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Abstract 
 
Five years on from the emergence of the financial crisis, the Eurozone continues to experience difficulties. 
The fundamental problem is debt. 
Efforts to resolve the problem on a country-by-country basis have not succeeded. A problem in one part of a 
common currency area is a problem for the whole area. 
The pace of the political response of the Eurozone authorities has been too slow and the content of the measures 
taken has not matched up to the ambitions of political declarations. 
There is no reality in political calls for markets to await political responses. 
 
This paper presents proposals based on this analysis. 
 
 

Background 
 

Five years on from the Northern Rock run and almost four years on from the Lehman collapse, 
no clear path towards a definitive resolution has been mapped out for the euro. The political 
energies of the Eurozone have been directed toward firefighting actions in a number of Member 
States and toward the construction of a fiscal discipline system which will have no direct 
application in the “problem” Member States until they have exited from their current (and 
perhaps future) “bail-out” programmes. 
 
While the situation in the absence of the firefighting actions would certainly have been even 
more difficult, the fact remains that, even though some of these actions have been dramatic, 
none of them has had the effect of securing a lasting stabilisation.  
 
 

Actions taken  
 
The constitution of the EFSF was a major and constructive event. The Fund has been a central 
component of the palliative measures adopted for the “problem” Member States. It is no 
criticism of the Fund’s action to say that it has not had the definitive results originally intended. 
That is, rather, a comment on the incompleteness and tardiness of the political response to the 
crisis. 
 
The decision to set up the ESM to take up where the EFSF leaves off was another dramatic and 
positive development. Its effect was, however, vitiated by two subsequent developments. The 
first of these was the extraordinary Deauville beach declaration of October 2010 by Chancellor 
Merkel and then-President Sarkozy that the implementation of the ESM in 2013 would be 
accompanied by forced write-downs of senior bank debt. Whatever the merits of such an 
approach, it was tactically inept to announce it in that manner and the announcement served to 
increase market instability. The second is the fact that the incompleteness of firefighting actions 
to date has raised doubts about the prospect of maintaining AAA rating for the EFSF and the 
ESM. 
 
Another dramatic action was the Greek Private Sector Involvement (PSI), which, despite the 
euphemisms and circumlocutions used to describe it, consisted of a partial default on sovereign 
debt. The process involved in securing agreement on the PSI was complex, contentious and 
excruciatingly slow. (In passing, it can be argued that this process showed the unreality of the 
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concept of an “orderly default” or even, perhaps, of the concept of an orderly exit from the 
Eurozone).  
 
The ECB has arguably pushed to the limits of its permitted activities in flooding Eurozone banks 
with liquidity and in buying sovereign bonds. These actions have been controversial even within 
the ECB’s internal councils, leading to high-profile resignations. 
 
The announcement by the Eurozone Summit in October 2011 that the EFSF would be 
“leveraged” up to several times its nominal size was dramatic. Even more dramatic, however, 
was the realisation barely a week later that the process required to give effect to this had not 
been worked out and that the measure had to be abandoned. 
 
In a general sense, the currency of Eurozone Summits has been debased by the evident failure of 
measures announced in series at the outcome of twenty sessions to secure more than temporary 
relief from the extremes of market tensions. 
 
 

Policy streams 
 
The financial crisis in the Eurozone has been marked by the collapse of government finances in 
a succession of Member States: Greece, Ireland, Portugal, Spain and Italy. In France, the audit 
office has identified a €14bn gap in government finances due to external economic factors, quite 
apart from any structural element. In all of these states, debt/GDP ratios have escalated rapidly 
since 2008. Market spreads over DM borrowing rates for these states mean that, even where 
credit is available to the sovereign borrowers, it is at rates which are, in practice, unsustainable 
for the foreseeable future. Sluggish economic activity means that the prospect of inflating out of 
high debt ratios is simply non-existent. Even the belated action of the ECB in reducing its key 
interest rates has not brought any significant relief. The effect of these factors has been 
particularly marked in those states which went through property market bubbles in the period up 
to 2007: Ireland, Spain and Portugal. These three states and Greece all saw serious declines in 
their competitiveness over the boom-bust period. 
 
In view of these factors, it is perhaps not surprising that, under the influence of ECB and 
German fiscal policy orthodoxy, the Eurozone Summits have devoted a great deal of attention to 
structural policy and fiscal discipline. These concerns are at the heart of the “bail-out” 
programmes currently in force. It can, in fact, be argued that the “programme” states are already 
in a system analogous to, and as constraining as, the system set up by the Fiscal Compact Treaty. 
 
In the short term, many of the structural policy reforms now being implemented in the 
“programme” states tend to slow down economic activity. Cost reductions for the productive 
sectors are followed by output increases with a time lag. In the meantime, income flows to the 
sectors being restructured are reduced. Fiscal consolidation also depresses economic activity in 
the short term, with the benefits flowing only after a time lag. The combined effects of the two 
processes are negative for economic activity in the short term. 
 
The stimulus package agreed for the Eurozone is not of a magnitude sufficient to give an 
appreciable impetus to growth. Part of the funding consists of unused balances from existing 
programmes. If suitable projects for the use of these funds failed to emerge within the original 
time-frames, it is unlikely that viable replacement projects can be found in the short term. 
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For the “programme” countries, the Fiscal Compact Treaty amounts to closing the stable door 
after the horse has bolted. The paucity of the growth stimulus package amounts to closing the 
stable door before a replacement horse has been put in. 
 
From a practical and operational point of view, the political energy devoted to the Fiscal 
Compact Treaty has been entirely misplaced. The “programme” countries, apart from Greece, 
have severe fiscal difficulties because of the collapse of bubbles and the extreme disturbance of 
financial markets. The bubbles did not collapse and the financial markets did not stall because of 
fiscal imbalances in those countries. 
 
 

A political digression 
 
At this point, a brief political digression may be in order. There is a striking contrast between the 
clarity and completeness of the policies put in place to address the structural deficiencies in the 
“programme” countries and to remedy perceived deficiencies in fiscal policy co-ordination and 
management in the Eurozone and the EU, on the one hand, and the clear inadequacies of the 
measures taken to restore the stability of the euro, on the other.  
 
The Troika programmes of fiscal adjustment and structural reform are highly detailed and 
provide for quarterly reviews of progress. The EU “semester” system, the “six-pack” and the 
provision for reverse QMV in the excessive deficit procedure greatly reinforce the tools available 
for fiscal management and fiscal policy co-ordination. 
 
In contrast, there is much less clarity and conclusiveness about action to resolve the currency 
issue and to reform financial sector regulation. There are continuing arguments about how far 
the ECB can go. There are uncertainties as to whether the ESM (when it comes into existence) 
can recapitalise banks directly. There is an ongoing debate about how Eurostat will classify 
different elements of bank and public debt, with potentially substantial implications for the 
definition of debt/GDP ratios and hence for the borrowing capacity of Member States. There 
are many questions about what Eurozone leaders really mean when they say that they will do 
“everything necessary” to preserve the euro. There is a growing perception that opinion is 
changing on the issue of whether Greece can (or should) continue to be a member of the 
Eurozone. Despite a substantial amount of institutional change in relation to banking 
supervision (much of it only very recently put into effect with the EBA and allied institutions), 
there is no clarity as to the shape of the regulatory change that is proposed as an accompaniment 
to the operations of the EMS, itself due to begin operations in 2012 (if agreement can be reached 
on banking supervision measures). 
 
All of this gives the impression that Eurozone Heads of State and Government and Finance 
Ministers have devoted more of their energies to matters with which they are familiar, but which 
are of less immediate relevance, than to matters with which they are unfamiliar, but which 
require original and creative thinking. 
 
It is possible to see matters in a somewhat different light. Many observers take the view that the 
German government’s insistence on the adoption of the Fiscal Compact Treaty reflects the 
difficulty of securing parliamentary and popular agreement to measures of increased financial 
support for other Member States. For a time, this approach was justified by the German 
authorities also on the basis that it is in Germany’s interest to preserve the Eurozone. In that 
view, it was argued that the (highly conditional) measures to support Greece were justified by 
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that objective. Clear progress in the Greek programme and the implementation of the Fiscal 
Compact Treaty would be the key to the reinforcement of measures to support the euro. If 
indeed that is the underlying strategy, it should be recognised that it carries considerable risks. 
Up to the point at which it can be declared that the strategic goals have been achieved, there is 
uncertainty. As we have seen again and again since the onset of this crisis, markets react 
negatively to high levels of uncertainty. In the present case, uncertainty has been exacerbated by 
the fact that there is a fear that the German Constitutional Court may hold that the government 
has exceeded its powers in going as far as it has in terms of support for the Eurozone.   
 
More recently, and perhaps as a result of this element of uncertainty, there have been 
increasingly frequent indications that German authorities are modifying their strategic approach. 
There have been references to an “orderly” Greek exit, suggestions that an exit from the 
Eurozone might facilitate the restructuring of the Greek economy and a return to 
competitiveness and suggestions that the Eurozone might function better without Greece. (As 
already pointed out, there are reasons to believe that the concept of an “orderly” exit may be 
illusory). 
 
This increases uncertainty, with adverse market effects. 
 
 

The wider context 
 
The Eurozone economy continues to be hampered by the effects of market uncertainty about 
the future course of the euro. Even the best-performing national economies – Germany, 
Sweden, Finland and the Czech Republic among them – will inevitably be affected by the 
slowdown in the “problem” Member States. This slowdown will compound the difficulties 
already evident and arising from other causes in such EU Member States as Hungary, Bulgaria, 
Romania and Slovakia. It will hamper the recoveries engineered with considerable political 
determination in Estonia and Latvia and exacerbate problems in the UK. 
 
Notwithstanding these considerations, the fundamentals of the Eurozone economy as a whole 
(and even that of the EU) compare reasonably well with those of the USA. In terms of the 
debt/GDP ratio, economic growth, employment levels and price stability, the EU and the 
Eurozone are performing reasonably well in aggregate. The big difference is that credit flows in 
the US and the $ exchange rate are functioning in a pattern nearer to what might be regarded as 
“normal” than is the case in Europe. The TARP programme in the US is judged to have been at 
least a qualified success. Despite continuing arguments about the direction and quality of 
regulatory policy, the US financial system is considered, on the whole, to be operating with a 
semblance of normality. 
 
Market turbulence and uncertainty continue to depress economic activity in the Eurozone and 
the EU. This, in turn, is a cause of serious concern in the US. This concern is reflected in 
gradually more pressing calls from the US administration and the IMF for more vigorous action 
to resolve the euro’s difficulties. 
 
Continued uncertainty in the Eurozone will be a drag on the international economy and will 
exacerbate recession effects in all Member States. 
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Issues for the Eurozone 
 
The issues currently facing the Eurozone can be listed as follows. 
 

• Recession. 
• Fiscal consolidation, adding to recession effects. 
• Unsustainable sovereign debt levels in some Member States, but in the context of an 

overall sustainable level of debt in the Eurozone as a whole. 
• Greatly reduced credit flows and stalled interbank lending. 
• Uncertainty as to the adequacy of the support measures available (EFSF, ESM, ECB 

capacities and powers). 
• Fear of contagion effects. 
• “Austerity fatigue” leading to a weakening of political resolve to deal with structural and 

fiscal issues at national level. 
• “Bail-out fatigue” leading to a weakening of political resolve to deal with issues at 

Eurozone level. 
 
 

Faults in the process  
 
The measures deployed so far have clearly been insufficient to restore stability and allow the 
resumption of real economic growth. Faults in the action taken must be clearly identified so that 
they can be rectified. 
 
The country by country approach.  
 
The principal fault so far arguably lies in the fact that a major part of the policy emphasis has 
been on measures implemented on a country by country basis. While resources are assembled on 
a European basis (EFSF, ESM) or on a wider international basis (IMF), their deployment is in 
specific Member States. A problem emerges in a Member State: measures are put in place to deal 
with that Member State’s problem and to avoid contagion. This approach has clearly failed: the 
contagion has spread: from Greece to Ireland to Portugal, to Italy, to Spain and perhaps to 
France. 
 
There are a number of reasons for this. 
 
Some of the fundamental problems are common to a number of Member States and there has 
been a convergence in the development of the problem as between Member States. 
 

• Ireland, Portugal and Spain have all experienced property market collapses. 
 

• The property collapse in each of these countries has led to an unprecedentedly large 
overhang of debt. 

 
• In each of these countries, the property market collapse and the debt overhang have 

resulted in dramatically-increased fiscal deficits. 
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• In Greece, excessively lax fiscal policy and serious structural weaknesses in the economy 
have led to an unsustainable overhang of debt, accompanied by chronic, large fiscal 
deficits. 

 
• Italy has long had a relatively high debt/GDP ratio: this was sustainable as long as the 

economic climate was relatively benign and financial markets were liquid and fluid. 
 
 

• The slowdown in the European and world economies has exacerbated the fiscal deficit in 
France. 

 
There has been a marked integration of financial markets in both the Eurozone and the EU, 
particularly since the inception of the euro. In the period between the inception of the euro and 
the Lehman collapse of 2008, the property booms in Ireland, Portugal and Spain, fiscal laxity in 
Greece and high borrowing by the French and Italian states all attracted large flows of funds to 
both sovereign and private borrowers in those countries, leading to very substantial bank 
exposures in the other Member States. 
 
The financial market collapse in 2008 therefore had dramatic implications for all Member States. 
Among the lenders, it led to huge pressure to reduce exposures. For the borrowers, it meant 
first, a sudden halt to credit flows and, second, severe upward pressure on market rates as a 
result of fears of default. In a system characterised by close integration of financial markets, 
contagion is inevitable. Attempts to limit it are doomed to failure, as is amply demonstrated by 
the fact that the banking system in Germany, widely regarded as the bulwark of the system and 
its most solid economy, was among the first to encounter major problems. Even the UK, which 
has remained outside the euro but which has a banking and financial sector deeply integrated 
with the rest of the EU, could not remain unaffected. 
 
The slowdown in economic activity on both sides of the Atlantic affected all Member States and 
exacerbated the effects of the financial market collapse. 
 
The inescapable  conc lus ion is  that ,  in a mult i - s tate  monetary union,  a monetary and f i s ca l  
problem in any one o f  the s tates  i s  a problem for the whole  union.  
 
The path of contagion in the Eurozone, particularly since the spring of 2010, shows the dangers 
of the country by country approach. An inadequate approach to a problem in one country leads 
to fears about another, and so on. The currency crisis of 1992 was a clear case in point. 
 
There appears to be no reason to expect that contagion would not follow the same course in the 
event of a Greek departure from the Eurozone. Neither (as already pointed out) does there seem 
to be a reason to expect that such a departure could be “orderly”.  
 
The course of events in the Eurozone since the spring of 2010 shows great similarities to the 
1992 experience. That reflection should weigh heavily in the design of future measures. There is 
a clear danger that the departure of one Member State could, in time, lead to the disintegration 
of the Eurozone. The current, continuing crisis could indeed be existential. 
 
The pace o f  the pol i t i ca l  response .  
 
The financial crisis escalated rapidly from the autumn of 2008. The speed and energy of the 
response by the EU and the Eurozone compare very unfavourably with the response in the US. 
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Initial reactions were, in general, tardy, starting in 2008. Initial reactions were also at national 
level: Germany, Ireland, followed by a tripartite action by France, Belgium and the Netherlands 
in the case of Fortis Bank. To the astonishment of many, the ECB continued to increase interest 
rates in the face of clear recessionary trends. 
 
It was some time before the Eurozone and the EU got into action. When the extent and gravity 
of the Greek crisis became evident early in 2010, it took some months for the Eurozone to 
decide to take action, and yet more time to decide what kind of action to take. Much of the 
effect of the first Greek package in 2010 was blunted by the fact that markets had already 
discounted the measures before they came into effect, so that the package turned out to be less 
effective than might have been hoped if it had been constructed quickly. Market operators 
quickly came to the view that it was not enough. 
 
The effectiveness of the measures in relation to Greece was further vitiated by the excessively 
protracted gestation of the PSI which, in turn, was discounted by market operators even before it 
came into effect. 
 
The crisis broke in 2008. The EFSF was set up in 2010 and the ESM will finally see the light of 
day in 2013 (or perhaps in 2012, if agreement on a single European banking supervision system 
can be reached on schedule). There has been widespread doubt about the adequacy of each of 
these instruments for the task assigned. Five years into the crisis, real doubts remain about the 
capacity of Eurozone and EU decision-making systems to get to grips with the gravity of the 
problems. 
 
Markets  should make al lowances  for  the di f f i cul t i es  o f  pol i t i ca l  dec i s ion-making.  
 
Markets move faster than politics. Markets are not always swayed by political declarations. 
Repeated failures by political systems to live up to the content of successive political declarations 
engender a decline in the credibility of those declarations. 
 
President van Rompuy, President Barroso, some Prime Ministers and some Finance Ministers 
have pointed out, with justification, that the Eurozone and the ECB have taken a series of 
unprecedented measures to deal with the crisis. In tacit admission of the inadequacy of the 
measures taken so far, they have gone on to argue that market operators should take account of 
the fact that political decision-making in a group of 17 states takes time and that markets should 
therefore take more time to assess and react. 
 
This seems to be a vain enterprise. There is clearly a disconnect between market reactions and 
political timetables. If the disconnect is to be remedied, one or the other (or both) must change. 
On the face of it, an attempt to change market structures to adapt them to the pace of Eurozone 
decision-making would be an immense undertaking (not least because of the globalisation of 
financial markets). While an acceleration of the Eurozone decision-making process would clearly 
be a major task, it lies within the province of Eurozone Member States’ political systems, unlike 
global market structures. 
 
The Eurozone policy approach has been fairly described by many commentators as “muddle 
through”. This approach has not only failed to resolve the crisis: it has seen the crisis spread and 
increase in proportion and in intractability over a period of four years. “Muddle through” means 
falling behind. It is clearly time for a much more muscular and decisive approach. 
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A brief digression on moral hazard 
 
There is an understandable concern with the avoidance of moral hazard. Briefly put, the concern 
is to ensure that irresponsible conduct in fiscal policy matters is not seen to be “rewarded”. In 
the Eurozone context, the concern is to ensure that “responsible” Member States which have 
been prudent in their fiscal policies are not saddled with the obligation to support the cost of 
rectifying the consequences of “recklessness” elsewhere. The moral hazard is held to be the 
danger that the “rescued reckless” would relapse into recklessness. The Fiscal Compact Treaty is 
designed in part to avert this danger and to remove the temptation. 
 
There is another side to the moral hazard argument which is less often explored. It attracts less 
attention and more suspicion because it is usually articulated by commentators in the “problem” 
countries. It can be expressed as the concern that lenders who participated in the creation of the 
debt overhang in the expectation of profit are assured of their profit at the expense of already-
impoverished borrowers, irrespective of the fact that their judgement was evidently at least as 
defective as that of the imprudent borrowers. 
 
The first of the concepts of moral hazard outlined above is the dominant one. They have both 
been at play in policy debates and are clearly opposing concerns. Together with other factors, 
these concepts of moral hazard have contributed to indecisiveness, incompleteness and delay in 
policy-making. In a real sense, concern with moral hazard has itself become a form of moral 
hazard. 
 
 

Proposals 
 
The first imperative is to depart  f rom the country by country approach.  
 
The second imperative is to base remedial  ac t ion on the fundamental  problem. 
 
The fundamental  problem is  the overhang o f  debt .  This is particularly pronounced in five of 
the Member States. In two of those Member States, the problem has been compounded by the 
assumption by the sovereign of a substantial element of previously private debt. 
 
Moreover, in some Member States in which the debt/GDP ratio is not at a level causing serious 
concern, levels of private sector debt are daunting, given the fragile and fractious condition of 
financial markets. 
 
The following proposals are based on addressing the fundamental problem directly. The political 
challenge is to get agreement on the practicable set of actions which comes closest to the ideal. 
 
The fundamental problem is the overhang of debt: the essential element of the solution must be 
to eliminate this overhang. For the Eurozone as currently constituted, there are four basic ways 
of doing this. 
 

1. Repay all the outstanding incurred and assumed sovereign debt in the “problem” countries within 
an agreed and acceptable period without external assistance.  
 

2. Provide differentiated and conditional instruments of support for the “problem” countries.  
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3. Default on a proportion of the debt in each “problem” country sufficient to bring debt/GDP 
ratios to sustainable levels and to make repayment of the balance possible within an agreed period 
while relieving the effects of recession and maintaining the measures deployed up to now. 
 

4.  Announce a Eurozone-wide debt default in a volume sufficient to reduce the collective debts of 
the “problem” countries to levels consistent with sustainable debt/GDP ratios: announce that the 
non-“problem” countries will honour their debts in full: construct a key to distribute the default 
volume among the “problem” countries so as to achieve sustainable debt/GDP ratios, taking 
account of the contribution that can be made by the instruments already in place.  

 
The actions taken so far (ECB actions, EFSF, EMS, IMF participation) demonstrate that 
Proposal 1 above is not regarded as an acceptable solution. 
 
Proposal 2 above is the course which has been followed up to now: it has not resolved the 
problem. 
 
Proposal 3 above involves no new element of mutualisation and therefore does nothing further 
to bring the capacities of the Eurozone as a whole to bear on the crisis. Ideally, the defaults in 
the “problem” countries should be announced simultaneously. Even with that, this proposal 
does not depart from the country by country approach and would run the risk of provoking the 
question: which country will be next? This would inevitably present dangers for countries not 
currently regarded as “problems”: e.g. France, Belgium and the Netherlands. While, in this 
context, the risk of contagion would be reduced, it would not be eliminated. While it would be 
regarded as a bold and muscular measure, it would still maintain a separation of the “problem” 
countries from the rest of the Eurozone. It would not definitively resolve the question of the 
capacity of individual “problem” countries to remain in the Eurozone and would therefore not 
resolve the existential problem. 
 
Proposal 4 above adds the advantages of strong mutualisation and the inherent strength of the 
Eurozone to those of Proposal 3. Strong mutualisation would eliminate the risks in Proposal 3. 
It would give real meaning and credibility to Eurozone leaders’ affirmations that they are ready 
to do “everything necessary” to resolve the crisis. It would maintain the credibility and 
creditworthiness of the “non-problem” sovereigns. While it would entail risks for the banking 
sectors of all Eurozone Member States, these risks are, in any case, those already inherent in the 
current policy approach. On the other hand, Proposal 4 would arguably have a more positive 
effect in bringing certainty to markets than any of the others. 
 
Proposal 4 requires no new treaties: all it requires is the political will to succeed. By “re-setting” 
the Eurozone, it provides the stable background needed for a constructive reflection on the 
measures needed to remedy the obvious faults in the Eurozone structure. 
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