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THE EURO TODAY 

 A month ago, a brief sigh of relief 
 Greece rescued (again) 
 New lending by ECB (LTRO) 
 Agreement on a new “firewall” (ESM) 
 

 But not for long: the euro is still in crisis 
 Recession is looming 
 Greece still needs rescuing 
 Others could follow (PIIGS) 
 Risk of a banking crisis 
 Possibility of Greek secession 
 Possibility of euro disintegration 

 



FOUR CENTRAL QUESTIONS 

 

 ESSENCE: What is the crisis about? 

 ORIGINS: How did it happen? 

 MANAGEMENT: Why does it persist? 

 OUTLOOK: What happens next? 
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Simple answer:  Politics… 



ESSENCE OF THE CRISIS 

 An unbalanced monetary union  

 Centralized monetary policy 

 Decentralized fiscal policy 

 Hence, no mechanism to deal with 
“internal balance of payments 
problems” 

 Comparison with US or Canada 
(transfer unions) 



ORIGINS 

 Europe was not an optimum currency area.  Without a 
transfer union, what was to be done about the lack of 
convergence (divergent competitiveness)? 

 Two views (1990s) 

 “Coronation theory” (convergence first) 
 “Institutionalist approach” (monetary union 

would compel convergence).  For political 
reasons, the institutionalist approach prevailed.  

 Wise?  Again, two views 

 Optimists: economics would drive politics 
 Skeptics: politics would resist 

 Conclusion: skeptics were proved right.  Instead of 
reforms, governments (and private investors) borrowed. 

 Result: unsustainable levels of debt 



OUTLOOK 

 The euro will not fail… 

 Reason: depth of political commitment 

 But neither will it truly succeed… 

 Reason: Deficient governance structure 

 

 Recent experience: two views 

 Much has been accomplished (the “optimists” 
again) 

 Problems have merely been postponed (the 
“skeptics” again) 

 

 



WHAT HAS BEEN ACCOMPLISHED? 

 Bailed out three countries 

 Created an embryonic European 
Monetary Fund (ESM) 

 Mandated higher level of capital for 
European banks 

 Mandated new rules to tighten fiscal 
discipline 



WHY HAVE PROBLEMS PERSISTED? 

 These are all still half-way measures: strategy has been reactive 
and incremental – “muddling through” 

 Chronology 
 March 2010: Greece is bailed out 
 May 2010: EFSF is created 
 November 2010: Ireland is bailed out; EFSF to be replaced by ESM in 

2013 
 March 2011: “Pact for the Euro” 
 May 2011: Portugal is bailed out 
 July 2011: tentative deal for Greece; EFSF is expanded 
 October 2011: EFSF again to expand; bank capital to be increased 
 December 2011: New “fiscal compact”; ESM moved up to 2012 
 February 2012:  Greece is helped yet again 
 March 2012: ESM approved, alongside EFSF 
 

 And still the problems mount… 



A REPETITIVE PATTERN 

 Crisis -> denial -> vague promises -> 
“comprehensive” solutions -> 
temporary euphoria -> renewed crisis 

 Examples of denials disproved 
 Greece didn’t need a rescue 

 Greece’s problems would not spread 

 European banks were not in danger 

 Financial safety net was not inadequate 

 The euro itself was not in danger 



THE CHALLENGE 

 True success is not the only alternative to 
failure (as “optimists” argue).  More 
realistic is yet more “muddling through” (as 
“skeptics” argue) 

 

 

 The challenge facing Europe is like an 
artichoke (need to peel away the leaves 
until we reach the heart of the matter)  

 

 



FIRST LEAF: GREECE 

 Can Greece be saved? 

 Key question: illiquidity or insolvency 

 Answer: Greece is bankrupt; can a 
further default be avoided? 

 

 Will Greece leave to euro zone? 

 Not legally possible, but can’t be ruled 
out 



SECOND LEAF: THE OTHER “PIIGS” 

 Are any other countries insolvent? 

 Arguably, Portugal 

 Not far behind, Spain and Italy 

 Maybe even France 

 

 Can the risk of contagion be 
contained? 

 Arguably, no 

 

 



THIRD LEAF: THE BANKS 

 Can a banking crisis be averted? 

 Not without recapitalization 

 

 How much new capital is needed? 

 200-300 billion euros (at least) 

 

 Where is the new capital to come from? 

 Private markets? 

 Governments or rescue funds (EFSF, ESM)? 

 European Central Bank (LTRO)? 

 Selling assets? 

 Reduced lending? 

 

 Meanwhile, banks are still loading up on sovereign debt… 



FOURTH LEAF: RESCUE FUNDS 

 Will the necessary rescue funds be available if needed? 

 EFSF has been enlarged but is still inadequate 

 Will the new ESM (alongside EFSF) be enough? 

 A lot of smoke and mirrors… 

 

 Basic dilemma: one way or another, the resources must 
come from the wealthy core (Germany, etc.), but 
unlikely without strict controls over the fiscal policies of 
the needy periphery 

 

 Which brings us to the heart of the matter: governance  



THE HEART: GOVERNANCE 

 A new “fiscal compact” has been negotiated, but can 
it be effective? 

 

 The aims 
 New balanced-budget rules 

 Tighter fiscal monitoring 

 Tougher sanctions 

 

 Realistic? 

 Resistance will be strong, since such reforms go to 
the heart of what we mean by national sovereignty 

 Yet without such reforms, euro zone will continue to 
“muddle through” 



IMMEDIATE THREATS 

 Muddling through means immediate risks remain: 
recession, default, etc. 

 Still underlying it all: divergent competitiveness 
(internal BOP problem) 

 Critical question: Will the fiscal compact help?  Again, 
two views: 

 Stability culture (Germany) 

 Fiscal activists (Keynesians) 

 Becoming increasingly evident that the fiscal activists 
are right.  German stability culture actually increases 
the immediate threats – a vicious circle of austerity-> 
recession ->lower revenues -> more austerity. 

 Can growth be restored? 

 



CONCLUSION 

 Question: Is there a tomorrow for the euro? 

 Answer:  Yes, but that tomorrow will be 
dismal 

 Crises will recur 

 Internal BOP problems will persist 

 Growth prospects will remain bleak 

 Governance will remain inadequate 

 

 In short, neither success nor failure – more 
muddling through 


