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EXECUTIVE SUMMARY 
 

Most available empirical evidence shows that fiscal adjustments and fiscal consolidations in 
general tend to reduce the rate of output growth of the country that introduces them or is 
forced to implement them, at least in the short and medium term. Their negative effects on 
output growth can be relatively smaller when they are made on public current expenditure 
than on public investment and can be bigger if they are made by raising taxes. These fiscal 
negative effects on growth can be lower if, at the same time, monetary policy is neutral or 
expansive, the real effective exchange rate depreciates and the private sector or the 
current account move into lower surplus or even into deficit.  

In the past, there were a few cases, in some of today’s euro area Member States, where 
some fiscal consolidations, in normal times, proved to be positive for growth because 
rational expectations effects dominated over Keynesian effects, but these very few cases 
have very little to do with the present situation where large fiscal contractions are made 
after a huge recession, a financial crisis, where the private sector is deleveraging and 
governments in some peripheral Member States are paying high and increasing spreads. 

Today, peripheral euro area Member States, which at present are forced to make a strong 
fiscal contraction to reduce their deficit and debt levels, experience a dramatic situation 
where their private sector is deleveraging, where they are paying too high spreads, where 
those which have been bailed-out are being “helped” with punishing high interest rates, 
deteriorating their solvency instead of improving it, where the ECB is announcing a trend of 
monetary tightening and of liquidity reductions and where the euro is appreciating versus 
most currencies.  

This overall tightening policy mix may end becoming a “perfect storm” to reduce not only 
the rate of output growth of these peripheral Member States (making some of them 
insolvent) but also the rate of output growth of the whole euro area, which has been 
growing at lower rates than the US and the UK for the last three decades and at even lower 
rates since the euro was introduced  

2 



Fiscal and Monetary Tightening Plus Euro Appreciation - A Perfect Recipe for Lower Growth in the Euro Area 
____________________________________________________________________________________________ 

1. ASYMMETRIC ECONOMIC POLICY1  
 
Before EMU started, many academics warned about three potential design weaknesses and 
failures of adopting a single currency:  

First, the euro area was not an “optimum currency area”, because it lacked two basic 
requisites: high price and wage flexibility and high capital and labor mobility. Therefore, it 
would need a very large single budget to face potential asymmetric shocks affecting some 
of its Member States.  

Second, a single monetary policy needed a single or common fiscal policy, because if one or 
several Member States increase its spending and debt disproportionably, it may produce 
negative externalities on others, which tend to buy their debt without exchange-rate risk. 

Third, a single monetary policy may have perverse effects when applied to Member States 
with divergent growth and inflation rates, by becoming simultaneously too strict for 
Member States with low rates of growth and inflation and too lax for Member States with 
high rates of growth and inflation. 

In spite of these design weaknesses, the euro area was created with the following traits: A 
minimum budget (around 1% of its total GDP); a single monetary policy based on a 
harmonized measure of consumer inflation, the harmonized index of consumer prices 
(HICP), which weights consumer prices in each Member State according to its share of the 
total euro area GDP; and two instruments to avoid negative fiscal externalities: the 
Stability and Growth Pact (SGP) with strong sanctions and a fiscal and monetary non-bail-
out clause in the Treaty (Article 125 TFEU). 

For some years, this design worked and investors trusted it. Bond spreads on euro area 
Member States debt, were extremely low, an outcome that did not reflect their different 
economic fundamentals. In the meantime, the ECB was keeping its policy refinancing rates 
low, due to the fact that Germany, France and Italy, which represent two thirds of the euro 
area GDP, were growing very slowly so that total HICP was low. These low interest rates, 
however, proved too lax for the fast-growing catching-up euro area Member States who 
suffered higher inflation rates (Guillermo de la Dehesa, 2011)  

This single monetary policy meant that real interest rates, which are the most important for 
consumption and investment decisions by economic agents, were very low (close to zero) 
in the peripheral Member States, while they were high for the core Member States. The end 
result of this single monetary policy was a credit bubble in the fast growing peripheral 
Member States, as they strongly increased their leverage, which eventually produced 
bubbles in their financial assets, but mainly in their real estate asset markets. This 
peripheral credit boom was mainly financed by foreign savings from the core Member 
States, producing high levels of private external debt in the periphery having, as 
counterparty, banks from the core Member States. 

When the financial crisis struck in August 2007, these high levels of external private debt 
turned into a serious lack of liquidity and sometimes solvency, both for the peripheral 
private debtors and their banks, which had intermediate their debts with the final lenders 
from the core. Eventually, part of the high level of external private debt became sovereign 
debt, when governments were forced to increase public spending to avoid a larger 
recession or to bail-out some distressed private banks and when, at the same time, were 
suffering a large fall in the tax revenue coming out from the burst of the bubbles.  

                                                           
1 For this section see  Guillermo de la Dehesa, 2011. 
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Thus, part of the present sovereign debt crisis of these faster growing peripheral Member 
States was the product of a monetary policy design failure and of an unexpected financial 
crisis, which having originated in the US, produced a large contagion effect on some euro 
area banks given their high level of financial integration.  

At the same time, the more indebted peripheral Member States have been forced by the 
less indebted core Member States to make very strong fiscal adjustments to reduce their 
high levels of debt and/or fiscal deficits, which tend to reduce their rate of growth making it 
more difficult for them to reduce their deficit and debt levels. Finally, some of these 
Member States have “suffered” a bail-out by the EFSF and the IMF implying an extra fiscal 
adjustment and lower growth.  

The main problem with euro area bail-outs is that, the EFSF has not been allowed to buy 
part of the debt of these peripheral Member States in the secondary market at a high 
discount, in order to reduce their large debt service, let them get out earlier from their high 
debt levels and recover a reasonable rate of growth, enough to refinance their debts at 
better spreads. Then, five years later, the EFSF would be able to sell its debt holdings at a 
profit so that tax payers would not be suffering any loss.  

Unfortunately, the EFSF is only allowed to lend, for up to five years, to the bail-out Member 
States at punishing interest rates (between 2 and 4 percentage points above its own triple 
A funding cost rates) Therefore, its bail-outs consist basically on putting expensive debt on 
top of their already high levels of debt, so that, present bail-outs, as they seem to be 
designed mainly increase their insolvency instead of reducing it, making the bailed out 
Member State to default sooner than later. In sum, instead of producing a “debt relief” in 
the Member State that is being bailed-out, they produce a debt overhang and eventually a 
default.  

Moreover, the strong fiscal contractions imposed on these peripheral Member States reduce 
their rate of growth making it very difficult for them to pay back their annual debt service 
until their nominal rate of growth achieves to be higher than the nominal interest rate that 
they pay or until they can produce primary fiscal surpluses (excluding debt service interest 
costs and net interest income on assets) high enough to compensate for their lack of 
growth, which is an oxymoron. 

Today we are witnessing the reverse effect of the euro area asymmetric economic policy to 
the one that produced the bubbles in the periphery. ECB monetary policy is tightening, 
becoming too strict for the peripheral externally indebted Member States, which pay high 
spreads, suffer tough fiscal contractions and deliver low growth and, simultaneously, 
neutral, or even lax, for the core Member States, which have very low external debt levels, 
pay very low spreads and have increased their rate of growth. Eventually, some of these 
peripheral Member States will need to be helped in a rational way, not by further 
punishment, of they will have to default provoking what today is unthinkable: the end of 
the euro. 
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2. FISCAL CONTRACTIONS 
  
Fiscal adjustments and contractions are always necessary when governments have been 
overspending for some time above its revenue, producing large primary deficits; otherwise, 
financial markets immediately react by selling its debt provoking a drop in its ratings and 
higher spreads, until its debt level becomes unsustainable in the medium and long run. But 
fiscal contractions are even more necessary in a monetary union, like the euro area, 
because of the negative externalities and spill-over effects that a highly indebted Member 
State may produce on other Member States, which tend to buy its debt without exchange 
rate risk. 

Fiscal contractions tend to reduce economic growth and may create self-fulfilling debt crisis 
because financial markets may find that the rate of current or potential growth will not be 
able to equal the interest rate of the government debt. By shorting its debt and increasing 
the spreads that the Member States pay, the crisis becomes unavoidable and after 
achieving that in one Member State they tend to do the same with the next. Financial 
markets tend to have two extreme equilibriums, one of total confidence, as it happened at 
the beginning of the euro, where spreads over the German bund were insignificant, or no 
confidence at all, which have multiplied the previous spreads between 40 and 100 times, as 
it is happening today. 

Moreover, the main problem of sovereign debt in a monetary union, such as the euro area, 
is that its Member States issue debt in a currency, over which they have no control (Paul de 
Grauwe, 2011, Christian Kopf, 2011), while, those which are not part of a monetary union 
do have control over their currency. This is the reason why financial markets acquire the 
power to force a liquidity crisis and a default on the Member States of the euro area. 
Countries that have their own currency and issue sovereign debt in that currency never 
have to default, since they can always use the printing press to pay off the debt. By 
contrast, Member States of the euro area do not have access to the ultimate option of 
printing money to pay their debt. 

For example, in the case of the US or the UK, investors know that if they sell their 
government bonds and their government is not able to roll over them at reasonable 
interest rates, they may force their central banks to buy them up, temporarily, so that they 
can always ensure the necessary liquidity to fund its debt. Moreover, when they sell their 
bonds, in dollars or pounds, they know that they can invest them in other private bonds or 
equities or sell those currencies in the foreign exchange market, so that the liquidity 
remains within the countries and, at the same time, their exchange rate tends to 
depreciate when the proceeds of the sale area sold in the foreign exchange market, helping 
to compensate the negative shock of the sale. 

By contrast, in the euro area, if investors sell sovereign bonds from any Member State they 
know that the Member State cannot force its national ESCB member to buy them and also 
know that if they invest the proceeds of the sale of the bonds in Euros in bonds on another 
Member State, the liquidity disappears from the first Member State and goes to the second 
Member State. Even more, they also know that there is not any compensating effect from 
currency depreciation since the proceeds are not sold in the foreign exchange market, but 
kept in Euros. As a result, investors know that, in the euro area, they may be able to 
precipitate a liquidity crisis in any weak euro area Member State, which, if maintained for 
some time, may end in default. 
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These are the reasons why Member States of the euro area should not accumulate too 
much debt, not only because it creates negative externalities on other Member States but 
because they could be forced to default by financial markets by shorting their debts, 
provoking a liquidity crisis and making spreads go up faster than in any other Member 
State that owns its central bank and can have immediate access to the necessary liquidity. 

The second issue about fiscal adjustment needed to be taken into account is that the real 
problem in some Member States is not so much the level of sovereign debt as the level of 
external private debt (Daniel Gros, 2011). This is the case of Portugal with a level of 
sovereign debt as a percentage of GDP of 86.3% in 2009 and even Spain with only 62.4% 
of GDP in 2009, where their level of government debt is lower than in France (87.1% of 
GDP) and even Germany (76.5% of GDP), respectively, but they have a high level of 
foreign private sector debt over 120% of GDP. By contrast, Belgium with a government 
debt of 100.4% of GDP in 2009 and Italy with another of 127.7% of GDP in 2009, with 
much higher levels of sovereign debt, their spreads are lower than in Spain and Portugal.  

Financial markets give higher importance to the net foreign debt position than to the 
sovereign debt net level and this is clearly reflected on the spreads that they pay. This is 
the underlying reason why Belgium and Italy, pay lower spreads than Spain. Sovereign 
debt alone is not the issue. Spreads tend to show a higher correlation with the size of the 
current account than with the level of public debt. For instance, the IMF (2010) shows that 
both the current account and cross-border bank liabilities area as important predictors of 
CDS spreads as the fiscal deficit.  

The problem with the external debt lies in the fact that even euro area Member States are 
able to retain full sovereignty over taxation of their citizens, so that if their total debt is 
held by its residents the government can impose a tax on them as a percentage of their 
debt holdings and use the tax revenue to pay down part of its debt. By contrast if its 
foreign debt is in the hands of foreign residents it cannot tax them. This is the reason why, 
euro area Members States sovereign debt sustainability is larger the more debt is owned by 
its residents. The world’s case in point is Japan but Italy, in a smaller extent, is the euro 
area Member State with higher proportion of residents owning its debt.  

The political debt dynamics are also different for domestic than for foreign debt. In the case 
of domestic debt there is a natural constituency that will vote for governments that want to 
avoid a default, while defaulting on foreigners will become very popular. The same will 
happen with the austerity measures being imposed on some peripheral Member States. In 
the case of Greece or Portugal which have a large external debt owned by foreigners it will 
be much more difficult to impose austerity measures than in other Member States with a 
larger amount of debt owned by its resident citizens. 

In sum, fiscal contractions are quite general in the euro area, reducing the overall rate of 
output growth of the area, but they are very unevenly distributed among its Member States 
(Goldman Sachs, 2011 - 1). The three bailed-out Member States are going to suffer the 
largest negative effects on their rate of output growth, followed by other peripheral 
members according to the level of their spreads and finally by other members with the 
highest levels of net debt.  

The stronger the fiscal contraction and the larger the GDP of the Member States that suffer 
it as a percentage of the total GDP of the euro area, the bigger will be the effect on the 
euro area growth. Moreover, the bigger the contraction in the peripheral Member States, 
the lower their growth rate will be and for the bailed-out members the tougher their fiscal 
contraction imposed on them and the higher the interest rate imposed by the EFSF on its 
loans, the lower their growth and the higher their probability of default. 
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3. DELEVERAGING 
 
Another problem for growth in the euro area is that the private sector is deleveraging in 
most Member States and mainly in peripheral members with high external debt. 
Households are discounting an increase in interest rates and are not consuming until they 
feel comfortable about being able to pay their mortgages and consumption credits. 
Companies are doing the same because they are discounting that their cost of capital and 
their debt service is going up and do not invest enough.  

Banks, through Basel III, are subject to higher levels of core capital, higher levels of 
liquidity, special capital and liquidity buffers and a leverage ratio, so that they are reducing 
their levels of risk-weighted assets and selling part of their assets to be able to cope with 
those capital and liquidity increases. As a result, credit is growing at a very slow pace, 
comparing to before the financial crisis, and with negative growth in most peripheral 
Member States.  

As a result of this general deleveraging, the private sector is not able to increase domestic 
consumption and investment to compensate for the government fiscal contraction, 
therefore, internal demand is still low in most Member States or even negative in most 
peripheral Member States. Therefore, most of the growth is coming from the external 
demand in many of them and all growth in the case of peripheral Member States.  

Given that the euro area exports of goods and services is around 35% of GDP, but around 
17% of goods and a similar percentage of services are exported within the euro area, which 
is not growing at a good pace, it is going to be very difficult for the euro area to achieve a 
higher rate of growth based exclusively on external demand from the rest of the EU and 
from foreign emerging and developing countries. Redirection of exports to the higher 
growth emerging markets will take time. 

 

4. UNEMPLOYMENT 
 
Unemployment is still high in the euro area, reaching 10%, a level only reached in the mid 
nineties. To return to the 7.5% of 2006 and 2007 may take quite a few years. Its 
distribution is very uneven. Again, the highest rates are in the peripheral Member States 
Spain (20%), Greece (15%) Ireland (13.5%) and Portugal (11%). These levels are going to 
stay for long unless growth rates increase faster than expected in those Member States, so 
that potential growth of these peripheral Member States is going to remain subdue for a 
few years. High unemployment needs to be resolved through higher employment demand, 
but in order to achieve it wages will have to give in, which will affect also to internal 
consumption demand. 

5. MONETARY TIGHTENING 
 
First of all, it should be widely recognized that the ECB has been a decisive actor at 
avoiding a major euro crisis in the euro area. It has gone beyond most expectations and 
probably beyond its mandate, to sustain the peripheral banking systems and their 
government debts, while some European leaders were discussing endlessly, without taking 
the right decisions. They were sending continuously mixed signals and improvised political 
declarations, in order to win small number of votes in elections, which confuse financial 
markets, increase uncertainty and contagion and brought some Member States to the 
verge of collapse and to the need to be bailed out, when it could have been avoided. 
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The ECB has announced recently its desire to phase out crisis measures and to tighten 
rates. It has started to hike interest rates before its G3 peers and it is expecting to exit 

 and keeping bank term funding in a safe territory to avoid negative credit 

idity. This transition may not hurt banks and 

ons, 

market curve, may reduce liquidity premiums and, therefore, 

ell as inflation and growth in the core Member States and inflation and 

ore than in the previous quarter on 

 

 in Greece to -2.5% in Spain, while the average in the 

t warranted, not only because economies are barely growing or stuck 

from its “enhanced credit support” measures. By doing so the ECB is facing two major 
trade-offs:  

The first trade-off is between regaining its ability to micro-manage short-term money 
market rates
flows when are more needed. The only way that it could achieve this trade-off is by 
tightening rates but keeping ample liquidity supply to euro area banks, but it remains to be 
seen if the ECB will opt for this policy mix. 

The ECB may, very soon, eliminate full allotment, reintroduce standard auctions and scale 
down gradually any remaining excess liqu
credit flows provided its collateral policy is handled adequately and its portfolios of covered 
and sovereign bonds are not scaled down, are kept in the same size or are increased.  

The way to deal with collaterals should be one in which the ECB will be able to distinguish 
two kinds of open market operations: One should be monetary open market operati
with top quality collateral geared to implementing the policy rate in money markets. The 
other one should be balance sheet open market operations, with lower quality collateral, 
aiming at smoothing banks balance-sheet management and preserving the monetary policy 
transmission mechanism. 

In terms of market impact, such announced policy may keep volatility very tight at the 
short end of the money 
EONIA-EURIBOR spreads and at the long end, may ring-fence banks supply of credit to the 
broader economy, eliminating incompatibilities between monetary policy and Basel III 
liquidity ratios. 

The second trade-off is going to be between inflation and growth and inflation and 
unemployment, as w
unemployment in the peripheral Member States.   

In the first quarter 2011, the recovery of the euro area, as a whole, continued to be robust 
with GDP rising 0.8% quarter on quarter 0.5% m
quarter. Nevertheless, core euro area Member States continue to grow strongly, whereas 
the peripheral Member States have only managed somehow to stabilize economic activity.  

The economic weakness of the periphery is the consequence of a combination of private 
sector deleveraging and public sector fiscal contraction and consolidation, both of which are
currently depressing domestic demand. While some progress has been made to repair 
private sector balance sheets, fiscal contraction and deleveraging are going to continue to 
weaken growth in the periphery.  

Government fiscal consolidation will vary in 2011 between -6.4% of GDP of discretionary 
spending cuts and/or higher taxes
euro area will be 0.8%. Private sector deleveraging also continues with the net financial 
position of non-financial corporate ranging from -67% in the case of Greece to -161.9% in 
the case of Portugal. 

When looking to this picture of the periphery, it would appear that a tightening on 
monetary policy is no
in recession but also because the level of unemployment is exceptionally high in most of its 
Member States. While unemployment rates in the periphery are still twice as high as before 
the crises, unemployment at the core has started to decline or it is at low levels, as it is the 
case in Germany.  
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Moreover, although core inflation at the periphery has not fallen much compared to the 
core, with the exception of Ireland, the periphery has already started a significant 
disinflationary process. Without any nominal exchange rate to adjust, the periphery will 
have to regain its competitiveness only through relative disinflation vis-à-vis the core. 

If Member State specific Taylor rules were computed to find out the appropriate monetary 
stance, (using ECB forecasts of GDP and inflation as input factors (Goldman Sachs, 2011 - 
2) the euro area Taylor rule rate is now clearly above the Taylor rates for each peripheral 
Member State. While the Spanish rate is slowly converging to the euro area level, the Irish 
rate is very low, in large part thanks to so much sharper retrenchment of inflation during 
the crisis. The relatively high Taylor rate for Greece is a function of the sharp increase in 
inflation during 2010. Therefore, further rate increases would be very negative for the 
periphery’s rate of growth. 

Unfortunately, the ECB has to look at the euro area as a whole, in aggregate, (as 
established in the Treaty and its statutes) and not to the needs of a single or a few Member 
States, unless they represent a large percentage of the total euro area GDP. There are 
several channels through which an ECB policy rate hike affects the periphery: But it is very 
clear that the periphery needs a monetary easing and not a tightening. 

The first channel is the interest rate channel. Changes in the policy rate are transmitted 
along the yield curve, increasing the financing costs for companies and households as well 
for the government and corporate bond yields, higher lending and mortgage rates and 
higher retail interest rates. Government bond yields are affected as well by the ECB 
decision on its refinancing rate but it gradually loses determination force at long term 
maturities. Moreover, an increase in the ECB refinancing rate also increases the exchange 
rate of the euro, through the foreign exchange market channel, making it even more 
difficult for the periphery to reduce their current account deficits. 

As an example of its impact on GDP in the periphery, a study conducted by the Bank of 
Spain finds out that a 100 basis points increase in the refinancing rate, depresses GDP in 
Spain by 0.3% in the first year and 0.5% in the second year. In another simulation made 
by Goldman Sachs the total impact of the 25 basis points hike already made, plus another 
one of 50 basis points this year and a further 75 basis points in 2012, would be a 0.6% 
lower GDP compared with the baseline.  

But, on the other side, savers would be favoured by the increases in the refinancing rate 
and given that bank lending rates in the periphery did not decline as much as the 
refinancing rates reductions would require and that many banks did increase already their 
lending rates in advance to the expected ECB rates, the present increase may have a 
smaller effect on economic activity than it is estimated today. In any case, the ECB should 
continue providing ample liquidity to fund banks and keep credit flows growing at positive 
rates to compensate for the rate increases. 
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6. EURO APPRECIATION 
 
The euro-dollar exchange rates are expected to continue appreciating, reaching 1.50 Euros 

ng also to negatively affect growth in the euro area. Oil price 

percentage point in 

average of 2.2% (Germany 2.1%, France 2.0%, 

novation, the technological fatigue, too large 
overnments etc. However, it may be also due to not having developed the right macro-
olicy mix and not having advanced enough into a fiscal union. 

to the dollar in the third quarter of 2011. 

The real trade-weighted euro being in 1999=100 is expected to go up from 107 in 2010 to 
115 in 2012. 

 

7. THE OIL PRICE CONSTRAINT 
Another recent factor is goi
expectations are showing an increasing trend over the next 18 months, which may reduce 
global GDP growth in 2011 and 2012 by half a percentage point, from around 4.8% to 
4.3%. Given that the euro area is more vulnerable than other developed areas to oil hikes, 
its effect may be higher and would make the euro area periphery harder to achieve its 
growth expectations. In principle, the euro area could lose 1 tenth of a 
2011 and 2 tenths of a point in 2012. 

 

8. EURO AREA GROWTH TRENDS 
 
The euro area at 12 Member States has been growing at a decreasing rate in the last four 
decades, but even at a faster decreasing rate in the last decade, when the euro was 
introduced: 

Between 1971 and 1980, it grew at an average of 3.4% (Germany 2.9%, France 3.7%, 
Italy, 3.8%, Spain, 3.5% and Netherlands 3.0%) US 3.2% and UK 2.0% 

Between 1981 and 1990, it grew at an average of 2.4% (Germany 2.3%, France 2.4%, 
Italy 2.4%, Spain, 2.9% and Netherlands 2.3%) US 3.2% and UK 2.8% 

Between 1991 and 2000, it grew at an 
Italy 1.6%, Spain 2.8% and Netherlands 3.2%) US 3.4% and UK 2.5% 

Between 2001 and 2010, it grew at an average of 1.1% and the euro area at 17 also 1.1% 
(Germany 0.9%, France 1.2%, Italy 0.2%, Spain 2.1% and Netherlands 1.3%) US 1.7% 
and UK 1.4% 

This worrying long-term growth trend may be due to structural factors such as the increase 
of ageing populations, the slowdown of in
g
p
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