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It is not the euro that has
failed but the European
governance structures and
the problems of having a
common currency without
a common fiscal policy.
Ultimately, the euro’s
troubles stem from a lack
of discipline.

EURO « CENTRAL EUROPEAN BANK « BAILOUT
SOVEREIGN DEBT « INTEGRATION

nJanuary1,2002,
theeurobeganto
circulate among
the countries in
the Euro Zone. It
had alreadybeen
in use for three
years in finan-
cial markets, but until then it had not
reached the cashregisters and wallets
of the citizens of the 11 members of
the European Union thatadoptedit. It
was alsoadopted by Monaco, San Ma-
rino and Vatican City although they
are not members of the union.

When the euro’s first decade was
celebrated in 2009, it was eulogized
by analysts as a strong currency that
was in good health and that since its
launch had gained 22 percent invalue
against the dollar. Today, 10 years
since it went into general circulation,
there is less to celebrate. The euro is
not enjoying its finest hour. What has
gone wrong? What has changed in the
past three years?

THE EURO HAS NOT FAILED

@®_ The euro has not failed as anum-
@ brella against a combined cur-
rency and banking crisis, as has been
the case in emerging countries. Nor
has it failed as an anchor against in-
flation, with the European Central
Bank (ECB) as guarantor, nor as a ve-
hicle for integrating the single Euro-
peanmarket. It’snot the euro that has
failed, but the European governance
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structures. We have seen this in the
successive crises in the euro area and
bailouts of countries on the periphery,
the so-called PIGS (Portugal, Ireland,
Greece, Spain) that are without doubt
the weak link in the euro area.

Viewing these countries in the
order in which they fell, we could re-
verse the English acronym and talk
about the GIPS: Greece, the first to
fall, Ireland six months later and Por-
tugal six months after that. Let’shope
that Spain doesn’t need a bailout. In
Greece, the crisis was triggered by
the high budget deficit. In Ireland it
was a failure of the banking system
that pushed the budget deficit up by
30 percent. Portugal fell victim to its
low growth outlook, made worse by
austerity plans. To these we can add
Italy’s recent problems and so could
speak of the PIIGS or GIIPS.

In reality, Spain suffers from the
same problems as the three countries
that have already fallen: high budget
deficit, problems in the banking sector
and poor growth outlook. That said, it
suffers from them to a lesser extent.
On the plus side, it has a dynamic ex-
port sector of goods and services that
has been able to hold its own in the
world market since joining the euro.

Spain’s big problem is low growth,
and in order to change the situation
measures need to be taken toincrease
productivity and competitiveness. It
is regrettable that Spain didn’t carry
out reforms at the beginning of the
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crisis, between 2008 and 2009, be-
cause this would have allowed it ac-
cess to more credit, and as a result
would have faced less austerity than it
does today and therefore the outlook
for growth would be better.

LACK OF DISCIPLINE

@ _ For the euro area to be viable and
@ if a common currency is going
to suit all, there cannot be signifi-
cant imbalances between countries.
However, this equilibrium has not
been achieved, as demonstrated by
the ECB raising interest rates which
has a negative effect on the recovery
of peripheral member states. Indeed,
itis widely believed that this rise will
make the recessionin Greece, Ireland
and Portugal worse, and will slow al-
ready weak growth in Spain.

The euro area is not an optimum
monetary zone because, unlike the
United States, it doesn’t have a com-
mon fiscal policy or labor market. It
was designed with the idea that its
viability would be based on a combi-
nation of internal and external disci-
pline. We can now see that these good
intentions were not enough. All three
pillars required to sustain this disci-
pline have failed, that is to say: inter-
nal rigor, the fiscal discipline of the
Stability and Growth Pact (SGP) and
the way in which the no bailout clause
hasbeen interpreted by the ECB.

Internal discipline implies that
countries have to improve their pro-
ductivity because they cannot gain
competitiveness through currency
devaluation. Spain has lost much of
its competitiveness since the advent
of the single currency, in relation to
the overall euro area and particularly
in regard to Germany, by some 30
percent. It has not been the only one
affected in thisway. The other periph-
eral countries have also witnessed a
widening gap in their competitive-
ness with Germany.

The fiscal discipline of the SGP has
also failed, with limits of 3 percent of
public deficit over GDP and 60 percent
of public debt over GDP. In fact, al-
though the SGP has been broken on 68
occasions, includingbyFranceand Ger-
many, no sanctions have been applied.
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THE EUROPEAN
CENTRAL BANK
HASTRIED TO
MAKE UP FOR
THE LACK OF

A COMMON
FISCAL POLICY
BY BUYING
BONDS IN THE
PERIPHERAL
MEMBER STATES.

To all of this we must add a very
lax interpretation of the clause in
the Treaty of Europe that says that
there will be no bailout for fiscally
irresponsible countries and which
prohibits the ECB from buying sov-
ereign bonds. This relaxed reading
hasallowed for the rescue of Greece,
Ireland and Portugal and has meant
that the ECBhasbought these coun-
tries’ bonds while putting its own
balance at risk and, therefore, the
money of European contributors.
These bailouts can partly be ex-
plained by the need to protect Eu-
ropean banks and to avoid financial
contagion between countries that
might result from the exposure of
some banks to the sovereign debts
of peripheral member states.

The result of all these failures has
been to make the Euro Zone vulner-
able to speculative attacks on the
sovereign debt of the member states.
As long as the problems of public
debt continue, so will these attacks.
At the moment, Spain does not have
a problem of solvency but could have
aliquidity problem if the refinancing
of the debt in the context of a specu-
lative attack on Europe’s periphery
becomes very costly.

WHAT IS THE SOLUTION?
@ _ Faced with this delicate situation,
@ what measures can be taken? At
present, the strategy for dealing with
the problems of the European periph-
ery consists of trying to buy time until
the arrival of an economic recovery
that would strengthen the banks and
improve the outlook for growth in
countries such as Spain and Italy. It’s
a risky strategy, because something
unforeseen (such as, for example,
a massive speculative attack on the
peripheral debt) could undermine
it. The ECB has tried to make up for
the lack of a common fiscal policy
through buying bonds in the periph-
eral member states, but this policyhas
been stretched to breaking point.
Thus, solutions for keeping the
euro afloat must involve drawing up
clear rules of the game which allow
countries with liquidity difficulties
to be helped while at the same time
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maintaining incentives for fiscal
responsibility and the convergence
of levels of competitiveness of the
various countries.

In theory, two “pure” solutions
could be applied. The first consists
of putting complete trust in the dis-
cipline of the market and ensuring
that a country would only be bailed
out if it had liquidity problems and
if this was done without the need to
imposefiscal rules. The second wayis
to move towards fiscal centralization
and integration with countries ceding
significant areas of fiscal sovereignty.
This measure would require a greater
level of political integration.

However, politically speaking, it
doesnot seem likelyin the short term
that Europe will opt for solutions of
market discipline or fiscal centraliza-
tion and integration such as in the
United States. Instead, it will have
to look for mixed solutions that inte-
grate market discipline and external
fiscal discipline in the various mem-
ber states.

The last CESifo report on the Eu-
ropean economy proposed a crisis
resolution mechanism combined
with fiscal and banking supervision
procedures within the European
Union to make the euro area viable.
Governments are already moving in
this direction, with measures such
asthe “euro pact” designed to create
a financial stability fund. They have
also put forward proposals about
fiscal supervision and reforms to
improve the competitiveness of the
most laggardly countries.

Itis still too soon to assess wheth-
er these measures will be sufficient
because their effectiveness depends
largely on the details. However, we
can predict that, although gover-
nance reform in the Euro Zone is pro-
gressing, the current period of turbu-
lence will not end until the euro area
has a reorganized banking system
and until some credible growth out-
looks emerge in the peripheral coun-
tries, that is, in the GIPS or GIIPS.
The storm will pass but it will still
be a while before we see clear skies.
Until then, best not leave the house
without an umbrella.

Alumni Magazine IESE



