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Introduction 
The euro is a currency which has some of the underpinnings commonly held to be necessary to 
support a currency but lacks others. 

• There is an independent Central Bank which controls the issue of currency, which aims 
to control interest rates and which independently sets an overall target in relation to the 
inflation rate. 

• Treaty provisions do not allow this independent Central Bank to function as a lender of 
last resort in the way that central banks normally do.   

• Nevertheless, it acts on the basis that it has a function in ensuring market stability, at 
least in the very short term. 

• While this independent Central Bank does not explicitly accept the role of lender of last 
resort to sovereign borrowers, it accepts (through a succession of 'short-terms' recently 
extended to three-year periods) the role of liquidity provider to eurozone banks. 

• The eurozone has a centralised monetary authority and, since January 2011, a fledgling 
financial supervision and backstop system (consisting of the ESRB, EBA, ESMA, 
EIOPA and EFSF – soon to be ESM).  

• The eurozone has a central bank with limited functions facing 17 politically sepatate 
fiscal authorities.  

The eurozone as a whole has a reasonably healthy balance of payments (slightly in deficit) and a 
lower debt to GDP ratio than the US, yet it is in crisis. A unified and relatively healthy monetary 
area with fractured fiscal control has a spreading infection of debt. 

Andrew Sheng of the Fung Global Institute neatly encapsulated the problem (IIEA, 5 December 
2011) as follows.1 

Financial Crises are Systemic Crises 

• Effective Regulation is a necessary but not sufficient condition for fixing financial crisis 

• Ultimately, we need to take a system-wide diagnosis of the crisis before prognosis 

• Four phases of crisis-fixing: 

o Diagnosis 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1	  Video,	  audio	  and	  presentation	  slides	  are	  available	  here:	  
http://www.iiea.com/events/fixing-‐financial-‐crises-‐-‐lessons-‐from-‐the-‐asian-‐and-‐global-‐
financial-‐crises	  	  
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o Damage Control 

o Loss Allocation 

o Changing Incentives 

 

He went on to remark that, if the diagnosis is wrong, the prognosis will be wrong also. 

Applying his framework to the current situation, we can make the following observations. 

 
Diagnosis 
Diagnosis of the eurozone problem has been complicated and confused because of the locus and 
sequence of the symptoms. 

The Greek problem had its origins in serious fiscal policy weaknesses and in misleading 
manipulation of fiscal data in relation to qualification for participation in the single currency. 
Revelations as to the extent of the fiscal problem and the gravity of the underlying structural 
problems in expenditure and taxation programmes led to a loss of market confidence in the 
Greek sovereign borrower, which then led to a corresponding loss of confidence in the banking 
system. 

In Ireland, the problem was not overtly fiscal, since the Maastricht criteria had been respected. 
The fundamental problem lay in: 

(a) excessively heavy reliance by the banking system on wholesale borrowing on 
international markets to support a very rapid expansion of balance sheets in support of a 
property boom;  

(b) the resultant inflated importance of property-based tax revenues (VAT and transaction 
taxes) in total tax revenue, allied (ironically) to the pro-cyclical and revenue-reducing 
effects of wide-ranging tax reliefs on income from property development and ownership; 
and 

(c) the allocation of boom-created (and therefore essentially temporary) revenue gains to 
public expenditure programmes which are difficult to reverse (social protection, health, 
education, public sector employment). 

The inevitable deflation of the property boom was both hastened and triggered by the credit 
crunch which followed the Lehman collapse in the US. The funding base of the Irish banking 
system was virtually wiped out and deposits quickly flowed out of the system. In addition to its 
effects on the banking system, the property market collapse seriously weakened an important 
part of the tax base. In the Irish case, a banking problem precipitated a fiscal problem. 
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Spain experienced a property market collapse, with effects similar in many respects to those seen 
in Ireland. The effect on the banking system was not as far-reaching as in the Irish case, as the 
Spanish banking system has more specialised structures for the financing of property 
development. (It is interesting to note that the largest Spanish banking group – Santander – went 
on a buying spree in the wake of the Lehman collapse, acquiring cheaply a number of rather 
distressed institutions in other EU Member States.) Thus, Spain had a banking (or financial 
institutions) problem. That, in turn and in the wake of the Greek problem, led to market 
questioning about the robustness of the sovereign borrower. That questioning turned what had 
previously seemed not to be a serious fiscal difficulty into a further cause of nervousness. 

In Portugal, a weak fiscal position which had seemed, on the whole, sustainable in fluid financial 
market conditions became, in the eyes of the markets, unsustainable when the flow of credit 
dried up. 

Italy has long combined a high debt to GDP ratio, low growth and fiscal balance. Here too, the 
situation was regarded as sustainable in fluid financial market conditions. Increasing nervousness 
about the Greek case, the politically spectacular descent of Ireland into bail-out mode, 
nervousness about Spain and the inevitable entry of Portugal into bail-out programme all helped 
to create a mood of nervousness about Italy. The Berlusconi style of government added to the 
mood. 

Thus, it was possible to see among these countries (Greece, Ireland, Portugal, Spain and Italy) a 
patchwork of differently-originating problems, with different combinations of credit, banking, 
fiscal and structural factors, all leading to requirements for rescue from folly. 

We can see here reflections of many of the conditions and problems identified by Andrew Sheng 
(IIEA, 5 December 2011), as follows (selected quotations). 

• Post 1971, there is no limit on liquidity creation through leverage, but power has shifted from State to 
financial markets as they gained speed, size and leverage. 

• Large capital flows (carry trade) are largely leveraged and monetary policy has lost efficacy. Naked shorts 
and CDS make it very difficult for central banks to defend either FX or bond prices at “stable” levels. 

• National governments not measuring shadow and offshore credit for monetary and financial stability 
concerns. 

Referring to Kindleberger, he made the following observations. 

• Monetary Expansion – loose monetary and fiscal policy in reserve currency countries, insufficient 
attention to financial stability. 

• Over-trading – excessive leverage, opacity of shadow banking and global carry trades. 

• Revulsion – liquidity shocks become insolvency crises, risk spreads explode, counterparty risks rise, CR 
downgrades. 
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This variety of causal factors hampered clear diagnosis. Lack of clarity in diagnosis led to 
uncertainty and indecision at the level of the eurozone leadership. This created a leadership 
vacuum into which two domineering characters with more or less clear doctrinaire positions and 
serious electoral concerns could step. Chancellor Merkel and President Sarkozy stepped in. 

Despite the fact that each has a banking sector with high exposure to  indebtedness in the 
'peripheral' countries and a number of other problems just beneath the surface, their initial 
diagnosis was that the problem was essentially a fiscal policy problem, to be resolved by the 
vigorous application of austerity. As Greece and then Italy prevaricated over effective fiscal 
corrections, the austerity doctrine was pushed with greater and greater insistence. 

The ECB has found itself in a very difficult and uncomfortable position. Naturally cautious and 
orthodox, it is nevertheless closely in touch with the markets and the banking sector. It could not 
deny the need for liquidity and has been pumping it into the market. After a period of regular 
warnings, it has now given up on the previous and regularly-repeated demand that banks wean 
themselves off reliance on cheap ECB liquidity. Despite initial orthodox protestations, it 
intervenes  in sovereign bond markets.  

It is clear to all market operators and to most governments that, in order to survive, the 
eurozone needs a lender of last resort. It is clear that the ECB is the only existing institution that 
in any way resembles such a lender. Unfortunately, its Treaty status means that it cannot fully 
function as such a lender and that it has to fudge the description of its currently incomplete 
operations. It can, and does, purchase government debt on secondary markets but, so far, it has 
not done so on a scale sufficient to calm market nerves. If the ECB is to function as a lender of 
last resort to the currency area for which it is the monetary authority, a means of transformation 
must be found. 

The primacy of austerity has been supported by a series of bank stress tests. Each of these has 
identified the need for capital strengthening in some banks. Each has been open to question on 
the methodology. None has included any provision for the risk of sovereign default. None has 
calmed market sentiment for long. Policy-makers appear not to appreciate the significance of the 
fact that inter-bank lending has practically dried up and that the ECB is the preferred home for 
overnight cash. 

Chancellor Merkel now seems to appreciate that the problem is not only fiscal. On the evidence 
of the outcome of the December European Council, she has accepted the need for some limited 
action in support of Member States heavily burdened by debt, but insists that austerity must first 
be demonstrably and legally or constitutionally embedded. Her speech to the Bundestag shortly 
before the European Council made only the most perfunctory references to a debt crisis. 
President Sarkozy moved away from the simplistic fiscal policy problem diagnosis only when the 
threat of a downgrade of France’s AAA status emerged. Nevertheless, his Toulon speech shortly 
before the European Council made much of the fact, as he saw it, that the threat to the banking 
system had been averted without costing the taxpayer a single centime – a phrase that has a 
familiar ring. They both firmly ruled out Eurobonds and any measure of joint liability for the 
debts of eurozone Member States. 
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The apparent policy agreement between Chancellor Merkel and President Sarkozy is fractured 
but the political pretence of partnership is still being maintained, adding further to the level of 
confusion. 

 
A Brief Reflection on Moral Hazard 
The doctrine of moral hazard clearly underlies the German and ECB positions. It has been part 
of the reason for the inadequacy of damage control measures (see below). Consider a 
hypothetical case. 

A weak swimmer is being overcome in a strong current. A strong swimmer stands on the bank, 
lifebelt to hand. “Save me” shouts the drowning swimmer. “First convince me that you know 
how to avoid strong currents and then I will throw you the lifebelt” is the answer. “Not only 
that, but if you ever get into too strong a current after that, I will push you under”. 

After a certain point, concern about moral hazard becomes itself a moral hazard. 

 
Damage Control 
Damage control measures have also been influenced by the locus and sequence of the symptoms 
and by a particular view of moral hazard. 

The first reaction to the emerging Greek crisis in the Spring of 2010 was hesitant, delayed and 
inadequate because of faults in diagnosis. It is arguably the case that the hesitation and the 
grudging nature of the first response contributed to the degree of resistance among the Greek 
population to the austerity prescription. Whatever the truth of that, it is clear that the markets 
were not convinced that the response measured up to the scale of the problem. Doubts about 
the seriousness of the response to the Greek problem contributed to the spread of contagion. 
The inadequacy of preparation evident in the measures agreed in both July and October 2011 
further exacerbated the problems. Damage control has failed. 
 

Loss Allocation 

This is one of the most vexed issues in the current debate. It is tied into arguments about 
responsibility, fairness and moral hazard. Some fundamental facts have tended to be overlooked. 

• Boom situations give rise to accretions of income and wealth. 
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• Income and wealth accrue not only to the first gainers but are distributed through the 
economic system as a function of patterns of current and capital expenditure, taxation 
and government expenditure and trade. 

• Busts destroy wealth and reduce income. The destruction is distributed through the 
economic system in ways which mirror (not necessarily exactly) the distribution of boom 
gains. 

• Income gains and accretions of wealth in now-troubled peripheral sovereigns since the 
introduction of the euro have behaved normally. In the eurozone, the “core” has 
benefited from growth in the “periphery” and vice versa. 

• In a common currency area, there is no solution to a bust which necessarily leaves any 
part of the area untouched. In the eurozone, there is no cost-free solution for any 
Member State. 

• In the extreme case of the disintegration of a common currency area, losses are likely to 
be distributed partly as a function of debt exposures and partly as a function of trade 
exposures. 

• Losses in the event of a disintegration are likely to be greater than the costs of effective 
action to avoid a disintegration. 

There is no free ride for any Member State, no matter what Chancellor Merkel or President 
Sarkozy might wish. Bank exposures cannot be ignored. Loss allocation concerns every exposed 
player. Avoidance of disintegration requires agreement on loss allocation: disintegration results in 
uncontrolled loss allocation. 

 

Changing Incentives 
The principal short term incentive for effective remedial action is loss minimisation. The long 
term incentive is future loss prevention. 

 

Action Required 
1. The construction of a 'wall of money' that will convince the markets that all sovereign 

commitments will be met and that there will be no systemic bank failures in the 
eurozone. Since August 2011, the problem has become one of confidence. Time after 
time, the anticipation that a European Council meeting would produce a definitive 
solution has proven to be unfounded. Measures decided by successive European 
Councils have either proved to be inadequate or have not (or not yet) been 
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implemented. On each occasion, the latest disappointment has further eroded market 
confidence. 

2. A credible analysis of euro system capabilities on the basis of current Treaty provisions, 
covering: 

• the current extent of ECB powers to intervene in bond markets, and 

• the provisions necessary to allow the EFSF/ESM to leverage up sufficiently to 
permit direct purchase of sovereign debt to the levels required to finance 
controlled and diminishing government deficits out to 2015/2016. 

There are different views among the eurozone Member States as to whether the ECB 
can play a more active role in resolving the crisis than providing liquidity to the banking 
system and engaging in limited sovereign bond purchasing on secondary markets. If it is 
found definitively that it cannot, the question arises as to whether the rules should be 
changed to make an expanded role possible. There are deep divisions between Member 
States on this point. 

3.  A provision for loss funding and sharing that will make each sovereign debt position 
sustainable on the basis of credible fiscal policy structures. There are market fears that 
the extra debt incurred by the programme countries and others with banking and fiscal 
problems could, in conditions of low growth, prove to be unsustainable. Markets fear 
that, should this prove to be so in any one of these countries, the result could be a 
sovereign default (which would inevitably be accompanied by bank defaults). In such an 
event, exposure of the banks of a 'healthy country to sovereign and bank debt in the 
problem country would inevitably result in losses. Thus, there is a mutuality of interest in 
measures to avoid such an eventuality.  

4. A realistic assessment of the action required to deal with banking system exposures in 
each Member State. This is a necessary part of 3 above.  

5. A strategic review of the shape of banking and financial sector regulation. This must be 
truly strategic in nature: the lengthy processes involved in the Basel system and the de 
Larosière exercise are doomed to fall into the trap of reconciling competing national 
requirements and ambitions within the framework of a flawed system. The eurozone and 
the EU27 have important transnational banking system components. Differences of 
detail between national regulatory systems give rise to 'regulatory arbitrage' which, in 
turn, creates grey areas in regulatory policy implementation. Banking systems around the 
world are over-leveraged (see Sheng 2011, above). A coherent monetary system should 
properly include a coherent banking regulatory system. 

6. A process to assess need for further Treaty change: not another Constitutional 
Convention or 'classic' intergovernmental conference but a tightly-focused study of 
economic policy and banking regulation with clear recommendations. 
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Assessment of Action Taken by the December 
European Council.  

1. There is no 'wall of money'. Transition to the ESM has been advanced to July 2012 but 
the total size of this instrument remains at €500bn. There is agreement to subscribe a 
further €200bn to the IMF but there is no clarity on how that might be deployed. This 
provision is inadequate when viewed against previous 'official' estimates of a need for 
€1,000bn and claims by market observers that the requirement could be as high as 
€2,000bn. 

2. 'Leveraging' of ESM by means of giving it banking functions has been ruled out. This 
means that the available support consists of: 

• what remains of the €500bn EFSF after 'draws' up to now, plus €200bn, destined for 
the IMF but without any specification of rules for its use; 

•  IMF bilateral action in 'bail-out' cases; and  

• liquidity support by ECB for banks (now reinforced by the provision of three-year 
credit) and opaque hints by Mario Draghi that “something further” might be in 
contemplation.  

3. Common action on loss sharing has been ruled out. It is notable that the infamous 
Deauville proposal on private sector participation has also been ruled out. A sanguine 
view as to the reason for this might be that Merkel and Sarkozy have finally understood 
what private sector participation might do to their respective banking sectors. 

4. No reference is made to banking sector exposures. 

5. There is no reference to banking regulation policy. There is no indication that the 
European Banking Authority has any remedies to propose to deal with the most flagrant 
dangers posed by toxic banking practices. The only banking measure discussed – a 
transactions tax – provoked a refusal by the UK to participate. A deeper debate about 
banking regulation underlies this problem. 

6. There is no specification of the process to be deployed to define the legal instruments 
required to give effect to the Council's conclusions. 
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UK 'Isolation' – A Parenthesis 
There has been much speculation about the implications of UK 'isolation' for Ireland and for the 
IFSC. 

As far as currency and trade are concerned, nothing changes: the UK remains outside the 
eurozone and Ireland remains inside. 

One of the reasons given by the UK Prime Minister for his veto is concern for the position of 
the City of London as a major international financial centre. The imposition by the EU of a 
'Tobin tax' would put London (and the other – minor – European financial centres) at a 
disadvantage compared to Wall Street, Hong Kong and Singapore. Similar concerns have been 
raised here about the effect on the IFSC although it seems that these concerns might be 
mitigated if indeed the essential IFSC operations are 'back-office' in nature.  

This is a very vexed and complex area. There is an ongoing debate in the UK on banking 
regulation reform, with the authorities claiming to have the intention of making the UK system 
the 'best in class'. If that is indeed the result of their efforts, a European 'Tobin tax' without a 
corresponding action on the far side of the Atlantic might reasonably be seen as a step too far. 

 
Conclusions 

1. We have a new set of statements of intent or engagements in relation to fiscal policy 
with an as yet undefined legal basis. 

2. We have nothing new of any substance to deal with the currency crisis. 
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