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A first description 



Odds of Euroexit went high: Peaking at 65% 



Overview of Crisis 
Advent of Euro meant 
•  Boundaries that used to keep economic problems in 

one country effectively erased.  
•  Tools available to solve problems at national level gone.  
•  Tools to solve crisis at supranational level were not 

developed or not used.  
Policies taken to solve one crisis often exacerbated 
other problems. 
•  Bailouts of national banking systems by sovereigns.  
•  Austerity to balance budgets hurt growth. 
•  Massive infusion of liquidity allowed banks to buy more 

sovereign debt.   



The Euro’s Three Crises   

A.  Banking crisis: Banks are undercapitalised and faced 
liquidity problems.  

B.  Sovereign debt crisis: High bond yields and 
challenges in funding. Looming defaults.  

C.  Growth Crisis: Slow growth overall and unequally 
distributed, competitiveness issues.   

Each crisis connects to the other;  all inter-related. 
 

Solution to one will be undone if others not addressed  



A triple crisis 



A.  Banking Crisis 

•  Banks have short-term liabilities (deposits) and long 
term assets (loans) making them vulnerable. 

•  Sub-prime losses and bursting of asset bubbles hurt 
bank balance sheets.  

•  Even a healthy bank will have trouble meeting demand 
when confidence erodes and informational 
asymmetries exist. 

•  Liquidity pressures can force fire sales of assets or 
borrowing at high rate, turning healthy bank insolvent.   



Solvency vs. liquidity crisis 



Key role of European banks 

•  In 2007 total assets of the banking system was over 
300% of GDP. 

•  In US it was 100% (but shadow banking much higher). 

•  In proportion European banks much larger than 
American ones compared to the size of the economy. 
•  ING’s assets exceed the GDP of the Netherlands.  

•  Firms in Euro area rely more on the banking system 
than capital markets. 



Ireland’s leaders called on the wider EU to share burden – borrowing 
and lending countries should share responsibility. No takers! 
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B.  Sovereign debt crisis 

Overview of the Drivers 
•  Collapse in economic activity (consumption, investment 

and exports) 
•  Collapse of property related taxes 
•  Nationalisation of banking losses 
•  Fears about debt sustainability 



Cost of Borrowing 



Debt sustainability: Importance of growth 

Ø  If the interest rate paid on outstanding debt exceeds 
the growth rate, then even if the primary budget is in 
balance, debt as a share of GDP will grow.  

Ø  Conversely even a country with a primary budget deficit 
of 2% of GDP could have a shrinking debt-to-GDP ratio 
if the growth rate of the economy exceeds the interest 
rate. 

  

Dt = debt-to-GDP ratio, R = nominal interest rate, g = nominal growth rate, 
primary = non-interest budget deficit 



The diabolical loop: sovereign and bank crisis 
Summary 
•  In Greece, Ireland, Italy, Portugal and Spain – deterioration 

of sovereign creditworthiness reduced the market value of 
banks’ holdings of domestic sovereign debt.  

•  This reduced perceived solvency of domestic banks and 
curtained their lending.  

•  Resulting bank distress increased the chances the banks 
would have to be bailed out by their domestic governments.  

•  This increased sovereign distress further.  



Diabolical loop: Three ingredients 
1.  Home bias of banks sovereign debt portfolios. 
2.  Inability of governments to commit ex-ante not to 

bailout the domestic banks. 
3.  Free capital mobility (international investors’ 

perceptions of future government solvency – 
whether warranted or not  - are incorporated in the 
market value of domestic government debt.  

Proposal to solve loop: Banks’ sovereign debt 
holdings would consist of a well-diversified portfolio of 
euro-area sovereign bonds (ESBies).  
 



The diabolical loop: sovereign and bank crisis 



The diabolical loop: sovereign and bank crisis 
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European spillovers 
Greek debt held by foreign private banks (bn €), 2011 



What was at stake 
•  For the largest Greek banks, holding of sovereign 

debt exceeded 110% of core tier 1 capital in 2010 
and over 500% in some cases.  

•  Similar story in Italy, Belgium and Spain.  
•  Over 50% in France and Germany.  

Ø  Threat of write-downs of sovereign debt led to strict 
nationalisation of austerity to repay loans.  

Ø  Diabolical loop: A bank could go bankrupt because 
of sovereign default and had to rely on the same 
sovereign for any capital backstop.  

 



European Sovereign Debt in 2012 



C.  Growth crisis 

Eurozone, along with most of world emerged from recession in 2009. 
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Heterogeneity in growth rates 

Ø  GIIPS countries: Unemployment rates continued to climb long after 
recession had Eurozone ended.  

 

Germany 0.8 
Austria 0.6 
Belgium 0.6 
France 0.3 
Netherlands 0.0 
Finland -0.7 
Spain -0.7 
Portugal -0.9 
Ireland -1.1 
Italy -1.3 
Greece -4.1 

Average GDP growth (2008-14) 



Austerity 
Attempts to solve 
the sovereign debt 
crisis made worse 
both the: 
•  Growth crisis 

and 
•  Debt crisis itself 
 
Does it pay off? 
Only if growth 
resumes.  



Underlying Issues 



The warning was there 

Countries would no longer run their own monetary 
policy and exchange rates could not adjust within the 
union, leaving the potential for one part of the union to 
remain mired in high UE while others enjoyed a strong 
economy (Obstfeld, 1997).  
 



Lack of policy tools to deal with asymmetric 
shocks in Eurozone 
•  No exchange rate adjustment available. 

•  No country-specific monetary policy available. 

•  No proper financial union common supervisors and 
safety nets.  

•  No federal fiscal policy. 

•  Low labour mobility (Nevada & Florida vs. Spain & 
Ireland) 



Domestic fiscal policy is the main tool 

1.  Austerity prevented deployment of tool in crisis.  
2.  Fiscal compact restricts ability to deploy tool in a crisis. 
 
Ø  Institutional weaknesses meant that private borrowing, 

banking system issues, UE and other macro-challenges 
were unattended to in euro-area.  



Comparison to the US 
•  Key Mechanism Internal Migration: State UE rates 

return to national average in US after regional shocks 
because of internal migration (Blanchard and Katz, 
1992).  

•  Natural fiscal shock absorbers in US: When 
someone loses job in AZ less tax is sent to federal 
government and receives more in transfers. Not 
present in Eurozone.  

•  Federal Institutions Protect the States: Federal 
Deposit Insurance Corporation (FDIC) and TARP. The 
latter ensure that Washington State was not isolated 
when Washington Mutual collapsed.  

 



How did it all start? 



Different Perspectives 

Roubini (2011): Long run external imbalances and need 
for growth in periphery.  
Euro-nomics Group (2011): Dubbed the connection 
between banks and sovereigns the ‘diabolical loop’. 
Eichengreen (2012): Highlighted the connection between 
austerity and growth problems.  
Feldstein (2012): Difficulties of adjustment without 
exchange rate changes.  



Was it fiscal? 



Q4 2011 Yield Spreads and Fiscal Irresponsibility 
 

No support for idea 
that profligate 
governments 
borrowed 
irresponsibly.  
 
Perhaps they mistook 
temporary taxes as 
permanent.  



The role of finance 



Cross border banking flows 

The introduction of the euro meant that bank liabilities 
(money) was free flowing across border in the Eurozone 
but the asset side remained stubbornly local and immobile.  
 Claims of European Banks on Counterparties in Spain 
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Claims of European banks on Counterparties in Ireland
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Figure 28. Foreign claims of European BIS-reporting banks on counterparties in Spain (left panel) and Ireland
(right panel) (Source: BIS consolidated banking statistics, Table 9D)

locational banking statistics, plotting the cross-border assets and liabilities of eurozone banks

in domestic currency. Thus, after 1999, the series denotes the cross-border euro-denominated

lending and borrowing by the eurozone banks.

Figure 27 shows that cross-border banking within the eurozone experienced explosive growth,

especially after around 2003. This was the period when European banks’ lending to US bor-

rowers saw sharp increases, also. The consequences for borrowers in countries that underwent

property booms, such as Spain and Ireland, was that they were borrowing in increasing amounts

from other European banks, as shown in Figure 28. Again, we must exercise some caution in

reading these charts. Figure 27 is from the locational statistics, and hence do not consolidate

lending by local subsidiaries, while Figure 28 comes from the consolidated banking statistics

and incorporate claims on local borrowers by subsidiaries.

Nevertheless, compared to other dimensions of economic integration within the eurozone,

cross-border takeovers in the banking sector remained the exception rather than the rule, so that

the discrepancies between the locational and consolidated statistics are quite small. Herein

lies one of the paradoxes of eurozone integration. The introduction of the euro meant that

“money” (i.e. bank liabilities) was free-flowing across borders in the eurozone, but the asset side

41



What was driving capital flows? 

•  Regulatory understanding on banks’ safe assets. 

•  Securitization boom 

•  Global financial system with low long-term rates. 

•  In Ireland and Spain households and corporates were 
main borrowers. In Greece and Portugal also the 
government.  



The rise of current account imbalances 



Current account 
imbalances 

The current account deficits 
of Spain and Ireland were 
more closely aligned to the 
gross banking sector flows.  
 

 60

 

Figure 12(a): Selected Euro Zone Current Accounts
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Figure 12(b): Selected Euro Zone Current Accounts
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Gains from capital relocation?  
•  Positive effects if it allows for consumption smoothing and 

economic catch-up. 

•  Negative effect if it spurs investment in capital with little 
effect on future productivity growth (i.e. real estate) and 
delays adjustment to structural shocks (i.e. increasing 
competition from East Asia and Eastern Europe). 

•  Negative effect if it increases expenditure on non-tradables 
squeezing the tradable sector bidding up wages and 
drawing resources away from industries with good 
perspective of productivity growth.  

•  Current account deficit increases risk of sudden stops (e.g. 
East Asian Crisis). 



Q4 2011 Yield Spreads and C\A Balances 
Pre-crisis C/A imbalances 
signaled competitiveness 
problems in the periphery.  
•  Weak exports to help 

afford standard of living. 
•  Capital flows help 

increase prices, reducing 
competitiveness. 

•  Real interest rates fell 
due to capital inflows, 
encourage more 
borrowing from abroad.  



Real exchange rate disequilibrium 
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Loss of Competitiveness 2001-2007 

Fairly strong 
relationship between 
cumulative inflation 
and yield spreads in 
Q4 2011 



Escape Route: ‘Internal devaluation’ 
•  Internal devaluation much harder than exchange rate devaluation. 

Why change 1,000s of contracts and prices when you can 
change one? 

•  Wages are difficult to adjust downwards (wage rigidity, downward 
inflexibility). Unless prices are rising in main trading partners 
difficult to achieve.  

•  Nearly all internal devaluations happened in era of higher inflation 
before 1991.  

•  Since 1990 only 4 examples of internal devaluation: 
1.  Hong Kong following merger with China (collapse in exports with 

ER pegged to USD) 
2.  Japan in late 1990s and early 2000s.  
3.  Ireland during recent crisis (ages, prices fell, ER remained strong) 
4.  Latvia (2009-2010) 

•  Internal devaluations make external debt more costly.  



Escalation: From financial shock to sovereign 
debt crisis 
•  2008 and 2009 little concern on sovereign debt. 

•  Investors repatriated funds to home markets 
reassessing their international exposure. 

•  Countries with greater reliance on external funding 
especially short term greatly affected. 

•  Turning point late 2009 when Greek government 
revised budget deficit to 12.6% (from 6%) due to 
creative accounting of previous government.  



A more detailed spread timing 



Ireland’s 10 Year Bond Yield (5 years) 



Ireland’s 10 Year Bond Yield (10 years) 



Bailouts needed 

•  Greece shut out of bond market in May 2010: €110bn 
first loan (3 years) and €109bn second loan (7+ years) 

•  Ireland followed in November 2010 (€67.5bn bailout) 

•  Portugal shut out in April 2011 (€78bn bailout) 

•  Spain and Cyprus also sought official funding (Spain 
draw €41bn to help banks) 



What has been done to fix the 
crisis? 



Main actors involved 

•  European Union 

•  European Central Bank 

•  International Monetary Fund (IMF) 

•  Financial sector 

•  Member states 



Focus: EU response 
•  Coordinated fund for the Euro 

•  European Financial Stability Facility 

•  European Stability Mechanism 

•  ECB Operations 

•  Fiscal Compact (not covered in depth) 

•  European Banking Authority (not covered in depth) 



Euro rescue fund 

Set-up in May 2010, it had a limit of €750bn. 
 
Comprising of: 
-    €440bn from Eurozone countries through EFSF 
-  €250bn from IMF 
-  €60bn from European Commission through EFSM 
 
 



Relative size of the fund 

Euro fund 

Total debt 
Italy + Spain 

Debt Greece + 
Portugal + 
Ireland 



European Financial Stability Facility (EFSF) 
•  Temporary financial vehicle set up in May 2010 

•  It issues bonds on the basis of guarantees from 
member states (effective lending capacity of €440bn, 
increased to €780bn in 2011 ) 

•  Finance fiscally distressed euro members and bank 
recapitalisation through loans to government (not 
dealing directly with banks) 

•  Ireland first recipient as part of bailout. Greece and 
Portugal since then.  



European Stability Mechanism (ESM) 

•  Started its current operations in October 2012 with a 
lending facility of €500bn. 

•  Replaces the EFSF. 

•  Accessing ESM funding is subject to the review from 
the Troika.  

•  Cyprus, Greece and Spain drew funds.  



Overview of EU Bailouts 



Issues with the bailout plans 

1)  Macroeconomic adjustment longer than the standard 
3-years for IMF programs. Austerity must close both 
fiscal and external deficits (repayment plans extended 
from initial 7.5 years to 15-30 years). 

2)  Excessively rapid fiscal consolidation can exacerbate 
weakness in the banking system. 

3)  Fiscal targets were set without accounting for the state 
of the wider European economy. 



Issues with the bailout plans (2) 

4) Penalty premium of 300 basis points for taking the loans 
(eliminated on the EU part in June 2011, but still applied 
on the IMF side). 
 
5) Funds used a lot for rescuing banks. Fate of national 
sovereign and national banking system closely intertwined. 
 
6) Funding provided only if debt is sustainable. This may 
require private sector to agree on a haircut triggering 
further market reaction. 



European Central Bank 

•  Securities Market Program (SMP) 

•  Outright Monetary Transactions (OMT) 

•  Long term refining operations (LTRO, LTRO2, TLTRO) 

•  Quantitative Easing  

Policy stance “whatever it takes” 



Securities Market Programme & Outright 
Monetary Transactions 

•  SMP temporary 2010-2012 to ensure depth and liquidity to a 
malfunctioning public/private bond market and ensure 
effective conduct of monetary policy.  

•  About €212bn of purchases. SMP is monetary neutral. 

•  OMT replaced SMP in 2012: 
•  Germans voted against its establishment 
•  Conditionality on being on a EFSF/ESM program. 
•  Other three conditions have meant no country has ‘benefited’ 

from programme.  
•  Announcement lowered yields.  



Long term refinancing operations  
•  Launched December 2011: 3 years loans at a 1% interest rate 

accepting sovereign bonds, MBS, and commercial papers as 
collaterals. Objectives: 
•  Greater bank liquidity 
•  Lower sovereign yields 

 
•  €489bn in the first auction (500+ banks asked for it) 

•  €528bn 2nd auction in Feb 2012 (800+ banks involved) 

•  Positive impact: Yields on 2 year bonds fell from 6% and 7% to 
under 3% for Spain and Italy. Not effective for Portuguese and 
Greek debt as solvency concerns dominated.  

•  LTROs is pretty much quantitative easing.  



ECB QE 

ECB executive board 
member Lorenzo Bini 
Smaghi describes QE :  
 
“When the central bank 
decides to expand the size 
of its balance sheet, it has 
to choose which assets to 
buy. In theory, it could 
purchase any asset from 
anybody”. 



The Asset Purchase Program 

•  Monthly purchases of €60bn until September 2016 

•  Mostly (€40bn) for buying sovereign bonds from 
secondary markets 

•  Money transferred to national central banks that run the 
purchases and hold most of the assets bearing the risk 



Why quantitative easing? 
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Why quantitative easing? 
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How QE affects inflation: Two Channels 

Expectations 
•  Raise inflation expectations, avoid deflation.  

Aggregate demand 
•  Exchange rate effect (depreciation) 
•  Markets & corporate investment (reduction in financing 

costs) 
•  Fiscal space for governments (lower refinancing costs 

and interest payments retransferred) 



Issues with European Response 
1.  European Banking Authority centralised some functions but 

supervision and fiscal support still provided at national level.  
2.  ECB has no statutory responsibility to serve as lender of 

last report, although it did act as one.  
3.  ECB actually raised rates in response to initial liquidity crisis 

in summer of 2008 (overly concerned with fears of inflation). 
4.  ECB slow to react due to core objective and disagreements. 
5.  ECB did not increase the size of its balance sheet like the 

FED did (39% increase in assets as opposed to FED’s  
210% 2008-2011) 





Policy Trade-offs Faced in Crisis 

•  Austerity to cut deficits reduces growth. 
•  Locally fended bank bailouts aid bank solvency but at 

expense of sovereign solvency. 
•  Increased bank capital requirements calm fears of bank 

insolvency, but at expense of lending and growth. 
•  EFSF bailouts staved off disorderly defaults but done 

little to address underlying issues.  



What is needed? 
1.  Fiscal Union: Prevents irresponsible behaviour but restricts policy in 

tight situations.  

2.  Financial Union: Euro-wide deposit and bank insurance (where the 
later takes equity positions).  

3.  Banks’ should be encouraged to be more diversified in their asset 
base.  

4.  Eurobonds: Guaranteed blue bonds up to 60% of national debt or a 
debt agency to buy up sovereign debt and re-issue it.  

5.  Internal devaluations through tax changes – a fiscal devaluation, éin 
taxes on consumption to allow a ê on taxes on labour (e.g. 
Germany in 1990s, Denmark in 1980s), Germany could pursue 
opposite strategy.  

6.  Higher inflation in euro-zone to facilitate regional devaluations (even 
temporary).  

7.  Structural growth policies (not short term solutions) 


