscal Compact (more in a later chapter). 231 to none parliament voted an
exception to any tax harmonization.
For these reasons, fiscal policy coordination in the Eurozone is limited to the package of budgetary
rules.57 Recently, the Stability and Growth Pact was supplemented with the Fiscal Compact, which
prescribes automatic correction mechanisms for deficits and the introduction of national debt rules.
For monitoring purposes, the EU authorities adopted the so-called “six-pack” (consisting of 5 EU
regulations and 1 directive) in December 2011. Its aim is to eliminate gaps in the Stability and
Growth Pact and strengthen both its preventive arm and its corrective arm.
In addition to the Maastricht criteria (a maximum budget deficit of 3% of GDP and total general
government debt of at most 60%) the European Commission now also monitors compliance with
country-specific medium-term budget targets for member countries that are outside the excessive
deficit procedure. Countries that fail to observe the debt rules must deal with the launch of an
excessive deficit procedure, where fines may gradually be increased to as much as 0.5% of GDP.
In the original draft of the Stability Pact, Theo Waigel called for a gap of just six months between
detecting that a member state was running an excessive budget deficit and punishing it with a
penalty fine. That was watered down in the final version adopted in December 1996, and still
further in 2005. To-date, no country has been fined. That obviously weakens it as a deterrent to
profligate behavior by governments.
The Treaty on Stability, Coordination, and Governance requires the member countries to confine
their structural deficit to a maximum of 0.5% of GDP. And to 1% for countries whose total debt
Marco Buti, Daniele Franco and Hedwig Ongena, 1998, “Fiscal Discipline and Flexibility in EMU: The
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falls short of 40% of GDP. This is bolstered by what is known as the “two-pack” legislation, which
provides for monitoring of draft budgets and greater surveillance of countries that have taken
advantage of financial aid.
The European Commission monitors compliance with the Stability and Growth Pact by making
assessments of the stability and convergence programs. Eurozone members report their
compliance by submitting annual “stability programs,” while non-Eurozone countries submit
‘convergence programs’. These programs include the medium-term budgetary objectives of each
country and the measures to attain these objectives. The Council, acting on Commission proposals,
issues opinions to member states and, if necessary, asks them to strengthen their program.
If the budgetary discipline in a Member State worsens and the deficit exceeds the 3% limit, the
Council starts an excessive deficit procedure against the Member State. This requires corrective
actions from the Member State with, as a last resort, financial penalties in the case of euro-area
Member States. This rule was not used until recently, when in 2012 Brussels decided to punish
Hungary for breaching the rules every year since its entry into the European Union in 2004.
In fact, the action against Hungary was prompted by other considerations altogether. In late 2011,
Viktor Orban, Hungary’s prime minister, started constitutional reform that would ostensibly
deprive the Central Bank from some of its independence. More importantly, the media would be
required to report true ownership and its sources of financing, which was seem in Brussels as an
attack on media freedom. Hungary was hence picked as the first country to penalize, even though
there were many takers. France, for example, has never met the Maastricht criteria since their
adoption in 1991.
The excessive deficit procedure is specified in Article 126 of the Maastricht Treaty. It determines
the steps to be followed to reach a Council decision on the existence of an excessive deficit. Article
126(1) states that compliance with budgetary discipline is to be examined by the Commission on
the basis of the following two criteria:
(a) whether the ratio of the planned or actual government deficit to gross domestic product exceeds
a reference value [specified as 3%], unless either the ratio has declined substantially and
continuously and reached a level that comes close to the reference value; or, alternatively, the
excess over the reference value is only exceptional and temporary and the ratio remains close to
the reference value;
(b) whether the ratio of government debt to gross domestic product exceeds a reference value
[specified as 60%], unless the ratio is sufficiently diminishing and approaching the reference value
at a satisfactory pace.
As part of compliance, Member States have to notify data on government deficit and debt, nominal
GDP and other associated variables twice a year, before April 1st and before October 1st. After
each reporting date, Eurostat examines whether the data are in conformity with its statistical rules
and, if so, validates them.
The next step in the procedure is the formulation by the Economic and Financial Committee of an
opinion, which must occur within two weeks of its adoption by the Commission. If it considers
that an excessive deficit exists or may occur, the Commission addresses an opinion to the Council.
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Then, on the basis of a Commission proposal, the Council decides whether an excessive deficit
exists (Article 126(6)).
At the same time, the Council issues a recommendation to the Member State to bring that situation
to an end within a given period – usually six months - on the basis of a Commission
recommendation (Article 126(7)). When, the excessive deficit in the Member State concerned has
been corrected, the Council annuls its decision on the existence of an excessive deficit, again on
the basis of a Commission recommendation (Article 126(12)).
If effective action has been taken in compliance with the recommendation, but unexpected adverse
economic events with major unfavorable consequences for government finances occur subsequent
to its adoption, the Council may decide to adopt a revised recommendation under the same article,
which may extend the deadline for the correction of the excessive deficit by one year. In the case
of severe economic downturn for the euro area or the European Union as a whole, the Council may
also decide, on recommendation by the Commission, to adopt a revised recommendation, provided
that this does not endanger fiscal sustainability in the medium term.
If it establishes that there has been no effective action in response to its recommendations, the
Council adopts a decision on the basis of a Commission recommendation immediately after the
expiry of the deadline for taking action.
In addition to the Excess Deficit Procedure, Ecofin designed a Macroeconomic Imbalance
Procedure. It started in early 2012 and is supposed to identify potential harmful imbalances. The
basis is the Alert Mechanism Report, which is a methodology to identify countries and issues for
which a closer analysis is necessary. The macro imbalance procedure has a preventive and a
corrective arm. The latter leads to sanctions for euro area Member States if they repeatedly fail to
meet their obligations.
The Macro Imbalance Procedure is based on a scoreboard consisting of eleven indicators covering
the major sources of macroeconomic imbalances. The scoreboard is published in the Alert
Mechanism Report that marks the starting point of analysis. For each indicator, alert thresholds
have been defined to detect potential imbalances. The scoreboard and the thresholds are so far
applied mechanically, without relation to the economic and social characteristics of countries.
The indicators on external imbalances and competitiveness include:
1. 3 year average of the current account balance as a percentage of GDP, with an indicative
threshold of +6% and - 4% of GDP;
2. net international investment position as a percentage of GDP, with an indicative threshold
of -35%; the 2.net international investment position shows the difference between a
country's external financial assets and its external financial liabilities;
3. 5 years percentage change of export market shares measured in values, with an indicative
threshold of -6%;
4. 3 years percentage change in nominal unit labor cost, with indicative thresholds of +9%
for euro area countries and +12% for non-euro area countries.
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5. 3 years percentage change in real effective exchange rates based on HICP deflators,
relative to 35 other industrial countries, with indicative thresholds of -/+5% for euro area
countries and -/+11% for non-euro area countries; the real effective exchange rates shows
price competitiveness relative to the main trading partners.
The indicators on internal imbalances include:
6. private sector debt as a percentage of GDP with a threshold of 160%;
7. private sector credit flow as a percentage of GDP with an indicative threshold of 15%;
8. year-on-year percentage change in deflated house prices, with an indicative threshold of
6%;
9. public sector debt as a percentage of GDP with an indicative threshold of 60%;
10. 3-year average of unemployment rate, with an indicative threshold of 10%;
11. year-on-year percentage change in total financial liabilities of the financial sector, with an
indicative threshold of 16.5%.
Not surprisingly, the first scorecard put nearly every European Union country on alert. In
particular, in May 2012 12 countries were identified as warranting further economic analysis.58
These countries were Belgium, Bulgaria, Cyprus, Denmark, Finland, France, Italy, Hungary,
Slovenia, Spain, Sweden and the United Kingdom. The Commission considered that Spain and
Cyprus were experiencing very serious imbalances, while the imbalances of France, Hungary, Italy
and Slovenia were considered serious.
In addition, the Commission found that Malta and the Netherlands warranted an in-depth review.
In the case of Malta, the financial sector required closer investigation. Potential risks relate to
extremely large financial system and the high exposure of the banks to the property markets, in
combination with high private sector indebtedness. In the Netherlands, the potential risks stemmed
from an elevated level of private sector debt in combination with high house prices.
In sum, the first scorecard painted a bleak picture of Europe’s macroeconomic future: 18 of 27
countries either exhibited significant weaknesses, or had very serious problems. That’s two-thirds
of the European Union members.
These individual country’s recommendations are presented in the package of country-specific
recommendations which the Commission puts forward in the context of the European Semester.
When the first report about Bulgaria came out. I began wondering how to explain it to the
Bulgarian media. The report concluded that Bulgaria exceeded the criteria on net international
investment position and unit labor costs. One way to go about the explanation was to say that our
wages were rising too fast and that Bulgarian companies were borrowing too much from abroad.
The former would have gotten me kicked out of the country immediately (eventually, it did). The
latter would be to disregard Economics 101 – emerging economies borrow money to grow. After
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some thought on the plane back, I simply announced that Bulgaria was in the same group as
Austria, Finland and Sweden. And that was that.
The following Ecofin witnessed a lively debate on the scorecard. I asked Commissioner Olli Rehn
which textbook his experts had been reading, and whether it would be productive to invite some
lecturers on macroeconomics at the commission. The response was simply that these were the
selected indicators. They haven’t been changed since.
The Macroeconomic Imbalances Procedure has also a corrective arm: an Excessive Imbalance
Procedure can be opened for a Member State. The Member State concerned will have to submit a
corrective action plan with a clear roadmap and deadlines for implementing corrective action.
Surveillance will be stepped up by the Commission on the basis of regular progress reports
submitted by the Member State concerned.
A strict enforcement regime is established for euro area countries. It has two steps: 1. An interestbearing deposit can be imposed after one failure to comply with the recommended corrective
action; 2. After a second compliance failure, this interest-bearing deposit can be converted into a
fine (up to 0.1% of GDP); 3. Unspecified sanctions can also be imposed for failing twice to submit
a sufficient corrective action plan. The decision-making process prescribes the use of reverse
qualified majority voting to take all the relevant decisions leading up to sanctions. This procedure
makes it difficult for Member States to form a blocking majority.
So far this mechanism has not been put to the test. In the second installment of the Macroeconomic
Imbalances, Spain, France and Slovenia were identified as having very serious problems.
For France, the Commission finds that “rigidities on the labor market hinder the adjustment
capacity of the economy and slow down developments in productivity. The high tax wedge has a
negative effect on labor demand and on the number of hours worked. The increasing tax burden
on labor has also contributed to rising labor costs. Furthermore, a highly segmented labor market
results in uncertainties for a large share of employees, reducing incentives to increase their human
capital and hence productivity. More generally, rigidities in the labor market may limit the
potential for reallocation of workers across sectors and occupations.”59
Another big issue identified is the gradual loss of export competitiveness, in the decade after 2011.
“The analysis already pointed to the crucial role of cost competitiveness issues to explain the
external performance. Indeed, most of the deterioration in export market shares comes from lower
non-price competitiveness. Specific efforts are therefore needed to support exporting companies
and help them improve the quality of the goods produced. In order to regain the lost ground, the
authorities have initiated an export promotion strategy focusing on selected product categories. So
far, measures announced mainly aim to help exporters access finance. While this could help
companies with a willingness to export to raise their capacity, the impact of these measures might
be only limited. Additional efforts seem to be needed to ensure that companies in general and
SMEs in particular gain access to export markets. An initiative such as the promotion of linkages
between large companies with important export activities and local SMEs would be a promising
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avenue. Efforts to remove barriers to firms' growth and to better structure the network of export
promotion agencies would also be welcome.”
For Slovenia, the procedure found that “Weak demand and capital support measures continue to
drive the deterioration of Slovenia’s public finances. The excessive deficit will probably not be
corrected in 2013, the deadline set by the European Council. The European Commission’s 2013
Winter Forecast foresees a deficit of 5.1% of GDP. Debt is expected to approach 60% of GDP in
2013, even without including additional measures necessary to stabilize the financial sector.
Employment is still contracting and is forecast to remain on a downward path until 2014. Many
companies, especially those oriented to the domestic market, struggle to service debts. The
transmission of financial distress from firms to banks has intensified, leading to substantial further
loan losses.”
Further, “accumulation of losses indicates more recapitalizations of state-owned enterprises and
banks will be required beyond 2013. In 2011, a total of €415.4 million of net losses were generated
by a third of the state-owned enterprises reviewed. This is equivalent to 1.1% of GDP. The amount
increases to €924.8 million or 2.5% of GDP including the three largest banking groups (NLB,
NKBM and Abanka).”60
It remains to be seen whether with time this instrument provides for a more stable macroeconomic
behavior.61 In the meantime, European Council’s president Van Rompuy wrote a report proposing
the creation of a fiscal capacity for the European Monetary Union in order to be able to better deal
with country-specific shocks.62 Potential sources of funding include a fixed share of national taxes
(e.g. value-added tax), or a common European tax like the financial transaction tax. The latter
would have to be collected in all the euro countries, something many have objected to.
More recently, the European Commission has outlined a fiscal plan in its “Blueprint for a deep and
genuine economic and monetary union” which contains proposals for a central budget, the issuance
of common debt and a full banking union.63 Further, in March 2013 the Commission proposed a
Convergence and Competitiveness Instrument which could provide financial assistance for
structural reforms in member states currently facing economic difficulties. It also suggested
arrangements for coordination of economic policy reforms with potential spillovers to other
members.
If adopted, this new instrument would allow Member States to complete the reforms sooner than
they would be able to on their own, and contribute financing towards addressing the short-term
negative impact of the reforms. Reforms that address competitiveness and improve the functioning
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of labor and product markets qualify, as well as vocational training systems that increase the
effectiveness of active labor market policies or strengthen lifelong learning.
Under the initial proposal a Member State could ask for the Convergence and Competitiveness
Instrument to be triggered. Second, it could be triggered when a Member State enters the
Macroeconomic Imbalances Procedure. Or third, it could be triggered when countries fall under
the Excessive Imbalance Procedure. The precise procedure would be worked out during the course
of 2013, including the sources of its funding.
In sum, over the past two years the original Stability and Growth Pact has been significantly
strengthened, although still falling short of the original Waigel idea of automatic penalties for noncompliance. And it falls significantly short of the idea of a fiscal union. The ingredients are clear.
In May 2013 French President Hollande called for an economic government for the Eurozone with
its own budget, the right to borrow, an integrated tax system and a "veritable" president. It would
harmonize fiscal and welfare policies, and debate the main economic and political decisions taken
by member states. “It is my responsibility as the leader of a founder member of the European
Union...to pull Europe out of this torpor that has gripped it, and to reduce people's disenchantment
with it. If Europe stays in the state that it is now, it could be the end of the project,” Hollande
concluded.
Germany is even more convinced in the need of a fiscal union. “We seem to find common solutions
when we are staring over the abyss, Chancellor Merkel said during an April 2013 visit to Poland.
“But as soon as the pressure eases, people say they want to go their own way. We need to be ready
to accept that Europe has the last word in certain areas. Otherwise we won't be able to continue to
build Europe.”
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12. Building a Fiscal Union
“The main problem which we politicians are facing is that the public debt crisis in the Eurozone
makes people and investors lose confidence in Europe. They do not understand why decisions in
Europe take so long. But this is a constitutional element of Europe: Europe is complicated, and if
decisions are taken with democratic legitimation, they simply take time. And the longer the crisis
in the Eurozone lasts, the more people question whether the euro is worth all the rescue efforts –
in terms of painful reform programs conducted by countries in troubles and in terms of credits
guaranteed by taxpayer’s money of “solid” countries.” These are the words of Wolfgang
Schaeuble, Germany’s finance minister, during his speech to the European Parliament in
September 2012.
The solution he proposes sounds very pragmatic: build the missing fiscal union alongside the
existing monetary union block by block. Three such blocks were built during my time as finance
minister: the European semester, the Fiscal Compact, and the European Stability Mechanism.
The European semester is a new procedure for national budgets’ coordination within the European
Union. It spans the first six months of each year. The semester contains a timetable, according to
which the member states receive expert advice and then submit their national reform programs and
stability or convergence programs to be assessed in Brussels.
Member states are given individual recommendations for when they prepare their next year's
budget. If necessary, they also receive recommendations to correct macroeconomic imbalances.
Countries that receive financial assistance are not required to submit stabilization programs or
reviews on macroeconomic imbalances. They only follow the prescribed measures in the
adjustment program.
The European semester focuses on three types of policies: structural reforms that bring about
growth and employment; fiscal reforms that are consistent with the goals in the Stability and
Growth Pact; and macroeconomic reforms that prevent a country from entering in the
Macroeconomic Imbalance Procedure. It exists from 2011, when an attempt was made to
coordinate the different policies in one procedure. Prior to 2011, countries submitted their lists of
reforms only after national budgets were approved, with the result that the Commission could not
recommend any changes.
The recommendations are published in the Annual Growth Survey.64 In the March 2013 survey,
for example, the European Council advises countries to focus on (a) pursuing growth-friendly
fiscal consolidation; (b) restoring normal lending to the economy; (c) promoting competitiveness;
(d) tackling unemployment and the social consequences of the crisis; and (e) modernizing public
administration.
To achieve the first goal, the Commission recommends investments in education, R&D, and the
energy sector. Other reforms include increasing the retirement age in line with life expectancy as
well as restricting access to early retirement. Countries should attempt reforms of the healthcare
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sector and reduce the tax burden on labor where it is relatively high and hampers jobs creation.
Finally, the Annual Growth Survey recommends to eliminate all tax exemptions - reduced valueadded tax rates or exemptions on excise duties.
For the second goal, possible steps include promoting new sources of capital like issuing corporate
bonds and facilitating access to venture capital funds. Another measure is reducing payment delays
by the public administration. In June 2012 the European Union introduced a directive on late
payments which limits late payments to 30 days. In the banking sector suggestions include
protecting vulnerable households from individual changes in mortgage conditions, thus avoiding
a foreclosure; using project bonds as instruments to fund large infrastructure and transport
facilities. Lastly, for municipal projects and transnational infrastructure projects countries can use
the instruments available at the European Investment Bank.
Competitiveness can be enhanced by improving university education and vocational training to
allow closer links to labor market needs. Other steps include reducing administrative formalities
for starting a business, especially in the area of construction, business services, logistics, tourism
and wholesale trade.
The measures the Commission proposes to achieve the fourth goal are limiting the tax burden on
low-skilled labor and the introduction of subsidies for hiring new workers, especially long-term
unemployed or low-skilled. Also, simplifying labor legislation and developing flexible working
hours. In linking education to market needs, proposals include reducing the number of early school
leavers and facilitating transition from school to work through development of traineeships, where
the example of Germany’s vocational training in high-schools can be studied. Also, introducing
"youth guarantee" that would ensure work or continuation of education for all under 25 years of
age. Some of these initiatives can be financed by the European Social Fund.
Finally, improving the efficiency of public administration involves the usage of electronic services
in the government’s work with businesses and citizens. An important step is improving the quality,
independence and efficiency of the judiciary because it will reduce costs for businesses and will
increase the attractiveness for foreign investors.
Countries can choose the ways to achieve these goals. The Commission tracks implementation. In
2011 the Netherlands proposed a European Commissioner for Budgetary Discipline that would
control the budgets of the member states. Germany supported the idea, France and the UK did not,
and it was shelved.
In January 2013 the idea resurfaced as the new head of the euro group, Dutch Finance Minister
Jeroen Dijsselbloem, announced that the European Commission will install a so-called European
Semester Officer. The Semester Officer is intended to act as a watchdog over the national
governments, without the status of a Commissioner.
The second block is the Fiscal Compact. It is widely considered a symbol of Chancellor Merkel’s
European austerity drive, but in fact the fiscal compact is not responsible for shaping fiscal policy
in the Eurozone. The Fiscal Compact Treaty (or “Treaty on Stability, Coordination and
Governance in the Economic and Monetary Union”), approved on March 2, 2012 by 25 EU states
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and effective from January 2013, includes many points from European Union legislation already
in place. Ratification by at least 12 Eurozone members was required for it to enter into force.
Finland was the last one to do so, in December 2012.
The Fiscal Compact draws on the “golden rule” that Germany enacted in its Constitution in July
2009. In particular, the new Article 109 of the Constitution, besides reaffirming the budgetary
autonomy of the Federation and the Länder, states the general rule that: “The budgets of the
Federation and the Länder shall in principle be balanced without revenue from credits. The
Federation and Länder may introduce rules intended to take into account, symmetrically in times
of upswing and downswing, the effects of market developments that deviate from normal
conditions, as well as exceptions for natural disasters or unusual emergency situations beyond
governmental control and substantially harmful to the state’s financial capacity. For such
exceptional regimes, a corresponding amortization plan must be adopted.”
Such limits are useful at all times, but especially during crises when public spending in European
countries typically increases. There is a longer-term trend of increasing expenditure too: since the
euro was introduced, the 17 countries of the Eurozone saw government spending rise from €3.3 to
€4.7 trillion (in current euros), or by nearly 40%. As a percentage of the Eurozone GDP, spending
also increased from 47% to 51% of GDP.
Yet if one looks at Germany alone, the pattern is different. Between 2001 and 2010, government
spending in Germany went up by 18.5%, from just over €1 trillion to €1.2 trillion. As a result, the
share of public expenditure to GDP has remained roughly constant in Germany, despite the crisis
and bank bailouts, aid to automakers and wage increases to public employees. Government
spending remains fairly high (48% of GDP), but its size has remained the same share of GDP as it
was in 2001.
The data on Germany imply that, in the rest of the Eurozone without Germany, public spending
has gone up at a much faster pace, by 41.5% between 2001 and 2010. This is an increase of 23
percentage points higher than that in Germany. Hence the insistence of Chancellor Merkel and her
finance minister Schaeuble on the Eurozone adopting the Fiscal Compact.
There are several new rules in the Fiscal Compact. First, Eurozone member states commit to a
budgetary position in “balance or in surplus.” They further commit to pass a national law or an
amendment of the national constitution that limits the structural budget deficit to 0.5% of GDP,
from which a deviation is only allowed in “exceptional circumstances.” This is similar to Article
115(2) in the German Constitution, which states that “[r]evenues and expenditures shall in
principle be balanced without revenue from credits,” and clarifies that “[t]his principle shall be
satisfied when revenue obtained by the borrowing of funds does not exceed 0.35 percent in relation
to the nominal [GDP].”
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The treaty allows for a transition period, the length of which, however, is not specified. For
countries with a debt-to-GDP ratio “significantly below 60% of GDP,” the structural budget deficit
may be as high as 1% of GDP.
Second, a member state can bring another member state before the European Court of Justice if it
believes that the other state has not fulfilled the provisions of passing a national “debt brake” into
national law. The Court can impose a fine of up to 0.1% of GDP.
Third, a new 1/20 rule allows for an excessive deficit procedure to be opened if countries with a
debt-to-GDP ratio of more than 60% do not bring that ratio down sufficiently quickly. The
requirement is defined as an annual reduction of the debt ratio by 1/20 of the difference between
the actual debt-to-GDP ratio and the 60% threshold. In addition, countries are given a three-year
grace period after the correction of their current deficit below the 3% target before the 1/20 rule
comes into effect.
Finally, the treaty allows for reverse qualified majority voting in the excessive deficit procedure.
This is done so blockages may not occur. In effect, this voting mechanism prevents vetoes.
The Fiscal Compact builds on existing European rules of fiscal policy making, especially the
original Stability and Growth Pact with its Excessive Deficit Procedure, and the “Six Pack” with
the 1/20 rule.65
The new fiscal compact among the euro countries is supposed to make budget rules more binding
by putting them into laws and constitutions at the national level. But biased forecasts can defeat
budget rules, as has repeatedly been demonstrated since the creation of the euro.66 Penalties for
inaccurate forecasts were considered during the discussions on the Fiscal Compact. In the end, this
idea was dropped for two reasons. First, the forecasts are typically done by independent agencies,
and hence governments – at least directly – cannot shoulder the blame. Second, the errors are
typically found several years after the forecast is made and fines cannot be given “on the spot.”
Several governments obliged quickly by adopting the Fiscal Compact. The Spanish government
rushed a constitutional amendment aimed at establishing a balanced budget requirement through
Parliament. The new Article 135 of the Spanish Constitution, which was approved in less than two
weeks and entered into force on September 27, 2011—affirms in its first two paragraphs that “all
public administrations will conform their actions to the principle of budgetary stability. The State
and the Autonomous Communities shall not incur a structural deficit that exceeds the standard
established by the European Union.”
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Also in Spain, the “golden rule” of a balanced budget is subject to an exception clause. Article
135(4) states that: “The limits of the structural deficit and of the volume of public debt can only
be exceeded in cases of natural catastrophes, economic recession or situations of extraordinary
emergency beyond the control of the State which considerably endanger the financial situation or
the economic and social sustainability of the State, to be assessed by the absolute majority of the
members of the Chamber of Deputies.”
Italy quickly adopted the prescriptions of the Fiscal Compact as well. The Constitutional Revision
Act was signed into law on April 20, 2012. The new Article 81 provides that: The State ensures
the balance between revenue and expenditures in its budget, considering the upswings and the
downswings of the economic cycle. The State can resort to the emission of debt only with “the
purpose to consider the effects of the economic cycle and, upon authorization of the two chambers
of Parliament adopted at the absolute majority of its members, in cases of exceptional events.”
France was not as eager. During his election campaign in 2011, France’s Francois Hollande vowed
to renegotiate the fiscal compact. A year later, in September 2012, President Francois Hollande
explained his long-standing opposition to a constitutional amendment with the words: “I do not
consider that a commitment that is obligatory for a few years should be written in stone in our
texts.” These words notwithstanding, France amended its organic budget law, and submitted it to
parliament for approval together with the Fiscal Compact, the EU stimulus package and the
European Stability Mechanism. These were all approved in November 2012.
The Fiscal Compact is a building block towards the future fiscal union. "The fiscal compact… can
create and can be a necessary pre-condition but it will not be sufficient in itself to save the euro,"
Chancellor Merkel said in a televised interview on June 7, 2012. It can be viewed as an expansion
of the Stability and Growth Pact, but primarily focused on debt sustainability. In contrast, the
Stability and Growth Pact primarily deals with the deficit.
The third building block is the European Stability Mechanism. The European Stability Mechanism
is Europe's permanent bailout fund. It has capital reserves amounting to €700 billion, with €80
billion of paid-in capital and the rest used as needed. Germany, France, Italy and Spain contribute
the majority of the capital due to their large gross domestic product (GDP). These payments will
be made periodically and completed during the first half of 2014.
The European Stability Mechanism itself will be authorized to approve bailout deals worth up to
€500 billion when all of the paid-in capital is received. In situations where going to the public
sovereign debt markets is prohibitively expensive, Eurozone countries can instead obtain funding
through this venue at a lower and more stable interest rate.
Only countries that agree to the Fiscal Compact will be able to access the funds. The €500 billion
European Stability Mechanism was declared operational on October 8th in Luxembourg. The
fund’s birth was eased by the European Central Bank’s offer in August to buy bonds of fiscally
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struggling countries. This has driven down interest rates in Spain and Italy and bought European
governments time to address the root causes of the crisis.
The European Stability Mechanism has some advantages over the European Financial Stability
Facility. The fact that it is being established by treaty gives it legal security relative to the European
Financial Stability Facility. The fact that the European Stability Mechanism has paid-in capital,
rather than relying on contingent guarantees to underpin its lending as the European Financial
Stability Facility does, also adds to its credibility.
In early 2010, when the bailout for Greece was discussed, German politicians first raised the
prospect of creating a European Monetary Fund, an expanded version of the European Stability
Mechanism with a wider pool of experts servicing it. At the time they thought that more
cooperation is preferable to accepting intervention from the IMF, an option not accepted by the
Greek Prime Minister, George Papandreou. Such a creation was also endorsed by President
Nicolas Sarkozy, as his most potent domestic political rival, Dominique Strauss-Kahn, was
managing the IMF. Sarkozy saw the creation of the European Monetary Fund as reducing the
power of the IMF.
German leaders also saw a European Monetary Fund as a vehicle to impose tougher sanctions on
countries that defy the limits on debt that euro-zone countries are supposed to observe. “Accepting
help from the IMF would be an admission that the euro countries don’t have the strength to solve
their own problems,” Mr. Schäuble told Welt am Sonntag.
The idea was first suggested by Daniel Gros, at the center for European Policy Studies in Brussels,
and Thomas Mayer, the chief economist of Deutsche Bank in London.67 They proposed creating a
fund with the power to take such action as lending money to ailing euro members or guaranteeing
their bonds, as well as to impose such sanctions as cutting off other forms of aid. When a
government was in imminent danger of default, the fund would have the power to issue
replacement debt. But it would impose a so-called haircut on investors who would receive only a
fraction of the government bonds’ face value.
"We have agreed to create the beginnings of a European Monetary Fund," Sarkozy crowed. The
moves do indeed mean that the European Financial Stability Facility increasingly resembles the
Washington-based IMF. It will now be allowed to grant pre-emptive lines of credit to countries
under pressure on the financial markets. It will also be allowed to assist in the recapitalization of
stricken banks. Even Chancellor Merkel, who had long been opposed to the idea of a European
Monetary Fund, allowed that "one could draw such a comparison" to the IMF.
In 2012, Germany, France, Italy and Spain are among the European countries which have jointly
prepared a document in which they propose to establish a European Monetary Fund and urge
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European Union member states to give up some of their national sovereignty in order to increase
solidarity in crisis situations.
The report, prepared by Germany, Austria, Belgium, Spain, France, Holland, Italy, Luxembourg,
Poland and Portugal has been sent to the European Commission, the ECB, the Eurozone group and
the European Council. The concessions would include giving European Union institutions the
power to supervise the national financial and budget policies, as well as ceding some autonomy to
decide on economic policies related with the sustainability of the Eurozone's economic and
employment growth.
The European Stability Mechanism can be seen as a step towards a European Monetary Fund. It,
however, leaves several questions unanswered. First is its coverage. Jean-Claude Juncker insisted
it is retroactive in cases of bank recapitalizations. “There is a heavy question mark on the legacy
from the past. Can the European Stability Mechanism recapitalize banks by retroactively applying
the arrangements that it has, or must we limit the European mechanism's intervention to the new
problems that arise? I have a personal point of view to express. I think we must ensure certain
retroactivity for the mechanism, other it loses a great part of its meaning.”68
The issue is especially important for Ireland, which wants the European Stability Mechanism to
cover at least some of the huge debt overhang incurred when the government tried to save banks
that were collapsing. It is relevant for Spain, Cyprus and Slovenia as well. And perhaps over time
for Italy.
The second is its size. From the onset, the Eurozone group and the IMF wanted a larger fund, as
large as €750 billion. The reason is the mounting banking problems in Spain, and the possibility,
however remote, to aid Italy’s banking sector. Germany’s has balked at the need for a larger
mechanism. But left open the possibility should the need arise. European Parliament President
Martin Schulz, a Social Democrat from Germany, summarized the situation: “The euro backstop
fund will be enlarged, whether Angela Merkel wants it or not. In the end, Angela Merkel is always
prepared to take the necessary steps. But only in the end. It would be better if she were to take the
necessary steps in the beginning.”69
The establishment of the mechanism was met with stiff resistance in Germany, where many
politicians believe they have already been asked to pay too much towards a solution for the debt
crisis. A petition calling for the European Stability Mechanism’s creation to be delayed until it was
ensured that it would be subject to democratic control had attracted 37,000 signatures, and an
opposition party and conservative lawmaker had also filed complaints that the measures could be
unconstitutional.
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A panel of eight judges in the Karlsruhe court overturned the challenges in September 2012 and
ruled that the European Stability Mechanism could be signed into law. But it also imposed several
restrictions. First, it set a maximum contribution from Germany of €190 billion which cannot be
raised without the approval of the government. Second, the ruling says that there must be no
unlimited liability.
Chief justice Andreas Vosskuhle said: “The review has concluded that the laws that were
challenged, with high probability, do not violate the constitution. Hence the motions for a
temporary injunction were to be rejected.”70 The court also gave the go-ahead for a European fiscal
treaty designed to force Eurozone governments into budgetary discipline.
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13. The ECB: Savior of Last Resort
“The ECB’s evolution to lender of last resort has blunted market pressure and political
momentum,” says a Eurozone analyst in May 2013.71 Indeed, the euphoria surrounding the last
days of December 2012 when the European Commission’s President Barroso outlined an
ambitious program for centralized fiscal control in Brussels quickly subsided. Plans for completing
the fiscal and economic union sizzled. European officials suggest that the September 2012 decision
of the European Central Bank to “do whatever it takes” has reduced or even eliminated the concern
of politicians in the Eurozone to resolve fiscal problems in their countries. Everyone now relies on
the European Central Bank.
Mario Draghi’s announcement reduced borrowing costs across the Southern Rim, and especially
in Italy and Spain. This, in turn, allowed Mariano Rajoy to avoid a comprehensive aid package,
instead focusing on assistance for the Spanish banking sector.
This is very different from the criticism the European Central Bank was getting early in the crisis.
Then, the issue was it wasn’t doing enough.
Indeed, the ECB had few instruments at its disposal. As a response to the financial crisis the ECB
had introduced full allotment of its refinancing operations in November 2008. This is the only
measure that the ECB had before the sovereign debt crisis blanketed Europe. As a byproduct of
full allotment, a number of banks addicted to ECB credit had emerged. The purpose of full
allotment was to provide funding to banks that could no longer rely on the professional funding
markets, and the interbank market in particular, which almost completely dried up as a
consequence of high uncertainty after the collapse of Lehman Brothers.72
In 2009 the developing sovereign debt crisis and the emerging talk about private sector
involvement caused increased uncertainty in markets and put additional stress on balance sheets
in the financial sector. The more government debt of problematic European countries on the
balance sheet, the greater the impact. As a result the amount of ECB funding increased. This was
particularly the case in Southern Rim countries, since banks in these countries had the biggest
problem in attracting funding. This also created an incentive to invest in own country government
debt to be available as collateral for ECB funding.
As a result, not only did the ECB buy government debt, but its exposure to the banking system of
certain countries rose too, as did the collateral pledged by banks from these countries. Throughout
2009, the government and the financial sector in the Eurozone became increasingly interlinked.
Banks started to hold a growing amount of government debt and the risk that governments had to
support their banking systems increased with the weakening of the banks’ balance sheets.
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In 2010, resolving the crisis seemed a matter for the governments of the Eurozone. At the start of
the Greek debt crisis market turbulence the ECB identified the underlying cause as excessive
deficits and debts, but was also aware that there was no immediate remedy available at a
government level. The emergency fund (the European Financial Stability Facility) had not yet been
created and it was going to take time to negotiate an EU-IMF program for Greece.
The ECB Governing Council found itself in uncharted territory. For the first time it had to take a
decision on whether and how to intervene in government debt markets. This was no ordinary
monetary policy decision. The fact that intervention could be seen as being directed against market
turbulence and that reference is made to financial stability in the European Financial Stability
Facility could have been an argument for grounding intervention in financial stability
considerations. This was not in the ECB’s mandate. In the end, however, the monetary policy
argument for intervention was used.
It can be argued that a financial stability based intervention would have had the advantage of
making it easier to immediately transfer the bonds purchased in the context of the interventions to
the European Financial Stability Facility when that fund was finally ready. A disadvantage for the
ECB would have been that, according to the Maastricht Treaty, monetary policy decisions can be
made in complete independence, while supporting financial stability is a secondary task.
Peter Praet, member of the executive board of the ECB, explains the quandary in a recent speech:
“The standard monetary policy action was judged as insufficient because, during the crisis and
especially from 2010 the interest rate channel of the monetary policy transmission mechanism was
impaired, initially because the interbank market was dysfunctional, then because the banking
sector in some countries became itself dysfunctional and was unwilling or unable to perform its
normal intermediation role.
In response to this challenge, the ECB engaged in a sequence of non-standard measures to restore
a proper transmission of the monetary policy impulses, including lending operations through a
fixed rate tender procedure with full allotment, the provision of liquidity with longer maturity and
an expansion of the set of assets that could serve as collateral for receiving central bank
liquidity.”73
As a further step to address the banks’ funding problems and financial fragmentation within the
euro area, the European Central Bank started intervening directly in securities markets in order to
correct the malfunctioning of certain segments. The first action of this type was the Securities
Markets Program launched in May 2010. The ECB argued that the Securities Markets Program in
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the context of which it started to buy government debt in the secondary market, aimed to facilitate
the homogenous transmission of monetary policy.
The Securities Markets Program was meant to be temporary. But the evolution of the crisis made
it last longer. Governments did not take sufficient measures to end the market turbulence or to
make it possible for the ECB to (gradually) exit the program. There was a period beginning in the
spring of 2011 when tensions in the markets became smaller. The size of the Securities Markets
Program more or less started to stabilize at around €70-75 billion and started to look like it would
die quietly, until the crisis flared up again when Spain, and later Italy, came under pressure. A very
rapid increase in the size of the Securities Markets Program to well above 200 billion euro was the
result.
The Securities Markets Program strained the relations between Southern Rim governments and
the ECB. The ECB became increasingly annoyed with governments for not taking measures that
went to the root of the crisis. The ECB operated in very challenging situations and had to write
letters to governments to force them to take consolidation measures and implement structural
reforms as a condition for being prepared to purchase bonds. This was an unlikely position for a
central bank to be in.
The central bank is independent, but in the longer term that can only be the case if it has a clear
and limited mandate. Setting the fiscal policy of sovereign states is clearly not part of such a
mandate. The ECB could become hostage to governments who counted on it to intervene in
markets when pressures mounted due to a lack of action on their part.
When problems mounted again towards the end of 2011, there was resistance in the Governing
Council to accelerating and increasing purchases of government bonds under the Securities
Markets Program. The new President of the Bundesbank Jens Weidmann argued that this would
not be compatible with the Treaty. The point was made by the Governing Council in the person of
President Draghi that governments first had to adopt a so called fiscal compact. This would
minimize the risk of similar problems in the future.74
After Ecofin had announced the negotiations on a fiscal compact, the majority of the ECB
Governing Council was prepared to take action.75 However, resistance by some against increasing
the Securities Markets Program further had not disappeared. In Germany there was also broad and
strong opposition outside the Bundesbank to the Securities Markets Program.
As spreads kept climbing after a quiet summer, the ECB took action. In October 2011 it announced
two long-term refinancing operations with a 3 year maturity and full allotment against collateral.
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The ECB also allowed seven national central banks to accept a wider range of collateral against
its refinancing operations. These combined measures led to a liquidity injection in the European
banking sector of over €1 trillion. The problems of full allotment were magnified in the process.
The collateral measures contributed to a further fragmentation of the euro area money market.
At first, it was unclear why the ECB announced two long-term refinancing operations. And why
it chose a maturity of three years and not of one. Also, why did the ECB not introduce a cap to
remain in control of its own balance sheet? But the rapidly worsening market situation at the time
provides the answer: the ECB wanted to stop once and for all any speculation that it would not
defend the European banking sector. And stop it did. The move put a premium on more and on
longer maturities than the market had become used to. Market turbulence disappeared, the spreads
of Spain and Italy came down considerably and, more generally, the Eurozone entered a period of
relative calm.
This was done elsewhere, with success, so Mario Draghi had some guideposts. The Federal
Reserve and the Bank of England both had created large asset-purchase programs. The Federal
Reserve bought assets both to increase the overall expansionary stance of monetary policy and to
specifically improve the reduced flow of credit to housing markets. The Bank of England was also
buying assets, since mid-2012, in an attempt to improve the flow of credit to businesses.
As Draghi himsef explains: “What we saw is that after the first (Longer Term Refinancing
Operation) the senior unsecured bond market reopened. In the last two months we had something
like €40 billion of new issuance, which is as about as much as it was in the previous six months or
more. We also saw €30 billion in new covered bond issuance. But for the interbank markets to
function we need a return of full confidence in the counterparty. We can address only the liquidity
side of the problem. But then growth prospects have to pick up.”
“Our last bank lending survey was done in between the time the first long-term refinancing
operation was decided and when it was executed, so it gives only a partial picture of what is
happening. That picture was not positive. Credit was tightening all over the euro area in different
degrees of intensity, more dramatically in the southern regions. We have to ask ourselves why this
is so. The long-term refinancing operation allotment (in December) was €490 billion. The return
of shorter-term liquidity from the banking system before the LTRO was about €280 billion, so that
the net injection was only €210 billion. And the bank bonds coming due in the first quarter were
also about €210 billion. Therefore, it is likely that banks simply repurchased their own bonds
coming due. We have avoided an even worse credit crunch.”
By acting decisively the ECB reduced pressure on Eurozone governments to decide on a sizable
increase in the emergency funds. An alternative would have been a further increase in the
Securities Markets Program. The Securities Markets Program addresses the problem of sovereign
debt at its roots without involving the banking system and without causing the related spillover
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effects. But that was judged insufficient as a signal to markets. Had these not been contained
quickly, the panic quickly would have sunk a number of banks.
On Dec. 21, 2012 Draghi announced the results of ECB’s intervention: troubled banks had taken
$630 billion as part of the program. In the weeks that followed, the banks used a sizable share of
the cash to buy the European bonds so desperately in need of customers. It was as if the European
Central Bank had injected lenders with infinite liquidity, then asked them to flood the markets.
The ECB’s intervention seems to have catalyzed a virtuous circle. As governments promise to
deliver spending cuts, tax increases and balanced budgets, once cautious banks have an added
incentive to tap new financing from the central bank. In turn, they use the money in bond markets
that they were running from just a few months ago.
The ECB under its previous chairman, Jean-Claude Trichet, had long resisted more aggressive
action, unwilling to flood the market with money the way the Fed did in 2008 until governments
committed to reining in spending and deregulating their economies. “By refusing to act decisively
at an early stage, they in a sense perpetuated the crisis, creating a situation where in the end the
euro-area politicians had no other choice than to do the right thing,” says Jacob Kirkegaard, a
research fellow at the Peterson Institute for International Economics in Washington DC.76
In the meantime, market sentiment shifted again after the summer of 2012 and stability evaporated.
On September 6, 2012 the ECB announced it will be undertaking Outright Monetary Transactions
in secondary markets for sovereign bonds in the Eurozone. Investors and analysts believe this is
the “whatever it takes to save the euro” that ECB President Mario Draghi promised on July 26.
Back then, at the Global Investment Conference in London, Draghi had remarked: “Within our
mandate, the ECB is ready to do whatever it takes to preserve the euro. And believe me, it will be
enough.”77
Outright Monetary Transactions entail interventions in government bonds with a remaining
maturity of up to three years. Outright Monetary Transactions require the government to accept a
program involving support by the European Stability Mechanism, with strong conditionality. Such
conditionality is important in particular to preserve monetary policy independence. Interventions
would be ex ante unlimited, which is essential to ensure their effectiveness. All interventions
would be sterilized so as to ensure that there is no impact from these measures on the overall
monetary policy stance. There would be transparency as the stock of securities acquired under the
Outright Monetary Transactions program would be published regularly, together with the average
duration.
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Like other non-standard liquidity operations, Outright Monetary Transactions cope with the large
risk premia that markets require when self-fulfilling expectations of catastrophic events prevail. In
the first half of 2012, the prevailing fear had been caused by unfounded doubts about the continued
existence of the euro.
There is another parallel between the early ECB liquidity operations with banks and Outright
Monetary Transactions. In providing liquidity to banking institutions, the ECB cannot subsidize
banks that are failing. It cannot be equity support either. In pricing out break-up risk in sovereign
debt securities, it cannot subsidize governments.
The decisive action of Draghi worked for about six months, until the Cyprus crisis erupted. The
Cyprus banking crisis of March 2013 suggests something else is needed as well. As a result of the
resolution that forced senior bondholders to pay for most of the damage, there has been a
substantial increase in funding costs for banks with the lowest credit ratings and the least prospect
of government backing across the Eurozone. This means higher borrowing costs for people and
firms in the euro zone’s weakest economies.
On March 14th, during the European Council, Mario Draghi made a presentation to heads of state
and government on the economic situation in the euro area. His intent was to show the real reasons
for the crisis. Draghi presented two graphs: productivity growth in the surplus countries (Austria,
Belgium, Germany, Luxembourg, and the Netherlands) was higher than in the deficit countries
(France, Greece, Ireland, Italy, Portugal, Spain). But wage growth was much faster in the latter
group. The lesson: structural reforms and wage moderation lead to success.
Instead, some heads of state asked for assistance from the ECB with funding for their business
sector. One way to address this is for the ECB to copy the Bank of England’s scheme where banks’
access to central bank credit is contingent on how much they then lend out into the real economy.
The BOE’s program, introduced in June 2012, allows banks to borrow up to 5% of their existing
lending stock at funding costs that are well below market rates for even the strongest institutions.
The scheme isn’t a complete success. Savers complain that it has cut about a percentage point off
the already small deposit rates banks offer. And there hasn’t been a boom in lending. However,
U.K. credit availability would probably have contracted significantly without the Bank of
England’s scheme. And that might be enough of an inducement for the ECB to design its own
version of the FLS to push credit into Europe’s struggling economies.
On May 2nd, 2013 the European Central Bank cut its benchmark interest rate from 0.75 percent to
an all-time low of 0.5%. The hope is that the banks will then pass on these savings in the form of
loans to businesses and other customers. Whether this will actually happen is unclear.
A broader proposal, following the call for greater ECB involvement, is for the ECB to expand its
focus from inflation-targeting to output-targeting as well. This is mainly supported by President
Hollande and some of the heads of state of Southern Rim countries. Several instruments and
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measures are being proposed for macroeconomic supervision by the ECB. These measures should
aim at preventing pro-cyclical behavior and excessive risk-taking. They include:
• Dynamic provisioning, for example similar to the one used by the Bank of Spain. Additional
provisions were charged on top of general and specific provisions. In periods of expansion, they
reflect the general underestimation of credit default risk. Thus, they have a counter-cyclical effect.
• Loan to value ratios that limit leveraging effects.
• A system of progressive reserves on bank loans based on a sectoral basis and on the supervision
of individual banks. A sector-based reserve requirement could channel funds to particular sectors
considered to be important for economic development. Adjusting reserve requirements to the
supervision of individual banks would make them more adequate to the banks’ situation.
• More cooperation of Central Banks with other supervisory authorities: A common information
network for Central Banks and other supervisors should be established.
The German position is that the ECB should keep its narrow mandate. “We must be careful not to
further blur the borders between monetary and fiscal policy," the head of Bunesbank Weidmann
told Reuters in March 2013.
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14. The Banking Union
The idea of a Eurozone bank supervisor is as old as the euro itself. The logic is that the single
currency deepens financial interdependence in Europe and so requires integrated supervision. It is
also consistent with the prevailing model in European countries of banking supervision being
entrusted to the central bank. This is why the European Union treaty has the possibility to give
supervisory powers to the ECB based on a unanimous decision of the Member States. This is in
Article 127(6).
In 1999, Tommaso Padoa-Schioppa, a member of the inaugural ECB’s Board responsible for
financial stability, wrote: “I am convinced that in the future the needs will change and the
multilateral mode will have to deepen substantially. Over time such a mode will have to be
structured to the point of providing the banking industry with a true and effective collective euro
area supervisor. It will have to be enhanced to the full extent required for banking supervision in
the euro area to be as prompt and effective as it is within a single nation.”78
The Eurozone supervisor is one of several parts of a functioning banking union. In a speech at
Chatham House in March 2013, Vitor Constancio, vice-president of the ECB, lists the
requirements: First, a single rulebook for banks. Second, a single framework for banking
supervision. Third, a single mechanism for resolving banks, funded by levies on the sector itself.
Fourth, a common backstop in case temporary fiscal support is needed. And fifth, a common
system for deposit protection.79
A banking union would have prevented the build-up of large private financial imbalances in some
Eurozone countries the period from 1999 to 2009. This increase in private borrowing was made
possible by declining interest rates as a result of the monetary union. The increase remained largely
unnoticed because the focus of the European institutions was primarily on fiscal policies via the
Stability and Growth Pact. In fact, the largest imbalances were concentrated in lending to private
business. Between 1999 and 2008, the ratio of public sector debt to GDP in the Eurozone declined
on average by around 6 percentage points – while the ratio of private sector debt to GDP increased
by 28 percentage points. At the extreme, in Spain the ratio of private sector debt to GDP increased
by around 75%, while the ratio of public debt to GDP fell by 35%.
A banking union would also eliminate the so-called “bank-sovereign loop” that endangers the
fiscal sustainability of countries, most recently Cyprus but previously Ireland and Spain. This
vicious cycle is driven by the expectation that governments will have to bail-out struggling banks.
This increases borrowing costs for countries and further drives up funding costs for banks. A single
resolution mechanism, the third component of a full banking union, would avoid this by resolving
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banks rather than saving them and by making the private sector rather than the taxpayer pick up
the bill. Moreover, the residual fiscal burden would be on the Eurozone through the common fiscal
backstop (the European Stability Mechanism).
Thirdly, a banking union would limit financial fragmentation in the Eurozone. A single supervisor
conducting credible stress tests would erase fears that banks are hiding bad assets in some
countries. Depositors’ confidence will increase by harmonizing deposit guarantee schemes. This
discourages European citizens from moving money from one bank to another based on their belief
as to the soundness of national supervision.
Also, in the absence of a single supervisor national supervisors favor their own banking system
and economy, regardless of spillovers to other banking sectors and economies. In good times, they
may not be stringent to limit the buildup of excesses abroad. In bad times, they may encourage
reducing cross-border activities of their banks, exacerbating financial fragmentation. The Vienna
Initiative of the European Bank for Reconstruction and Development aims to prevent precisely the
latter from happening in eastern Europe.
So much for the theory. In practice, some progress has been made. For example, the single
rulebook for banks already exists, and are complemented by the agreement on the Capital
Requirements Directive IV, which is expected by the end of 2013. Second, the creation of a
common backstop is already underway with the possibility of direct bank recapitalization by the
European Stability Mechanism. This is something Jean-Claude Juncker had insisted upon,
including retroactively. This is a long way from the fiscal backstop in the United States where the
Treasury provides a credit line to the Federal Deposit Insurance Corporation in the United States,
which is repaid over time through additional levies on the banking sector. But it is a big step
forward. Work on a single mechanism for resolving banks and a common deposit guarantee
scheme is still at the early stages.
The surprise levy on Cypriot bank deposits agreed as part of the country's bailout in March 2013
gave additional boost to the belief that Europe will be united in tackling bank problems. "The
deeply distressing problems faced by Cyprus show how insufficient this step is in itself," said
Martin Schulz, the German president of the European Parliament, calling for an EU-wide scheme
to close failing banks and guarantee deposits.
The most progress has been made on the single banking supervisor. This was agreed in Ecofin in
December 2012 and confirmed by the heads of state immediately. The reform requires
governments to yield control over the supervision of national banks to the European Central Bank
in March 2014 or one year after the legislation enters into force after adoption by the European
Parliament, whichever is later. The UK, Sweden and other non-Eurozone countries have
safeguards to check the power of the ECB and maintain some influence over technical standards
applying to all European Union banks.
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The ECB will have direct responsibility for banks with assets of more than €30 billion, or
representing more than a fifth of a state’s national output. This definition covers about 150 banks.
Every Eurozone country will have at least three banks directly supervised from Frankfurt.
However, the ECB retains the power to intervene in any bank and deliver instructions to national
supervisors.
The cut-off makes sense. Although the euro area has over 6,000 banks (a similar number as in the
United States), the 150 largest banks cover 80% of banking system assets. For the rest, delegating
to national authorities is both necessary and useful.
The ECB is tasked with creating a board of supervisors, made up of one bank supervisor from each
supervised country. This board would then take decisions on bank supervision that could be vetoed
or approved, but not changed, by the ECB Governing Council. The governing council, made up of
the central bank governors of the euro-zone member countries, sets the monetary policy for the
euro zone.
A clause inserted into the text would allow the European Central Bank to take over supervision of
a lender at the request of the European Stability Mechanism, the Eurozone bailout fund. This paves
the way for an emergency injection of capital but would require unanimous approval.
Eurozone countries eventually dropped objections to UK-led demands for a “double majority”
principle at the European Banking Authority, the EU agency coordinating the work of national
supervisors. This ensures that any European Banking Authority decisions are at least approved by
a plurality of countries outside the banking union – a principle with potentially wider application
as Britain seeks to coexist within the single market with a more integrated Eurozone.
A showdown between big and small countries over the voting arrangements for setting regulations
within the banking union emerged as the final outstanding issue. Luxembourg and Austria led
objections to scrapping the ECB’s one-country, one-vote principle in favor of weighted votes that
gave greater clout to France and Germany. The final compromise involved combining both voting
procedures, so a simple majority and a weighted majority would be required for any decision.
In the negotiations for establishing the single bank supervisor, the European Central Bank insisted
that its start be associated with a review of participating banks’ balance sheets. The objective of
this review is to identify past problems and start with a system that avoids reputational risks for
the single supervisor in the future. Germany supported this proposal and it was accepted over the
objections of several Eurozone members like France and Spain. These fear that the review may
imply fiscal obligations if impaired assets have to be written down
The single supervisor is open to the participation of all EU countries, including those that have not
adopted the euro. At the December 2012 Ecofin, I gave the reasons why a non-Eurozone country
like Bulgaria is interested in participation. The single supervisor, and the accompanying single
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rulebook, would unify supervisory and regulatory practices across Europe. This will boost
confidence in the Bulgarian banks too.
In March 2013, the European Parliament approved the Council’s texts with some hotly-disputed
changes. Most arguments were over the appointment of top officials at the new single supervisor.
The Parliament will have the right to approve the ECB’s candidate for the role of chairman and
deputy-chairman of the supervisory board.
In April, during the World Bank/IMF Spring meetings, German Finance Minister Wolfgang
Schaeuble and the head of the Bundesbank Jens Weidmann said that the European Union should
move ahead with Treaty changes they believe are needed to create a banking union for the euro
zone. Schaeuble argues that while current European Union law would allow the ECB to act as a
single banking supervisor, setting up a new single resolution authority to restructure or wind up
failed banks will require changes to European Union treaties. That process could take years, as the
revised treaties would need to be ratified by 27 European Union parliaments.
"The German government is willing to change the treaties: the sooner, the better," German Finance
Minister Wolfgang Schaeuble. “Banking union only makes sense... if we also have rules for
restructuring and resolving banks. But if we want European institutions for that, we will need a
treaty change,” he said. There is a possibility the changes could be introduced through a simplified
procedure to speed the process.
The example of Fortis shows why Germany is worried. Fortis. In September 2008, at the very start
of the financial crisis in Europe, Belgium, Luxembourg, and the Netherlands agreed to save the
troubled Fortis group with taxpayer money. The agreement, however, fell apart soon thereafter as
liquidity pressures mounted. Subsequently, the Belgian parent company sold the shares of the
Dutch parts of Fortis to the Netherlands government, whereas Belgium and Luxembourg
eventually agreed to sell the banking arm to BNP Paribas. This breakup along national lines
constitutes a failure of financial integration.
The later resolution of Dexia showed a similar weakness in resolving banks. Dexia failed in 2011
after losing access to wholesale funding and increased collateral demands on interest rate
derivatives. The resulting breakup was segmented along national interests. On October 10, it was
announced that the Belgian operations would be purchased by the Belgian government; foreign
subsidiaries in Canada, Luxembourg, Turkey, Spain, and Italy would be put up for sale; and parts
of the French operations would be purchased by two French public sector banks.
To alleviate Germany’s concerns, the ECB has offered a gradual plan. “In our view this should be
dealt with swiftly, since we want to have the bail-in instruments available in 2015, not in 2018,
and what we want to establish here is in the bail-in process a pecking order,” Joerg Asmussen, an
ECB executive board member, said. “First shareholders have to be burned, then all junior bank
bondholders, then unsecured senior bank bondholders and uninsured depositors at the very end.
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This means we want to establish a clear depositor preference and that also includes, in any case,
that deposits below 100,000 euros will be protected.”80
Treaty changes for a single resolution authority could come later. Until that time, the ECB will
review the banks it is supposed to supervise, to analyze their condition before it took charge.
The leaders of Southern Rim countries argue against such gradualism. On May 13, 2013, for
example, the Prime Ministers of Spain and Portugal demanded that the Eurozone speed up efforts
to create a banking union and complained that credit is frozen in their countries, preventing
economic growth and crucial job creation. Many banks are lending at high rates because they are
worried about the weak economy. “The money from the banking system isn’t getting to the
businesses or into the economy," Portugal's prime minister, Pedro Passos Coelho.
The German response was swift. "We should not make promises we cannot keep," Schaeuble told
The Financial Times the next day, proposing that Europe should at first rely on co-operation
between national agencies.81 “Current treaties don't give enough foundation for a European
restructuring authority,” Mr. Schäuble argues. “You can do the same thing very well with a
network of national authorities.”
Germany wants common rules on how to wind down shaky financial institutions to be adopted as
soon as possible. The original plan was to have that so-called resolution framework in place in
2018, but Germany, Finland and the Netherlands said in February 2013 they want that moved up
to 2015. "The Germans are putting forward understandable questions which will have to be dealt
with, but I don't see why that would stop us making progress on the banking union," said Jeroen
Dijsselbloem, the Dutch finance minister and president of the Eurozone group.82
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15. The United States Example
Any attempt at a common fiscal policy in the Eurozone references the historical experience of the
United States. Relevant features of US fiscal federalism include the transfers that take place
between the federal government and the states, the presence of federal unemployment insurance
scheme, and the absence of federal bailouts of the states, and limitations on the deficits of the
individual states. All three make policy choices in the United States and Europe starkly different
during the crisis.
The Economist calculates that Delaware and Minnesota contributed net payments totaling 206%
and 199% of their 2009 GDP, respectively, between 1990 and 2009. The fiscal transfers benefited
recipient states such as West Virginia, Mississippi, New Mexico and Puerto Rico, which
accumulated more than double their 2009 GDP in payments from the system over these 20 years.83
A comparison between the EU and US fiscal systems starts with the comparison of tax systems.
In the United States, the federal government collects two-thirds of revenues, the states one-fifth,
and local government the rest. As state budgets receive some direct funding from the federal
government, the state and local government share of total spending is somewhat higher than 40
percent.
In the European Union sovereign countries provide the bulk of the EU budget in the form of
contributions largely related to their gross national income and value added tax revenues. Most
member states contribute to the common budget by amounts equivalent to about 0.8-0.9% of their
GDP, and receive EU funds in the range of 0.5-3.5% of their GDP.
As a consequence, fiscal redistribution is much higher in the United States than in Europe.
Second, unemployment insurance in the United States, established in 1932 first in Wisconsin, also
acts as an automatic stabilizer. Through the Social Security Act of 1935, the federal government
encouraged the individual states to adopt unemployment insurance plans. This enables countercyclical fiscal policy even in the absence of active political intervention. If as a result of a growth
slump there is an increase in the unemployment rate, a larger number of people will receive transfer
payments from the national budget. Given an upturn in the economy the employment level picks
up again and the government automatically reduces its disbursements of unemployment insurance.
In comparison, the system of shock absorption through capital and labor markets does not function
as well in the Eurozone as it does in the United States. It is enough to compare the record with the
United States as a more strongly integrated monetary union. Economists estimate that on average
39% of a state-specific shock in the US between 1963 and 1990 was smoothed over through interregional (public and private) ownership of capital investments, with the trend steadily rising.84 In
83

The Economist, Daily Chart, America’s Fiscal Union, August 8, 2011.
Pierfederico Asdrubali, Bent Sorensen and Oved Yosha, “Channels of Interstate Risk Sharing: United
States 1963-1990,” Quarterly Journal of Economics, 111, 4: 1081-1110, 1996.
84

93

the 1990s the share had already reached 55%, compared to only 9% in the Eurozone. Even after
the monetary union was created only 14% of a regional shock was ironed out by cross-border
capital investments. This is because investors in the euro area have a pronounced home bias,
though, and except in Austria over 50% of total equity holdings are in the hands of resident
investors.
An all-European unemployment insurance scheme does not exist. If it did, it would fulfil the
criterion of funding neutrality if the unemployment rate were not systematically higher or lower
in several Eurozone countries than the long-term mean. Contributors from countries with
structurally low unemployment such as Austria, Luxembourg and the Netherlands would
effectively subsidize countries with high unemployment.
If countries with less generous social security systems adjust their conditions to be more generous,
however, negative labor market effects may follow. Even if only short-term unemployment is
shouldered by the European unemployment insurance scheme, countries with high unemployment
could use the related savings to increase other social benefits. This would create negative migration
incentives. This, in turn, is undesirable in view of the already low level of internal mobility in the
Eurozone.
Third, the Great Depression precipitated a wave of defaults by local governments and the default
by a state (Arkansas). Owing to the collapse in the tax base with the Depression, by December
1935 more than 3,200 local governments had defaulted on $2.4 billion of these debts. This debt
was owed to domestic rather than foreign investors, yet neither state nor federal bailouts were
provided. Instead, massive fiscal shifting took place as states and the federal government adopted
new programs, taking over some functions from local government, and provided direct assistance
as local government cut spending.
There was a reversal in the relative shares of total government spending of the three levels over
the course of the Depression. While in 1932 local governments spent 50 percent, states 20 percent
and the federal government 30 percent of the total, by 1940 local governments spent 30 percent,
states 24 percent, and the federal government 46 percent.85
The first wave of adoptions of balanced budget rules among nineteen states between 1842 and
1857 is due to the financial panic of 1837 and the subsequent economic depression. Voters
demanded more transparent and realistic financing rules. All of the states that defaulted in the
1840s except Florida, Mississippi and Arkansas, wrote a deficit restriction into their constitution
immediately afterward. The point was to avoid ‘taxless finance’ and other forms of infrastructure
financing which were either not sustainable or easily led to corruption. Quite often, state
governments were forced to obtain public approval by referendum to issue debt for a project and
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simultaneously increase taxes in order to service it. New states admitted to the Union after the
Civil War also included debt limits in their constitutions.
An example of a more recent balanced budget rule is California. In 2004, by referendum, California
passed Proposition 58, which reinforced the previous balanced budget rule by constitutional
amendment. The specific provision, now included in the constitution as article IV, section 12(g)
states: “For the 2004–05 fiscal year, or any subsequent fiscal year, the Legislature may not send
to the Governor for consideration, nor may the Governor sign into law, a budget bill that would
appropriate from the General Fund, for that fiscal year, a total amount that, when combined with
all appropriations from the General Fund for that fiscal year made as of the date of the budget bill’s
passage, and the amount of any General Fund moneys transferred to the Budget Stabilization
Account for that fiscal year pursuant to Section 20 of Article XVI, exceeds General Fund revenues
for that fiscal year estimated as of the date of the budget bill’s passage. That estimate of General
Fund revenues shall be set forth in the budget bill passed by the Legislature.”
The Act also allows the Governor to proclaim a fiscal emergency in specified circumstances, and
to submit proposed legislation to address the fiscal emergency; requires the Legislature to stop
other action and act on legislation proposed to address the emergency; establishes a budget reserve;
provides that the California Economic Recovery Bond Act is for a single object or work; and
prohibits any future deficit bonds.
Comparing the monetary policy of the Eurozone and the United States is not straight-forward
either. There are similarities. In both cases the nature of the crisis was financial and it was produced
by a fall in financial asset prices, but in the case of the Fed it was mainly centered around subprime
assets which did not have the value that they were supposed to have and, in the case of the ECB,
it was focused around sovereign debt, a risk-free asset by definition, which is the key asset to
perform monetary policy by central banks and which is mostly used by banks as collateral.
There is another difference in terms of monetary transmission mechanism. In the United States,
only 25% of corporate external financing is done through banks and 75% is done through financial
markets. In the Eurozone it is the opposite, with 75% of corporate external financing done through
banks and the rest through markets.86 Jean-Claude Trichet recognizes that the nature of
unconventional and non-standard measures has been significantly different on the two sides of the
Atlantic because the financing of the economies is structurally different.87
Next, the United States have a single sovereign Treasury bond and Treasury bill market because
they have had a single fiscal policy and a single Treasury issuer. Therefore it is easier for the Fed
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to perform monetary policy than for the ECB, which has to deal with 17 different Treasury bond
and bill markets.
Finally, the ECB has one objective, while the Fed has multiple ones. Article 127 of the Treaty on
the Functioning of the European Union states that the primary objective of the European System
of Central Banks (ESCB) is to maintain price stability, and its second sentence states: “Without
prejudice to the objective of price stability, the ESCB shall support the general economic policies
in the Community with a view to contributing to the achievement of the objectives of the Union
as laid down in Article 3 of the Treaty on European Union". To this objectives belong according
to Article 3(2) TFEU "sustainable development of Europe based on balanced economic growth
and price stability, a highly competitive social market economy, aiming at full employment and
social progress,..".
The price stability target is set at an average Harmonized Consumer Price Index, weighted by the
relative GDP of each Member State in the Union, below 2% but close to 2% over the medium
term.
The Fed has a mandate (Section 2A of the Federal Reserve Act (1913, amended in 1977) which
states that the Board of Governors of the Federal Reserve System and the Federal Open Market
Committee shall maintain long run growth of the monetary and credit aggregates commensurate
with the economy’s long run potential to increase production, so as to promote effective the goals
of maximum employment, stable prices and moderate long-term interest rates. Its target for price
stability is measured by the consumer price index of personal consumption and its present target
is 2% in the long run. Its present estimated long run rate of unemployment aims at a central
tendency around 5.2% to 6.0%.
Policy makers in the United States have one guidepost in dealing with the crisis: the Great
Depression. It is the single biggest economic event of American history. Ben Bernanke, the
chairman of the Federal Reserve, made his mark by studying the policy errors of the 1930s and
had been determined not to repeat the main one: an over-tight monetary policy. Hence the policy
of quantitative easing from the beginning of the crisis.
In late November 2008, after the financial crisis hit, the Fed started buying up mortgage-backed
securities and Treasury bills in order to boost the economy. By June of 2010, the bank had bought
about $2.1 trillion worth of assets. That didn’t do the job so the program was resumed in August
2010, buying up Treasury bonds in order to maintain the Fed’s balance sheet. This second round
became known as “QE2.”
In September 2012, after conditions in the Eurozone worsened significantly, the Federal Reserve
started another round of quantitative easing. This time it made two changes. First, the Fed said it
would keep short-term interest rates low until mid-2015. Second, the central bank would buy up
$85 billion worth of assets each month between then and “for a considerable time after the
economic recovery strengthens”.
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To-date, the Fed's has purchased more than $4 trillion of long-term assets cumulatively. Until mid2012, the ECB had expanded its balance sheet by approximately €700 billion. This was done by
using its long-term refinancing operations, providing liquidity to banks with a maturity of up to
three years. This seems to be similar to quantitative easing of the Fed.
But with a significant difference. These ECB non-standard operations of repo lending up to three
years "only aim at ensuring a proper transmission of monetary policy" given the present absence
of a functioning interbank market in the euro area "and could conceptually be undertaken at any
level of interest rates".88 Therefore they are not really the same as quantitative easing done by the
Fed, which aim at avoiding a liquidity trap at zero lower bound of interest rates.
Quantitative easing is supposed to stimulate the economy by increasing share prices, leading to
higher household wealth and therefore to increased consumer spending. Fed Chairman Ben
Bernanke has described this as the "portfolio-balance" effect of the Fed's purchase of long-term
government securities instead of the traditional open-market operations that were restricted to
buying and selling short-term government obligations.
The amount of the ECB liquidity loan operations is determined by the demand for funds by the
banks and not by its supply. Hence, the ECB is not actively deploying monetary policy to stimulate
demand. By comparison, the Fed is. It buys bonds and create in the process the equivalent amount
of reserves. When the Fed buys long-term government bonds and mortgage-backed securities,
private investors are no longer able to buy those long-term assets. Investors who want long-term
securities therefore have to buy equities. That drives up the price of equities, leading to more
consumer spending.
The first round of quantitative easing appeared to be effective in preventing the economy from
sinking into a giant depression. Everyone realized the Fed would do whatever it takes to avoid
deflation: just as after Draghi’s comments in July 2012. It was a confidence boost for markets. The
economy stopped sliding and inflation slowly rose.
Research published by the Federal Reserve Bank of San Francisco indicates that the Fed’s asset
purchases have probably taken 1.5 percentage points off America’s unemployment rate. Real
output by late 2012 may be 3% higher than it would have been in the absence of QE1 and QE2,
and payroll employment could be as much as 3m workers higher than it would otherwise have
been. But the effects seemed to dwindle as the years went by.
In the United States, there has been much criticism of the quantitative easing program. One of the
staunchest critics is Martin Feldstein, former chairman of the National Bureau for Economic
Research. He makes a simple calculation: “According to the Federal Reserve's Flow of Funds data,
the total value of household stocks and mutual funds rose by $3.6 trillion between the end of 2009
and the end of 2012. Since past experience implies that each dollar of increased wealth raises
88

Jean Pisany-Ferry and Guntram Wolff, “IS LTRO QE in Disguise,” Bruegel, Brussels, May 3, (2012).
97

consumer spending by about four cents, the $3.6 trillion rise in the value of equities would raise
the level of consumer spending by about $144 billion over three years, equivalent to an annual
increase of $48 billion or 0.3% of nominal GDP.
This 0.3% overstates the potential contribution of quantitative easing to the annual growth of GDP,
since some of the increase in the value of household equities resulted from new saving and the
resulting portfolio investment rather than from the rise in share prices. More important, the rise in
equity prices also reflected a general increase in earnings per share and an increase in investor
confidence after 2009 that the economy would not slide back into recession.”89
Lawrence Summers, a former Treasury Secretary and economic advisor to President Obama was
one of the main architects of quantitative easing. Lately, he too doubts the program is delivering
results. In an interview with Reuters in June 2012 Summers says: “Many in both the U.S. and
Europe are arguing for further quantitative easing to bring down longer-term interest rates. This
may be appropriate given that there is a much greater danger from policy inaction to current
economic weakness than to overreacting.
However, one has to wonder how much investment businesses are unwilling to undertake at
extraordinarily low interest rates that they would be willing to undertake with rates reduced by yet
another 25 or 50 basis points. It is also worth querying the quality of projects that businesses judge
unprofitable at a -60 basis point real interest rate but choose to undertake at a still more negative
real interest rate. There is also the question of whether extremely low safe real interest rates
promote bubbles of various kinds.”90
Quantitative easing had another negative side-effect – in 2011 and 2012 it led to asset-price
speculation which pushed up some commodity prices. This, in turn, raised business costs and cut
the real incomes of consumers.
Michael Woodford, an economics professor at Columbia University, published a study arguing
that more quantitative easing was likely to be ineffective — because the Fed is acting too
sporadically.91 The Fed will buy up $600 billion worth of assets, hoping for a jolt, but people in
the economy have no clear sense of what Bernanke’s goals actually are. Does he want a certain
level of inflation? Will he start hiking interest rates if the economy starts growing? If so, when?
That level of uncertainty can be paralyzing.
The main risk of quantitative easing (or anti-austerity) is reducing market pressure on governments
that would otherwise face higher interest rates and a corresponding need to deal responsibly with
their public finances. A central bank can lose control over inflation if the market has lost
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confidence in the government and the bank is forced into buying government debt. On the other
hand, a central bank that neglected its duties to play fiscal watchdog risks its independence.
The other risk lies in the exit strategy. Here Paul Krugman, a supporter of quantitative easing in
both the United States and the Eurozone, offers an example. “Basically, there will come a time
when the Fed wants to withdraw that extra $1 trillion of money it created. It will presumably do
this by selling the bonds it bought back to the private sector.
But here is the rub: if and when the economy recovers, it’s likely that long-term interest rates will
rise, especially if the Fed’s current policy is successful in bringing them down. Suppose that the
Fed has bought a bunch of 10-year bonds at 2.5% interest, and that by the time the Fed wants to
shrink the money supply again the interest rate has risen to 5 or 6 percent, where it was before the
crisis. Then the price of those bonds will have dropped significantly.
And this also means that selling the bonds at market prices won’t be enough to withdraw all the
money now being created. So the Fed will have to sell additional assets; if the rise in interest rates
is at all significant, it will have to get those assets from the Treasury. So the Fed is, implicitly,
engaged in a deficit spending policy.
My back of the envelope calculation looks like this: if the Fed buys $1 trillion of 10-year bonds at
2.5%, and has to sell those bonds in an environment where the market demands a yield to maturity
of more than 5%, it will take around a $200 billion loss.”92
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16. The BELLs
The success of the Eurozone depends primarily on the trust its members and their outside partners
have in it. This trust has been significantly diminished during the crisis. First, because of the
repeated failure to devise policies for coming out of the crisis in the short-term. But secondly,
because the previous models for sustainable growth within the Eurozone have been discredited.
Prior to the crisis, if one had asked an analyst what Eurozone members provided a useful economic
model to follow, the answer would have been Ireland for smaller economies and Germany for
larger ones. Now Ireland is in the group of bailouts, while larger members like France and Italy
and Spain see Germany as the leading adversary in the austerity debate, not an example to follow.
Europe needs new models.
Polish reformer Leszek Balcerowicz, the person who knows most about restructuring ailing
economies in Europe, has the answer. He has recently proposed a new term: the BELLs. This
collectively denotes Bulgaria, Estonia, Latvia, and Lithuania, four countries that have launched
rigid austerity measures in response to the crisis and who are the new wave of euro members.
Estonia already joined in 2011. Latvia is expected to join in 2014. Bulgaria is one of only four
countries (with Finland, Latvia and Sweden) that currently meets all Maastricht criteria for euro
membership.
Balcerowicz draws on the contrast between the PIGS (Portugal, Italy, Greece and Spain; but one
can add Cyprus, France and Slovenia) versus the BELLs (Bulgaria, Estonia, Latvia and Lithuania).
The PIGS are struggling with stagnated economies, high unemployment, high and increasing debt
and addicted to too much government spending and high taxes. All of which dampen economic
activity. The BELLs are the opposite: they have low taxes, lower government debt, their share of
public expenditure to GDP is lowest in the European Union. And their economies are the fastest
growing in Europe in the last three years.
The experience of the BELLs can point the way for the whole Eurozone. The BELLs, Balcerowicz
argues, have three initial advantages over the Southern Rim countries. First, the BELLs lived under
Communist rule for several decades and know from experience that the big, overprotective
government does not work. Hence their mistrust for fiscal stimulus and drive for austerity. Also,
the more money the government spends, the higher the possibility for corruption. So fiscal stimulus
has a distorting influence over the economy.
Second, the BELLs did not have protection from the Eurozone at the beginning of the crisis, and
hence they knew they can depend only on themselves. This prompted reforms – like increasing the
mandatory retirement age and reforming customs, which are unthinkable in other European
countries without external prodding or bailout packages.
Third, the transition from central planning in the BELLs has given them a different perspective on
reform horizons. In particular, politicians there do not share the assumption that reforms, although
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necessary, can bring benefits only in the longer run. This assumption is, however, mantra in
Southern Rim countries. For their political class the solution to the crisis amounts to a bailout.
Every reform is too slow to have an effect.
Yet this is a misleading view of reform horizons because properly structured reforms have both
short-term and longer-term effects. One does not need, for example, to wait for the completion of
a pension reform to see short-term benefits in the shape of reduced yields on government bonds.
Markets react to the credible announcement of reforms and the process of their implementation.
An example is the 2012 Monti reform in Italy, however incomplete it is. Markets liked it.
Fiscal stimulus – through a bailout or external borrowing - can at best buy time to prepare reforms,
although often it simply pushes the reform needs to the next government. It could, under some
circumstances, mitigate a banking sector crisis. But it cannot act as a substitute for reform. And it
weakens the incentives for reforms that can prevent bad polices in the future.
Bailouts replace the pressure from financial markets with pressure from experts and politicians of
creditor nations. This form of pressure is likely to have negative effects on European integration,
both in creditor and debtor countries. For example, Greeks blame Chancellor Merkel for their
increasing unemployment and poverty. Germans blaming Papandreou and successive governments
in Greece for using their taxes to enjoy a carefree life style.
The BELLs underwent short-term economic pain so that they could eventually recover, which they
did dramatically. In 2009, Lithuania's economy went down 14.8 percent. Growth recovered with
a 1.4 percent rise in the gross domestic product (GDP) in 2010, to reach 6% in 2011 and 4.5% in
2012. Bulgaria has a 5.5% decline in 2009, but returned to small growth the next year and reached
1.7% growth in 2011. During the crisis, only Poland has had better economic performance,
although it too started experiencing problems in 2012.
Latvia is the leading example of how to adjust through internal devaluation, and it is a model for
Eurozone bailout countries. Its “V-shaped” economic recovery illustrates what can be done with a
strong consensus to undo the excesses of the past. After an initial fall in GDP of almost 18% in
2009, GDP increased by nearly 12% from 2010 to 2012, and unemployment has fallen by almost
7 percentage points from its peak.
If you treat the seven non-Eurozone countries as a group (BELLS plus the Czech Republic,
Hungary and Poland), they are doing better than the Eurozone. Their average growth rate for 2012
was 1%, compared with a contraction of more than 0.5% in the Eurozone, while in 2011 it was
3.2%, compared with under 1.5% in the Eurozone.
Their fast recovery is also evidence that the positive effects of structural reforms outweigh the
negative effects of being ‘stuck” in the strong euro. All BELLs have no own monetary policy.
Instead they have operated under a currency board system from before the euro came into being.
Their currencies are fixed to the euro and hence move alongside its movements.
101

The currency board system as in the BELLs is an extreme case of a fixed exchange rate system.
Under a currency board system, the central bank buys and sells only foreign exchange, maintaining
its reserves entirely in foreign exchange or liquid foreign exchange earning assets. It maintains
100% reserves by law. But may keep an even higher proportion to have a supplementary fund to
fulfill a role as lender-of-last resort to the commercial banks. In Bulgaria, for example, reserves at
the end of 2012 stood at 132%.
The key element in a currency board system is that the exchange rate is kept fixed with zero
margins and that the peg can be changed only by parliamentary or constitutional changes. These
can only be negotiated with considerable difficulty and require lengthy procedures. This rigidity
generates confidence in the stability of the system. This is why the currency board is the most
trusted institution in the BELLs. In Bulgaria, for example, 93% of the population trusts the board.
The second most trusted institution is the presidency, with 54%.
The BELLs have all the responsibilities of Eurozone members (Estonia is already one). The
currency board makes a policy of balanced budgets a necessity – this is in essence how boards are
constructed. Yet they do not benefit from the safety of the ECB interventions on bond markets.
Their drive to the Eurozone is beneficial for two reasons. First, at a time when there is wide-spread
speculation that the Eurozone is in for significant difficulties ahead, it is refreshing to have true
believers in its long-term future. Second, the entry of these fiscal hawks in the zone will strengthen
the German camp, which is now in the minority. With the addition of other fiscal discipline
countries, there will be parity in decisions on the future direction. Latvian finance minister, Andris
Vilks, explains how getting his country into the single currency will benefit the rest of the club:
"A new, fiscally prudent country with huge experience in the previous crisis, which has learned a
lot of lessons could be a very strong value-added for the eurozone."
Vilks says he is confident Latvians understand the benefits in the event of further economic
disruption will justify the costs of joining the European Stability Mechanism, estimated at €220
million over five years. “We view our contributions as equivalent to buying an insurance policy,”
he says.
Anders Åslund, a senior fellow at the Peterson Institute for International Economics, wrote the
book How Latvia Came through the Financial Crisis, together with Latvian Prime Minister Valdis
Dombrovskis. He confirms Balcerowicz’s view on the BELLs: “The Balts’ rebound (after 2009)
stands in stark contrast to the fate of eight mainly southern EU countries -- Hungary, Romania,
Greece, Ireland, Portugal, Cyprus, Spain, and Slovenia -- which either already have or probably
will require stabilization programs with external financial support. So what happened?
The simple explanation is that the Baltic countries have pursued the opposite policy of the southern
Europeans. In 2009, the Baltic governments each carried out strict austerity, with a fiscal
adjustment of about 9.5 percent of GDP, mainly though expenditure cuts and substantial structural
reforms. The southern Europeans, by contrast, delivered substantial fiscal stimulus in 2009.
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Previously fiscally conservative Cyprus and Slovenia ran up budget deficits of 6 percent of GDP
in 2009, but neither benefited from greater growth. Instead, they have been trapped with large
budget deficits and are now being overwhelmed by their public debt, admittedly also because of
banking crises.”
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17. Regulatory Easing
At the beginning of his presidency at the European Central Bank in 2012, Mario Draghi was asked
to list the regulatory reforms Europe needs to get out of the crisis. Here is what he said: “In Europe
first is the product and services markets reform. And the second is the labor market reform which
takes different shapes in different countries. In some of them one has to make labor markets more
flexible and also fairer than they are today. In these countries there is a dual labor market: highly
flexible for the young part of the population where labor contracts are three-month, six-month
contracts that may be renewed for years. The same labor market is highly inflexible for the
protected part of the population where salaries follow seniority rather than productivity. In a sense
labor markets at the present time are unfair in such a setting because they put all the weight of
flexibility on the young part of the population.”93
Economists agree European markets are over-regulated. Olivier Blanchard has a number of studies
on product and labor market deregulation in France,94 Alberto Alesina has similar studies in the
case of Italy,95 while OECD has comparative studies for all Eurozone countries.
These studies point to the need for numerous product market reforms. These include strengthening
the power and effectiveness of the competition authority, which Greece and Portugal have done as
part of reform packages. The enforcement of competition law, which Ireland did in 2012. The
easing the formalities to start a new business, done in Greece in 2012, and reducing the complexity
of licensing procedures, started in Greece and Portugal. In Greece, this is done in cooperation with
the Doing Business team of the World Bank.
The Monti government in Italy has introduced several measures to promoting competition. They
include the following: 1) strengthening the powers of the Competition Authority, including powers
over local public services and the operation of tenders; 2) more competition in public transport,
with a new independent regulator; 3) separating network ownership from production and supply
in the gas industry; 4) further deregulation in some professional services (e.g. abolition of
minimum fees, easier access to professions with a reduction of the compulsory traineeship); 5)
further deregulation in the retail sector (e.g. increasing the number of pharmacies and notaries,
liberalization of opening hours for retailers).96
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Sector-specific reforms involve increasing competition in transport and network industries by
reducing barriers to entry in road and maritime cruises, a reform started in Greece. Another needed
reform is phasing out regulated tariffs in electricity and gas. Both Greece and Portugal are taking
steps in this direction. Unbundling energy networks (Hungary, Portugal), improving third-party
access and easing entry restrictions (Austria in telecommunications, Greece and Portugal in
various network sectors), introducing or consolidating the power of the regulatory authority
(Poland) or adopting an industry-specific competition Act (Austria in the gas sector) are all recent
reforms inspired in the crisis period. Belgium, Hungary, Ireland also reduced price in the energy
sector. Germany introduced incentive-based regulation.
In 2012, Portugal created a new court specialized in competition issues. The 2012 changes to the
competition law increased the efficiency of the appeals process and extended the authorities’
powers to carry out inspections and audits. A second law to strengthen competition in regulated
sectors by granting regulators more independence and autonomy was approved later in the year.
Other reforms include streamlining registration and licensing procedures (Belgium, the Czech
Republic and Greece) including in some specific sectors (services in Portugal). The Czech
Republic, Greece and Poland are creating a one-stop shop for start-ups. The Portuguese
government is following an ambitious “zero authorization” reform in the municipalities and all
levels of public administration. Portugal and Estonia have simplified bankruptcy procedures.
Countries have also undertaken reforms to improve the environment for small retail businesses.
Italy, Belgium, Portugal and Spain eased entry barriers for retailers. Belgium and France reduced
retail pricing regulation. Austria, Denmark, Finland, Italy and Portugal reduces restrictions on shop
opening hours. A third set of reforms is reducing barriers to entry in professional services, under
implementation in Greece, Ireland and Portugal.
A decade ago Rudiger Dornbusch used to say that the Europeans were so rich they could afford to
pay everybody for not working. That privilege is now gone. Overall unemployment is the
Eurozone has increased to 12% in May 2013, with Greece and Spain having unemployment of
over 25%. All countries have initiated labor markets reforms, so far with limited boldness. These
reforms most commonly include reductions in severance pay for regular contracts and some
simplification of individual or collective dismissal procedures. This is already done with changes
in the labor code in Greece and Portugal. Greece has also implemented measures to boost
temporary employment by increasing the maximum work time under temporary work agencies.
In 2010 Greek lawmakers reduced overtime pay and earnings of part-time employees and made
averaging of working time possible, in an attempt to increase flexibility in the labor market. Ireland
took measures to enhance flexibility in wage determination such as easing the conditions for firms
to opt out from higher-level collective bargaining agreements and reforming sector-wide wage
agreements.
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Further labor regulation reforms took place with the entry of the technocratic Papademos
government, as it became evident that the fiscal consolidation program was derailed. The
government introduced a new "Midterm Package" in February 2012 which reduced the minimum
wage by 22% (32% for new labor market entrants), decentralized the wage bargaining system
(giving seniority to individual contracts over the wage floors agreed on in national and
occupational pay agreements), abolished the life-tenure rule in large parts of the public sector and
committed to cuts in public sector employment by 150,000 by 2015 (15,000 in 2012 and 2013
each).
Greece also introduced a sub-minimum wage for young people. This is done to reduce youth
unemployment, currently at over 60%.
In Italy, the IMF has recommended moving away from using a variety of temporary labor contracts
to a single more flexible contract with phased-in protection that increases with tenure. This is done
to boost participation in the labor force. Italian participation rates are extremely low, especially
among women - at 50 percent compared to 65 percent in the rest of the European Union.
The reform has also advanced towards a more universal unemployment benefit system, which is
to be fully phased in by 2017. "Assicurazione Sociale per l'Impiego" (ASPI) aims at reducing the
persistent insider-outsider dualism, and it will gradually apply to all dependent workers. In
particular, it is designed to cover apprentices and public and private workers employed with
temporary contracts. Once the scheme is fully phased in (as of January 2017), it will be available
for a maximum of 12 months for workers younger than 54 and 18 months for workers older than
54 (compared to eight months for workers younger than 50 and 12 months for workers older than
50 in the current unemployment benefit system).
The amount of benefits depends on the amount of remuneration received over the past two years.
ASPI foresees a 15 per cent reduction in benefits after the first six months, followed by a further
15 per cent reduction after twelve months. Workers with at least two years of social security
contributions and 52 working weeks over the previous two years are eligible. Unemployed workers
with a shorter contribution history are entitled to benefits for a shorter period of time (so-called
mini-ASPI), while independent workers are entitled to a lump-sum benefit. ASPI is partly funded
by the state and partly through increased contributions paid by employers which can be reimbursed
if the worker is hired on a permanent contract.
The "ordinary wage supplementation scheme" (Cassa Integrazione Guadagni, CIG) for firms with
more than 15 employees has been extended to sectors previously excluded. On the other hand, the
"special wage supplementation scheme" (Cassa Integrazione Guadagni Straordinaria - CIGS) is no
longer available for firms facing bankruptcy procedures: employees from those firms will be
covered by ASPI.
At the same time, the government decreased the incentives to hire workers on fixed-term contracts.
The cooling-off period between two fixed-term contracts has been extended, and the fiscal
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incentive for some types of fixed-term contracts has been reduced; in particular, employers will
have to pay higher social contributions on most fixed-term contracts, which can be reimbursed
when these are converted into permanent ones (the so-called "stabilization bonus").
“The labor market reform was under expectations,” said Tito Boeri, an economist at Bocconi
University in Milan. “It didn’t do things it could do. It took very long to negotiate, and at the end
brought very modest reforms.” He added that Mr. Monti was also “very timid” about liberalizing
the guilds that serve as entry barriers for most professions.97
In April, 2012 Monti accused the Wall Street Journal of "snap judgments" after the newspaper
criticized his "cave-in" over labor reform in an editorial titled "Surrender, Italian Style". The
reform Monti’s government was originally proposing was a relatively modest change to Article
18, which all but prohibits firms with more than 15 employees from firing workers. A final version
of the law gives judges greater leeway in determining whether companies were justified in laying
off a worker. Given judicial bias in favor of workers, the change doesn’t amount to much. Another
measure in the legislation adds a 1.4% tax on short-term employment contracts, which is one of
the ways Italian employers get around the onerous rules governing full-time workers.
In 2010, Spain introduced major reforms aimed at reducing severance payments on permanent
contracts. Portugal implemented a job creation reform in 2009, which comprised a substantial
easing of job protection on regular contracts through a simplification of dismissal procedures. This
is followed up – as part of the EU-IMF financial assistance package – by reductions in severance
payments for regular contracts and a narrower definition of unfair dismissal.
While the 2009 Labor Code reform had left Portugal with the highest level of protection for
permanent workers in the OECD, reforms introduced in 2011 and 2012 have noticeably reduced
it. Individual dismissals for economic reasons no longer adhere to a pre-defined order of seniority.
Those based on worker capability have become possible in a wider range of circumstances. In both
cases, the obligation to transfer the employee to another suitable position was eliminated.
Severance pay has been reduced from 30 to 20 days per year of tenure (with a 12-month ceiling
instead of a 3-month floor) and a further reduction is underway before the end of 2013.
In May 2011, the Government froze both the minimum wage and administrative extensions of
sector-level collective agreements. The first measure will last as long as the EU-IMF program,
while the second lasted until October 2012. After this time the conditions under which extension
can still take place were defined. The authorities have also lowered the threshold above which
firm-level bargaining is possible from 500 to 150 workers.
The reform also reduced the disincentives to work by lowering the ceiling on monthly
unemployment benefits to €1048, introducing a 10% benefit reduction after six months and
Rachel Donadio, “As a Premier Prepares to Depart, the Talk Is of Lost Opportunities,” The New York
Times, December 13, 2012.
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reducing the maximum duration. However, the duration remains heavily age-dependent, as larger
cuts in the duration of unemployment insurance for older workers are partly offset by longer
provision of unemployment assistance.
Two other reforms were shelved in parliament. The trial period for open-ended contracts, at 90
days for most workers, was not expanded and it is insufficient to judge new workers’ skills. The
introduction of binding arbitration, as an alternative to labor courts, would reduce the high costs
from lengthy litigation over dismissals.
The Portuguese government launched a set of new active labor market measures, such as Estímulo
2012 (a hiring subsidy of up to €420 subject to companies providing training) or Impulso Jovem
(comprising several components, including the reimbursement of social security contributions).
Overall, in 2012, more than half a million people benefitted from active labor market programs.98
The Netherlands have gradually reduced severance payments, first by reforming judicial
procedures for local courts and then by introducing a cap. The cap is limited to public and care
sector workers. The Czech Republic also reformed severance payments by linking their level to
job tenure. France has tried to reduce labor market duality by introducing work-study schemes.
Another slew of government efforts have gone into pension reforms and welfare policies. Since
the start of the crisis, such reforms include increasing the legal and/or minimum retirement ages
and lengthening the contribution periods required for a full pension. Both Greece and Ireland did
this, over the objections of labor unions.
Greece did the most radical reforms, voted in Parliament in July 2010. The retirement age was
raised from 60 to 65 (from 55 to 60 for special categories) and will be equalized for men and
women by 2015. Penalties were introduced for early retirement, and pension payments were
suspended for pensioners who were still employed - completely for pensioners below the age of
55 and by up to 70% for older pensioners. The number of insurance and pension funds was reduced
through mergers and consolidations, aiming at the establishment of three unified funds by 2018,
resulting in a sizeable reduction of pension entitlements for a number of professional occupations
(lawyers, journalists, doctors, etc.). Finally, limits were imposed on pension transferability (to
offspring and widowed spouses).
In 2012, Greece also reduced the generosity of pension benefits, cutting all pensions above €1,500
by 30%. Ireland did the same a year earlier, focusing on civil servants above a pension threshold.
It also reduced early retirement and shortened the list of arduous occupations granted early
retirement. Greece introduced a mechanism to index the retirement age to life expectancy.
Some other European countries, less afflicted by the crisis, phased out or restricted access to early
retirement schemes by tightening eligibility conditions (Austria, Belgium, Greece, Poland, the
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Slovak Republic and Spain) or closing early retirement routes by abolishing job-search exemptions
for older unemployed (France). Others raised minimum and statutory retirement ages (Belgium
for females, Bulgaria, France, Greece, Hungary and Spain), or sought to increase the effective
retirement age by lengthening contribution requirements to claim full pensions (France, Greece
and Spain, Bulgaria for military personnel), reducing the level of pension benefits (Greece and
Hungary), or adjusting benefits or the retirement age in line with life expectancy (Greece and
Spain).
Italy managed to do significant pension reforms. For a good reason. Public pension expenditure in
Italy was 15% of GDP in 2010, exceeding that of all other OECD countries. Most important,
increase the mandatory pension age to 66 in stages until 2020. Secondly, in 2012 the pension
system was changed from defined benefit (based on last salary) to defined contribution (based on
money paid in). The result is a pension reduction of 15%. The annual inflation adjustment on
pensions was also eliminated for those who collect monthly retirement checks of more than 936
euros. The minimum number of contribution years will rise to 42 for men and 41 for women from
2012 on, from 40 years at present. This in effect reduces the opportunity for early retirement. And
the minimum retirement age for women’s seniority pensions was raised to 62, from 60 before, with
financial incentives to try to keep them working until 70.
For women in the private sector, access to so-called “old-age” pension will be accelerated. It will
be increased to 66 by 2018 from 60 today. Next year women in the private sector will need to be
62, instead of 60, to be eligible for an old age pension, which doesn’t take into account the number
years worked, and men 66 instead of 65.
Pension system interventions will produce savings, net of fiscal effects on Italy's public finance,
which are estimated to reach €7.3 billion by 2014 and almost €22 billion by 2020. As a result of
the reform, the average age at retirement (taking into account both the old-age retirement
requirements and the early retirement requirements) will increase from 60-61 in 2006-2010 to
about 64 in 2020, 67 in 2040 and about 68 in 2050.
In Portugal early retirement was suspended until the end of 2014. By that time, an overhaul of
early retirement legislation is needed. The current rules allow for early retirement at age 55 with
30 years of contributions and a penalty of 0.5% for each month which, on the basis for example of
retirement 5 years early, implies a 30% cut in benefits. There are generous retirement options for
workers who become unemployed after age 52. They can retire from age 57, provided they have
contributed for at least 22 years. This weighs heavily on the public budget, which gives subsidy to
the pension fund.
Pension spending as a share of GDP in Spain was 10% of GDP in 2010. The pension reforms
introduced in 2011 are expected to reduce the projected increase in annual pension spending in
half, in part by raising the legal retirement age to 67 for workers who have contribution periods
shorter than 38.5 years.
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Despite the 2011 pension reform, the pension system continues to generate unnecessary
disincentives to supply labor in the formal economy. In particular, in the reformed system, which
applies to all new workers, pension benefits are determined by the level of earnings in the last 25
years before retirement and the maximum pension entitlement is attained after 37 years of
contributions.
This encourages workers and their employers to only partially declare earnings before they reach
the last 25 years of the active working life. The accrual rate in the pension system should be
lowered so as to require a longer contribution record to obtain the full pension entitlement at the
legal retirement age. Earnings throughout active working life should be assessed for the calculation
of pension benefits.
Welfare reforms include reducing unemployment benefit rates – in Ireland and Portugal, reducing
their duration – in Portugal, introducing means-tested benefits – in Greece. Ireland also reduced
child benefits and increased the budgets for training and internship. It redesigned its welfare
service to improve analysis for better identification of claimants at high risk of becoming
unemployed. And introduced greater sanctions for unemployed who refuse to engage in training.
In other European countries like Estonia efficiency has been improved through more regular
assessments of job search activity and greater sanctions for refusing job or training offers. Finland
implemented tougher penalties for not participating in active labor market programs. Ireland
merged the benefit administration and public employment services into a single department.
Belgium enhanced coordination between regional job placement agencies.
In 2012, Spain introduced new subsidies for the hiring of vulnerable groups, including young
people, by firms with fewer than 50 employees. The 2012 reform has scaled up subsidies for firms
hiring workers on permanent contracts. The experience from previous downturns has shown that
under conditions of very weak labor demand such incentives can jump-start job creation.99
There are some experimental ideas as well. In 2013, for example, the French government
implemented “generational contracts”. This new scheme gives subsidies to firms with fewer than
300 employees that hire a young person on a permanent contract while at the same time preserving
the job of a worker over the age of 57. This measure reduces the labor cost of youths and seniors,
though that is not the primary intention given by the government for this provision. It would be
preferable to tackle directly the wage-setting process for these age groups (minimum wage, agerelated pay), which would avoid putting a drain on government finances
A fourth area of reforms – after product market, labor market, and pensions and welfare – is tax
regulation. Tax reforms can shift incentives towards job creation in the recovery, while also
helping fiscal consolidation if implemented in a way that raises tax revenue. These reforms include
shifting the tax burden towards tax bases that are less harmful to employment and growth, such as
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real estate, value-added tax, tax on bank deposits and environmental taxes. Also, fighting tax
evasion and illegal commerce – prevalent in Southern Rim economies.
Tax reforms include broadening the tax base by eliminating a number of deductions in the personal
income tax (Greece, Ireland and Portugal). Second, broadening the value added tax base (Cyprus,
Greece, Italy and Portugal) and reforming property taxation, including increasing (Portugal and
Greece) or introducing (Ireland) property taxation and introducing a new flat stamp duty on all
residential property taxation, along with abolishing all existing exemptions (Cyprus, Ireland).
Third, introducing or increasing environmental taxes by increasing the level of carbon taxes and
introducing water charges (Ireland) or increasing the car registration tax (Portugal).
Greece has started a number of measures to fight tax evasion and enhancing tax compliance, tax
administration discipline and transparency by developing a risk-based analysis audit system,
increasing fraud penalties, revising tax auditors’ hiring rules and reinforcing their supervision and
the legal measures to curb corruption by tax personnel.
In 2011, Italy undertook a number of fiscal consolidation-driven tax changes which have started
to yield results. These were aimed to improve the efficiency of the tax structure, e.g. cutting labor
and corporate taxes along with raising value added tax and local property tax rates.
Italy also fought tax evasion and avoidance through the strengthening of controls and procedures
in detecting tax evaders. New synergies with the Social Security Institute and other public
administrations crack down on undeclared economic activity. Other measures include the lowering
of the legal threshold for cash payments to €1,000 and additional obligations imposed on banks
and financial intermediaries, such as requirements of disclosure to the Revenue Agency (for
example, of all transactions involving economic agents located in the OECD's "blacklist"
countries).
Spain did significant tax reforms, in an effort to boost public revenues. The most significant
measures are the rises in the value-added tax, from 16% to 18% in 2011 and further to 21% in
2012, and of the reduced rate on food and newspapers from 7% to 10%. Personal and corporate
income taxes were also increased, the wealth tax reintroduced, the deduction for the purchase of
main residence was abolished, and there was an increase, in 2012, of the tax on income from bank
savings. The government also attempted to collect unpaid taxes through a partial tax forgiveness.
Although Spanish personal and corporate income taxes have been increased substantially, not
enough money is raised, mainly because of the deductions that can be applied. For example, if all
deductions were eliminated, the expected increase in personal income tax collections in 2012
would have been €9 billion (0.9% of GDP). Spain has high marginal rates for personal income
taxes, with a maximum marginal rate of 52%, although some regions have imposed an even higher
marginal rate of up to 56%. Corporate income taxes present the same problem: a high marginal
rate (30%), whereas the effective rate is lower (below 18%). So the reform is clear: eliminate
deductions.
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After the second tax increase in 2012, the value-added tax rate in Spain is now similar to the rate
in other European countries. However, only 42% of the consumption basket is taxed at the general
rate. This is far from the European average. For example, in Germany 82% of the consumption
basket is taxed at the general rate, in France 71% and in Italy 58%. Which means that the reduced
value-added tax rate is too generous and should exclude a number of products.
As part of the Memorandum of Understanding with the Troika, Portugal created a new integrated
tax and customs authority – Autoridade Tributária e Aduaneira. A Large Taxpayer Office was set
up at the end of 2012. Sharing of information between the tax and customs authority and the Social
Security administration is set up electronically.
Portugal also expanded the scope of normal value-added tax rates from January 2012. The use of
value-added tax exemptions has been reduced – for example, the exemption applied to agricultural
products. In 2013, the Ministry of Finance has continued to extend the scope of application of the
standard value-added tax rate. The logic is that social goals can be met more effectively through
job programs than by means of reduced tax rates.
To increase the use of indirect taxes, Portugal introduced waste and water taxes, a tax on inefficient
light bulbs, and CO2 emission-based vehicle taxes. Removing preferential fuel tax rates for the
agricultural and fishing sectors, would also help increase revenue as well as encouraging the switch
to more fuel-efficient and less polluting equipment. So far this tax reform has stalled.
Much else remains to be done. Excise duty exemptions still apply to different uses of energy
products and categories of users. Water and waste taxes to be paid by licensed operators were
introduced 2007, but many Portuguese municipalities that directly provide water and waste
services do not pass these taxes on to consumers. Phasing out energy-related tax concessions is a
more cost-effective way of reducing energy consumption than providing tax credits and other
forms of support to households and businesses for the purpose of investing in energy efficiency
and renewable energy equipment.100
The collection of social security contributions is still lagging. This collection can be integrated
with tax administration, a system established in Bulgaria, Estonia, Ireland, the Netherlands,
Slovenia, and Sweden.
In Germany and Finland, cuts in labor taxation implemented as part of the crisis-related measures
have been financed through permanent increases in less distortive consumption and environmental
taxes.
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18. Streamlining the Bureaucracy
In his first speech to Parliament after being selected as Italian Prime Minister, Mario Monti
promised: “It is necessary to reduce the overlap of decision making levels and work in favor of
integrating management of smaller local bodies. Reorganizing the responsibilities of the provinces
can be implemented through parliamentary legislation.”
On July 6th, 2012, plans were published to reduce the number of provinces in half. Subsequent
problems in parliament stymied this reform.
The crisis and the associated austerity drive made possible long-delayed administrative reforms
across the Eurozone. Reforms have included a rationalization of public services (Hungary and
Portugal) and introducing performance assessment (Portugal).
The most ambitious administrative reform program started in Greece, where the lack of
bureaucratic capacity in the tax administration, customs, the social security offices have
contributed to the collapse of public finances during the crisis. The main administrative reform
aimed to adopt a unified salary system that would cover basic wages and allowances of all public
sector employees.101 Additionally, it was agreed that remuneration should reflect productivity and
the difficulty of tasks. As part of the reform, a Single Payment Authority was established in June
2010 payment of all civil servants’ salaries was centralized.
The start of the unified remuneration system in Greece was initially planned for September 2011,
but actual implementation started in January of 2012, with the gradual application of the new
legislation to all categories of public sector employees. Still unfinished is the work of making
wages reflect productivity and tasks.102
An additional reform was the creation of the Supreme Council for Civil Personnel Selection,
responsible for all public sector recruitment but also for the promotion of public servants. This
new institution facilitates personnel mobility between different public sector organizations.
Second, electronic public procurement for all levels of government was finalized in February of
2011. The draft law was sent to Parliament in February 2011 and approved in August. Also, the
government early on agreed to ensure transparency of public spending by publishing online all
public spending decisions. All public entities’ decisions should be published online and they
cannot be implemented unless they are uploaded on the Clarity website. As a second step, the
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Greek government made compulsory the online publication of all decisions - not only the ones
concerned with public spending.
Third, a local administration reform. Incorporating prefectures into regions and thus reducing their
number from 76 to 13 and at the same time reducing municipalities from 1034 to 325 and
municipal enterprises from 6000 to 1500. This reform is expected to lead to 0.5% of GDP
budgetary savings by the end of 2015.
Fourth, a review of central government agencies to adopt measures for the rationalization of the
use of resources, the organization of public administration and the effectiveness of social
programs. It was soon decided to produce two separate reviews: one for central government
(overseen by the Ministry of the Interior) and one for the social programs (overseen by the Ministry
of Labor). The review of central administration was published by the OECD in November of 2011.
Ireland did significant changes too. At the start of the crisis, when it became clear that the 2010
budget will be drastically reduced, the Irish government commissioned a review of spending
commitments, published in July 2009. The review was based on submissions by government
departments and made numerous recommendations, including the closure of many agencies. The
result was rationalization of 41 agencies – some closures, some mergers – resulting in 14 fewer
bodies than before.
The Berlusconi government in Italy started a reform aimed at reducing the number of
municipalities. This reform took legal shape during the Monti government but has not passed a
final vote yet. By January 2014, the number of provinces in ordinary statute regions is supposed
to be reduced from 86 to 51. The streamlining of provinces is meant to be the first step of a wider
process involving the territorial government offices (prefetture), as well as the Department of
Motor Vehicles. A similar downsizing has been completed for court tribunals.
The technocratic government in Italy also came with a long list of public administration reforms.
These included specific ways to reduce the bureaucratic burden on citizens and businesses:
Payment of traffic fines online.
Issue identification card for most socially weak.
Electronic hospital cards.
Change of address to be done online.
Public administration offices are measured. If not effective they may get fined.
Registration to university online.
Disabled people: less bureaucracy for getting permits.
Pollution certification for companies easier.
E-government: online communication with government agencies.
Procedures to recover fiscal return when salary is less than 30K Euro eased.
Ease entry to independent distributers in the retail gas stations sector.
Remove the monopoly of the state-owned Poste Italiane.
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Remarkably, during 15 months in office the government managed to do only two - traffic fines
can be paid online (this also helps the budget) and a program for issuing identification documents
for the socially needy is ongoing.
The public sector where most reforms were attempted is the one that takes up most of the
government budget: healthcare. Efficiency-enhancing public sector reforms have taken place in
the healthcare sector through the re-organization of public providers and the introduction of
benchmarking (Hungary), patient co-payments (the Czech Republic) or the decentralization of
expenditures to enhance cost-awareness (the United Kingdom).
In 2012 Portugal implemented a reform requiring all senior managers to be recruited through an
open, merit-based competition conducted by a public commission (CRESAP).
A new law on local public companies was approved in August 2012, and in January 2013
Parliament approved a law to cut the number of municipalities by around 30%. A new bill on a
new framework law on the attribution of authority and powers to local administrations and the
status of inter-municipal entities was submitted to Parliament in early 2013.
Its purpose is to decentralize responsibilities to the administrative levels that can handle them most
efficiently. The proposal to revise the laws on local finance (municipalities) and on regional
finance (the two autonomous regions) was approved by the Council of Ministers in December
2012 and, in its general principles, by the Parliament in February 2013. After final approval, this
new law will: (i) bring local and regional budgetary frameworks into line with the revised
Budgetary Framework Law; (ii) strengthen fiscal accountability; (iii) limit the scope for the two
autonomous regions to apply lower tax rates than on the mainland; (iv) strengthen the central tax
administration’s audit and enforcement powers and extend them over currently tax-exempt
regimes; and (v) strengthen the requirements for data provision to support revenue projections.
Spain also adopted a Bill on the Streamlining and Sustainability of Local Administration. It
includes two significant steps. First, the removal of 3,725 minor local entities and associations of
municipalities. Second, the removal of 21,338 local councilors at the next municipal elections.
Municipalities cannot have more than 35 local councilors.103
There are more than 8,000 municipalities in Spain. The size of Spanish municipalities is too small:
91% of these have less than 10,000 inhabitants, 84% have less than 5,000, 60% have less than
1,000 and 47% have less than 100. The reform limits the provision of services to those
municipalities that can accomplish it efficiently. This objective will be put into practice by
calculating the standard cost for each service and comparing this figure to the actual cost. In the
case of core competences, in the event that the actual cost is higher than the standard cost and the
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municipality responsible for it has less than 20,000 inhabitants, the competence in question shall
then be transferred to the pertaining Provincial Council.
The reform also includes a reinforcement of local financial controllers, who start reporting to the
Ministry of Finance. This measure aims to guarantee a stronger independence of these financial
controllers from local politicians. The law also clarifies which situations can cause the Ministry of
Finance to intensify the control over local accounts, and even allows for direct intervention by the
Ministry.104
The reform also establishes that 82% of elected local politicians cannot receive a salary. The
measure sets the share of elected positions that can be remunerated, as well as other advisors and
positions of trust, according to the size of the municipality. Mayors of towns with less than 1,000
inhabitants will receive no salary.
As deputy prime minister in Bulgaria, my office was responsible for administrative reforms. Early
on, we also looked at the possibility of reducing the number of municipalities and regional
governors. But quickly found, as did Monti, that for that we needed a constitutional change or at a
minimum local referenda. This initiative floundered. Instead, we focused on reforming the central
government.
First, cutting the number of ministries and agencies. Two ministries were subsumed by others. The
Ministry of Public Administration and the Ministry for Prevention of Natural Disasters. The former
ministry had the unenviable reputation for having spent the most money per person on travelling
to other EU countries to share experience on public reform. All that travel did not leave time for
the actual reforms to take place. Instead of the 200-persons ministry, a team of ten experts was left
to do the tasks. The Ministry for Prevention of National Disasters has built a different niche:
fighting natural disasters where there were none, and spending a lot of money in the process. At
the time of my entry into government it was fighting accusations of spending most of its 2008
budget on hurricane relief in a region where meteorologists had not reported hurricane activity.
The closure of the two ministries was widely applauded.
Next was the streamlining of government agencies. We compiled a full list – 122 in all. After a
month’s work, 30 were slated for closure. Here the team incurred the wrath of labor unions and
ex-government officials, who at the same time argued that streamlining is necessary but these are
the wrong “victims.” “Suggest an alternative,” I offered. No answer. We moved ahead and within
one year of the start of reforms the government payroll was reduced by 13,000 (out of 110,000
initially). To this day, however, directors and staff of the streamlined agencies bear a grudge. For
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a small country like Bulgaria, that’s a lot of people you occasionally see in the streets. They are
not polite either.
The third and most difficult step was to create a common salary and promotion structure for the
whole administration. Prior to that, a patchwork of nearly 90 separate laws regulated the pay of
public officials in different parts of the government. As a result some administrations were paid
three times more than others, for comparable tasks and responsibilities. Some administrations had
double the paid annual leave than others. Some has a bonus system in place, others relied solely
on fixed salaries. Putting all this in one law required utmost patience and being immune to the
incessant complaining from one administration or another.
Once the new law was ready, a fight ensued in the Council of Ministers with everyone defending
the importance of his own agencies. After heated discussions, we managed to prevail and the bill
went to parliament. Only to be stopped there – intense lobbying was already underway. I doubt
whether it would have passed, if not for a major scandal that erupted in the media several weeks
after we tabled it in parliament. The media released information about paid bonuses in the Ministry
of Agriculture, which for some employees were several times higher than their salaries. “This is
legal,” the minister had explained in his defense. The new bill passed the following week.
Sometimes luck helps the prepared reformers.
Apart from central and municipal administration, many European Union governments are
restructuring the Ministry of Health, the health insurance funds or the purchasing agencies in an
attempt to reduce overhead costs and increase efficiency. Examples include Bulgaria, the Czech
Republic, England, Latvia, Lithuania, Portugal and Romania. Denmark, Greece, Latvia, Portugal,
and Slovenia restructured the hospital sector through closures, mergers and centralization. Ireland,
Greece, and Lithuania have shifted their healthcare services towards outpatient care. This reduces
costs and increases early detection of diseases. Lithuania and the Netherlands moved towards
investment in primary care. France, the Netherlands, Sweden, and the United Kingdom increased
reliance on nurse care, while Bulgaria and Poland reorganized of emergency medical services.
Still others started developing e-health systems, with the implementation of an integrated health
management information system and electronic health card (Bulgaria, the Czech Republic and
Latvia) and a new electronic prescription system (Slovenia).
Portugal is an example of the need for reforms. The country has substantially improved the health
of its population over the last 30 years. Life expectancy at birth was 79.8 years in 2010, following
a rapid increase of 8.4 years since 1980. This is due to reductions in prenatal, infant and adult
mortality. During the same period, however, total health expenditure increased from 5.1% to
10.7% of GDP, of which two-thirds come from public financing.
Several reforms were introduced since the crisis started. The emphasis is on promoting rational
use of hospital services, limiting pharmaceutical costs and reducing hospital costs. Specific
measures include strengthening primary care to reduce unnecessary visits to specialists and the use
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of emergency care; cutting generic drug prices and promoting their use; changing the pricing and
reimbursement of pharmaceuticals; and centralizing the purchase and procurement of medical
goods.
Reducing the costs of public hospitals is particularly important as they have been incurring the
highest losses among state-owned enterprises. This is currently being pursued through the use of
benchmarking indicators. These efforts have reduced public health spending from 7.4% of GDP
in 2010 to an estimated 6% in 2013.
Spain went a step further in the drive to reduce costs. From 2013, pensioners have to pay part of
their prescription costs. The new auctioning and tendering of medicines have an adapting pricing
mechanism proposed by the Ministry of Health to the Commission on Drug Prices. The Ministry
proposes an initial ceiling price to drug companies, followed by a selection process for the best
price. There were missteps as well. In January 2013 the Madrid regional government proposed
privatizing the management of six large public hospitals and 20 of its public health centers. The
ensuing strikes shelved these proposals.
Other reforms that can improve the quality of healthcare services or reduce costs include105 shifting
from inpatient to day-case or ambulatory care. This reduces average patient’s costs by 30%.
Second, the integration of primary care and secondary care, and of health and social care. This
eliminates duplications in government programs and ensures faster services for patients. And third,
centralized purchasing of drugs and medical materials, where contracts are combined with
accountability mechanisms including quality indicators, patient-reported outcome measures and
other forms of feedback.
These reforms tend to be the most difficult among any structural reforms a government can
undertake. I learnt this the hard way, after repeatedly failing to implement reforms in Bulgarian
healthcare. In the process, we replaced three healthcare ministers and three heads of the healthcare
fund. Plus numerous heads of public hospitals. To no avail. Reforms would get derailed.
The main focus of our healthcare reform was to introduce diagnostically-related groups in the way
patients are treated and hospitals are reimbursed for this treatment. The idea is simple: to develop
and institute a classification system that identifies the "products" that the patient receives. And to
determine how much the Healthcare Fund pays the hospital for each "product." This would replace
the "cost based" reimbursement that had been used In Bulgaria before. This methodology has an
extra benefit in that it allows for treatment of a secondary disease while the primary disease is
treated. For example, if a surgeon operates on a patient’s broken arm and finds muscle problems.
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He can treat those too - in the same procedure. And be paid for it. Previously he would have to
record the newly-discovered medical problem, and treat it separately.
With the help of experts from the World Health Organization and the World Bank the methodology
was developed. Much of the medical establishment – directors of hospitals and heads of units –
hated it. At first this was puzzling – for most types of treatment the pay covered by the Healthcare
Fund would increase from the previous levels. Then it struck us: hospitals were grossly overbilling
by signing the same patient for treatments under different cost categories. In other words, they
were double and triple counting costs, by even reassigning patients from one unit to another. The
new methodology would limit this practice and hence endanger the way that hospitals got used to
work.
We tried a second time, with a new minister, and failed again. It is sufficient – at least in Bulgaria
it was – for a few heads of hospitals to appear on TV and say the new methodology would leave
some patients without proper health care. Parliament freezes.
The other restructuring path was to merge hospitals that provided similar services and were in
close proximity. For a country of 7.5 million people, Bulgaria has the largest number of hospitals
per population – 433 in March 2013. We had one success – merging the general and university
hospitals in Stara Zagora. They actually occupied the same building, but still had different
administrations and bought separate medical equipment. In all other cases, for example our
attempts to merge the transport, military and interior ministry hospitals, we failed. Doctors would
go on strike and the government would fold.
I think I realized the reason for these failures. The ministers of healthcare were always selected for
their good reputation in the medical profession. They were all outstanding doctors. So their
inclination was to ask for better service, no matter the cost. This logic usually leads to bad service
at high cost. Because money is limited in any country, no matter how rich. Had we selected a
manager with prior experience in another service industry, not a doctor, we would have probably
succeeded.
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19. Educating Professionals
The better educated someone is, the better chance for finding a job. According to Eurostat’s Labor
Force Survey for 2010, the biggest gap between the unemployment ratios of young people without
secondary schooling and university degrees is in the Czech Republic (31% vs. 4%) and Slovakia
(62% vs. 7%), followed by Germany (28% vs. 4%) and Hungary (25% vs. 5%). These are the
countries where gaining a higher education degree improves young people's job prospects the
most. In every other European Union country, the difference is smaller but still pronounced.
The higher the education achieved, the higher the income too. Again according to Eurostat,
completing university education has a significant impact on gross income in Europe. In 2010, the
median income of employees with tertiary education was double that of those who only completed
lower education and 60% higher than that of those only completing secondary education. For
employees with university education, only 25% had an annual gross income of less than €15,000,
while half earned at least €26,000 and 25% earned more than €40,000.
The most overlooked problem of the Southern Rim countries is their educational system. The share
of the population of the ages 25–64 that has completed high school in 2012 is low: Portugal 38
percent, Spain 54 percent, Italy 57 percent, and Greece 66 percent. By comparison, in Germany it
is 88 percent, while in the Baltic countries that directly compete with the Southern Rim for
attracting investors it is over 90%. Bulgaria, another close competitor within the European Union,
is at 82%.
"It will be necessary to try to increase the level of education among the workforce which is clearly
below the European average, even among very young people. There will be specific measures
aimed at schools and the least developed areas of the country, identifying requirements partly
through tests drawn up (at the European level) and a review of the system of the selection, hiring
and conditions offered to teachers." These are the words of Mario Monti in his first speech to
Parliament as a Prime Minister.
Not only are fewer people educated in the Southern Rim countries, but those who get education
often take a long time to find a job. Among university graduates, the average transition from
education to work was the longest in Greece (12.2 months) and Italy (9.8 months) in 2009. The
shortest average search periods were registered in Estonia (2.8 months) and Austria (3.7 months).
Once they find a job, a significant number end up not using their qualifications. People can be
regarded as over-qualified for the job they occupy, when they are university-trained yet employed
in occupations not requiring tertiary qualifications. Among European countries, there are six with
an over-qualification rate above 30%: Bulgaria (30%), Greece (30.1%), Italy (30.4%), Ireland
(37%), Cyprus (37.6%) and Spain (38%). In contrast, in Luxembourg only 5.1% of jobs that do
not need university qualifications are occupied by university graduates.
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Across industries, the largest mismatch is in services. Greece and Cyprus are the countries with
the highest over-qualification rate in services, with over three quarters of young people occupying
posts below their qualification level (76.2 % in Greece and 81.5 % in Cyprus). This suggests that
universities in these countries produce a lot of management-level graduates for the tourist and
related sectors, who however are employed for tasks requiring secondary education only.
With such poor education among citizens, high standard of living can hardly be sustained. From
this perspective, the current high unemployment exceeding 18% in Portugal, 26 percent in Spain
and 27% in Greece is not an abnormality. Either salaries have to come down significantly or
education needs to rise.106
The problem is not small budgets. All of these four countries have large public expenditures,
ranging from 47% of GDP in Spain to 55% of GDP in Greece in 2012, according to Eurostat. In
2009, however, Italy spent only 4.7% of GDP on education and Spain 5%, compared with the EU
average of 5.8% of GDP. Portugal, which entered the European Union with the lowest educational
levels, also has an educational budget not larger than the average.
Greece reports numbers for 2010, and they are low – as a share of the general government budget
Greece spent the least of any country in the European Union on education, 7.5%. Yet it spent the
second most-money on the public bureaucracy (after Cyprus) at 22.2% of the general government
budget.107 These governments need to reallocate public funding to education and improve the
efficiency of their education systems.
The highest net entry rates for the 2008/09 academic year were observed in Romania, Latvia,
Poland and Portugal, all countries having a net entry rate of more than 80%. The same countries
were also amongst those with the biggest differences between the net entry rate and the net
graduation rate. Romania and Portugal both had a difference of around 45 percentage points
between the entry rate and the graduation rate. However, these large differences do not necessarily
signal a large drop-out rate. There is a time lag between entrance in higher education and
graduation. In these two countries, the net entry rate was increasing consistently (from 44% in
2002 to 108% in 2009 for Romania and from 53% in 2006 to 84% in 2009 for Portugal), and it
takes some years for this increase in the entry rates to be reflected in the graduation rates.
Initiatives to increase completion rates focus on the financial aid and the organization of studies.
They can include a funding formula that takes into account whether students have completed a
Bachelor or Master program within the prescribed study period. Moreover institutions can be
required to follow up on students that are at risk of drop out, to strengthen study guidance, student
advising and flexible learning paths. In addition, data on completion rates are included in the
Anders Aslund first makes this point in his blog “Southern Europe’s problem: Poor Education,” May 3,
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annual reports of institutions to the Ministry and are used to calculate the public grant for the
following year.
Universities can also receive funding per credit that students achieve. Therefore, there is an interest
from the higher education institutions side to support students in advancing through their studies.
Student grant and loan systems can also be linked to the number of credits the student achieves
every year.
The European Commission recognized this weakness at the onset of the crisis and in 2010 adopted
Europe 2020 strategy. It sets two targets: reducing the number of early school leavers from 15%
to fewer than 10% and increasing the share of young people who have completed tertiary education
from 31% to at least 40% by 2020.
A group of EU member states has already reached the goal of reducing early school leavers to
10%, notably Poland, Slovenia, the Czech Republic, Slovakia and Lithuania. Luxembourg, Finland
and Austria are the three western European countries that have already reached the benchmark of
10%. Sweden, Ireland, the Netherlands, Denmark, Hungary, France, Germany and Belgium – are
very close to reaching the goal.108
However, the four Mediterranean countries of Malta, Portugal, Spain and Italy present a
dramatically different picture. In Malta over 35% of students leave school with only a lower
secondary degree. In Spain as well as in Portugal, the figure is still over 30%, and in Italy around
20% of its students leave school early.
Another problem is the quality of education. The most relevant measure at the high-school level
is the ranking of knowledge of mathematics among eighth graders carried out in 75 countries by
the Program for International Student Assessment (PISA) for the Organization for Economic
Corporation and Development. The latest report available is from 2009. Again, the Southern
Europeans come close to the bottom in Europe.
While Finland has an average score of 540, and Dutch students score 523, Greek students score
462 on average, and students in other Southern Rim countries score 480. Only Bulgaria and
Romania have lower average scores, at 425.109
University quality is an even bigger problem. Of the top 50 universities in the world in 2012,
according to the Times Higher Education Rankings, only 2 were in the European Union
(Karolinska Institute in Sweden and Ludwig Maximilians Universitet in Munich) outside the
United Kingdom. The UK has 7. In the top 400, Italy, Greece and Portugal have none, Spain has
one (Pompeu Fabra at #186), and France has 5. In contrast, Australia has 7 and Canada has 9.
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Funding for university education differs across Europe. This indicator represents the share of
available income generated in an economy which is allocated to higher education, from Eurostat.
In 2008, annual public expenditure on higher education was the highest in Denmark and Norway,
at more than 2% of GDP. It was lowest in Slovakia (0.78% of GDP).
Since 2009 a number of European countries have focused on improving educational quality.
General education reforms have included curricula reforms in Greece and Luxembourg; increased
vocational education at the upper secondary level in Portugal, Spain and the United Kingdom;
developing and funding second-chance programs for low-educated adults in Portugal; and stronger
qualification requirements and certification for teachers in Greece and Spain. Portugal and Spain
have also developed courses to help high-schoolers transition to university education.
The focus on results has been reinforced through teacher and school performance evaluations in
Greece and Portugal; wider use of standardized exams in the Czech Republic, Germany, and Spain;
and an increase in compulsory years of schooling in Portugal. Portugal also established an
accreditation agency to perform quality assessments of university programs.
The European Quality Assurance Register for Higher Education was established in 2008. By
January 2012, 26 agencies in 12 countries were listed on the Register. The countries where at least
one agency is listed in the European Quality Assurance Register for Higher Education are Austria,
Belgium, Bulgaria, Denmark, Finland, France, Germany, Ireland, the Netherlands, Romania and
Spain.
Not all the evaluation agencies have an impact on the funding of institutions or programs. Indeed,
in four countries (Cyprus, Germany, Liechtenstein and Poland) there is currently no impact of
evaluation on funding, although in Poland recent legislative changes are set to alter this reality,
with the possibility for additional funding to be granted to programs considered to be of
outstanding quality on the basis of quality assurance. Conversely, some of the enhancementoriented agency evaluations may have an impact on funding. This is the case in France,
Luxembourg, and the United Kingdom.
These reforms happen in the midst of acrimony. In Bulgaria, for example, we introduced a system
of additional funding for the universities whose programs score the best. Since 2010, every year
this funding has increased in proportion to the overall funding for university education, and in the
2013 budget comprises 6% of the overall budget. The goal is to increase to 25% by 2016.
Governments have also introduced measures to evaluate the return on government funded
education schemes. For example, Denmark and Finland have revised the functioning of students’
financial aid. Slovakia is now conditioning government funding for high school and university
education on the results on standardized tests. France, Italy and Portugal have all passed laws to
extend the autonomy of universities in giving financial aid.
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Denmark, Finland and Sweden have a system of universal grants for full-time students provided
that certain basic requirements of study performance are met. For all other countries, grants are
provided on the basis of financial need or academic performance, or a combination of these two
main criteria. Estonia combines criteria based on the course or field of study with merit. Belgium,
Ireland, the Netherlands, Finland, and the United Kingdom provide grants on the basis of financial
need only, although it may be a requirement that students’ progress in order to continue receiving
grants.
An alternative source of financing for university education is student loans. Loans are available to
all students in 11 countries – Bulgaria, Denmark, Finland, France, Germany, Lithuania, Hungary,
the Netherlands, Poland and Sweden. In the case of France, very few students actually take out a
student loan. One significant difference between grants and loans is reflected in the finding that
need-based criteria are relevant in nearly all national systems for grant allocation, but only
considered in two national loan systems (Belgium and Poland). In Bulgaria, Spain and the United
Kingdom eligibility for loans depends on criteria related to the particular area of study. In Estonia
and Slovakia, only full-time students are able to benefit from student loans.
To fill the gap between needs of the business sector and quality education some countries have
been successful at funding vocational training. The European Commission sponsors such training
through its Leonardo da Vinci program, which helps to fund thousands of vocational education
and training courses across Europe. Since 1995 the EU has helped more than 600 000 young people
to go on vocational training, often in another European Union country.
The success of countries with a history of vocational training – Denmark and Germany in the
European Union, and Switzerland – has encouraged more emphasis on it. In February 2013
Androulla Vassiliou, the European Commissioner for Education, said: "We want to transform the
image of vocational education and training across Europe and make it more relevant to today's
realities. Vocational education and training is a vital link between the worlds of education and
work. In the current economic climate, it's more important than ever that we pool our efforts and
make it a more attractive option for apprentices, students and anybody else who wants to upgrade
their skills."
In 2009, more than 80 000 apprentices received EU support from Leonardo da Vinci for a training
placement abroad. The highest number of trainees came from Germany (15 800), followed by
France (7200), the Netherlands (6200), Spain (5100), Italy (4700), the United Kingdom (4600)
and Poland (4200).
The most significant step so far is the European Qualifications Framework. Although voluntary
this does seem to be prompting action in the majority of member states who do not have a national
qualifications framework – a national framework is a pre-requisite for using the European
Qualifications Framework. It had a slow start: by August 2011, a year after the recommended
completion date, only Ireland, Malta, the UK and France of the 27 European Union countries had
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referenced their national qualifications to the European Qualifications Framework. But the
framework has an explicit emphasis on ‘learning outcomes’ rather than curriculum (teaching)
content.
In May 2013 the Spanish government introduced a broad educational reform focused on
monitoring students through further standardized tests, conditioning schools' funds on success in
decreasing dropout rates, and more efficiently redirecting students toward academic or technical
careers. This is in the midst of budget cuts. Since 2009, Spain has trimmed more than €6.7 billion
from its education spending and plans further cuts, decreasing investment from a high of 5% of
the gross domestic product in 2010 to 4% of GDP by 2015. The cuts are equivalent to around a 15
percent decrease in resources for education.
The reform will oblige students to opt at age 15 to follow either a vocational or academic course
of study. The reform also enforces centralization in decisions on content: core and specific subjects
will be decided by the State, with only that of optional subjects chosen by the regional education
authorities. The goal is to reduce the number of different subject courses, which now outnumber
400 across the country.
Regional languages become “optional” with the content decided by the regional governments of
the federal communities where these apply – the Balearic Islands, Valencia, Catalunya, the Basque
Country and Galicia. The goal is to unify teaching materials. Where schooling is only available
within a reasonable distance from home in a regional language and a pupil's parents want their
child to be taught in Spanish, the government will cover the cost of education in a private school.
Failing two subjects will mean students automatically repeat the year. If they fail Spanish language
or math, they automatically repeat too.
High school diplomas routes will increase – instead of the existing Sciences and Arts, two
additional routes of Humanities and Social Sciences are established. University entrance exams
are scrapped, although private colleges retain the freedom to set their own entrance exams. For the
rest, the high-school diploma grade will be sufficient information for universities to decide whether
to accept students.
Deputy Prime Minister Soraya Saenz de Santamaria said the reform aimed to improve young
people's job prospects at a time when unemployment among those aged 16 to 24 has surpassed 57
percent, and 25 percent of Spaniards drop out of school early. “We need an urgent remodeling of
the whole education system, because we cannot permit such levels of failure, dropping out and
youth unemployment.”110
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20. A Simple Solution for the Euro
There isn’t a simple solution for saving the euro. The ideas that have been proposed so far all have
major weaknesses. Euro holidays won’t work since there is no credible commitment for the holiday
goers to re-enter - on either their side, or the Eurozone’s. There is also a significant technical
difficulty in euro holidays: all contracts would have to be re-written in the new currency. At best,
the euro holiday would take a year to happen. In the meantime, a system-wide bank run would
follow.
For similar reasons, the Northern euro won’t happen either. Northern exporter industries will suffer
from the strong Northern Euro. The central banks of the Northern Euro and the Southern Euro will
need to work together to prevent a sudden appreciation of the Northern Euro. It is also unlikely
that the Greeks, Spaniards, Portuguese and Italians will be able to stay together. Europe will be
left with a group of weak southern currencies. This will reverse the tide on integration in Europe.
Eurobonds are not a salvation either. First, it is not clear whether Eurobonds are legal under the
Treaty. There is also no answer as to who will issue them and who will repay. Thirdly, what level
of guarantees they will have. In other words, Eurobonds will have to wait until there is a common
fiscal policy. Up to 10 years, says French president Hollande.
A big devaluation is as unlikely. The problem with euro-wide devaluation is that the internal
differences between euro members in competitiveness will remain. And that a euro devaluation
would only boost German exports, creating even greater disparity in current account balances in
Europe. An internal devaluation – through higher inflation in the North and lagging inflation in
the South is problematic too. If wages and prices fall, this means even if there is real GDP growth,
nominal GDP in the South could fall. Thus, the denominator in the debt to GDP ratio does not
grow. Debt sustainability in the South will suffer. The real value of the debt will rise over time —
increasing the need for austerity.
What Europe mostly needs is a frank discussion about competitiveness. The main weakness of the
Eurozone is that many countries produce and export too little and at too high a cost. This is seen
in the external trade data. In 2012 France ran a current-account deficit of €82 billion, Spain €32
billion, Greece €20 billion, Portugal €11 billion and Cyprus €4.3 billion.
The main culprit is the regulatory burden. According to World Bank data, it takes 11 procedures
and €9,000 to open a small business in Athens. It takes 735 days and 43 procedures to resolve a
simple commercial dispute in Larnaca, Cyprus. And it takes 59 days and visits to eight different
offices to register a small piece of property in Paris. It is cheaper and faster to do all this in Berlin.
And a lot cheaper and faster to do it in New York, Singapore, Toronto or Sydney.
European bureaucracies are unwieldy. The crisis has allowed streamlining of the public
administration at the national level, and rationalization at the municipal level. In Greece, Italy,
Portugal and Spain, the number of municipalities has been reduced. Some countries have also
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streamlined other public services like the judiciary and healthcare. This both reduces the burden
on the national budgets, and provides better service to citizens and business.
Increasing the number of graduates, the quality of high-school and university education, and tying
this education to the needs of business through vocational training and adult education will go a
long way towards making Europe more competitive globally. People with better education are less
likely to be unemployed. And their salaries are significantly higher – a university diploma, for
example, adds 60% to the average European Union salary.
The march towards common fiscal policy has yielded some early successes – for example the
Fiscal Compact and the ESM – and should continue. It will, however, take a decade before a federal
budgetary structure emerges. The United States example is a long way away.
The ECB has played a stabilizing role throughout the crisis and the new focus on banking union
will keep it busy. Meanwhile, a likely bailout of Slovenia and continued troubles in Spain and
emerging ones in France will give it an even bigger role in saving the euro.
All this is work in progress. What Europe also needs is a positive message, momentum. And clarity
on what the building blocks of the political union are. These two can be put together in one bold
decision: make entry into ERM2 a condition for entry in the European Union. In other words, have
prospective entrants to the EU meet the Maastricht criteria. It is late for Croatia, about to join in
July. But holds true for future entrants like Serbia, Macedonia, Montenegro, Bosnia, Kosovo, and
Iceland.
What this achieves is strengthening of the so far implicit principle that the health of the euro is
paramount to the health of the political union in Europe. And that the decision on the euro is a
political decision. It also prepares potential entrants for the rigors of being part of the euro. In the
past, many problems have arisen as countries - Greece being the ultimate example – have tried to
game the system to enter the euro, in full knowledge that it would have some leeway as an EU
member. If the two are linked, there would be a lot more discipline.
Second, this will clarify to analysts the concept of Europe. The monetary, fiscal and banking unions
are part of the main building blocks of the European Union, not an extension.
Third, such a decision would make the banking union a lot more workable. In particular, it would
eliminate the issue of what the powers of the ECB would be in non-Eurozone countries. This was
the biggest obstacle on the way of the single bank supervisor in the first place.
Fourth, entering EU countries would not be prone to almost-immediate fiscal or banking crises, as
Croatia is likely to be. This is because the sieve of ERM2 would make them take the tough
decisions before, not after, entering the European Union.
Lastly, this provides long-term security to the euro – making it explicit that it is part and parcel of
the European Union. It also provides a better balance of power within the Eurozone on matters of
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fiscal discipline. The east Europeans have a tradition of fiscal austerity and structural reforms,
superior to that in Southern Rim countries. Germany will more easily find friends in eastern Europe
when discussing the fiscal union.
It helps that many of the accession countries either have already adopted the euro on their own
(Kosovo and Montenegro), are in a currency board (Bosnia) or have a fixed exchange rate to the
euro (Macedonia). Montenegro has had the euro as an official currency since 2002, when it came
into circulation in the rest of the Eurozone. Prior to that it used the deutsche mark. Kosovo followed
the same route. The Bosnian mark was equal to the Deutsche mark since the Dayton accord in
1995. After the introduction of the euro it is tied at the same exchange rate as the Deutsche mark
– in effect a currency board.
Macedonia also has a fixed exchange rate to the euro, since 2002. Prior to that it had a fixed
exchange rate to the Deutsche mark since 1995.111 The fixed exchange rate was adjusted once, in
late 2012, in an attempt to avoid a deepening recession. The results were disappointing and since
then the Macedonian denar has been fixed to the euro again.
Iceland and Serbia have floating exchange rates to the euro. Iceland has benefited from this
arrangement during the crisis, by significantly devaluing its currency. Prior to the financial crisis,
Iceland has considered unilaterally adopting the euro. Since then, there is a strong sentiment for
joining the Eurozone. In 2012, for example, Arnór Sighvatsson, Deputy Governor of the Central
Bank said: "I am of the view that unilateral adoption of a foreign currency or a currency board
could only be considered prudent if all of Iceland's largest banks were owned by a strong foreign
bank with the financial strength to provide them with liquidity during times of distress. Second,
unilateral adoption of another currency is a solution that is hardly worth considering unless EMU
membership has been ruled out for the foreseeable future, as it entails extra cost of purchase of
new base money for the banking system and larger precautionary foreign exchange reserves
(particularly if the banks are not foreign-owned). It would be pointless to pay that price for a few
years' benefit, plus the seigniorage that would revert permanently to the ECB. Currencies other
than the euro have also been mentioned. But considering the characteristics required of such a
currency, there is no other that comes close to being as beneficial for Iceland as the euro is.”112
Katrín Júlíusdóttir, the finance minister, is more straight-forward. “We should strive for a stable
exchange rate and stable price levels, while at the same time reducing our debt so that we can at
the earliest possible opportunity meet the conditions to join ERM II and eventually adopt the euro
as our currency,” she said in January 2013.113
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There is the issue of what to do with the non-Eurozone countries already in the European Union.
Denmark and the United Kingdom have opt-out closes and will have to go at their own pace. For
those not in ERM2 – Bulgaria, the Czech Republic, Hungary, Poland, Romania, and Croatia – a
rapid path towards ERM2 entry should be prescribed. Bulgaria already meets the criteria. Croatia
has a narrow managed float against the euro, of 6%, and has maintained it since 2004. It would not
be difficult for the country to fulfil the exchange rate Maastricht criterion: the target zone of ERM2.
Other criteria are tougher to meet.
The rest are close. They can be given a year’s time to get their finances in order, and to enter
ERM2. Once in, they have another two years to join the euro. Poland’s Prime Minister Donald
Tusk has agreed with the opposition on holding a referendum of euro accession. This could happen
in late 2014 or early 2015. By then, Latvia and Lithuania may be in the Eurozone already.114
Sweden will have to go that way too, even though current polls suggest a distaste for the euro.
Is such a decision feasible? The ECB and the Eurozone group need to be convinced that apart from
solid fiscal and macroeconomic indicators eastern European countries have institutional
fundamentals to be stable over time. Joerg Asmussen, on the ECB’s Governing Council, lists the
needs: “… while the Treaty prescribes the criteria for joining the euro, convergence means more
than meeting a set of nominal criteria at a point in time. It has to involve laying the foundations to
prosper in EMU over the long-term. There cannot be labor markets that protect insiders; product
markets that shield closed professions; education systems that hinder innovation; public
administrations that fail to collect tax or pay arrears; or judicial systems that cannot enforce
contracts in reasonable time.”115
The latest entrants Estonia and Slovakia can provide lessons. "Estonia is the poorest country in the
Eurozone, so we have a lot of things to do also now after the goal of reaching the Eurozone has
been accomplished," said Prime Minister Andreus Ansip on the day of entry. This is in fact the
main concern that the European Central Bank and the Eurozone group have. Creating an area with
large income disparities.
There is nothing in the theory of optimal currency areas that says income differences across
members are problematic. What is important is that there is labor mobility, which for Estonia with
its small population has not been an issue. Many Estonians work in neighboring Sweden, for
example. And that the standard of living is increased faster than the rest of the Eurozone, that there
is catch-up. This is the case – Estonia is the fastest growing Eurozone economy since its entry.
The second concern of the Eurozone is whether once in, new members sustain their fiscal
discipline. Estonia has. It finished 2012 with the second-lowest deficit in the Eurozone, behind
Germany. And it has the lowest public-debt-to-GDP ratio in the whole European Union, at 10.3%.
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In Estonia, there are two concerns too. First, people are against joining the European Financial
Stability Facility and paying money to richer Southern Rim members for their mistakes. This
sentiment is not entirely correct, as the European Financial Stability Facility is a loan facility – the
money will be returned with interest. Still, it weighs heavily. "Estonia is like a passenger that got
the last ticket for the Titanic," said an opponent of the Eurozone entry. Indeed, in an October 2011
poll only 17% of respondents thought entry had been purely beneficial. And 55% said they would
oppose joining the Eurozone if the issue was on the table now. Only 37% were still favored
membership.116
This is the reason Slovakia’s conservative government, led by Iveta Radicova, fell in October
2011. Slovakia had remained the last Eurozone member to not ratify the EFSF. Previous attempts
had failed and the Prime Minister Radicova linked the parliamentary vote on the European
Financial Stability Facility, to a motion of confidence in her government. She was promptly
deserted by the Freedom and Solidarity Party, the junior partner in the coalition. The party opposes
bailouts and calls the European Stability Mechanism the “road to socialism”. The main gripe: why
should hard-working but sill poor Slovaks save Southern Rim countries from bankruptcy. Sounds
familiar? This is what the majority of Germans feel.
The second reason the majority of Estonians are wary of the Eurozone is the fear of higher
inflation. This is to a large extent irrational, as the Estonian kroon was since 1996 in a currency
board arrangement with a fixed rate to the Deutsche mark and later the euro. Inflation indeed rose
at the beginning of 2011, but stabilized afterwards. In part, because the government responded to
the crisis by reducing public sector wages by 10%, raising the pension age, making it harder to
claim health benefits and increasing labor flexibility. The economy adjusted swiftly and by the end
of the year recorded 7.6% growth, highest in the European Union.
In Slovakia, inflation did not increase substantially after Eurozone entry either. There is a major
difference to Estonia – Slovakia did not have a currency board. And Slovakia also joined the euro
at the end of a long period of economic boom, but just as the crisis hit European economies. In the
six months following the January 2009 Eurozone entry inflation jumped about 2%, exclusively in
the non-tradable sector. Price increases were most pronounced in the transport and services
sectors.117 Thereafter inflation subsided and by the following year Slovakia recorded below 1%
inflation – among the lowest in Europe.
Both Slovakia and Estonia have supported Germany’s views on important matters like Eurobonds
(no), fiscal compact (yes), banking union (yes). They are proof that eastern Europe is readier to
assist the further European integration. More so than the majority of current Eurozone members.

116

A poll of 998 people by Turu-Uuringute AS, September 17-25, 2011.
Miroslav Beblavý, “Is the euro really a ‘teuro’? Effects of introducing the euro on prices of everyday
non-tradables in Slovakia,” CEPS Working Document No. 339, Brussels, November 2010.
117

130

With ERM2 entry becoming part of the European Union entry discussion, the other potential
entrant, Turkey, would have a significant preparatory path to follow. This may be a welcome
refocus from the current single track discussion on democratic institutions and functioning
democracy.
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21. Final Thoughts
When the idea of writing this book emerged, I had some notions of what I would like to say. Some
of these strengthened as writing went on. For example, the need for austerity. Austerity simply
means that governments spend what they earn, or close to it. People agree with this principle when
applied to a household budget. A recent poll in Bulgaria finds that only 17% of respondents want
their family to live off debts during the crisis. Yet when you ask the same question for the nation,
58% want a looser budget. Someone else should pay the government's bills.
Fiscal austerity is blamed for all of Europe's ills. If only we could loosen the belt somewhat, the
argument goes, everyone would be better off. This refrain is repeated by Presidents François
Hollande and Barack Obama, bureaucrats at the IMF and in Brussels, and striking workers across
Europe. More public money, they say, means better growth and job prospects.
The evidence is to the contrary. The European Union economies that have experienced the highest
growth in the past three years—Germany, Latvia, Lithuania, Poland and Sweden—all take
austerity seriously. The European Commission's Winter 2013 forecast shows a similar trend. The
five fastest-growing economies in Europe are projected to be Bulgaria, Estonia, Latvia, Lithuania
and Romania—all fiscal hawks.
Europe needs austerity. Otherwise inefficiencies in certain countries and sectors go on. Moreover,
large public expenditures open more opportunities for corruption—a main reason for strikes in
countries like the Czech Republic, France, Slovenia and Spain in the past year. Patience is running
thin. Not only is there less money to go around, but public officials misuse it to their benefit.
This is also why I agree with the German view that Eurobonds will just make the current
imbalances worse. It’s like writing a blank check to undisciplined governments and saying “Here,
spend more.” I have a first-hand experience fighting the logic of taking on cheap loans. In early
2013, when interest rates on Eurobonds fell substantially because of the interventions of the
European Central Bank and a successful sovereign issue, politicians in Bulgaria started asking for
a large loan to finance consumption expenditure. The idea was to increase pensions and public
salaries substantially, ahead of the coming elections. “Who would pay for this?,” I would ask. “The
next government,” was the answer. The same answer is likely on the minds of some Southern Rim
politicians. Only they are too sophisticated to admit it.
I have been firmly against tax harmonization in the European Union, and remain so. For me this
is just an excuse to increase the tax burden on business and claim it is part of European solidarity.
If Europe has a common monetary and fiscal policy and achieves a banking union, tax policy
remains the only tool in the hands of national parliaments to encourage investors. Countries that
can collect their taxes and spend revenues only on growth-enhancing measures can have lower
taxes. This is what Bulgaria by and large does. Countries that have many tax loopholes and where
collection is suspect, and countries that choose to spend more of their citizens’ money can keep
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their high taxes. This is a national preference that does not endanger stability of the euro or the
union.
In various Ecofin gatherings, formal and informal, I had also supported the idea of a euro holiday
for Greece. As finance minister of a neighboring country, I saw how ineffective the Greek tax and
customs administrations were, and how unlikely the ambitious privatization program promised to
the European Commission and the IMF was. Better have the opportunity to devalue, get the real
economy in order, and then rejoin at a more appropriate exchange rate.
Now I think differently. Once one Eurozone member leaves, this puts enormous pressure on
politicians in other troubled countries to leave too. And it puts a heavy burden on the European
Central Bank. Given that there are no clear exit rules, such an exit will set back European
integration significantly. Anders Aslund from the Peterson Institute has made this point comparing
historically a Eurozone exit to the collapse of the Habsburg empire, the Soviet Union and
Yugoslavia. Not good examples to follow.118
I also did not put much emphasis on the importance of educational reform. But it suffices to look
at the figures on school enrollment and tests results in math and sciences. Sothern Rim countries
do badly at both. Some east European countries like Bulgaria educate enough people but not well.
This is clearly where a lot more effort should go, and a bigger portion of the national budget.
In Bulgaria, we managed successful the reform of granting doctorates decrees and professorships.
Until 2010, this was done through a central committee that organized procedures and called on
referees from a pool of pre-selected academic grandees. Perhaps in a normal country such a system
can work, although I have my doubts. In a post-socialist society like Bulgaria that meant that
Soviet-educated academicians decided who would get the degrees. You can imagine the selection
bias. After some scuffles with the academic elite, a decentralized system as put in place.
Universities would follow common rules on who qualifies for a doctorate and professorship. The
selection procedure will be at the university level.
Within two years, what was a closed guild became a larger and more dynamic group. True, some
universities abused the new system and produced many professors at once. The old professors
complained bitterly that the reform had debased their achievement. And the title professor. By the
third year, however, the inflow of new titles subsided. The university system had adjusted.
Reform of the public administration is a never-ending struggle for any government. My experience
is that it is an unthankful task. As deputy prime minister, I tried to streamline the central
administration. And had some success. The main success was the adoption of uniform pay and
promotion scales across all parts of the administration, both central and municipal. That took two
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years and 10% off of my popularity rating. Which was already low after the reforms in pensions
and the austerity that many people felt was my own doing.
One area where we failed was the reform of the police and the security services. Any time you
want to reform these, the counter arguments are plentiful. Who would fight terrorists? Who would
provide road safety? If only I knew the important tasks that these agencies deal with on a daily
basis, I would think otherwise.
We asked for statistics on the type of jobs people have in the police (for the other agencies this
information was classified even for a deputy prime minister!). It turned out that more than half of
the police force had desk jobs – were not providing public safety. The so called police bureaucracy.
If half of these positions were cut, the money can be used to raise salaries for the road police and
to increase the education budget. Sounds straight-forward? It didn’t work. The ministry itself was
full of such people and they undercut the reform.
That wasn’t the only failure. Also tried to assist in the reform of the healthcare system. And failed
after several tries. Lobbies would converge so quickly on whichever reform option was chosen,
that before it reached parliament doomsday scenarios were fanned in the media and the healthcare
minister would resign under pressure. Because every citizen is directly affected by healthcare
reforms, the status quo is difficult to change – people prefer the known bad to the unknown.
The crisis removed one divide in Europe and created another. Prior to 2008 the divide was eastwest. Citizens from the newer members of the European Union would go to the old ones in search
of better job prospects. And the policy discussions and academic research was focused on how
quickly eastern Europe can catch up with the west. Now the divide is north-south, with eastern
Europe closer to the disciplined and austerity-happy north. The experience of eastern Europe with
structural reforms is also frequently used to urge Southern Rim governments to take the painful
but necessary steps.
Europe also badly needs a growth plan to get the economy going. At various Ecofin meetings over
the last four years, I raised the growth issue in concert with fellow ministers from Poland, Sweden
and the U.K. But it never truly came into focus. There were always too many emergency rescues
to discuss. Too much attention was paid to fiscal pacts, tax harmonization and bank supervision as
the next big thing.
For the smaller economies, growth can come from exports and exports alone. Estonia, Finland,
Sweden are providing examples of how with good regulation and well-qualified workers certain
industries can become world leaders. A number of eastern European countries are following – with
attractive tax laws and conditions for development of car manufacturing, software, chemical
industry. Italy and Spain have flair, and with it a fashion industry that has few rivals. The trend in
the past decade to produce designs and outsource production is reversing, with the result that textile
and apparel manufacturing is gaining market share in their GDPs.
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Politicians in Athens and Brussels should ask themselves what Greece can produce and export,
besides tourism, shipping, olive oil and feta cheese. Until recently, it was so difficult to start and
operate a business in Greece that few investors tried. Geography should help – Greece has good
ports and roads, and can easily transport good towards Europe and to the rest of the world. Needed
are entrepreneurs, and not the type that are used to live off government contracts.
But the big question is whether Europeans can shake off the image of easy-breezy lifestyle, and
compete in the global economy. Before the crisis, they were squeezed at the top from superior
American and Asian technologies, and at the bottom by cheaper labor in China and India (among
others). Energy costs are higher than in their main competitors, further aggravating their
competitive edge. The euro crisis may provide exactly the type of push needed to get out of
complacence. And the integration of eastern Europe into the Eurozone may create the missing
momentum.
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