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When looking at the historic background of European integration, it becomes clear that 

the process has for over half a century been subject to a stop-go pattern in which financial 

crises have played a crucial role. Such crises have been recurrent, each time resetting the 

course of the integration process. Perhaps that pattern is inevitable in light of systemic 

contradictions which block progress, thereby let imbalances fester to the point of rupture, 

and only find (at least temporary) resolution in the aftermath of such shake-ups. A post-

crisis period of movement eventually gives way to atrophy again as the old contradictions 

resurface. Those manifest themselves most durably around the age-old question how far 

to push integration, a question made more complicated to deal with by the simultaneous 

deepening of the European Union (pushing in the direction of a United States of Europe) 

and its widening (in consecutive steps from six to twenty-seven countries). These debates 

around the nature of Europe’s federalism have been driven by a long-standing struggle 

between those pushing for a more market-oriented approach and those favoring a strong 

public-policy role for the government. While that struggle is largely political in nature, it 

is also rooted in the reality that the European Union has since its inception comprised two 

very different groups of countries. In the face of these complications stalemates arise 

recurrently which only major financial crises seem able to shake up. 
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In this contribution we trace that recurrent pattern of financial crisis and institutional 

reform shaping the European integration project through its key chapters to arrive at 

today’s sovereign-debt crisis of the eurozone which has already seen huge bail-out 

packages for three countries (Greece, Ireland, Portugal) as well as the introduction of 

several new crisis-management mechanisms. By taking a historical approach we can 

identify the structural flaws besetting the single-currency project from its inception and 

illustrate how they morphed into the different facets of a systemic crisis in the face of an 

asymmetric shock from the US-centered “subprime” crisis in 2007/08. 

 

1- From Customs Union To A Single Currency 

 

The origins of European integration date from the end of World War II when a 

consensus emerged among leading politicians that only closer political and 

economic integration among long-hostile neighbors could assure the peace and 

prosperity which a century of warfare had rendered impossible for so long. Key 

among those were the respective leaders of France and Germany, Charles De Gaulle 

and Konrad Adenauer, both of whom were sympathetic to the ideals of the great 

European integrationists Jean Monnet and Robert Schumann while also 

pragmatically inclined to bury long-standing conflict between these two powers at 

the heart of Europe. That pragmatism was, of course, not least fuelled by the reality 

of a Cold War taking root across Europe and dividing the continent into two 

irreconcilable ideological blocs along an Iron Curtain. Be that as it may, it did not 
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take long for the integration idea to take root in the Western half of Europe, around 

a new alliance between the two old enemies France and (West) Germany. 

 

Following the successful experiment of the European Coal and Steel Community 

started in 1950, six European countries (Germany, France, Italy, Belgium, 

Netherlands, Luxembourg) signed the Treaty of Rome in 1957 to launch, among 

other provisions, a customs union known as the European Economic Community. As 

is always the case with a customs union, such an arrangement was seen from its 

inception as the first step in a much more ambitious political project. Centered 

around a common trade policy that combined systematic removal of internal trade 

barriers with a collectively shared set of trade barriers vis-à-vis the rest of the world 

(in this case a common external tariff), the EEC provided for an early example of 

shared policy-making in a crucial area. This was soon followed by other initiatives 

for policy cooperation, notably a common agricultural policy and provision of 

structural funds for infrastructure projects in lesser developed regions. While the 

EEC was thus from the very beginning more than just a customs union and even 

referred to itself already then as a “common market,” it took a while before it 

actually took that very step in the Single European Act of 1987. From then on it 

followed the classic trajectory of integration, continuing shortly thereafter with 

economic and monetary union (in the Maastricht Treaty of 1992) and so putting 

itself at the threshold of the final step, political union, which after much bitter 

debate it only managed to inch toward in the Lisbon Treaty of 2009. 
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This logic of continuously deeper integration embodied in the launch of a customs 

union pushes member nations more or less inevitably towards adoption of a single 

currency as tends to happen in the wake of monetary union – a step already 

envisaged in the EEC as early as 1970 with publication of the Werner Plan.(1) But 

there was, parallel to this integration process, a second sequence of events nudging 

Europe early on in the direction of a single currency. That push came from the 

collapse of the post-war international monetary system known as Bretton Woods in 

1971, the first of three systemic financial crises fundamentally shaping the evolution  

of the European integration project. Once Bretton Woods’ dollar-gold link had been 

broken by Nixon’s suspension of automatic convertibility between the two on 

August 15, 1971, the stage had been set for a major devaluation of the US-dollar. The  

danger here was that such a devaluation, if allowed to reflect long-standing changes 

in relative degrees of competitiveness, would end up being much more pronounced 

vis-à-vis Germany’s D-Mark than, say, the French franc or the Italian lira and so 

price German products out of export markets. The common agricultural policy and 

structural funds for poorer regions would also have been severely disrupted if there 

had been strong divergences in intra-EU exchange-rate adjustments following the 

breakdown of Bretton Woods. The only way to avoid such internal differentiation 

tearing apart the community was to maintain collectively fixed exchange rates 

among its members, an undertaking made much easier by the Smithsonian 

Agreement of December 1971 re-setting fixed exchange rates between the EC, Japan, 

and the United States at more realistic levels. The agreement, while setting a new 

band of +/- 2.25% for currencies to fluctuate relative to their central rate against the 
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US-dollar, implied a possible 9%-width for intra-EEC adjustments in extreme cases – 

a range of currency-price fluctuations soon considered excessive by European 

leaders who agreed in the Basel Agreement of April 1972 to limit this intra-EEC 

band to half that width at 4.5%. Thus was formed among the (now nine) members of 

the EEC the so-called “snake in the tunnel.” 

 

This new arrangement had barely lasted a year when it was subjected to a brutal 

shock due to sustained speculative pressure on the US-dollar forcing the Americans 

in March 1973 to abandon the Smithsonian Agreement in favor of letting the dollar 

float freely. The collapse of the tunnel split the Europeans right down the middle. On 

the one side were the Germans and their (mostly smaller) neighbors who insisted 

on floating collectively against the dollar by maintaining fixed exchange rates among 

themselves. On the other side were the other large economies of Western Europe, 

notably France, Italy, and Britain, whose leaders found it difficult, if not impossible, 

to maintain the anti-inflationary discipline needed for any fixed-rate arrangement 

with low-inflation Germany. These countries ended up opting instead for flexible 

exchange rates, thinking that currency depreciations would let them maintain or 

regain industrial competitiveness. In reality, however, their respective currency 

depreciations canceled each other out while at the same time feeding speculator 

expectations of further declines. In the end all three countries ended up with 

excessive currency-price adjustments fueling inflationary pressures and requiring 

major interest-rate hikes that slowed growth, thus seeing their initial depreciation 
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strategy clearly fail. Amidst another dollar crisis, unfolding in late 1978 and early 

1979, they were ready to join Germany. 

 

The new reform, known as the European Monetary System (EMS) and launched in 

March 1979, had three important features. It established a grid of fixed exchange 

rates with tight fluctuation bands (Exchange Rate Mechanism), put a monetary 

reference unit at the center of that grid (European Currency Unit), and empowered 

an intra-EMS mechanism to manage the system (European Monetary Cooperation 

Fund). The ECU, a basket of member currencies initially introduced with the launch 

of the snake in 1972 as a value anchor, gave the D-Mark such a large weight that 

Germany ended up exerting strong anti-inflationary discipline on the other EMS 

members. The ECUs, which were issued by the EMCF and used in its exchange-

stabilization interventions, also served as reserves and for official settlements 

among EMS members. If prevailing exchange rates proved unsustainable and had to 

be changed, the needed adjustments would have to be symmetrical, thus comprising 

a combination of devaluations and revaluations. Between 1979 and 1983 there were 

several such adjustments, as members had to find realistic and sustainable 

exchange-rate levels among an asymmetric shock induced by US-led disinflation and 

global recession.  After the spectacular policy reversal by the socialist Mitterand 

government amidst a crisis of the French franc in March 1983, ending the 

penultimate attempt to decouple from the German anti-inflation stance, the EMS 

became substantially more stable to the point where it saw no exchange-rate 

adjustments after 1987. At that time EMS members could keep their respective 
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currencies pretty stable within the ERM grid through appropriate changes in 

national interest policies while gradually seeing their (mostly nominal) macro-

economic performance criteria converge. That success of the EMS laid the 

institutional foundation for the leap into a single currency. 

 

The two vectors driving toward a single currency – the integration dynamic of a 

customs union and the successful monetary-cooperation experience around the 

EMS – fused together when the EC took the leap into a common market with the 

Single European Act of 1987. This crucial step in the integration dynamic involves 

typically, among other liberalization steps, abolition of controls pertaining to the 

cross-border movements of capital. As noted by R. Mundell (1960), there exists an 

“impossible triangle” between free cross-border movements of capital, fixed 

exchange rates, and autonomous monetary policy which cannot co-exist all together 

at the same time. One of those conditions would have to cease. Since the EU had just 

introduced liberalization of capital movements after making fixed exchange rates 

stick in the EMS, it was the national autonomy of monetary policy which had to give. 

With the double success of the EMS and then the SEA, the leap into a single currency 

became not only necessary (to resolve Mundell’s dilemma), but also possible.   

 

As the five-year period of implementation of the common market came to a close, 

the Maastricht Treaty of 1992 put into motion a three-stage plan for adoption of a 

single currency over a ten-year period. That decade-long transition was to foster 

above all nominal convergence of the EU economies pertaining to exchange rates, 
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interest rates, inflation rates, budget deficits, and public debt. But the single-

currency project was almost immediately threatened when the European Monetary 

System, the institutional platform for the launch of the single-currency project, came 

under intense speculative pressure in the summer of 1992. The system had already 

come under a great deal of stress after Germany’s mishandled unification in 

1990/91 had pushed up interest rates in the midst of an economic slowdown.(2) 

When the Danes rejected the single-currency plan in a June 1992 referendum, 

political tensions arose to add to economic woes. Against this background of 

growing uncertainty currency traders began to wonder to what extent prevailing 

exchange rates within the ERM, after not having changed at all for five years, had 

become out of whack with relative changes in international competitiveness among 

EU members. There were also growing doubts as to the ability or willingness of 

those members to satisfy the rather ambitious convergence criteria set forth in the 

Maastricht Treaty in time, especially when considering possibly high social and 

economic costs arising from pursuit of these. When the gradually intensifying 

attacks on presumably overvalued currencies finally had grown into a full-blown 

storm by mid-August, speculators forced strong devaluations of the Irish punt, 

Italian lira, Spanish peseta, and Portuguese escudo, while – most spectacularly – 

pushing the British pound out of the ERM altogether. The crisis was only contained 

when the Germans intervened in support of the French franc. That currency came, 

however, under renewed attack nearly a year later, and this time the market 

pressure was such that no bail-out operation among fellow central banks was any 

longer viable. By September 1993 the persistent currency crisis had forced EU 



 9 

governments to abandon the tight grid of the ERM and let their currencies instead 

float within a much wider band of +/- 15% from their target levels.(3)  

The currency crisis of 1992/93 was not only inevitable, but a necessary adjustment 

which in the end strengthened the single-currency project. It set in motion a 

transition period during which exchange rates within the ERM were allowed to find 

more realistic levels in accordance with market sentiments. And this re-setting of 

currency prices made the subsequent phases and steps of the single-currency 

project easier to implement. By January 2002 the euro came into being as the single 

currency shared by twelve (of the then-fifteen) nations of the EU. 

 

One additional legacy of the 1992/93 crisis worth noting is that Britain, upon being 

pushed out of the ERM, has managed since then to achieve higher growth and lower 

unemployment than its counterparts in the euro-zone. This is a reminder that the 

EMS, with its bias towards rather restrictive monetary and fiscal policies discussed 

in greater detail in section 2 below, does carry considerable social and economic 

costs which have manifested themselves above all in terms of perennially slow 

growth and structurally high unemployment across much of the euro-zone. 

 

2- Policy Biases In The Euro-Zone 

 

In this section, dealing with the launch of the euro, we explore a direct connection 

between institutional choices made in the wake of the EU’s economic and monetary 

union and ideological preferences rooted in economic theory which has shaped the 
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modus operandi of the euro-zone ever since. This link is of crucial importance in 

understanding why and how the euro-zone works (or does not), especially its 

management of a major crisis hitting the zone in late 2009. 

 

The adoption of a single currency among several countries has important theoretical 

roots in Robert Mundell’s notion of an “Optimal Currency Area” (Mundell, 1961). 

This concept, for which the Columbia University economist won the Nobel Prize in 

Economics in 1999, explores the conditions under which a single currency would 

work optimally for a region combining different nation-states (or, as in the case of 

the United States, for a nation-state with distinctly different regions). The question 

of a single currency arises in the first place when a region has reached a high level of 

economic integration thanks to free trade and unrestricted flow of capital across its 

borders. Apart from these necessary prerequisites Mundell identified four more 

conditions which would help a single-currency area work better: a high degree of 

labor mobility across borders; wage and price flexibility; a mechanism for automatic 

fiscal transfers from stronger to weaker states; and sufficiently synchronized 

business cycles among OCA members. All of these conditions are needed to facilitate 

necessary market adjustments while allowing macro-economic stabilization policies 

to work effectively. The latter objective applies with particular urgency to the “one-

size-fits-all” monetary policy of a single-currency zone, which would be greatly 

helped if national business cycles were reasonably synchronized.  
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Even though Mundell’s OCA concept is itself rooted in the (mostly ideological) 

conviction of mainstream economic theory that markets adjust automatically to 

durable equilibrium between supply and demand, it highlights usefully the real need 

for alternative adjustment mechanisms once a monetary union has deprived 

national policy-makers of using either exchange rates or interest rates, normally the 

easiest and most effective policy tools. That problem of adjustment becomes, as 

Mundell himself pointed out, a truly challenging one in the face of shocks affecting 

diverse parts of the system differently. The viability of an OCA will thus be tested 

most thoroughly in the face of such an asymmetric shock – a hypothesis borne out 

recently when the fall-out of the US-centered “subprime” crisis morphed into the 

most serious global financial crisis since the Great Depression of the 1930s and hit 

the members of the euro-zone from very different angles (see section 4 below).  

 

That crisis confirmed what has been clear from the very beginning, namely that the 

euro-zone does not meet Mundell’s criteria for an optimal currency zone:  

•For one, the EU obviously lacks the kind of wage and price flexibility which 

neo-classical economists consider essential for rapid and effective market 

adjustments to temporary disequilibria. While most contemporary capitalist 

economies show downwardly rigid prices, including the price of labor, this is 

probably even more the case within the EU where traditions of strong labor 

movements and of active industrial policies in favor of national champions still 

prevail. Even though trade unions in Europe are a lot weaker than they used to be a 

generation or two ago, collective bargaining agreements and labor protection laws 
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still have a comparatively strong presence in many EU countries as does 

monopolistic price behavior of leading industrial firms.  

•Moreover, the EU is characterized by powerful linguistic, cultural, and even 

policy-based barriers to labor mobility across borders despite efforts, such as the 

Schengen Agreement, to facilitate the movement of people from one country to 

another within the union. Many European nation-states have very deep regional 

cultures that are highly differentiated from each other, with populations that are 

rather resistant to change and locally grounded. Nor is the climate very welcoming 

for immigrants unless they adopt very rapidly local customs and language skills. 

•Finally, the EU is also found lacking with regard to Mundell’s emphasis on 

sizeable and automatic fiscal transfers. Those simply are not adequate in the EU 

context. With EU members providing only a small fraction of their tax revenues to 

the European Commission at the center of the union’s federal policy apparatus, the 

EC’s annual budget amounts to just 1% of the EU’s GDP and is thus far smaller than 

the budgets of its respective national counterparts. So-called structural and regional 

policies, which have obviously become more important over the years in the EU 

context as means for transferring funds from richer to poorer countries, have been 

quite successful in facilitating the catching-up processes of the latter. Still, a general 

lack of intra-EU solidarity has kept those funds relatively limited, especially when 

considering new and additional needs arising from the recent inclusion of so many 

relatively poor Central and East European countries into the union. Hence it is fair 

to say that fiscal federalism is still in its infancy within the European Union, with 

fiscal policy mostly a matter of national policy-making. 
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Notwithstanding Mundell’s subsequent argument that creation of a single-currency 

gives its members advantageous protections even under less-than-ideal conditions 

(see Mundell, 1973), the fact remains that the euro-zone has from its very inception 

lacked some key criteria needed for an optimal currency zone and continues to do 

so a decade later. The absence of true OCA conditions has lent greater urgency to 

creation of a federal policy framework along Keynesian lines with which to 

compensate for the euro-zone’s shortcomings as a sub-optimal currency zone. With 

regard to fiscal policy, it would have been useful, for example, to have a strongly 

progressive tax system capable of redistributing income towards greater equality. 

Large cross-border infrastructure projects in transportation, energy, and 

communication have strongly redistributive effects as well while at the same time 

modernizing the industrial apparatus and creating much-needed jobs with high 

value added (e.g. “green” jobs). And an EU-wide industrial policy of “picking 

winners” aimed at promoting the growth industries of tomorrow would also help 

promote the internal cohesion of the EU. At the same time it would have been 

helpful for Europe’s growth prospects to have had both a relatively lax monetary 

policy and a competitive (i.e. relatively low) valuation of the euro. 

 

Unfortunately, such a compensatory pro-growth policy mix was not realistically in 

the cards due to two major biases at the center of the EU’s modus operandi. The first 

of these relates to a strong and persistent preference for monetarist policy 

prescriptions. Regarding inflation as the primary evil to be avoided, monetarism 
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stresses both a “hard money” policy by the central bank as well as balanced budgets 

on the fiscal-policy side. It also favors an overvalued currency which, by making 

imports relatively cheap, helps to keep inflation in check. Apart from the general 

rise of Monetarism in the wake of the conservative counter-revolution launched by 

Margaret Thatcher and Ronald Reagan in the early 1980s, following a period of high 

and frightfully accelerating inflation (between 1969 and 1982), there are also 

internal reasons for that anti-Keynesian philosophy’s influence within the EU. The 

key here is to appreciate modern Germany’s profound obsession with price stability, 

rooted in its disastrous experience with hyperinflation during the 1920s and in the 

success of a strong D-Mark as the symbol of postwar renaissance which turned the 

Bundesbank into one of the most beloved institutions of a reborn society. As the 

largest and most powerful member of the EU, Germany’s influence has weighed 

heavily on the others. No single currency would have been possible without it 

reflecting the policy structures and preferences of Germany, notably its hostility to 

anything encouraging inflationary pressures. 

 

This bias in favor of monetarist policy prescriptions was already evident in the 

founding document of the economic and monetary union (see European 

Commission, 1990). And that same bias also shaped many of the subsequent 

institutional choices made during the implementation of EMU, especially those 

enshrined in the Maastricht Treaty two years later. Specifically, we are talking here 

about the intense push for “political independence” of the newly created European 

Central Bank, its emphasis on price stability as the ECB’s sole and exclusive policy 
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objective, the prohibition against the central bank’s monetization of debt (i.e. 

purchases of government securities by the central bank which the Monetarists 

regard as highly inflationary), and the stress put on a “no bail-out” clause according 

to which countries in trouble because of excessive (budget and/or trade) deficits 

cannot expected to be helped by other member nations of the euro-zone. 

 

At the same time the euro-zone has also been subjected to a mercantilist bias, 

emanating from a relentless German strategy of export-led growth. This push 

pervades all aspects of German society and runs through the entire spectrum of its 

highly competitive economy. We can see that clearly when looking at Germany’s 

other macro-drivers underpinning its chronically large trade surpluses, specifically 

its high savings rate (compared to investments) and its fiscal discipline aimed at 

keeping budget deficits in check. As a matter of fact, postwar Germany has had a 

distinctly anti-Keynesian bias of largely foregoing the use of fiscal stimuli in the 

form of deficit-spending, perhaps a legacy of associating Keynesian policies with the 

kind of militarist Keynesianism promoted by Hitler and his finance minister Hjalmar 

Schacht during the 1930s. Be that as it may, Germany’s strong integration with its 

smaller, similarly anti-inflation and export-oriented neighbors (e.g. Netherlands, 

Denmark, Austria, Switzerland), first institutionalized in the aforementioned 

“snake” experiment of a D-Mark zone during the 1970s, makes that power center 

even stronger. The eventual full integration of East Germany and rapidly developing 

ties to its Eastern neighbors, notably Poland, the Czech Republic, Slovakia, and 

Hungary will, if anything, only enhance Germany’s status as a trading superpower.  
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The trouble with this relentless push for trade surpluses emanating from Germany 

and its neighbors at the core of the euro-zone is that it puts a lot of pressure on 

deficit-prone countries at the periphery of that region, notably Ireland, Portugal, 

Spain, Italy, and Greece all of whom are characterized by propensities for excess 

consumption, large budget deficits, higher built-in inflation, and frequent trade 

deficits. The only thing that saves France and Britain, two countries with similarly 

pro-inflationary constellations of policy and habit, from being as vulnerable as that 

group on the periphery is that they are much larger and have very competitive sets 

of industries. But even those two countries find it hard to live with the asymmetry 

dividing the euro-zone so sharply into two camps of surplus and deficit countries. 

 

3. Implementation Dynamics 

 

At first, the introduction of the euro in 1999 appeared to have been a success. Not only 

was the new currency accepted by the public, but the euro system also eliminated 

(nominal) exchange rate fluctuations and thereby the possibility of exchange-rate crises. 

It also substantially decreased inflation and (real) interest rates in the former soft-

currency countries. As the euro became rapidly a globally traded currency, it offered 

smaller and most vulnerable countries an added shock absorber. And during the first 

years of its existence there were several countervailing forces at work, which reduced the 

tension between two fundamentally different groups of countries and its potential for 

regional intra-zone imbalances. For one, the currency crisis of 1992/93 had left the more 
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inflation-prone bloc of southern countries with more competitive exchange rates. At the 

same time pressure from Germany had lessened in the wake of its decade-long absorption 

of unification which caused significant post-unification shifts towards larger budget 

deficits and a shrinking export surplus. Finally, the euro started quite weakly, falling from 

it is initial level of 1€=$1.18 in early 1999 to just €1=$0.84 in April 2002 and so staying 

below its presumed purchasing-power-parity level for several years. The competitive 

exchange rate combined with a generally favorable global growth environment, only 

temporarily disrupted by a fairly mild recession in 2000/01, to boost the trade 

performance of even the weaker members of the euro-zone. Those initially favorable 

conditions for re-balancing eroded with the gradual strengthening of the euro after 2003.  

 

Mainstream economic doctrine had assumed that the EMU framework would lead to 

nominal and real convergence among its countries, and the initially favorable 

environment in the euro-zone should have made it easier to achieve this important 

objective.(5) This, however, did not happen. EMU countries experienced divergent 

evolutions following the launch of the euro. Much of this divergence was driven by the 

aforementioned confluence of monetarist and mercantilist biases at the center of the euro-

zone. At the crux of the euro-zone’s growth dynamic during its first decade was the very 

strong pressure exerted on labor by a combination of government policy and industrial 

restructuring, resulting in relatively spectacular declines in wage shares as indicated in 

Table 1 below. The wage share in GDP decreased in the euro-zone on average by 2.3 

percent from 1999 to 2007. This decline was especially pronounced in Spain (-4.3%), 

Germany (-3.9%) and the Netherlands (-2.7%). Increasing business profitability and price 
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competitiveness through downwards pressure on wages became a major strategy in 

mercantilist countries. This strategy boosted exports but put a brake on private 

consumption in these countries, thereby dampening overall demand in the euro-zone. No 

attempt was made by the EU members or by the EU Commission to harmonize wage 

evolution. Through this non-cooperative game Germany, Austria, the Netherlands, and 

Sweden succeeded in supporting their growth with a positive contribution of net exports. 

These mercantilist countries of Northern Europe ran substantial current account 

surpluses, while Southern countries experienced widening external deficits.  As a result 

the factors of growth, notably the balance between domestic demand versus exports, have 

been quite divergent among European countries, feeding large macroeconomic and 

external imbalances (see Table 1 below). 

 

With a single monetary policy setting a unique nominal interest rate for the entire euro 

zone, its members ended up having very different real interest rates.  The single monetary 

policy was contractionary for Germany, Austria and Italy, where real interest rates have 

Table 1: Major macroeconomic indicators 

 GDP 
growth 
rate 

Domestic 
demand 
growth 
rate 

Inflati
on 
rate 
(GDP 
deflat
or) 

Real 
interes
t rate 
(long 
term) 

Wage 
share in 
GDP 
Change 
in perc. 
point 

Public 
balance 
% GDP 

Gross 
public 
debt 
% 
GDP 

Current 
account 
balance 
% GDP 

 1999-
2007 

1999 - 
2007 

1999 - 
2007 

99 -
07 

1998 - 
2007 

2010 
(1) 

2010 
(1) 

2010 
(1) 

France 2.2 2.7 1.8 2.4 -0.2 -7.7 83.0 -3.3 

Germany 1.6 0.7 0.8 3.1 -3.9 -3.7 75.7 4.8 

Netherlands 2.5 2.0 2.6 1.5 -2.7 -5.8 64.8 5.2 
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Austria 2.5 1.6 1.5 3.0 -4.4 -4.3 70.4 3.0 

Ireland 6.6 6.2 3.5 1.4 -2.1 -32.2* 97.4 -1.1 

Italy 1.5 1.7 2.4 2.2 -0.5 -5.0 118.9 -3.2 

Spain 3.7 4.6 3.9 0.8 -4.3 -9.3 64.6 -4.8 

Greece 4.1 4.2 3.2 1.0 -2.1 -9.6 140.2 -10.6 

Eurozone 2.1 1.7 2.0 2.1 -2.3 -6.3 84.1 -0,5 

UK 2.8 3.5 2.4 2.3 0.6 -10.5 77.8 -2.2 

USA 3.0 3.1 2.4 2.5 -1.9 -11.3 92.2 -3.4 

Notes : (1) European Commission, Autumn Forecast 2010.  *) Including one-off costs 

related to banking sector support measures amounting to 19.9 % of GDP. 

Source : C. Mathieu & H. Sterdyniak (2010). 

 

been high relative to growth rates, while it ended up being expansionary for Ireland, 

Greece and Spain where real interest have been low compared to growth rates. In the 

latter countries, companies and households had a strong incentive to borrow and invest, 

which boosted their GDP growth and inflation. Those catching-up countries thus ended 

up having structurally higher output growth and inflation rates than the more “mature” 

countries, as shown in Table 1 above. 

 

Fiscal policies also differed greatly among the members of the euro-zone in the run-up to 

the major crisis at the end of the 2000s. Notwithstanding the attempt with the so-called 

Stability and Growth Pact of 1997 to impose uniform limits for budget deficits and 

public-debt levels (of 3 percent and 60 percent of GDP respectively) in the face of still-

decentralized policy-making, the euro-zone members ended up with fairly divergent 
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levels of either in the course of the euro’s first decade. In 2007, just before the onset of 

the crisis, Germany and the Netherlands had a public balance close to zero (0.2% of 

GDP), with a correspondingly low level of net public debt, whereas Italy, Greece and 

Portugal ran high deficits and public debts although their fiscal situation was at that point 

still not dramatic. Tellingly, only Greece ran budget deficits that were considerably 

higher than the SGP limit of 3% per annum. 

 

Underpinning this growing heterogeneity of economic indicators among euro-zone 

members is a systemic inertia of macro-economic policy, a point strongly made by many 

Keynesian economists focusing on Europe (e.g. Fitoussi & Saraceno, 2009). This 

weakness can be traced to the institutions of economic governance in Europe, notably the 

statute of the ECB obliging it to focus exclusively on inflation, the program of structural 

reforms consisting essentially of liberalizing markets for goods, labor and capital, and the 

limits on discretionary fiscal policy imposed by the aforementioned Stability and Growth 

Pact. The SGP ceilings on annual budgets and public debt ignore cyclical factors and fail 

to take account of the specific situations of EMU members with respect to their external 

balance, competitiveness, or private debt. These rules do not allow corrective action 

against countries which carry out too restrictive policies or which accumulate excessive 

imbalances in terms of external surpluses and deficits, or financial and real estate 

bubbles. Moreover, the process of coordination of economic policies (under the Articles 

121 and 136 of the Maastricht Treaty) is purely formal. In fact there are no concerted 

macroeconomic strategies within the EU for the short and the long run. In this context it 
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was not a surprise that there was no European strategy adapted to the circumstances and 

specificities of each country during the euro-zone crisis of 2009/10. 

 

4. The Systemic Crisis Of The Euro-Zone 

 

The summer of 2007 saw the onset of a major financial crisis, which eventually turned 

into the worst economic crisis since the Great Depression of the 1930s. Its initial causes 

related to the malfunctioning of the financial sector. Widespread securitization of 

mortgages nourished fast growth of credit and lowered credit standards, as banks 

believed they had passed on credit risk. Well-paid rating agencies decorated the new 

assets with triple-A ratings even though they were obviously far riskier than that. Banks 

shifted credit off balance sheets into structured investment vehicles to escape regulatory 

requirements on capital. All this combined to fuel a massive property bubble, which 

eventually overshot and burst. Although the crisis originated in the US, it spread quickly 

to Europe due to the exposure of the European banks to the toxic assets. 

 

In the early stages of the crisis it was expected that Europe would be hit less than the US, 

whose “subprime crisis” could be traced to its excessive deregulation of financial markets 

and monetary policy accommodation. Over the preceding quarter of century the dollar-

based international monetary system had turned the United States into the center of a 

relentless financial globalization process which directed a large chunk of the world’s 

excess savings towards US-issued liabilities that automatically funded a large amount of 

America’s (debt-financed) excess spending. That process spread America’s toxic assets 
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across the world. Hence, even if the number of spectacular bankruptcies in Europe was 

limited, the EU banking sector proved to be as fragile. The sequencing of disruptions in 

Europe has been similar to that of the United States. Bank failures would trigger a crisis 

of confidence, which paralyzed interbank markets and forced massive asset sales into 

declining markets. The asset depreciation in turn deepened the ensuing credit crunch to 

the point of forcing drastic spending declines in the private sector. 

 

The argument that the EU’s prudent macroeconomic management would be the winning 

strategy turned out to have been wrong. The exact opposite was true, explaining in large 

part why the financial crisis has hit the euro-zone harder than the US (Fitoussi & 

Saraceno, 2009). During the crisis the European Central Bank remained faithful to its 

core beliefs that inflation is mainly a monetary phenomenon and price stability the 

priority, if not sole objective. Using its control over certain short-term interest rates as the 

key instrument for controlling inflation, the ECB kept key euro-zone interest rates 

unchanged from June 2007 to June 2008 at a level of 4%! It then saw fit to raise them in 

July 2008 because of the increase in energy prices, an error that cast doubt about the 

ECB’s understanding of the real extent of the crisis. Only in the fall of 2008, when it 

became clear that the main threat had become deflation rather than inflation, did the ECB 

begin a series of interest-rate cuts. In contrast, US policy responses to the crisis were 

much stronger. The Fed rapidly curbed short-term interest rates close to zero and then 

launched massive liquidity-injection programs in support of the banking system. And, as 

shown in Table 2, the fiscal stimulus adopted by the European countries from 2008 to 
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2010 was significantly smaller, at only 1.4% of GDP for the EU-27 (or 1.6% in the euro-

zone), than the 5.6% stimulus in the United States over the same three-year period. 

 

Table 2: Stimulus plans 

Stimulation impact (as % of GDP) 

   

 Total 2008 2009 2010 

EU-27 1.4 0.1 0.8 0.5 

Euro-zone 1.6 0.2 0.8 0.6 

United States 5.6 1.0 2.1 2.4 

Source : Fitoussi & Saraceno, 2009. 

 

The weak policy reaction of the euro-zone countries to the crisis is not least linked to the 

EU’s peculiar ideological (political) and institutional characteristics of economic 

governance which, as discussed already in the preceding two sections, resulted in a rule-

based system aimed at preventing discretionary interventions and pursuing price stability. 

The Stability and Growth Pact and the strict inflation targeting by the ECB have led to 

restrictive macroeconomic policies and to two decades of slow growth coupled with high 

unemployment. The objective of more rapid growth was to have been attained through 

structural reforms alone, meaning the systematic deregulation of labor, product, and 

capital markets. But this heavy emphasis on structural reforms constrained European 

governments to engage in non-cooperative policies through fiscal and social competition. 
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Apart from excessively restrictive macroeconomic policies, there is another major reason 

why the crisis has been deeper in Europe than in the United States. It is the fact that this 

crisis has been fundamentally an asymmetric shock within the euro-zone. Even before the 

crisis erupted, the euro-zone was marked by swelling imbalances between two groups of 

countries engaged in unstable macroeconomic strategies. On one side, the neo-

mercantilist strategies of a group of Northern “virtuous” countries (Germany, Austria, 

Netherlands) reaped competitiveness gains and huge external surpluses. On the other 

side, a group of Southern countries experienced rapid, yet unbalanced growth, driven by 

negative real interest rates and accumulating large external deficits (Mathieu & 

Sterdyniak, 2007). The economic policy framework created by the Maastricht Treaty, 

specifically the SGP constraints on discretionary fiscal policy and the anti-inflation bias 

of the ECB, failed to contain these imbalances. The Stability and Growth Pact, together 

with new limits on state aid, sharply curtailed the scope for national industrial policies 

with which to boost productivity in the deficit countries. Nor have there been sufficiently 

large EU budgets and/or significant fiscal transfers targeting productive investments in 

the poorer regions to help those become more competitive. In the absence of exchange-

rate realignments within the zone, strategies for increased competitiveness have come to 

be based mainly on wage moderation and increased deregulation of labor markets.  

 

Such an adjustment strategy is, however, difficult to put into practice successfully. For 

one, labor markets are not as flexible as economic textbooks and EU treaties would like 

them to be. In addition, the adjustment via labor markets has a clear deflationary bias, 

since any country with a current account deficit will have to adjust through wage restraint 
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and disinflation – pressure which the deficit countries on the euro-zone’s periphery could 

not easily cope with (Stockhammer, 2010). Nor has it helped those countries on the 

periphery that the core (Northern) countries did manage to engage in more aggressive 

wage-moderation and labor-market policies. Between 2000 and 2007 unit labor costs 

declined by 0.2% per year in Germany while rising by 2% in France, 2.3% in Britain, and 

between 3.2% and 3.7% in Italy, Spain, and Ireland. Apart from persistent productivity 

differentials, you have also higher inflation rates in the periphery countries pushing up 

nominal wages there faster than in Germany (Onaram, 2007). As inflation differentials 

persist across European countries, there have been creeping changes in real exchange 

rates that have accumulated over the years. Real exchange rates have strongly diverged 

since the introduction of the euro. Germany has devalued by more than 20% in real terms 

vis-à-vis Portugal, Spain, Ireland, and Greece since 1999. All this helped turn the 

periphery of Europe into markets for the core (Northern) countries without any prospect 

of catching up. When the subprime crisis emanating from the United States morphed into 

a global cataclysm, it was bound to hit the core and the periphery of the euro-zone 

therefore very differently. While the shock impact of this crisis threw the entire into EU 

into deep recession and pushed budget deficits rapidly higher, its asymmetric nature 

manifested itself by exposing much greater structural vulnerabilities in the peripheric 

countries, notably Greece, Spain, Portugal, and Ireland. 

 

It is in this context that we have to understand how a revision of budget-deficit data by 

the newly elected Papandreou government in Greece in December 2009 could grow into 

a full-fledged crisis rocking the entire euro-zone. That announcement of much worse 
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deficits than had been admitted until then by the preceding (Karamanlis) government sent 

shockwaves through global markets as investors began to doubt the ability of Greece to 

manage its public finances. Soon this crisis of confidence extended to other countries in 

the periphery of the EU (Ireland, Spain, Portugal, even Italy) whose budget deficits and 

public debt levels were seen as unsustainably large. New financial instruments, in 

particular credit-default swaps, greatly facilitated massive speculative attacks on 

European sovereign bonds as large numbers of investors realized that the euro system 

was flawed and incapable of re-balancing itself. That systemic crisis of the euro-zone, 

best viewed as Stage Two of a global financial crisis originating in the United States in 

late 2007, was allowed to intensify rapidly in the face of inadequate crisis-management 

mechanisms. Political and ideological differences among euro-zone members, always 

latently present, broke into the open in the face of relentless financial-market turmoil. A 

lack of cooperation and consensus made effective crisis management more difficult.  

 

Pushed to the brink, euro-zone authorities finally came up with a more coherent response 

in May 2010, which consisted of three important elements. The first was a bail-out 

package for Greece in return for major structural reforms in that country. A new €750bn. 

pool, funded by contributions from member nations, the European Commission, and the 

International Monetary Fund, provided a large back-stop mechanism with which to 

contain contagion. And, lastly, the euro-zone members agreed to retool their crisis-

management powers favoring greater convergence, fiscal discipline, and aid transfers. 

Apart from representing abandonment of the hitherto sacrosanct “no bail-out” clause, this 

three-pronged package contained several additional institutional changes of significance, 
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notably a commitment by the European Central Bank to buy the sovereign debt of 

troubled members and a new economic-governance framework for macro-economic 

surveillance of member nations’ budgets, debt, and growth trends.  

 

The Greek crisis was, however, only the first stage of a relentless crisis-contagion 

process which has hit a growing number of countries in the euro-zone. In November 

2010 Ireland was the second country succumbing to this crisis. The deeper 

underlying reason for the Irish crisis was the failure of the country’s leading banks 

in the wake of the bursting of that country’s real-estate bubble (with the real-estate 

sector amounting to 25% of GDP at the peak of the boom). Forced to come to the 

rescue of its top four banks in the face of their near-certain default, the Irish 

government saw its budget deficit explode to an unprecedented 32% of GDP. The 

costs of bailing out Anglo-Irish Bank, Ireland’s largest bank, are currently estimated 

to amount to €34 billion (or $45.5 billion). But what ultimately triggered the loss of 

market confidence was the decision of the European Council on October 29, 2010, 

under German pressure, to stop fully guaranteeing sovereign debt of the European 

states after 2013 which implied inevitable losses for the creditors. 

 

The €85 billion worth of emergency assistance measures given to Ireland on 

November 28, 2010 did not reassure markets with regard to the euro-zone’s 

capacity to face its unfolding systemic crisis effectively. The markets immediately 

attacked Portugal and Spain as the next countries on the rescue list. On May 17, 

2011 Portugal – Europe’s oldest nation state – joined Greece and Ireland in the 



 28 

eurozone’s intensive-care ward, obtaining a €78 billion rescue package from the 

European Union and the IMF. Even Belgium and Italy felt the pressure of rising risk 

premia (measured against German bund yields representing the default-free rate).  

 

During the EU summit of March 23 and 24, 2011, European leaders decided, in the 

face of relentless pressure from the financial markets, to make urgent changes in the 

Lisbon Treaty and thereby open the way for a new competitiveness pact that came 

to be known as the “pact for the euro.” That accord extended the wage and budget 

austerity policies imposed on Greece, Ireland, and lesser extent Portugal to much of 

the rest of the EU. It included abolition of wage indexation, creation of a common 

corporate tax base, raising the retirement age, and so-called constitutional “debt 

brakes” for both budget deficits and public debt. These measures, proposed by 

Germany with the active support of France, had the objective of turning the entire 

eurozone into one “large well-managed Germany.” Such a vision strikes us as 

troubling, considering Germany’s comparatively poor job-creation record since the 

inception of the euro in 1999 (even though Germany has admittedly done better in 

that regard over the last year and a half). European governments committed 

themselves at that point to strengthen solidarity among the members of the 

eurozone by reinforcing the Stability and Growth Pact and by turning the European 

Financial Stability Facility into a more permanent €500bn. bail-out mechanism 

known as the European Stability Mechanism (ESM). By institutionalizing austerity 

across a large swath of the eurozone, this reform risked pushing the deficit 

countries of the euro-zone into a debt trap where fiscal restraint would be undone 
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continuously by economic slowdown. Far from giving governments greater room to 

maneuver against pressure from the financial markets, it may well have pushed the 

eurozone further into a longer-lasting social, economic, and political crisis. 

 

The next stage in the battle between eurozone governments and increasingly 

nervous financial markets came during the second half of 2011 when it became 

abundantly clear that the initial bail-out package for Greece was failing and needed 

to be followed up with further assistance amidst recession-induced pressure on its 

budget deficit. The difficult negotiations surrounding a second bail-out package 

centered on convincing bondholders to accept limited losses (“haircuts”) in order to 

reduce Greece’s debt burden modestly. This prospect of a restructuring of Greece’s 

debt, even though kept limited and “voluntary” so as not to constitute a “credit 

event” triggering credit-default swaps and a possibly chaotic default, only unnerved 

the bond markets further. At that point bank shares also came under enormous 

pressure across the entire EU, in anticipation of now seemingly inevitable losses on 

their large bond-holdings. Slowly but surely, yields on Spanish, Italian, and even 

French bonds were pushed towards unsustainable levels as market pessimism 

called for higher risk premia. Facing rapidly escalating pressure, eurozone leaders 

finally came to a three-pronged agreement in late October 2011. A new bail-out 

package, which would be coupled with more significant restructuring of Greece’s 

bonds to reduce its debt burden by 50% by 2020, was coupled with an expansion in 

intervention capacity of the European Financial Stability Facility and measures to 

strengthen the loss-absorption capacity of European banks in the face of mounting 
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losses on their sovereign-bond holdings of eurozone countries. The untidy collapse 

of the Papandreou government in the wake of this agreement undid any market-

calming effects of this accord right away, putting more pressure above all on Italy 

where political paralysis had soured prospects for effective policy reforms needed 

to deal with that country’s heavy public-debt levels.  

 

After two years of unrelenting contagion, the euro crisis has now morphed into a 

public-sector, banking, and political crisis of the first order, one that will 

undoubtedly engulf the entire world economy as liquidity gets drained out of the 

global financial system and losses mount. An optimistic scenario, in which EU 

leaders manage to stop the crisis and resume faster growth, has by now (November 

2011) become highly unlikely. This would require a much lower euro, a large-scale 

EU-wide stimulus package (e.g. of infrastructure investments), and much-

strengthened lender-of-last-resort mechanisms at the least – all measures very 

difficult to pull off in the face of public anger.  

 

Alternatively, the European may simply muddle through if they manage somehow to 

stave off having to bail out Spain and/or Italy. Assuming further that their bail-outs 

help Greece, Ireland, and Portugal stabilize their debt burdens sufficiently while 

European banks manage to absorb relatively modest losses without too much 

turmoil, then European leaders may have a chance to implement several needed 

structural reforms which would have never come about (or much later!) without 

such an existential crisis. These reforms would all push in the direction of further 
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European integration, involving greater fiscal transfers from rich to poorer 

countries, issue of federal Eurobonds in lieu of national sovereign debt, substantial 

domestic pro-growth reforms, and much strengthened euro-zone institutions. Were 

these reforms not to come about, the euro-zone risks a lost decade of stagnation and 

globally shrinking influence. 

 

Unfortunately, however, the crisis has deepened sufficiently to oblige us to think the 

unthinkable – the disintegration of the single-currency area. Such a scenario risks a 

truly catastrophic chain of defaults, capital flight, and recessionary pressures for 

which the Europeans better start getting prepared. We do not know how this crisis 

will play out, but we know that it might spell the end of the euro as we know it. 

  

5. The International Key-Currency Status of the Euro 

 

The crisis of the euro-zone certainly raises the question of the long-term viability of the 

European currency. Its course so far has revealed that the institutional architecture of the 

euro’s construction is incomplete and needs further extension, as happened in the May 

2010  or October 2011 responses. In light of continued deepening of the crisis, it is far 

from clear that the worst has been averted by these improvements in its crisis-

management capacity. The euro-zone needs to find ways to achieve faster and better 

balanced growth. It would then be able to posit a more effective challenge to the world-

money status of the US-dollar. As shown in Table 3, the share of the euro is far behind 
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that of the dollar for international trade. But its share is already approaching that of the 

dollar with respect to financial and banking transactions.  

 

The international role of the euro is bound to increase in the future to the extent that its 

zone, whose gross domestic product, population size, and trade volume matches that of 

Table 3: Global Market Shares of Key Currencies 

Market Shares (%) Dollar Euro Yen 

Invoicing of international trade (a) 40 - 45 15 - 20 - 

Payments for energy and other raw materials (a) 85 - 90 10 - 15 - 

Denominations of international bonds (b)* 37.1 46.6 2.9 

Cross-border bank assets (b)* 39.9 38.3 3.6 

Currency transactions (c)* 86.3 37 16.5 

Foreign-exchange reserves (b)** 64.2 26.5 3.1 

(a) in 2007 ; (b) % of worldwide total; (c) Total 200 %. * En 2007. ** En 2008. 

Sources : ECB; Bank for International Settlements; International Monetary Fund. 

 

the United States (see Table 4 below), can realize its full economic potential. But that 

role may be lagging to the extent that the political biases and institutional constraints of 

the euro-zone condemn it to suffer slow growth and unsustainable imbalances. The 

current crisis has shown the costs and benefits of this dilemma quite starkly. 

 

Table 4: Scale of world’s leading economies in 2008. 

 United States Euro Zone Japan China Russia 



 33 

GDP ($ bn, PPP) a 13 108,8 10 011,6 4 022,3 7 262,7 2 081,1 

Population (in millions) a 304,2 324,2 127,3 1 330 140,7 

Openness ratio (% of GDP) b 10,4 16,2 14,7 30,2 23,4 

Stock-market ($ tr) c 10,8 2,6* 3,4 4,6** 1,3 

Exports ($ bn) a 1 046,2 4 051,9 714,3 1 231,5 381,7 

Sources: a CEPII (CHELEM data base) ; bAuthors’ own calculations on basis of CHELEM data 
base of CEPII (Paris) for 2007; Openness ratio for euro-zone excludes intra-zone trade ; c World 
Federation of Exchange, 2009. Stock markets : *Euronext; **Shanghai + Shenzen + Hong Kong. 

 

Notwithstanding its internal imbalances and policy biases, the introduction of the euro 

has put into play for the first time a currency whose scale may well one day rival that of 

the US-dollar. As its growing international presence and, more slowly, that of the yuan 

presage a movement from a dollar standard to a tri-polar international monetary system, 

the EU’s struggles with policy coordination and convergence will serve as a useful model 

for the imperatives of global governance in the future. Remains to be seen whether the 

euro-zone will let its monetarist and mercantilist biases crowd out the EU’s social-

democratic traditions of a mixed economy and welfare state, which portend a capitalism 

with a humanistic face as a model for the rest of the world.  

 

NOTES 

1) We use three different names - European Economic Community (EEC), European 

Community (EC), and European Union (EU)  - to denote the European integration 

project. These denominations correspond chronologically to the different stages of 

European integration, with European Union the latest adopted after 1992. 
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2) When Germany started its unification in late 1990, it picked an exchange rate 

between D-Marks and Ostmarks that largely overvalued the latter. This benefited 

long-deprived East Germans, but created very large budget deficits, inflationary 

pressures, and high interest rates in Germany. 

 

3) The EMS crisis of 1992/93 reinforced so-called second-generation currency-

crisis models (Obstfeld, 1986; 1994) which stressed the inter-temporal 

unsustainability of a given policy mix and credibility problems arising from that. See 

also Buiter, Corsetti, and Pesenti (1998) for a thorough assessment of that crisis. 

 

4) Monetarism, a modern version of the age-old Quantity Theory of Money (see M. 

Friedman, 1956; 1968), stresses price stability as the overriding policy objective 

and moderate, steady money-supply growth as the best way to achieve this goal. 

 

5) A good summary of that doctrine can be found in De Grauwe (1996). 
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