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Executive Summary 

 
The adoption of the euro has modified the way economic disturbances are transmitted through 
financial markets, but it has not eliminated these disturbances. The current crisis well 
illustrates this change.  
 
The enhanced role of fiscal policy as a macroeconomic stabilization tool means that market 
concerns about debt service are large. The disappearance of the exchange rate means that 
these concerns directly affect government bond yields, possibly triggering a vicious cycle 
whereby larger interest rates raise the debt burden, which pushes interest rates further up.  
 
An associated implication is that fears of destabilizing effects may, perhaps, explain why 
most euro area member governments have made so limited a use of the fiscal policy 
instrument. 
 
Non euro-area member countries have split into two groups. One group of countries have 
maintained their pegs vis-à-vis the euro at the cost of sharply increased interest rates. This 
aggravates the recessionary effect of the financial crisis. Another group of countries have seen 
their exchange rates depreciate vis-à-vis the euro. By boosting their competitiveness, this 
alleviates the recessionary effect of the financial crisis. On the other hand, the build-up of 
large currency mismatches presents many countries with a serious risk of the vicious cycles 
that led to the Asian crises a decade ago.  
 
These developments serve as a reminder that a fully integrated Single Market works better 
with a single currency. Mild economic conditions during the first nine years of the euro have 
translated into a reasonable degree of exchange rate stability, pushing this consideration out of 
policymakers’ attention. The current crisis brings to the fore an old truth and should lead to a 
rethink.  



Introduction 

First and foremost, the euro was created to eliminate the risk of currency crises within 

the EU. This has been achieved. This success raises two important questions:  

- Did the euro completely shield euro area member countries from diverging financial 

pressure? 

- Did the non-euro area members suffer from their situation and, if so, is this a source 

of concern for the euro area members?  

The answers given here are: no and yes.  

 

 

Financial turmoil in the euro area: principles 

Euro area membership implies that disturbances that normally affect the exchange rate 

will have to work out their effects though other channels. The range of potential 

disturbances is unbounded. It includes anything that can alter a country’s external 

competitiveness, the health of domestic financial institutions, the saving/borrowing 

behaviour of residents, including national governments, political instability, and many 

more possibilities. The only disturbance that is eliminated is monetary policy, 

although the effects of the common monetary policy may still be a source of tensions 

if economic conditions differ widely. The list of potential disturbances is so huge that, 

in fact, we should expect them to occur routinely. Most of the times, they are small 

and go therefore largely unnoticed, but it is only a matter of time until the next “big 

one” will occur.  

 

The current financial crisis is bound to create tensions. To start with, a good example 

is that not all banks are equally affected. If large banks suffer losses that require some 

bailout, the home budget is bound to be affected. This in turn raises the question of 

how large deficits will be financed. Without the common currency, the exchange rate 

might well depreciate as traders expect that part of the financing will have to come 

from abroad, which require an improvement in the current account to serve the debt. 

Note that, initially the exchange rate might appreciate as foreign capital flows in, but 

it could depreciate instead if foreign investors are strongly concerned about debt 

service.  
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In the absence of the exchange rate channel, foreign financing from within the euro 

area will not eliminate the need to serve the debt and therefore to run a current 

surplus. The surplus will have to be achieved through a restraint of domestic 

spending, which will be the natural implication of tax increases or public spending 

cuts required for debt service. Lower demand, in turn, could exert a moderating effect 

on prices, which would produce a real depreciation and thus partly mimic the now-

impossible nominal depreciation. Demand contraction and relative price decline 

instead of a depreciation is the normal consequence of having lost the exchange rate 

instrument.  

 

In addition, however, markets may be concerned that this relatively demanding 

response might be unpalatable to the government and its citizens. This will affect 

interest rates on public debt instruments. On the surface of it, this is no different from 

what would be the case when exchange rates exist, since a depreciation might be 

accompanied with rising interest rates. Two qualifications are in order, though. First, 

in the latter case, the interest rate increases will affect all borrowings in the domestic 

currency, not just those by the government. The single currency thus stands to shield 

private borrowers from market concerns about debt service. Second, because the 

government will not be able to depreciate or devalue the currency, debt service may 

be politically more difficult since it will necessarily involve tax increases or public 

spending reductions, which may alarm markets and lead to large risk premia. This, in 

turn, may further destabilize the budget and trigger even larger risk premia. This 

shows that vicious circles may operate with and without exchange rates. 

 

Another aggravating factor is that fiscal policy is the only macroeconomic 

management tool. This is by design, of course, for eliminating the exchange rate is a 

way of eliminating beggar-thy-neighbor uses of the exchange rate. On the other hand, 

this sharpens uncomfortably the choice between fiscal policy inaction and fiscal 

expansions. In both cases, the deficit is bound to widen and markets may become 

concerned, imposing higher risk premia no matter what is the chosen course of action.  

 

More examples may be imagined, but the general lesson should be clear: euro area 

membership simply displaces where market pressure is applied. Market concerns 

simply adapt to different variables. The concerns may be heightened or lessened by 
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the absence of the exchange rate, but there is no general presumption as to what will 

the case be. The euro may help but it may be a destabilizing factor. An associated 

lesson is that fears of destabilizing effects may, perhaps, explain why most euro area 

member governments have made so limited a use of the fiscal policy instrument.  

 

Financial turmoil in the euro area: outcomes and policy responses 

We have witnessed several of these destabilizing forces. The sharp interest rate 

increases on public debts may have come as a surprise, and they may have been 

excessive, but they should have been expected. The countries first affected by this 

phenomenon – Greece, Portugal, Ireland, Italy and Spain – do not necessarily share 

large deficits and debts but they do have in common large shocks and current account 

deficits. This suggests that markets look for any evidence of weakness, as is 

confirmed by the more recent surge in Austrian rates, driven by potential bank losses 

on lending in non-euro area member countries.  

 

Interest rate spreads of public debts 

 

 
Source: The Economist, 5 February 2009 

 

The possibility that this evolution developed in a vicious circle is very real. The 

worst-case scenario would include partial or all-out defaults by governments unable to 

simply roll-over their existing debts. The consequences on the euro area as a whole 

need not be drastic, as long as markets distinguish between the monetary union as a 

whole and particular members. Such a fine distinction, however, might be lost on 
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panicky markets. In this case, the euro might depreciate significantly, which is not 

necessarily a bad thing when the economy is in recession and inflation is very low, 

possibly even negative. More damaging would be a contagion to all other interest 

rates, on private borrowings in the affected countries and on public debts in the other 

countries.  

 

Such fears have led to a number of proposals, including the issuance of bonds 

underwritten by all member governments or the monetization of existing public debts 

by the ECB, either directly through purchases or through guarantees. Such moves are 

bound to carry high costs in the longer run, in the form of moral hazard and reduced 

central bank credibility. The worst-case scenario is not necessarily the most plausible, 

so such measures should not be implemented prematurely. Yet preparations are 

required to allow fast reaction in case of emergency, with a view of incorporating 

clauses that minimize the moral hazard component. Examples of such clauses include 

a requirement that the IMF be involved, along with conditionality, or the imposition 

of above market rates to countries that make use of euro-area facilities.  

 

Financial turmoil outside the euro area 

The usefulness of the euro is amply demonstrated by the sizeable depreciations that 

have been observed outside the euro area, as the following figures illustrate. With the 

exception of the Czech Republic and of the countries that peg to the euro, all other 

countries have seen their nominal exchange rates fall by 20% or more vis-à-vis the 

euro. The countries that peg to the euro have all had to raise their interest rates to high 

levels.  

 

The reasons for this pressure are diverse, a further illustration of the                              

vast list of potential disturbances. Particularly unsettling is the fact that the countries 

that resisted depreciation are facing an additional source of recession because of high 

interest rates while those that let their exchange rate float benefit from enhanced 

competitiveness.  
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Exchange rate indices (100 = 2 July 2007) 
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Source: ECB 

 

Yet, enhanced competitiveness may come at a cost. This is the case in countries where 

firms and households have succumbed to the temptation of borrowing in foreign 

currencies (chiefly the euro and the Swiss franc) at lower nominal rates than on 

domestic loans. Given that the building of such a currency mismatch has been 

identified as the key cause of the Asian crisis a decade ago, it is difficult to believe 

that national authorities have allowed this to develop to any significant extent. It is 

also surprising that the European Commission and the IMF, both of which carry out 

regular supervision, have not identified this major source of weakness. It is even more 

surprising has been condoned – in fact encouraged, according to some reports – by the 

banks that provided the loans.  

 

At any rate, these developments carry important policy implications. First, those 

countries that intend to maintain a peg vis-à-vis the euro suffer greatly from not being 

in the euro area. Unsurprisingly, this may produce a change of heart in the Danish 

public. More surprising is the continuous refusal by current euro area members to 

alleviate the plight of the other countries, on the basis of dubious principles.1 The 

pressure on banks from outside of these countries that have built up significant 

                                                 
1 This argument is developed in my Briefing Notes of 2002 (second quarter), 2005 (third quarter) and 

2007 (third quarter).  
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exposure is a reminder of the dangers of local financial instability within the EU. The 

emergency loan to Latvia by the ECB indicates that this danger is not ignored.  

 

Second, the sharp depreciations reported in the figure above are bound to distort 

competition within the Single Market, at the expense of the euro area countries. In the 

past, intentional or de facto beggar-thy-neighbour policies have translated into 

political frictions among EU member countries, and there is no reason that this will 

not be case again this time around. The ECB loan to Hungary shows that this danger 

is not ignored either.  

 

The main lesson here is simply a reminder of the second main rationale behind the 

creation of the euro: a fully integrated Single Market works better with a single 

currency. Mild economic conditions during the first nine years of the euro have 

translated into a reasonable degree of exchange rate stability, pushing this 

consideration out of policymakers’ attention. The current crisis brings to the fore an 

old truth and should lead to a rethink. Should countries with an explicit or explicit 

opt-out be allowed to remain outside the euro area for an indefinite period? Should 

not the incumbents make efforts to attract new members, for example by overlooking 

some of the Maastricht criteria? The economic answers to these questions are rather 

uncontroversial, but political considerations have been so far overwhelming. The 

costs, present and future, of these considerations may be a silver lining if they prompt 

policymakers to change their views.  
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