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Abstract 
Macroeconomic developments in the euro area are at present dominated by the 
withdrawal of capital flows from the periphery. The boom in the countries with 
current account surpluses (Finland, Austria, Netherlands and Germany = FANG) 
represents thus the mirror image of the bust in the periphery (Greece, Ireland, 
Portugal and Spain = GIPS). Under these conditions, both monetary and fiscal 
policy work in an asymmetric fashion. 
Under the pressure of financial markets fiscal policy must consolidate as rapidly 
as possible in the GIPS but this risks aggravating the recession there. In the 
FANG the strong recovery of both domestic demand and exports drives growth 
and allows for a rapid reduction in the remaining, small deficits. 
Monetary policy remains unitary, but in reality monetary conditions diverge 
considerably. In the GIPS banks are tightening the availability of credit, with the 
opposite happening in the FANG. This asymmetry is likely to become even more 
pronounced as the ECB increases rates given the prevalence of indexed loan to 
short-term interest rates (LIBOR) in the GIPS. 
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EXECUTIVE SUMMARY 
 
Both monetary and fiscal policy works at present under ‘non standard’ conditions in most of 
the euro area. The four countries (Greece, Ireland, Portugal and Spain = GIPS) which had 
until 2008 benefitted from large inflows of private capital have now to grapple with a 
‘sudden stop’ which has thrown their economies in a tailspin. In the three of these countries 
which have lost market access (GIP), fiscal policy is entirely determined by a combination 
of financial market pressures and a negotiation process between the “Troika” (Commission, 
IMF and ECB) and the national government. In Spain the main purpose of fiscal policy is to 
be tight enough so that the government can maintain access to financial markets at 
tolerable rates. All these countries have thus lost control on fiscal policy as a policy 
instrument for countercyclical purposes. As many emerging market economies in the past, 
they have to tighten while their economies tank. 
By contrast the countries with current account surpluses (Finland, Austria, Netherland and 
Germany = FANG) are now experiencing a boom. This is driven to a large extend by a 
revival in domestic demand fuelled by the abundance of the capital at home. In fact the 
capital that was used to flow towards the periphery is now staying in the home country 
given that the perceived risk of investing in the periphery has increased significantly. 
Moreover, during the credit booms of the mid-2000s the FANG had built up a strong export 
sector as their domestic economy had been relatively weak while capital was flowing to the 
periphery. As consequence the FANG are benefitting much more than the GIPS from the 
strong recovery in the emerging markets (China in the first instance). The boom in 
Northern Europe thus represents the mirror image of the bust in the periphery.  Given the 
strong growth in exports and domestic demand, consolidation, which is small in terms of 
need, is also relatively easy (as revenues grow strongly) and appropriate as it works to 
counter the cycle. 
Under these asymmetric conditions fiscal policy works in an asymmetric fashion. 
The two large euro area countries which have remained outside the reversal of capital flows 
are France and Italy (FRIT): these two economies do not experience the bust of the 
periphery, neither do they the boom of the FANG because they have not build up the same 
export base. As cold comfort, they are benefitting partially from the withdrawal in capital 
flows from the periphery, which makes them relatively more attractive as investment 
destinations for the continuing surplus savings from the FANG. Fiscal policy in France can 
thus be used to sustain domestic demand, but this leads to large built up of debt and is not 
compatible with the (revised) Stability and Growth Pact. 
Monetary policy remains in theory unitary and officially geared only towards ensuring price 
stability for the average. In reality monetary conditions diverge considerably between the 
core and the periphery and the still very accommodative stance is mostly due to concerns 
about financial stability given the sovereign debt crisis.  
Monetary conditions diverge because banks are tightening the availability of credit in the 
GIPS, with the opposite happening in the FANG. This asymmetry is likely to become even 
more pronounced as the ECB increases rates given the very large incidence in the GIPS of 
loans indexed to short-term interest rates (LIBOR). 
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1. INTRODUCTION 
The four euro area countries now considered as ‘periphery’ experienced a credit financed 
boom for about a decade. When this boom ended suddenly with a withdrawal of private 
capital their economies started to tank but their governments could not use fiscal policy in 
a countercyclical way. This problem is of course most acute in countries, notably Greece, 
whose government had actually increased spending during the boom years instead of 
reducing debt (as done partially at least in Ireland and Spain). 
Greece thus has no choice but to put in place tough austerity programmes to improve its 
fiscal position. But this will aggravate the recession as any fiscal consolidation has a 
negative impact on demand via the so-called ‘Keynesian multiplier’: when public spending 
goes down, GDP and therefore income fall and so does consumption, which in turn induces 
another drop in GDP. 
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2. THE COST OF FISCAL ADJUSTEMENT IN THE EURO 
AREA PERIPHERY   
ard textbooks show that the sStand ize of the Keynesian multiplier, and hence the final 

a difficult 

ge fiscal 

ut 

the recession in the periphery will 

Table 1: Simple Keynesian Multipliers 

effect of fiscal consolidation on GDP, is influenced by two factors: the propensity to save 
and the degree of trade openness. In particular the multiplier is large when the savings 
rate is low and/or when the degree of trade openness is low. Moreover, a low degree of 
trade openness also means that exports cannot provide a strong offset to low domestic 
demand – adding to the political difficulties of maintaining a tight fiscal stance.   
The Greek economy seems to possess all the characteristics symptomatic of 
adjustment: large debt and deficits, low savings and a relatively closed economy.  
The problem facing Greece could then be described as the need for a very lar
adjustment without a safety valve. Portugal has in most respects similar characteristics, but 
in a somewhat attenuated form, given its lower debt and the higher degree of openness. 
A rough benchmark for the cost of the fiscal adjustment in terms of lost demand and outp
can be obtained using the simple standard Keynesian multiplier. To keep things simple, we 
consider the simplest macroeconomic framework: an open economy, where consumption 
depends on income, exports are determined by foreign demand (and hence exogenous in 
the short run) and imports vary proportionally with domestic income (see Alcidi and Gros, 
2011, for more technical details). Table 1 shows thus rough estimates of the impact of the 
fiscal adjustment on output in five ‘fiscally challenged’ euro area countries required to meet 
the Maastricht criterion of 3% deficit relative to GDP.  
The data suggest that, with the exception of Italy, 
worsen over the next years. For Greece, even assuming a trend growth rate of 3% per 
annum, and 3-year adjustment period, the overall predicted fall in GDP would still be more 
than 20%. 
 

Keynesian Excess deficit  Impact of fiscal 
multiplier: (actual 2009 – 

3%) 
ad ut justment on outp
relative to baseline, in 

% 

Country 1  /(1-c+m)=
1/(s+m) 

Greece -31.0 2.5 12.4 

Ireland -14.8 1.3 11.4 

Portugal -10.7 1.7 6.4 

Spain -16.2 2.0 8.1 

Italy -3.3 1.5 2.2 

 
Note: The marginal savings rate, s, is computed as the ratio of the increment in private savings relative to the 
increment in GDP over the period 2002-07; similarly the marginal propensity to import, m, is computed as the 
ratio of the increment in imports relative to the increment in GDP over the same period. 
Sources: European Commission Services (AMECO database) and authors’ calculations. 
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While the simplistic multipliers used here may exaggerate the severity of the recession that 
will follow the fiscal adjustment required by the Troika (and the markets), they suggest 
that the assumption that growth can return soon is unrealistic.  The huge prolonged 
increase in unemployment that comes with the fiscal adjustment might well be politically 
unsustainable.1 These might be the reasons why financial markets continue to harbour 
doubts about the sustainability of public finances of these countries.2 This might in turn 
leave a country like Greece in a ‘catch 22’ situation: a slow fiscal adjustment reinforces 
doubt about the sustainability of public debt; but announcements of a very strong fiscal 
adjustment might not be credible with financial markets given that this might be politically 
impossible to implement. Either way risk spreads would remain so high as to make a return 
to financial markets unrealistic as far as the eye can see. 
One way of defining sustainability of public finances is to ensure that the primary balance 
deficit is large enough to offset the so-called ‘snowball effect’.3 If this condition is satisfied, 
the debt-to-GDP ratio does not increase. During the boom phase, i.e. until 2007, when the 
growth rate of nominal GDP was much larger than the cost of refinancing its debt, 
governments could thus run a primary deficit and still keep the debt-to-GDP ratio 
constant.4  
However, the crisis brought much lower growth prospects and a much higher risk premium. 
If Greece were to pay an interest rate of 11%, as market rates suggest in early 2011, and 
given that its growth rate for 2011 is expected to be negative (-2.4% according to the IMF 
review in March 2011)5 and its debt–to-GDP ratio at around 1.4, the primary balance 
surplus required to prevent the debt ratio from increasing would be about 20% of GDP. Of 
course, such a high interest rate and low growth are not representative of the long run and 
debt sustainability is a long-run issue. However they show a tendency and influence 
financial markets in the short run.  
Table 2 shows the adjustment needed to ensure that the debt ratio does not increase and is 
rather close to the adjustment that is needed to satisfy the Stability Pact.6 
 

Table 2: Fiscal adjustment required to prevent debt-to-GDP ratio from increasing 
(%GDP) 

Actual (2010) 
primary balance 
  

Primary surplus  
required for 
sustainability 

Adjustment 
required for 
sustainability† 

Country 

-3.2 18 21.2 Greece 

-3.2 4.2 7.4 Greece* 

-10.0 4.9 14.9 Ireland** 

-10 2.9 12.9 Ireland*** 

                                                 
1 See Alcidi & Gros (2010) on the European experience with large fiscal adjustments. 
2 As will be shown later, Greece suffers from twin deficits: a large fiscal deficit and an equally large current 
account deficit. Sustainability requires dealing with both, but this would require a change in the behaviour of the 
private sector, which cannot be controlled by the government. Therefore under the assumption that import 
behaviour stays unchanged and no improvement in competition materialises, the fall in GDP induced by fiscal 
austerity will reduce imports, but it may be not sufficient to eliminate the present deficit. 
3 This is obtained by multiplying the level of debt by the difference between the interest rate and the growth rate.  
4 The exact level of this ratio is difficult to pin down for Greece given the repeated massaging of the figures; in any 
case it was far larger than 3% and does not matter in this context. 
5 See http://www.imf.org/external/pubs/ft/scr/2011/cr1168.pdf. 
6 See Economic Forecast Autumn 2009 for a description of the unsustainable path of Government debt, in the euro 
area members, under the hypothesis of no fiscal adjustment. 
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-4.4 2.5 7.5 Portugal 

-7.3 1.3 10.7 Spain 

-0.4 3.1 3.6 Italy 

Note: In the calculations we have assumed that the long-term interest rates are the ones shown in Table 3 
(column “After 2010”), while for the growth rate we have assumed 1.5% for each of the countries. For Greece and 
Ireland we presented both the requirements under market conditions as of early 2011 and the conditions created 
by their rescue packages. 

†Fiscal adjustment required for sustainability is defined as the primary surplus that keeps the time sequence of 
public debt-to-GDP ratios constant. 
* This adjustments are based on the IMF review, which assumes that the future average interest rate is about 6% 
and the nominal growth rate 3%. 
** The actual primary deficit of Ireland in 2010 is much larger, it amounts to 29.3 percentage points of GDP as 
consequence of the funding of the Anglo Irish Bank, the value shown in the table is an average of the 2009 and 
(expected) 2011 deficits. 
*** The adjustment is based on interest rates of 6%, as applied by the EFSF. 
Source: Own calculations based on AMECO data and IMF.  
 
One question is how growth perspectives could change so drastically to reverse the debt 
sustainability over a very short time span. The answer to this question lies in the drivers of 
growth during the boom period. After the creation of the euro, large capital flows moved 
from core euro area countries into the periphery. The peripheral euro area economies 
(mainly Greece, and Spain) in their catching-up phase appeared to core European Member 
States with large savings and little domestic investment prospects as a great investment 
opportunity. Large capital inflows quickly generate their own fundamentals: high growth 
rates driven by strong demand for consumption and/or construction investment, supported 
by easy credit fed from abroad. In all this the financial system, banks in particular, played a 
crucial role. They intermediated the flows and magnified the availability of credit through 
leverage by generating a tight network of intra-sector exposures. In this sense capital flows 
(and leverage) were the ‘financial manifestation’ of the macroeconomic imbalances. When 
the financial crisis broke out in late 2007, the risk perception changed dramatically and 
resulted in a sudden stop of private capital flows. In principle macro imbalances within a 
monetary union do not matter in the classical sense by definition. If anything, imbalances 
were part of the euro plan: one of the purposes of having a single currency was exactly to 
stimulate capital flows and movements of resources from countries with excess savings 
towards countries with scare financial resources to promote faster growth. This is in fact 
what happened on a very large scale. Yet, the crisis brought about a new perspective and it 
was realized that there are two main reasons why intra-euro area imbalances may matter. 
The first one is that large and persisting inflows fundamentally mean the accumulation of 
external borrowing and, hence, debt in the receiving country; the second is that capital 
inflows do not necessarily finance productive investment able to ensure future growth and 
thus the creation of new resources to repay the debt. In some cases, inflows fund 
consumption and contribute to inflated bubbles, which produce temporary nominal growth 
but not a sustainable one.  
 
This is what happened in Greece and Portugal, where inflows mainly financed consumption, 
as suggested by very low national savings rates. Indeed, as shown earlier in Figure 1, the 
net national savings rate of Greece and Portugal were substantially in negative territory and 
the gross savings rates in single digits. The external deficits of Portugal and Greece were 
thus not due to particularly high investment, but to the fact that the increase in 
consumption over the last decade could not be financed out of current production.  
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In the cases of Spain and Ireland, both of which have much higher national savings rates 
than Greece, the foreign debt financed mainly an excess of housing investment and a huge 
bubble in the construction sector.7  
In this perspective, moving back to sustainability fundamentally requires an expenditure 
adjustment for governments and/or the private sector, depending on where the problem of 
excessive borrowing lays.  

 
7 See Gros (2010b). 
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3. ASYMMETRY IN MONETRAY POLICY TRANSMISSION? 
Until April 2011, the European Central Bank has followed an expansionary monetary policy 

elow target. However, this is 

 even before the sovereign crisis started the transmission of monetary policy 

rest rate on mortgages, which can be indexed 

he peak of the crisis Ireland showed a similar situation, as reported in  Table 3 

                                                

with the official rate held at 1% since 2009, combined with a large set of extraordinary 
measures broadly aiming at re-establishing financial stability by providing the system with 
large amounts of liquidity. Among them the most famous (or infamous) tools have been the 
securities markets programme (SMP), which includes purchase on the secondary market of 
government bonds, and a huge financing of distressed banks, with full allotment provisions 
and a significant extension of the standard lending maturities. 
This policy stance was tenable as long as inflation was clearly b
now no longer the case as both actual and expected (CPI) inflation has gone above the 2% 
target. We do not wish to discuss here whether this situation justifies a tightening of 
monetary policy. Instead we want to address the question of whether the common 
monetary policy of the ECB is transmitted asymmetrically within the euro area, with 
potentially different impacts on growth (through investment and consumption) and private 
sector debt refinancing cost in the Member States that could lead to farther deepening of 
divergence. 
It is clear that
worked differently across the member countries of the union. There exists a substantial 
literature on this score which is based on differences in the financial system of different 
countries as well as differences in industrial structures.8 Here we want to concentrate only 
on two specific factors which suggest that the common policy might have even more 
differentiated impact now than in the past. 
One key cross country difference is the inte
on short-term rates or be fixed for the duration of the mortgage. This constitutes a key 
characteristic of the housing market and determines largely the size of the transmission 
mechanism in countries like Spain where home ownership is high, the amount of 
outstanding mortgages is large and mortgage rates are variable or indexed to short term 
rates.  
Before t
(based on the most recent available data from the European Mortgage Federation), which 
shows that about 90% of new mortgages issued in Ireland between 2007 and 2009 had 
variable interest rate. This percentage has dropped dramatically in most recent times, 
conducting to a complete reversed situation, in which most new mortgages are now issued 
in fix interest rate. In Spain variable rate mortgages have also represented the largest 
share of the total and the percentages dropped only marginally over the last quarters. This 
contrast drastically with Germany where on average only about 15% of mortgages has a 
variable rate. 
 
 
 
 
 
 
 
 
 
 

 
8 Ganley and Salmon (1997), Hayo and Uhlenbrock (2000) and Dedola and Lippi (2005) have investigated the 
industry effects of monetary policy as a potential source of asymmetries. These authors detect strong 
heterogeneities in the cross-industry responses to monetary policy shocks, pointing to substantial differences in 
market structure in the European Union. Peersman and Smets (2005) estimate the differential effects of a euro 
area-wide monetary policy change on output growth and also find considerable cross-industry heterogeneity. 
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Table 3: Mortgage Markets’ Breakdown by Interest Rate Type (% of total) - New 
Loans (selected Euro Area countries) 
 

IV 
2007 

IV 
2008 

IV 
2009 

I 
2010 

II 
2010 

III 
2010 

 Country/Period 

            Belgium 

1 4 47 51 40 29 variable (fixed up to 1 year) 

14 14 20 20 19 19 initial fixed  

85 82 33 29 41 52 fixed to maturity 

            Germany 

15 17 18 17 16 15 initial fix 1-5 years 

38 38 40 38 37 38 initial fix 5-10 years 

32 29 25 26 30 32 initial fix >10 years 

15 16 17 19 17 15 variable and initial fix for up to 1 year 

            Spain 

3 1 0.8 0.9 1 1 Fixed 

6 8 10 12 11 14 initial fixed 

91 91 89 87 88 85 Variable 

            Italy 

25 21 66 n/a n/a n/a Variable 

73 75 32 n/a n/a n/a fixed to maturity 

            Ireland 

5 10 16 33 24 75 initial fix >1 year 

95 90 84 67 76 25 variable and initial fix for up to 1 year 

 
  Source: European Mortgage Federation, Quarterly Review Q3 2010   
   
The different characteristics of the mortgages’ market suggest that a strong increase in 
policy rates by the ECB would have a stronger negative impact in Spain and Ireland than in 
Germany.9  
Another aspect to be considered goes beyond price effects in the transmission mechanism 
of monetary policy. Monetary policy tightening and in general changes in the credit market 
are reflected in the terms and condition to access credit, which included not only changes in 
the interest rate but also collateral requirements and the size of the loan. Unfortunately the 
ECB does not publish the results of its survey of lending officers by country. But the data 
collected in the context of national surveys (conducted by national central banks) about 
credit conditions show considerable heterogeneity. 

                                                 
9 Iacoviello and Minetti (2008) also consider the heterogeneity emerging from the existence of different degrees of 
efficiency of housing finance and type of institutions active in mortgage provision. 
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While credit access has become generally more difficult in the aftermath of the 2008 crisis 
and then has improved thanks to the existence of the extraordinary measure of the ECB, 
over the last quarters the situation has stabilised in Germany, France and to some extent in 
Italy while in Spain, both enterprises and household are facing tighter conditions, mainly in 
terms of tougher collateral requirements. 
 
Figure 1: Level of interest rate. % SME answering: “increased by the bank in the 
past six months” (selected Euro Area countries) 

 
Figure 2: Level of the cost of refinancing other than interest rate. % SME 
answering: “increased by the bank in the past six months” (selected Euro Area 
countries) 

 
Note: the complete question is: “The following indicators are relevant for the income generation of your firm. 
Please tell me whether the following indicators have decreased, remained unchanged or increased over the past 6 
months in your company?”; % Total Enterprises 
Source: SAFE - Survey on the Access to Finance of small and medium-sized Enterprises – March 2009 to February 
2011, ECB 
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4. CONCLUDING REMARKS 
Macroeconomic divergences within the euro area constitute the main challenge and driver 
of the current fiscal and monetary policy stances. These divergences are rooted in the flows 
of capital from the core to the periphery of the euro area and their recent reversal. As 
consequence of capital withdraw from the periphery, core countries with current account 
surpluses (Finland, Austria, Netherland and Germany = FANG) have greater availability of 
resources: their booms represent thus the mirror image of the bust in the periphery 
(Greece, Ireland, Portugal and Spain = GIPS). Under these asymmetric conditions both 
monetary and fiscal policy works in an asymmetric fashion. 
Under the pressure of financial markets fiscal policy must consolidate as rapidly as possible 
in the GIPS but this aggravates the recession there, at least in the short run. In the FANG 
the strong recovery of both domestic demand and exports boosts government revenues 
and allows for a rapid reduction in the remaining, smaller deficits. 
Monetary policy remains unitary, but in reality monetary conditions diverge considerably. In 
the GIPS banks are tightening the availability of credit, with the opposite happening in the 
FANG.   
Only France and Italy seem to remain largely unaffected, at least for the time being, by 
these swings in capital flows. But in both these countries fiscal policy is highly constrained 
by the necessity of reducing a very large deficit in the case of France and the need to 
reduce the vulnerability from a very high level of debt in the case of Italy. 
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