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Summary  

In addition to the introduction and motivation chapter this thesis is divided in 5 chapters. 

Chapter two has a descriptive character with focus on the Eurozone framework. The monetary 

and the fiscal policy frameworks are described in depth, while other relevant areas like the 

competitiveness policy and banking and financial markets regulations are described briefly. 

The theory of an Optimum Currency Area is the main topic in chapter three. Explaining the 

role of a currency in economics and the different worldwide currency agreements throughout 

the last century is followed by explanation of the theory of an Optimum Currency Area which 

lays the theoretical foundation for the creation of the euro.  The last part of chapter three sug-

gests that the Eurozone does not fit the theory. 

While chapter two had a descriptive character, chapter four has analytic approach to the Euro-

zone framework. In the light of the current crisis in the PIIGS, with focus on Greece, some 

major shortcomings in the fiscal policy framework are highlighted. In the process of identify-

ing the shortcomings, the current crisis is being described. Chapter four suggests that the 

bailout of the Greek economy bought policymakers time to address the shortcomings of the 

fiscal policy framework in order to prevent another Greece in the future and secure the future 

of the euro.  

Describing and analysing the Eurozone framework leads to chapter five where the suggested 

amendments in the Eurozone framework are addressing the shortcomings identified in the 

previous. A new supra-national institution, European Monetary fund, is suggested in order to 

back the redesigned Stability and Growth Pact. Promoting higher degree of coordination be-

tween the different policy areas, eliminating the risk of data manipulation and Moral Hazard 

by setting country specific and realistic targets, and sanctioning non-complying Member 

States are the essential amendments compared to the existing fiscal policy framework. 

There is immediate need for fiscal consolidation in the PIIGS and a long term plan for the 

Eurozone. Only a sustainable and a medium to long term credible fiscal policy framework 

would calm markets and secure the future of the euro. Bailing out the PIIGS continuously, 

without a plan for the future will only weaken the stronger Member States of the European 

Monetary Union. This paper suggests concrete amendments in the current fiscal policy 

framework in order to secure the future of the euro and prevent another Greek scenario.  
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Chapter 1 - Introduction 

Presentation of the Subject 

In 1999 when the euro was formally launched, Milton Friedman observed that the euro would 

not survive the first major European economic recession. In May 2010 the euro stood in front 

of its biggest crisis in its short history. Many well recognized economists and analysts from 

all over the world saw trouble ahead – some even questioning if it could survive much longer. 

Many traders and hedge funds took the biggest ever short position in a single currency on 

fears of the Eurozone public debt crisis
1
. The public debt crisis in countries like Greece, Ire-

land, Spain, Italy and Portugal (the PIIGS) seems to be critical for the euro. Collapse in confi-

dence of government’s ability to fund its debt would be horrible. 

Since the global financial crisis hit the markets and Europe found itself in a major recession, 

one threat after another hit the euro. Some of the threats are interconnected but with different 

characteristics. Together they compose a serious threat to the stability and the survival of the 

euro. Many feared that this might be the time where the observations of Milton Friedman 

would be proven right. Whether the result of the crisis will be exclusion of some member 

states, further integration or continuous bailouts, depends on whether the Eurozone politicians 

are willing to let the euro die. As Joseph Stiglitz puts it, political leaders will do “everything 

to save the euro and muddle through.” In his opinion, “Europe is likely to go through a weak 

period” as governments implement “more austerity measures in the face of weak economy.”
2
 

Austerity measures combined with shrinking GDP is not a good cocktail, but it seems to be 

the only cocktail for Greece and the other PIIGS nations. This, however, is only a short-term 

solution.  

The current public debt crisis and the relatively small Greek economy exposed the shortcom-

ings of the Economic and Monetary Union (EMU). The unsustainable public debt level of 

Greece is identified as one of the main threats for the euro. Despite the fact that Greece only 

constitutes 2 percent of the Eurozone
3
 GDP, Greek refinancing difficulties managed to make 

                                                 

1
 ”Euro in Deep Trouble?” - The Economist, February 2010 

2
 “Europe’s Single Currency Will Probably Survive Debt Crisis, Stiglitz Says” – Bloomberg, June 2010. 

3
 The Eurozone constitutes of the 16 EU member states that have adopted the euro currency as their sole legal 

tender. Estonia will join the 16 member states on January 1
st
 2011. 
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economists and markets question the future of the EMU. It is worth asking “how a small na-

tion’s refinancing difficulties could trigger a systemic risk for the euro that brought global 

financial markets to the brink” (Baldwin and Gros, 2010). The answer is that the economic 

data on the rest of the PIIGS are not promising and another Greek story in Spain, Ireland or 

Portugal could result in the death of the euro.  

Some of the main characteristics of the unsustainable Greek economy which possess a threat 

for the EMU are: 

 Overburdened with euro-denominated debt 

 No domestic savings 

 Poor competitiveness and productivity  

 Rigid labor marked 

 High rate of unemployment  

 Poor growth prospects 

The above mentioned issues are to some degree true for Ireland, Portugal, Spain and Italy as 

well. The difference is that it is not as exaggerated as in Greece, but enough to contribute to 

the investors’ fragile confidence towards the euro. 

Although the public debt crisis in itself can cause the death of the euro, it is not the only threat 

and challenge ahead. The euro is facing some serious issues that must be addressed if the Eu-

rozone wants to secure the financial stability of the union and to be a global weighty player in 

line with USA and China, both on the political scene and on the economic scene. As Charles 

Wyplosz puts it, “the Eurozone is levitating on the hope that European leaders will find a 

way to end the crisis and take steps to avoid future ones. Unless more is done, however, this 

levitation magic will wear off and the Eurozone crisis will resume its destructive, unpredicta-

ble path” (Wyplosz, 2010). But is a breakup of the EMU an option? 

In the coming years periodic bailouts of the PIIGS are to be expected. The question hereafter 

will remain as to whether these bailouts will do much to solve these countries’ “underlying 

unsustainable public finances and loss in international competitiveness” (Lachman, 2010). 

The bailouts financed by Germany and other stronger nations from the north are temporary 

solutions, and maybe delaying the obvious – the insolvency of Greece. In professor Nouriel 

Roubinis words, “Europe’s rescue will leave Greece with a public-debt-to-GDP ratio of 148 
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percent by 2016”, an unsustainable level of indebtedness, according to Gelinas (Gelinas, 

2010). It is obvious that the north cannot finance the PIIGS’s deficits continuously. It might 

even result in the weak economies taking down the strong economies, as markets will consid-

er not only the stronger nations and the expectations for their economies, but also the weak 

nations which are a burden for the stronger nations. 

The current growth rates in the Eurozone are to a large degree led by the “German growth 

machine”. Forecasts, however, suggest that it soon will slow down, and with it the entire 

economy of the European Union (EU). 

Motivation 

The choice of the topic is obvious for me, as I am concerned about the future of the Europe – 

my future. The choice of an economic and a political angle to address the topic is linked to the 

fact that economics on macro level has fascinated me since high school, and considering a 

macroeconomic problem and the interconnectedness with politics, in an area where I live, 

seems to be the only rational choice for my final work. My current knowledge in this field 

derives from the news that I get from various journalistic articles. This however, is far from 

enough for me to understand the magnitude of the current crisis, and to be able to make a 

qualified prediction on the future of the euro, and the EU in general. 

I also realised, that my knowledge is far from enough in the one course that I found the most 

interesting 5 years ago. I needed to write a thesis in the field of macroeconomics, I needed to 

have a better understanding of the forces in the macroeconomics. I always had in my mind, 

that although I am a Danish citizen, I am a European citizen too. But what I know about the 

EU, the EMU and its mission and its goals, the policy framework and how it works in prac-

tise, is far from sufficient for me. I needed to know the forces behind the society I live in, I 

needed to know what I think is right and what I think is wrong for the EU, and finally, I need-

ed to understand macroeconomics better. 

Uncovering the shortcomings of the EMU fiscal policy framework and suggesting possible 

solutions is the main purpose of this thesis. Among others public debt crisis in the PIIGS, es-

pecially in Greece, is considered as a major threat which exposed some major shortcomings 

of the EMU fiscal policy framework. Not only could these shortcomings damage the EMU 

and the euro, but also the political project of the EU. Hence, everything done in this thesis – 
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be it describing the background for the creation of the euro, describing the current political 

union and the current crisis and how it express itself, setting up some possible solutions, and 

choosing and combining among these solutions, have all one purpose – how can the future of 

the euro be secured? In this connection addressing the public debt crisis and preventing them 

in the future is the main goal of this thesis, but not the sole, as securing the future of the euro 

is not only a question of addressing the public debt crisis. 

The overall idea is that anybody who reads this thesis will understand why the EMU was cre-

ated and how it works. Further, it should give the reader a clear understanding of why the 

Greek public debt and lack of fiscal discipline in some member states are considered as major 

threats for the entire Eurozone. And finally, this thesis would suggest that there are some pos-

sible solutions which could promote fiscal discipline in member states and secure the sustain-

ability and further development of the current union. 

The following of this thesis will uncover essential threats to the euro. The focus will be on the 

public debt crisis in countries like Greece, Ireland, Spain, Italy and Portugal. The rescue of 

the euro is not completed. This thesis will suggest how the public debt crisis can be addressed 

with the tools that politicians are in position of and, more importantly, how another Greek 

scenario can be avoided. Therefore, the following will uncover: 

 Why EMU was created 

 The current crisis and how it expresses itself, with focus on Greek public debt and 

how it evolved 

 The shortcomings of the Eurozone fiscal policy framework, exposed by the current 

crisis 

Addressing the current crisis with bailouts or any other kind of short term solution gives Eu-

ropean policymakers time to act. The most important question hereafter is: 

 How such threats can be avoided in the future by taking concrete actions and improv-

ing the fiscal policy framework. 

Improvements in the fiscal policy may be combined with improvements in other major policy 

areas too. Therefore, although the focus will be on the improvements of the fiscal policy, im-

provements in other areas will be suggested too in some degree. 
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Structure and Scope 

The different policies in the Eurozone that are relevant to this thesis, such as the monetary and 

the fiscal policy, the banking and financial markets regulation, competitiveness policy and 

structural reforms have all different goals and rationales, but all with the same overall goal of 

establishing a strong EU, which can compete with the USA, China and other regions. Alt-

hough the monetary policy and the fiscal policy are of most importance for this thesis, the 

other policies mentioned above will not be ignored because of the interconnectedness of these 

different policies. Therefore, in order to understand and fit the fiscal policy in a bigger per-

spective, and in order to understand the interconnectedness of these different policies, all the 

other relevant policies mentioned above will be described. Especially the interaction between 

the monetary policy and the fiscal policy will be of most importance. The main focus, howev-

er, will be on the fiscal policy and on the monetary policy in some degree, which will be de-

scribed in detail in chapter 2. 

Some of the European institutions and their role in the EU will be described, in order to un-

derstand the magnitude of the current crises, and the effect each institution, in particular the 

European Central Bank (ECB) has on the economy on EU level and on a national level. The 

role of structural reforms and its effect will be discussed briefly. 

Describing the current crisis management in detail and suggesting solutions is not the goal of 

this thesis. This thesis has rather focus on the medium and long term sustainability, and the 

improvements in the fiscal policy and monetary policy needed in order to secure the euro on 

the medium to long term. In this thesis short term is considered to be less than 3 years, medi-

um term is considered to be less than 10 years and long term is over 10 years.  

The focus in chapter 2 will be on the current EU framework and on the EU in general. The 

first part of the chapter will provide the thesis with the rationale behind the EU, followed by a 

part which will describe the current EU framework and the different policies. In chapter 2 and 

in this thesis in general the main focus will be on the Eurozone and on Greece and the rest of 

the PIIGS. It appears that countries like Latvia, Romania and Hungary “are all struggling in 

their own efforts to meet economic and fiscal goals set in conjunction with the I.M.F
4
”. These 

countries will only be considered as countries who are working towards adopting the euro at 

                                                 

4
 “Greece Takes Bailout, but Doubts for Region Persist", New York Times. May, 2010 
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some point in the future. In general the focus will be on the Eurozone and the 16 member 

states. 

In short, the first part of chapter 2 will describe the background for the creation of the EU and 

the current EU framework – the design and the intentions of it. The last part of chapter 2 will 

focus on the first decade of the euro in practice. Chapter 2 will suggest whether the EU 

framework has worked as intended or it has failed and changes are needed. 

The introduction of the EU in theory and in practice will be followed by chapter 3, with focus 

on the EMU. In order to predict the future and suggest possible solutions to the current Euro-

zone public debt crisis, it is important to understand why the EMU was created. Therefore, 

chapter 3 will basically provide this thesis with the theoretical foundation for the creation of 

the euro. The chapter will, however, not describe the technicalities behind the creation of the 

euro and the different stages starting from 1969 with the Barre report. The technicalities of 

how the first stages of the euro were created in practise are not relevant to this thesis. It is 

rather the theoretical foundation and the monetary union in the global economy that is rele-

vant to this thesis. 

Before describing the theory of an Optimum Currency Area (OCA) and concluding whether 

the EMU constitutes an OCA, it is necessary to understand the role of the currency in modern 

economics and the world currency system. In addition to providing this thesis with the theo-

retical foundation of the creation of the euro and whether the euro fits the theory, the question 

whether a monetary union can exist without a political union will be raised and briefly dis-

cussed in the last part of chapter 3. 

Chapter 3 will be followed with a chapter that focuses on the current public debt crisis in Eu-

rope. In the first part of the chapter the focus will be on the crisis on the EU level. Hereafter 

the remaining of chapter 4 will focus on the Greek public debt crisis, and in general on PIIGS 

as a threat to the euro. In order to explain and understand the Greek public debt crisis and its 

impact on the euro, the Greek public debt crisis will be analysed in light of the EU framework 

described in chapter 2. The structure of chapter 4 will be the following: 

 A brief introduction of the first decade of the euro 

 The global financial crisis triggered by sub-prime loans in the American housing mar-

ket 
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 Financial crisis and crisis management in Europe on the EU level  

 The Greek public debt crisis 

 The impact of the current public debt crisis on the EMU  

Concluding this chapter by uncovering and highlighting the shortcoming of the framework on 

EU level and the shortcomings of the Greek economy naturally lead to the next chapter, 

which in the light of the previous suggests how to put the PIIGS on a sustainable path in order 

to avoid this kind of crisis in the future. 

The previous parts of the thesis naturally lead to chapter 5 where the focus is on solutions. In 

chapter 5 the focus will be on the EU level, as there is a wide consensus about what Greece 

should do to put the country on a sustainable path. Suggesting improvements to the current 

fiscal policy framework in order to eliminate threats and in order to avoid such crisis in the 

future is the main goal of the chapter. Further, chapter 5 is a key part of this thesis, as it is 

suggesting medium and long term solutions. In this process, solutions from various econo-

mists will be discussed and combined with my own believes. Furthermore, lessons from other 

countries that have succeeded in crisis management will be included. For instance chapter 4 

will in some degree draw parallels to Denmark and crisis management in Denmark. 

Addressing the Eurozones fiscal framework will not secure the sustainability of the euro as 

improvements are needed in other areas too. Therefore, chapter 5 will encounter the other 

major fields where improvements are needed. However, while suggested improvements of the 

Eurozone fiscal framework will be in detail, suggestions to improvements in other policies 

will be general. In the following areas, this thesis will briefly describe the shortcomings and 

suggest what must be changed: 

 Monetary policy (great interconnectedness with the fiscal policy) 

 Banking and financial markets regulation 

 Competitiveness policy  

 Labour market policy 

 Structural reforms 

In short, this chapter will discuss various possible solutions and improvements of the frame-

work, and suggest concrete improvements and actions in the fiscal policy framework, in order 
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to avoid another Greece in the future, and eliminate threats to the euro in the medium term, 

and finally, secure the future of the euro in the long term. 

The last chapter of this thesis will conclude and incorporate the first 5 chapters. The thesis 

will in short: 

 Explain the EU framework in theory and describe how it has worked in practise 

 Explain the EMU framework and the theoretical foundation behind it 

 Uncover whether the EMU constitutes an OCA 

 Describe the current public debt crisis on EU level 

 Explain the shortcomings of the Greek economy and uncover why it is identified as a 

major threat to the Eurozone stability 

 Uncover the EMU fiscal framework shortcoming which are highlighted by the current 

public debt crisis 

 Discuss various solutions on EU level in order to avoid another Greece 

 Suggest how the future of the euro can be secured (in terms of improvements in the 

fields of the monetary and fiscal policy framework) 

In short, this thesis can be divided to three main parts. The first part will describe the current 

Eurozone framework and the theoretical foundation for the creation of the EMU. Analysing 

the Eurozone framework and identifying the shortcomings of the Eurozone framework is the 

main purpose of second part. And finally, based on the previous two parts, last part of this 

thesis will suggest how to secure the sustainability of the euro by addressing the shortcomings 

identified in the previous parts. 

The data collection ends on the 16
th

 November 2010. No material published after the 16
th

 No-

vember 2010 will be included.  

Method and Theory 

The current EU fiscal framework has failed and the Eurozone is left in a critical situation with 

improvements necessary to take it to the next level. EU politicians bought some time with the 

bail-out program in May 2010. In the short term the euro was rescued, in the long term, the 

challenge of saving the euro has to be addressed both on a national level by national govern-
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ments and also on the EU level. The EU has to improve the fiscal framework, in order to pur-

sue a common strong euro, by forcing all member states to act for the common good. 

According to the Protocol on excessive deficit procedure annexed to the EC Treaty, govern-

ment deficit (surplus) means the net borrowing (net lending) of the whole general government 

sector (central government, state government, local government and social security funds). 

Government debt (public debt) is the consolidated gross debt of the whole general sector out-

standing at the end of the year (Eurostat). 

Monetarists like Milton Friedman view the economy as naturally stable and blame bad eco-

nomic policies for the inefficient fluctuations. However, after Keynes wrote “The General 

Theory” in the 1930’s, governments around the world began to view “economic stabilization 

as a primary responsibility” (Mankiw, 2003). This thesis too takes the viewpoint, in line with 

Keynesian theory, that economies are not naturally stable and economies experience frequent 

shocks. It is than the task of the policymakers to stabilize the economy through some preven-

tive actions. Further, stabilization is also needed during recessions, in order to avoid unneces-

sary inefficient fluctuations. Fiscal policy and monetary policy are the key policies in order to 

stimulate the economy when it is getting depressed, and slowing the economy when it is get-

ting overheated, the so called “lean against the wind” method (Mankiw, 2003).  

The Eurozone is subject to stabilization policies described above. The theoretical foundation 

for the creation of the single currency in the Eurozone was provided by Robert Mundell, who 

outlines some criteria which must be present in order for an area or a union to be an OCA. 

Labour mobility across the union, participant countries have similar business cycles and 

openness of capital mobility as well as price and wage flexibility across the region are some 

of the main criteria in which have to be present in order to achieve an OCA. Examining what 

an OCA is and whether the Eurozone constitutes an OCA will suggest how to address the 

current crisis on EU level. However, achieving a currency area in line with Robert Mundell’s 

theory does not necessarily mean that the Eurozone economy has been stabilized and it will 

not be subject to fluctuations in the future. Uncovering the shortcomings of the Monetary Un-

ion compared to the one suggested by Mundell will give the opportunity to suggest improve-

ments. 

The future of the euro is not certain. For instance the Euro-is-doomed theory suggests that 

sovereign countries cannot share a common currency and that the euro is rather a political 
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project, and not one based on economic principles (not an OCA). This theory is also backed 

by Milton Friedman, a monetarist, who noted that the euro will not survive the first major 

economic recession in the Eurozone.  

Another theory called the levitation theory is suggesting that the Eurozone is levitating, “sus-

tained by the hope that an exit strategy will be designed” (Wyplosz, 2010). According to Wy-

plosz, “the creation of the euro was an extraordinary bold undertaking because Member 

States were to remain fully sovereign as far as budgetary matters are concerned” (Wyplosz, 

2010). Price stability could only be a realty, if there was fiscal discipline, and therefore the 

Stability and Growth Pact (SGP) was designed, alongside with the no-bailout clause and the 

ECB being barred from financing public debts. The unsustainable government debt levels 

have forced the ECB to intervene in the markets, and with the SGP being bridged from the 

beginning, the fiscal framework has failed. 

The public debt crisis in the PIIGS and in Greece in particular must be addressed on a nation-

al level and on the EU level to prevent other member states coming this far. One of the main 

tools that the national governments are in position of is raising taxes and decreasing govern-

ment spendings in order to increase government income and decrease government expendi-

ture. The immediate impact of this would have a negative effect on consumer spending. De-

creasing consumer spending affects the economy both in the short and in the long term. In the 

short run decreasing consumer spending and decreasing government spending will reduce the 

demand for goods and services, which in turn will result in fall in output and rising unem-

ployment rates. In the long term national saving will be larger as a result of these measures, 

thus the public debt can be reduced. The opposite is true too. I.e. increasing deficit spending 

raises the aggregate demand for goods in the economy. Furthermore, increases in government 

spending and tax cuts have pretty much the same effect on the deficit. 

The traditional view of public debt presumes consumers respond to higher income, by spend-

ing more. This is also the basic assumption of this thesis. However, there are others who have 

another view on this matter. According to the Ricardian equivalence theorem, “consumers are 

forward looking and, therefore, base their spending not only on their current income but also 

on their expected future income” (Mankiw, 2003). Basically, the assumption behind the Ri-

cardian equivalence theorem is that if the government is cutting taxes today, it will have to 

raise it at some point in the future again, thus the consumer is aware of the fact that the cur-

rent tax cuts only gives them transitory income, which at some point will be taken away 
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again. The Ricardian equivalence theory developed by David Ricardo is not fully neglected. 

However, this thesis is taking the standpoint that raising taxes will result in decrease in aggre-

gate demand, because overspending in the last decades indicates that consumers are not for-

ward looking. 

Further, the Eurozone fiscal framework should encounter the risk of moral hazard by national 

governments. A typical example of moral hazard is “when the agent tend to be less cautions 

on fire safety, because the house is insured.” In this case, Greece as a member state of the 

EMU is not fully exposed to the risk, because the EU is standing behind them and would not 

let them default, and therefore Greece could have incentives to act less carefully and more 

egoistically, because the consequences of their actions will not be only their own problem, but 

a problem for the whole Union. When suggesting adjustments in the Eurozone fiscal frame-

work, it will be with the theory of moral hazard in mind. Finally, whether Greece can be char-

acterized as an agent and the EMU as a principal can be discussed. However, the element of 

risk sharing entitles this relationship to be characterized as one with possible shortcomings 

and subject to moral hazard. Just like insurance companies protect their clients from risk, the 

EMU protects Greece form risk. It appears that interest rates in Greece fall sharply when the 

country joined the EMU, which indicates that the risk of Greek default fall sharply.  

This thesis considers the Greek public debt crisis as a major threat to the euro and therefore 

the debt crisis in Greece is a crucial part of the thesis. In order to save the euro the Greek pub-

lic debt crisis has to be addressed. The high level of the Greek public debt increases the risk 

for capital flight, as investors fear that the country would default, which in theory will result 

in collapse in currency and increase in interest rates.  

The global financial crisis can be characterized as an exogenous shock for the EU and its 

economy. However, this shock uncovered the shortcomings of the Eurozone fiscal framework 

which in addition to the exogenous shock had its own home-grown shortcomings. The current 

Eurozone fiscal framework which should coordinate member state economies in order to pur-

sue a unified EU goal has proven not sustainable, and therefore some major changes are nec-

essary on EU level. Only after understanding the magnitude and the core of the public debt 

crisis in the PIIGS, it would be possible to suggest any kind of solution to the current fiscal 

framework. Achieving sustainability on a national level has been the task of the national gov-

ernments, while EU has to facilitate and coordinate the member states in order to achieve sus-

tainability on EU level and pursue EU goals. 
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Different theories will be applied to different parts of this thesis. The dominant theory and the 

backbone of this thesis is the Keynesian theory described above. In the light of this theory it 

will be possible to uncover, whether it is possible for 16 sovereign nations to join in a mone-

tary union, or whether the costs of it will outweigh the benefits, and eventually result in ex-

clusion of some of the member states from the EMU. 

Finally, questioning whether the EU policymakers have the will and the power to make the 

changes, would suggest the future of the euro.  
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Chapter 2 – The EU Framework  

The EU policy since 2000 has been guided by the Lisbon strategy, which has focus on a 

knowledge society and R&D. The following is a statement from the Lisbon declaration, the 

24
th

 March 2000 – “The Union has today set itself a new strategic goal for the next decade: to 

become the most competitive and dynamic knowledge-based economy in the world, capable of 

sustainable economic growth with more and better jobs and social cohesion.” Yet, more than 

a decade has passed, and obviously, the Lisbon strategy has failed in many ways. A crucial 

part of ensuring sustainable economic growth is to promote fiscal discipline in member states. 

The lack of political commitment of member states to implement the current strategy raises 

the question of whether a new and revised political goal is necessary
5
. The decreasing popu-

larity of further European integration among the EU-citizens doesn’t make EU policymakers 

life easier. 

The different policies in the Eurozone that are relevant to this thesis, such as the monetary and 

the fiscal policy, the banking and financial markets regulation, competitiveness policy and 

structural reforms have all different goals and rationales, but with the same overall goal of 

establishing a strong EU, which can compete with USA, China and other regions. The EU 

framework is intended to coordinate these different policies in order to make Europe an eco-

nomically and politically weighty union on a global basis. “The advantage of a unified com-

mand in economics and political and military matters are enormous, when compared to the 

management problems of multi-state economy” (Mundell, 2003). Designing a framework to 

fit all member states is not an easy task, as member states are different in many ways. This 

goes both to the level of economic development and to the political aspects of the member 

states. Moreover, beside the hard-core economic numbers there are also some cultural differ-

ences - difference in language, difference in temperament, difference in lifestyle, difference in 

labour market etc. The asymmetry in the member States business cycles is obvious. 

The recent events have clearly indicated that the markets doubted the Eurozone’s fiscal 

framework, questioning whether the euro will survive. In Baldwin’s words, the Eurozone’s 

fiscal framework was designed like the rigging of a racing sailboat. “The interlocking system 

of stays and braces could hold against the strongest winds as long as all parts of the system 

                                                 

5
 www.europa.eu – EU Policy Challenges 2009-2019, a report to the President. 

http://www.europa.eu/
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held fast. Failure of one or two cables, however, would transfer overwhelming stress to other 

parts, potentially triggering a catastrophe collapse” (Baldwin, 2010). The Greek public debt 

crisis is one cable that failed, as is the public debt crisis in Spain, Portugal, Ireland and Italy. 

Another failure, highly correlated with the public debt crisis in the PIIGS, is the failure of the 

SGP. In the following, the different areas in the EU framework relevant to the EMU will be 

described in detail, in order to identify what failed, and more importantly why those “cables” 

failed. Only then it will be possible to suggest how to address the different failing “cables” in 

order to secure the “racing sailboat”. 

Monetary Policy 

The EMU is a topic that can be approached from different angles, in terms of monetary poli-

cy, financial management, macroeconomic modelling, institutional building, and political 

negotiations, to name but a few. Monetary policy, just like fiscal policy, can be characterized 

as a stabilization policy. For instance, historically, central banks all over the world have been 

stimulating growth by loosening monetary policy in times of economic distress. The idea is 

that in times of economic expansion monetary policy should be tightened, in order to avoid 

overheating. However, as the following shows, central banks have failed again and again to 

stabilize the economy by tightening the monetary policy when necessary.  

Monetary policy in the Eurozone is delegated to the ECB. It is through open-market opera-

tions, that the ECB controls the supply of the money, eventually ensuring price stability in the 

Eurozone. It is not the goal of the ECB to totally eliminate inflation, but to stabilize it around 

2 percent. The argument for a moderate inflation starts with the observation that cuts in nomi-

nal wages are rare: “firms are reluctant to cut their workers’ nominal wages, and workers are 

reluctant to accept such cuts” (Mankiw, 2003). In other words, as Mankiw puts it, a 2 percent 

wage cut in zero-inflation world is approximately the same as 3 percent rise in 5 percent infla-

tion world. There is almost no difference between the two scenarios in terms of the purchas-

ing power of the worker. However, people are not macroeconomic experts, and a wage cut 

would most likely be an insult to the worker, demotivating and eventually effecting the 

productivity, where else, an increase could have the opposite effect. 

Another valid argument for a 2 percent inflation target is that during the 20
th

 century, in line 

with Keynesian theory, economies experienced “times of economic expansion” and “times of 

economic distress”. It is not unusual that growth leads to inflation. In contrast, often the infla-
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tion rate is not only low, but it is negative in period of recession: in other words deflation. It is 

this scenario that central bankers, as well as governments and economists fear, as even though 

high level of inflation is not desired, deflation could be even more problematic. Having target 

inflation around 2 percent, allows the inflation rate to fall in period of recession, without re-

sulting in deflation. As it appears from figure 3, this is exactly what happened in the Eurozone 

during the recent global financial crisis. The deflation exited only for a very short period of 

time. According to Jean-Claude Trichet, President of the ECB, “the ECB has set itself a very 

clear numerical benchmark to measure the degree of price stability. It has defined price sta-

bility to be an annual rate of inflation of consumer prices in the euro area of bellow, but close 

to 2 percent, over the medium term – that is, over an average of several years” (November, 

2010). It appears that the average inflation rate since the creation of the euro has been around 

1.95 percent, in line with the goal of the ECB.  

The following is describing the role of the ECB and what methods are used to ensure price 

stability in the Eurozone.   

The ECB – Ensuring Price Stability 

It is now more than two decades ago the so-called Delors proposal in 1989 proposed the crea-

tion of a new and completely independent institution, the ECB. On the 1
st
 June 1998, less than 

10 years after the Delors proposal the ECB came into being. The ECB had seven months to 

prepare for the unprecedented tasks of: 

 replacing the currencies of a group of sovereign states with a single currency, and 

 devising a monetary policy for the nascent euro area
6
 

The constitution of the ECB is in an annex to the Maastricht Treaty of 1993. Among with the 

national central banks of all member countries of the union, the ECB is part of the European 

System of Central Banks. The primary goal of the ECB is specified in Article 105 of the 

Maastricht Treaty defining that “the primary objective of the ESCB shall be to maintain price 

stability. Without prejudice to the objective of price stability, the ESCB shall support the gen-

eral economic policies in the Community with a view to contributing to the achievement of the 

objectives of the Community as laid down in Article 2”. In practise it means that the ECB an-

                                                 

6
 www.ecb.int – First ten years 

http://www.ecb.int/
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nounces a target for the inflation rate and adjusts the money supply when the actual inflation 

rate deviates from the target. According to Jean-Claude Trichet, the President of the ECB, 

“the quality of a currency is reflected in its value” and “there is one single benchmark to 

measure such stability within an economy and that is the degree of price stability or, express 

the other way around, the rate of inflation” (November 2010). As price stability is the prima-

ry objective, promoting economic growth can be characterized as a secondary objective for 

the ECB. 

Stating an inflation target and pursuing that target doesn’t necessarily tie the hands of the 

ECB. As Bernanke puts it, “this kind of policy increases the transparency of the monetary 

policy and makes central bankers more accountable for their actions” (Bernanke, 1997). Fur-

ther, “the public can easily judge whether the central bank is meeting the target” (Mankiw, 

2003). The importance of transparency, especially in a monetary union with different nations 

cannot be underestimated. 

Figure 3 in the following chapter indicate a successful policy of the ECB maintaining price 

stability in Europe. The main benefits of price stability are defined by the ECB
7
 as: 

 Improving the transparency of the price mechanism. Under price stability people can 

recognise changes in relative prices (i.e. prices between different goods), without be-

ing confused by changes in the overall price level. This allows them to make well-

informed consumption and investment decisions and to allocate resources more effi-

ciently; 

 Reducing inflation risk premia in interest rates (i.e. compensation creditors ask for the 

risks associated with holding nominal assets). This reduces real interest rates and in-

creases incentives to invest; 

 Avoiding unproductive activities to hedge against the negative impact of inflation or 

deflation; 

 Reducing distortions of inflation or deflation, which can exacerbate the distortionary 

impact on economic behaviour of tax and social security systems; 

 Preventing an arbitrary redistribution of wealth and income as a result of unexpected 

inflation or deflation. 

                                                 

7
 www.ecb.int – Benefits of price stability  
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The ECB’s other tasks which are included in Article 2, chapter 2, are: 

 to define and implement the monetary policy of the Community;  

 to conduct foreign exchange operations consistent with the provisions of Article 109;  

 to hold and manage the official foreign reserves of the Member States;  

 to promote the smooth operation of payment systems. 

Further, Article 107 in the same treaty states the political independency of the ECB. It is also 

important to note, that no provision was included in the Maastricht Treaty for the ECB to act 

as a lender of last resort in the case of financial crisis, nor “does the ECB have supervisory 

powers over European banks” (Dominguez, 2006).  

The importance of an independent central bank is illustrated through a mathematic analysis by 

Sørensen and Whitta-Jacobsen, which is highlighting the positive correlation between higher 

degree of independency and lower inflation rates. Their conclusion in very clear: other things 

equal, with higher degree of independency a lower average rate of inflation can be expected. 

The independency of a central bank can be measured in three main dimensions. According to 

Eijfinger and de Haan these three dimensions are: “personnel independence, financial inde-

pendence and policy independence” (Mankiw, 2003). The authors then reach to the conclu-

sion that the ECB is highly independent, scoring the maximum total score of independence.  

In recent events, when markets feared sovereign default by Greece, the ECB was forced to 

purchase toxic debt outright. The ECB was forced to do so as such a sovereign default would 

have another Lehman-like wave of credit freeze-ups and jeopardize the future of the euro. 

Hence, as Burda puts it, “the no-bailout rule stands in direct conflict with the financial stabil-

ity objectives and is therefore not credible” (Burda, 2010). On the other hand, this bailout has 

undermined the credibility of the ECB. In Wyplosz’s words, “the no-bailout clause has been 

side-lined, and the ECB’s creditability has been undermined” (Wyplosz, 2010). With this in 

mind, it is clear that limiting indebtedness is important to achieve a credible and sustainable 

monetary stability in Eurozone. 

To balance between credibility and flexibility is not an easy task for the ECB. The flexible 

way the ECB addressed the Greek public debt crisis undermined the credibility of the ECB. 

However, the credibility of a central bank is not only a question of price stability, which is the 

main goal of the ECB. The credibility and reputation of the ECB will be acknowledged, when 
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the ECB adjusts its goals in times of economic shocks, in order to pursue the overall goal. The 

credibility and the reputation of the ECB will be questioned if the ECB only focuses on its 

own goals, which sometimes can be counterproductive for the overall stability of the EMU. 

Fiscal Policy 

As suggested in the previous, fiscal policy, in line with monetary policy is another stabiliza-

tion policy. Fiscal policy in contrary to monetary policy is the responsibility of the national 

governments in the Eurozone. There is a great level of interdependence between fiscal policy 

and monetary policy, and therefore, policymakers of both sides are aware of the actions of one 

and another. In the Eurozone, it is the task of national governments to fit their fiscal policies 

with the monetary policy, because the ECB cannot take into account fiscal policies of all 16 

member states. The ECB focus is on the common good of the Eurozone. Hereafter, it is the 

task of the Eurozone policymakers to facilitate and endorse national governments to keep fis-

cal discipline. 

According to the European Parliament, “the purpose of the framework for fiscal policies of 

the Member States is to fulfil the Treaty objective of securing sound public finances in the 

context of deeper economic integration, in particular within Economic and Monetary Un-

ion”
8
. Fiscal discipline and healthy public finances are essential for member states, because 

“it will give Member States room for manoeuvre, allowing them to use discretionary fiscal 

policy to react to asymmetric economic shocks, i.e. those shocks hitting only the Member 

States concerned but not the euro area as a whole”
9
. However, as the following chapters sug-

gest, the fiscal policy in the Eurozone, namely the SGP has failed in its current form. In order 

to understand why it failed and to uncover the shortcomings of the fiscal policy framework, 

the SGP will be described in the following.  

The SGP – Ensuring Fiscal Discipline in Member States 

The SGP is intended to ensure that the member states maintain budgetary discipline. The cri-

teria sat in the SGP are the following: 

                                                 

8
 www.europarl.europa.eu/parliamanet/ - Economic and Monetary Union 

9
 www.europarl.europa.eu - Fact Sheets on the European Union - Framework For Fiscal Policies 
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 No member state should have an annual budget deficit higher than 3 percent of GDP 

 No member state should have gross debt higher than 60 percent of GDP 

In addition to the SGP, the ECB was explicitly banned from financing member states deficits 

directly. This safeguard was designed to keep member states on a sustainable path and elimi-

nate the risk of moral hazard. However, Eichengreen and von Hagen suggest that a monetary 

union without a fiscal union is incomplete (Eichengreen and von Hagen, 1996). Assuming 

that a monetary union with a fiscal union is the best solution, the SGP can be characterized as 

sub-optimal solution.  

The SGP in its current form does not take into account that some member states might need 

structural reforms, which for the short term might result in increased government expenditure. 

In general the benefits of structural reforms are long term and on short term structural reforms 

are associated with costs.  

A major shortcoming of the SGP which was identified long before the current public debt 

crisis is that the sanctions for member states who did not meet the objectives of the SGP were 

not effective. It appears from an IMF working paper, that enforcement has always been the 

Achilles’ heel of the SGP. As it appears from the following, nothing happened when govern-

ment repeatedly broke the rules. 

The intentions of the SGP might have been good, but the enforcement failed. The credibility 

of the SGP was undermined already in the first years when “domestic political constrains 

were given precedence over the pact’s requirements” (Ubide, 2010) in Germany and a few 

other member states. The failure to follow agreed-upon rules for fiscal policy suggests that the 

decision makers in the member states look first at “what policy suits their own country, and 

only second at what policy suits Europe as a whole” (Dominguez, 2006). 

Member states have to report their public debt level and government deficits to the Commis-

sion twice a year. Hereafter, the Commission can issue recommendations if the deficit levels 

are excessive. The only effective enforcement tool the Commission is in possession of is issu-

ing fines. This enforcement part of the SGP had shortcoming as well.  

In 2000, only one year after the euro was launched, five out of eleven Eurozone countries 

were in violation of the public debt rule. In 2005, Germany, France and Italy, which are the 

three largest economies in the Eurozone, were in violation of the budget deficit and public 
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debt rules. There were no consequences for the violations and no fines were imposed. The 

result of these violations was that the SGP was revised in 2005 to allow more “flexibility for 

countries in the midst of structural reforms or business cycle downturns” (Dominguez, 2006). 

As it appears from Figure 1, the revised SGP did not help much. Further, the figure shows, 

that the 60 percent debt-to-GDP ratio rule is continuously violated, even by the largest econ-

omies in Europe.  

Figure 1
10

 

Own contribution (data: Eurostat) 

The SGP enables the Commission to penalise any participating member state that fails to take 

appropriate measures to end an excessive deficit
11

. However, just as figure 1 shows how 

member states continuously violated the 60 percent debt-to-GDP rule, figure 2 on annual 

budget deficit in member states shows annual budget deficit being violated continuously by 

some member states. Also these violations did not result in effective punishments. Moreover, 

the continuing violation of the SGP, which in Greece’s example put the country on an unsus-

tainable path, and resulted in a bailout of the member state (more on this in the following). 

According to Thomas Meyer “governments might be tempted to run up unsustainable debts 

                                                 

10
 Public debt is defined in the Maastricht Treaty as consolidated general government gross debt at nominal val-

ue, outstanding at the end of the year. 

11
 www.europa.eu – the SGP 
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and push the ECB to inflate them away, or to run up high levels of debt that would create 

negative spillovers for others” (Meyer, 2010). This concern which is the result of a monetary 

union without a fiscal union has been defined as “bailout blackmail” by Thomas Meyer. In the 

Greek example, the level of public debt forced the other member states to bailout Greece, in 

order to avoid damage to the common currency.  

Figure 2
12

 

Own contribution (data: Eurostat)  

There is a widespread of consensus among economists that the target rules in the SGP are 

sufficient. However, these “good” rules have not been properly implemented. Hence, if bad 

implementations of good rules are part of the problem, then enforcement of these good rules 

may be part of the solution (more on this in chapter 5). Thus, much of the solutions have to be 

focused on enforcement of these rules. The previous clearly suggest, that even in times of 

economic expansion the rules of the SGP were not effectively enforces: i.e. the SGP has 

failed badly.   

Banking and Financial Market Regulation 

Much of the Banking and Financial Market regulation is coordinated on EU level. Shortcom-

ings are identified in this field as well. For instance, the European banks were overleveraged 

                                                 

12
 Public deficit is as general government net borrowing/lending according to the European System of Accounts. 
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up till 2007. Inefficient financial and banking regulation can explain some of this pattern. Ac-

cording to Baldwin, “the lack of coordinated banking policy deepened the problem, with 

some governments cleaning up their banks, while others did much less” (Baldwin, 2010). 

The PIIGS core creditors are European banks. Simple mathematical model suggests that if 

there are imbalances in a union, with some nations running deficits, while others are running 

surpluses, the deficit running countries finance their debts by lending from those who have 

surplus. The sentence “if Greece owes Germany 1 percent of GDP, then Greece has problem, 

if Greece owes Germany 30 percent of its GDP, then Germany has a problem” explains the 

current situation. This does not only make sense in theory, but also in practice, as Germany 

couldn’t let Greece to default, as the cost of Greek default would be greater than a Greek bail-

out.  

Baldwin concludes in his work, that the financial and banking regulation elements of the 

framework have failed. The banks didn’t have adequate capital to absorb a possible Greek 

default, pushing the EU to bail-out Greece.  

The financial and banking regulation must be improved and coordinated better, because next 

time, it might be a larger economy facing the same deficit crisis as Greece, only with the re-

sult being much more devastating. Improving the supervisory infrastructure in banking regu-

lations is crucial for the future of the union. 

Reforms 

Creating growth and jobs is not only a strategic goal for the EU, but also a national concern 

for the member states. In order to support these goals policies and reforms are adopted both 

on a national level and on EU level. The effects of these policies and reforms are spreading to 

the entire EU because of the growing interconnectedness of the economies of the member 

states. Some of the common policies are the competitiveness policy, the Common Agricultur-

al Policy, the internal market and the environmental policy, to name but a few. 

It is through these kinds of policies and reforms that growth and jobs must be created in the 

EU. It is the task of the European Commission to secure and support this process. These poli-

cies are becoming more and more important and more and more crucial. The main concerns 

that have to be addressed are the climate changes, aging population and Europe’s role in the 

world. Indeed, these policies and reforms have an impact on the euro too. It is through these 
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policies and reforms that long term stability and sustainability of the euro must be secured. It 

is through reforms that a large common economy that fits all the economies must be achieved. 

Reforms are intended to secure budgetary discipline (fiscal policy), low level of inflation 

(monetary policy) and increase competitiveness. 

According to Charles Wyplosz, “structural reforms hurt private interests for the common 

good. Governments are, in principle, in charge of the common good, but they face powerful 

and highly motivated lobbies while support for reforms is usually diffuse” (Wyplosz, 2010). 

The benefits of structural reforms are not short termed, but rather long termed.  

As the following chapters show, since the introduction of the euro the differences between 

member states in some key economic factors such as public debt and deficit, inflation, com-

petitiveness and productivity became even larger. It is then worth questioning:  

 Whether member states failed to implement structural reforms (national level)? 

 Whether EU failed to facilitate and promote structural reforms in member states?  

 And, if the lack of structural reforms can be blamed for the failure of a further success-

ful development of the euro? 

These questions will briefly be discussed and answered in the following chapters. Indeed, 

reforms in the field of fiscal policy and monetary policy are some of the main ingredients of 

the 2020 strategy for the EU. 

Competitiveness 

Creating new and sustainable jobs is crucial for the Unions competiveness. Investing in green 

technologies is identified as one possible response to the current recession, and in order to 

boost the European industry’s competitiveness (EU Report, 2009).   

Lack of competitiveness policies resulted in huge current account imbalances. As it appears 

from the previous, these imbalances were financed by European banks. The direct result of 

this is explained above. Competitiveness policies and reforms in this area are crucial for the 

EU and for the euro.  
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Chapter 3 – The EMU and the theory of an Optimum Currency Area 

Background 

The first banknote in Europe was introduced in Sweden for more than 350 years ago. Since 

the introduction of the first banknote in Europe, and especially in the 20
th

 century, different 

monetary systems have been agreed on in order to address issues like inflation, which often is 

caused by governments overprinting money.  

The 20
th

 century witnessed different currency systems. At the end of the Napoleonic Wars and 

the early 20
th

 century was dominated by the Gold Standard, which “made the gold as the ul-

timate standard of value” (Knafo, 2006). Gold has served as a medium of exchange and a 

store of value since the days of pharaohs (about 3000 B.C.). The Greeks and Romans used 

gold coins and “passed on this tradition through the mercantile era to the nineteenth century” 

(Moffett et al, 2009). The Gold standard lasted till 1933 where the United States in a deep 

recession abandoned it. The Gold Standard had it constrains too, limiting central banks ex-

panding money supply when needed.  

The collapse of the Gold Standard and the domination of Keynesianism resulted in the Bret-

ton Woods international monetary system and the creation of the International Monetary Fund 

(IMF) and the World Bank in 1944. Basically the system was based on countries fixing their 

exchange rates relative to the U.S. dollar and their currencies convertible to the U.S. dollar, 

which in its turn was convertible to gold at the price 35$ per ounce. The IMF was the key 

institution in the new international monetary system. Today, the IMF is still a key player in 

the international monetary scene. According to Moffett, the IMF is “rendering temporary 

assistance to member countries trying to defend their currencies against cyclical, seasonal or 

random occurrences” (Moffett et al. 2009).  

The post-World War II period with the Bretton Woods agreement was characterized as a sta-

ble and predictable exchange rate period. Data from IMF highlights the stability of the nomi-

nal exchange rate of the US Dollar in the Bretton Woods period. The Bretton Woods interna-

tional monetary system lasted till 1973. Growing deficit in the balance of payments in the 

United States forced President Richard Nixon to suspend official purchases or sales of gold by 

the U.S. Treasury on August 1971 (Moffett et al, 2009). Since the collapse of the Bretton 

Woods agreement there has been a great increase in the volatility of the US Dollar and other 
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currencies. The volatile period for the world’s currencies after the collapse of the Bretton 

Woods agreement is characterized by no rules with different degrees of cooperation. 

The Current World Wide Currency Agreement and the Euro 

After the collapse of the Bretton Woods international monetary system, most currencies were 

allowed to float to levels determined by markets. Today, “all currencies are linked to one 

another via “smorgasbord” of currency regimes” (Moffett et al, 2009). The spectrum of na-

tional currency regimes includes 8 different arrangements, classified by the IMF
13

. Among 

others it is worth mentioning: 

 Currency board agreement regime 

 Conventional fixed peg arrangements 

 Managed floating  

 Independent floating 

The euro is classified by the IMF as being an example of a rigidly fixed system in the Euro-

zone, in which the euro is the single currency for its member states. However, one should not 

forget, that the euro itself is an independent floating currency against all other currencies. 

A nation’s choice as to which currency regime to follow reflects national priorities about all 

facets of the economy, including inflation, unemployment, interest rate levels, trade balances, 

and economic growth. “The choice between fixed and flexible rates may change over time, as 

priorities change” (Moffett el al, 2009).  

The current international monetary system can be characterized as not existing. As Mundell 

puts it “there is no international monetary authority, there is no internationally approved 

anchor for a country’s currencies, and there is no world currency
14

, just a collection of nearly 

two hundreds of national monetary systems” (Mundell, 2003). The current non existing sys-

tem has been criticised by Paul Volcker, who argues that a global economy needs a global 

currency.  

                                                 

13
 Source: www.imf.org – ”Classification of Exchange Rate Arrangements and Monetary Policy Framework”, 

June 2004.  

14
 Not everybody agree with Mundell on this point, some economist considering the US Dollar as the world 

currency. 

http://www.imf.org/
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Why Currency Union in Europe? 

In December 1991 European countries agreed on the Maastricht Treaty, which basically was a 

plan to replace all individual currencies to one single currency called the euro. January 1
st
 

2002 the euro became the common currency in Belgium, Finland, France, Greece, the Nether-

lands, Ireland, Italy, Luxembourg, Portugal, Spain, Germany and Austria. Later, in 2007, Slo-

venia adopted the euro. Cyprus and Malta adopted the euro in 2008 followed by Slovakia, 

who adopted the common currency in 2009, and Estonia will adopt the euro on January 1
st
 

2011. The common goal is that this process will continue until all 27 member states join the 

common currency. 

Today, after the US Dollar the euro is the second most traded currency in the world as it is the 

second largest reserve currency.  

The background for the creation of a common currency in Europe is the aim to integrate 

member states into one large and efficient domestic market. The use of different currencies 

required both consumers and companies to treat markets individually. Currency risk of cross-

border commerce still persisted. According to Moffett, “the creation of single currency is 

designed to move beyond these vestiges of separated markets” (Moffett et al, 2009). Some of 

the main economic arguments for creation of the euro were; 

 A common currency provides stability in prices which results in growth in Eurozone 

trade and lessens the risk for businesses in the Eurozone  

 A common currency should have an anti-inflationary effect, requiring member coun-

tries to follow restrictive monetary and fiscal policies 

Empirical analyses suggest that the single currency has increased trade by 5-15 percent in 

Europe, compared to trade between non-euro countries (Baldwin, 2006). Thus the first argu-

ment is valid. Figure 3 indicates that the period after the creation of the euro was character-

ized by stable inflation rates in Europe. The figure however, hides one important point. The 

figure is indicator of the average Eurozone inflation rate, thus a relatively small economy 

such as Greece with high inflation rate will not have much effect on the curve. In contrast 

inflationary changes in Germany would have much greater effect on the curve. Hence, while 

some economies were experiencing stable inflation rates under 2 percent, others were experi-

encing much higher rates.    
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According to the ECB, inflation refers to a general increase in consumer prices and is meas-

ured by an index which has been harmonised across all EU member states: Harmonised Index 

of Consumer Prices (HICP). The HICP is the measure of inflation which the Governing 

Council uses to define and assess price stability in the Eurozone as a whole, in quantitative 

terms
15

. The red line in Figure 3 is the HCIP index and the blue line representing the average 

inflation rate since 1999. 

Figure 3 

Eurozone inflation, 1991-2010 

 

Source: the ECB 

The argument that a common currency should have anti-inflationary effect, requiring member 

states to follow restrictive monetary and fiscal policies can only be partly accepted. The fact is 

that since 2000, inflation in Greece has averaged 3.39 percent, 2.6 percent in Portugal, 2.95 

                                                 

15
 www.ecb.int – monetary policy.  

http://www.ecb.int/
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percent in Ireland, 2.33 percent in Italy, and 2.97 percent in Spain. By contrast, the average 

inflation in Germany was 1.65 per cent
16

.  

Further, an OCA, as described in the following, which has the goal of attaining full employ-

ment and price stability, is based on the idea of drawing borders according to the criterion of 

labour mobility, thus “preventing the emergence of unemployment in the deficit region and 

inflation in surplus region” (Cesarano, 2006). Even though the labour mobility is secured and 

enforced by law, the cultural aspects have to be encountered too, as it appears in the follow-

ing.  

Another argument for a common currency is associated with the overall goal of the EU, which 

is member states emerging to a strong region. In this development the euro can be considered 

as the symbol of the EU and European citizens will constantly be reminded that they are EU 

citizens, and not Greeks or Danes. This process however is not a day to day process. 

A common currency union in Europe is not only associated with pros. In an article in Busi-

nessWeek
17

 the following cons are highlighted; 

 A strong euro is deadly for exporters who face competition in China 

 Average people still don’t like it; the euro feeds resentment towards the EU 

 Risk that financial crisis in one nation will infect the whole zone 

 The unified monetary policy is a straightjacket for slow-growth countries and spurs in-

flation in high growth ones. 

The examples above, especially the third example have proven to be valid, as will be shown 

in latter chapters. Further, it must be noted that there are growing national reluctances towards 

the EMU in member states, such has Germany. The majority of the German public doesn’t 

feel responsibility or solidarity for the Greeks, who consequently lied about their deficits and 

have been bailed out by “German tax payers”. 

The above mentioned incitements are all economic arguments, being it for or against the euro. 

However, one should not forget that the creation of the euro is also a step towards further in-

                                                 

16
 http://www.investmentandbusinessnews.co.uk – “Greek crisis: why it really happened, and why it really mat-

ters”, February 2010. 

17
 www.businessweek.com – “Squeezed by the Euro”, BusinessWeek, June 6

th
, 2005. 

http://www.investmentandbusinessnews.co.uk/
http://www.businessweek.com/
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tegration of the EU. The motivation behind such regional integration has some political as-

pects in it too.  

Going back to basics, the following four important political motives for European integration 

are identified by Robert Mundell (Mundell, 2003); 

1. Fear of invasion by the Soviet-union 

2. The need to bury Franco-German enmity 

3. Emulation and jealousy of the United States 

4. Desire to increase or restore Europe’s power 

Today, the Soviet Union is history and the Franco-German enmity is buried. Whether the 

third statement is valid, is rather a question of whether Europe considers the United States as 

a competitor or as an ally. Statement four, however, is a valid political motive for further Eu-

ropean integration in a world with new and strong upcoming economies, such as China
18

. Not 

only is China a global superpower in terms of economy and policy, but also the formations of 

regional powers
19

 such as the Middle East highlights the importance of increasing the power 

of the EU on the global political scene. 

Optimum Currency Area and the “Ideal” Currency 

“Robert Mundell is universally recognized as the founder of the theory of Optimum Currency 

Area” (Cesarano, 2006). In his historical seminal work from 1961, Robert Mundell intro-

duced the world to the theory of OCA, which basically aimed at creating a currency area 

where full employment and price stability can be attained. In Mundells view, a group of coun-

tries form an OCA “if the benefit from eliminating currency conversion costs outweighs the 

cost of not being able to stabilize country-specific shocks under a union” (Beetsma, 2010).  

According to Mundell some of the fundamental criteria that have to be present in order to 

achieve an OCA are: 

                                                 

18
 The power of China in terms of economy is obvious, as the country will soon be the largest economy in the 

world. The political power was demonstrated once again in the United Nations Climate Change Conference 2009 

in Copenhagen.  

19
 In his speech, on 25

th
 February 2008, in Frankfurt am Main, the President of the ECB, Jean-Claude Trichet 

emphasized the growing role of the Asia-Pacific region in the global economy, which is evident in both demo-

graphic and economic terms. 
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 Labour mobility across the union 

 Openness with capital mobility and price and wage flexibility across the union 

 A  risk sharing system such as an automatic fiscal transfer mechanism to redistribute 

money to areas/sectors which have been adversely affected by the first two character-

istics 

 Participant countries have similar business cycles 

With the presence of the above mentioned criteria, Mundell is arguing that a currency area 

would be preferred to states with national currencies. A currency area is almost similar to an 

area where nations have fixed their currencies to each other. However, Mundell suggests, that 

a currency area with one central bank is to be preferred, given the above mentioned conditions 

are present (Mundell, 1961). 

In theory the following benefits can be obtained from an OCA: 

 Eliminating transaction costs 

 Reducing risk of foreign trade and investment 

 Stronger international price competition (prices are easier to compare across borders) 

 Economies of scale in the financial markets (this may be considered as negative trend, 

in the light of recent events) 

 Increasing the liquidity of the financial markets  

It appears that an ideal currency should secure exchange rate stability, full financial integra-

tion, and monetary independence. However, this is described as the impossible trinity, as eco-

nomic and financial theory clearly states that a country will have to give up monetary inde-

pendence in order to achieve exchange rate stability and financial integration (Oxelheim, 

1990). In the same way, a country may give up exchange rate stability, in order to achieve 

financial integration and monetary independence. The creation of the EMU brought free capi-

tal mobility, fixed exchange rates and a common monetary policy. The sacrifice made by the 

member states of the EMU is giving up national monetary policies.    

The theory of OCA has been criticised by Keynesian economists. Keynesian economists ar-

gue, with focus on monetary independence, that countries are often forced to fight unem-

ployment with fiscal stimulus in form of running deficits and by devaluating national curren-

cies. This however is no longer a possibility. 
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Does the Eurozone Constitute an OCA? 

“The first step for countries forming any kind of monetary union is to make sure that fiscal 

balance is achievable, as monetary policy will no longer be able to finance budget deficits” 

(Mundell, 2003). 

The conditions under which the appropriateness of the EMU in Europe can be rational are 

described above. Prior to the introduction of the euro, opponents thought that political and 

economic conditions were unfavourable for a common currency. Most of the countries that 

eventually adopted the euro, such as Germany, France and Italy, lacked the flexible labour 

markets they would need to compensate for losing individual control over monetary policy 

“as a tool to promote growth” (Moffett et al, 2009). Basically this means that a very popular 

Keynesian approach, such as running huge deficits or devaluating the currency in order to 

stimulate growth is taken away.  This is however also the case for Greece at the moment, as it 

appears in the next chapter, Greece in deep recession cannot stimulate growth by devaluating 

its currency.  

The centralized monetary policy has to fit all the member state’s needs, some having high 

unemployment, others having trouble with promoting growth. The last decade suggests that 

designing a currency area with centralized monetary policy to fit both weak economies and 

strong economies turned out to be inefficient for both stronger and weaker economies. Jacob 

Lindblom, economist and EU-critic, has the following comment: “compared to cycling, the 

current situation is the same as forbidding cyclists to cycle in low gear, as soon as the leading 

group reaches the top of the mountain, with the rest of the group only starting the ride up.” 

Although this is not the entire truth and it is not fully comparable with the current situation, it 

still has some comparable elements in it. 

Mundell is arguing that the advantage of the euro is not only true for weaker economies, but 

for Germany as well. He points out that the German DM which was considered as a “trophy 

currency” had a tendency to become overvalued, at the expense of competitiveness of the 

German economy. 

Significant progress has been made in the past decades towards creating a single market, 

where goods, services, capital and persons move freely, but “the pace of the integration has 

slowed down in recent years” (EU report 2009). The labour market in Europe is still relative-
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ly immobile. The rigid labour market in Europe is due to cultural differences, as well as eco-

nomic imbalances. The political forces have ensured and facilitated labour mobility across the 

EU in theory. However, the cultural differences such as language and mentality are still major 

obstacles. It is therefore my opinion, that the labour market in the EUs is relatively immobile; 

hence the first criterion for an OCA is partly neglected. Further, in Mundells words, money 

has a cultural dimension and that the countries of the EU are separated by language, religion, 

and temperament. Thus, it is with Mundells own words in mind that the criterion on labour 

mobility can be neglected. For instance, Spain’s unemployment rates have been around 20 

percent for some years now. The unemployed Spanish people are not leaving the country to 

other European countries in order to find a job. In my opinion, recent trend shows, that there 

is not enough labour mobility in Europe in order to adjust the asymmetries within the Euro-

zone. 

Previous studies show, that European countries do not have the same business cycle, there for 

the fourth criterion can be neglected too. Considering the current public debt crisis in the PI-

IGS, it is obvious that, if the ECB loosens monetary policy in order to promote growth in PI-

IGS, other countries, which constitutes far larger economies in the Eurozone could overheat.        

Whether the EMU has the desirable size of an OCA and the net benefits of the common cur-

rency in Europe are greater than compared with those of flexible rates is questionable. From 

an economic point of view, recent empirical analysis suggest that the single currency has in-

creased trade by 5-15 per cent in Europe, when compared to trade between non-euro countries 

(Baldwin, 2006). The costs however are hard to identify.  

Based on the previous it is my opinion that the EMU is not an OCA. However, the alternative 

being a free floating system, the EMU is preferred. In other words, the EMU can be catego-

rized as a sub-optimal currency area.  

The EMU may not have been an OCA by the time it was created, and it may not be an OCA 

today. However, the creation of the euro might itself promote the conditions for an OCA men-

tioned above, and move towards optimum. The idea is that when the economies of the mem-

ber states become more and more integrated, at some point these economies will be exposed 

to same shocks.   
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Further, Mundell is arguing that with more economic integration, countries should create a 

currency union with their most important trading partners. To this can be added that it is the 

goal of the EU, that at some point all member states will join the EMU. This is also in the 

interest of those European countries standing outside the current monetary union according to 

this theory. The question is then whether it makes sense to join a sub-optimal currency area 

which EMU is today. 

According to Sorensen and Whitta-Jacobsen, there are those who argue that the economic 

integration among the EMU member states has not proceeded far enough, where the benefits 

outweighs the costs, while others are arguing that “in so far as the preconditions for success-

ful monetary unification are not already present, the adoption of a common currency will in 

itself promote economic integration to the point where the economic gains outweigh the 

costs” (Sorensen et al, 2005). One thing economists from the both sides agree on is that the 

EMU is not an OCA in its current form. 

Finally, the previous suggests that some fundamental OCA criteria are not fulfilled, and there-

fore the question is whether there are some political issues behind the creation of the EMU 

and whether the current union is moving towards a federalist state. 

Is a Political Union Necessary?  

It has been argued that currency unions are products of political unions, not the other way 

around. The EU is a trade and economic zone, rather than a political union. The theory of 

OCA is not suggesting a political union as a prerequisite for achieving OCA. Despite the fact 

that a political union is not a prerequisite for achieving OCA, still the former suggests that 

Europe cannot be considered as an OCA. In absence of economic principles behind the EMU, 

it is tempting to conclude that the euro is a political project rather than one based on sound 

economic principles. As the “euro-is-doomed” theory suggests, sovereign countries cannot 

share a common currency.  

Recent events suggest that German taxpayers are against saving Greece from a default, and 

that there is an increasing dissatisfaction with foreigners coming and taking jobs from them. 

After all, who can blame the Danish plumber who lost his job to a Romanian plumber? In my 

view, the Danish plumber will not think that losing his job is the best for the common good of 

the euro. Therefore, I suggest that the importance of a political union lies in the people.  
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A political union would not necessarily have a positive effect on the EMU. Sure it would 

make some political coordination and decision centralized and efficient. However, a political 

union would not change the mind of the Germans, or the mind of the Danish plumber. Finally, 

ask an American in Europe where he/she is from, and you will get the answer United States, 

ask a European where he/she is from, and you can have 28 different answers (27 for each 

member state, and 1 for those who might choose to say Europe).  
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Chapter 4 – Public Debt Crisis in the PIIGS  

Euro’s First Decade 

“The analysis of monetary unions raises the same analytical problems as the theory of opti-

mum currency area, only viewed from reverse perspective” (Cesarano, 2003). Before the 

monetary union was created, there were two risks: “one was currency risk, and other was the 

default risk” (Mundell, 2003). With the creation of the EMU the currency risk was eliminat-

ed, and nobody believed that the EU would accept any member state to default on its govern-

ment debt. After the creation of the euro interest rates in Europe were more or less the same, 

as markets relied on member states creditability. However, the assumption that the EU will 

not let any member state default on its public debt is no longer valid. Those who believed that 

the default risk was eliminated have been proved wrong. 

As it appears from the previous, the monetary policy in the Eurozone was a success story until 

the global financial crisis hit the markets. According to data collected from Eurostat the aver-

age fiscal balance as a percentage of GDP only once violated the 3 percent rule stated in the 

SGP. In addition the ECB managed to keep the Eurozone inflation around 2 percent. Howev-

er, to this must be added, that the average gross public debt was not under 60 percent, which 

was the limit stated in the SGP. Since 2001 the Commission several times concluded that a 

given member states deficit was too excessive. The Commission kept giving member states 

recommendations and time to correct their deficits. Ironically, Spain and Ireland, two coun-

tries who respected the SGP are now by some analysts considered as the next Greece.   

It appears that the interest rates in PIIGS fell dramatically after the introduction of the euro. 

Southern Europe and Ireland began to experience some immense advantages of the EMU. At 

the same time, while the PIIGS were experiencing a boom, two of Europe’s larger economies 

were experiencing the reverse. Therefore, the ECB was forced to loosen the monetary policy 

in order to boost Germany and France, which in its turn resulted in rapid growth in the PIIGS.  

Figure 4 shows the inflation rates in the PIIGS during the last decade. It appears that the infla-

tion rates in the PIIGS were much higher than in Germany or in France. Looking back on fig-

ure 3, in the light of figure 4, it is clear that the average Eurozone inflation rate was kept 

around 2 percent, because Germany as the largest economy of the Eurozone with its low infla-

tion rates neutralized the high rates recorded in the PIIGS. Hence, although the ECB effec-
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tively pursued its stated goal and the average inflation in the Eurozone was around 2 percent, 

the inflation rates in the PIIGS were much higher. 

Figure 4 

 

Source: IMF 

According to Baldwin, the asymmetric development in economic output and competitiveness 

produced massive current account imbalances, with “Germany and France running surpluses 

at the cost of PIIGS running large deficits” (Baldwin, 2010). However, these large imbalanc-

es had no effect on the Eurozone overall trade account, as it reminded in balance.  

It is also here that the answer to why the ECB was forced to set aside the no-bailout rule can 

be found. According to Baldwin, these imbalances created massive interconnectedness in the 

Eurozone with banks balance sheets getting stuffed with PIIGS debt. Baldwin then misquotes 

Keynes: “If PIIGS owe the German banks 1 percent of their GDP, the PIIGS have a problem; 

if they owe 30 percent of their GDP, the banks (and Germany) have a problem.” This ex-

plains why a Greek default was not an option for the Eurozone, even though the alternative is 

breaking some fundamental rules and setting aside the no bailout clause and harming the mar-

kets confidence in the independence of the ECB. Hence, the interconnected and fragile bank-

ing system in Eurozone together with the failure to coordinate fiscal policy is one of the main 

shortcomings, exposed by the current crisis. 
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The first decade of the euro was also characterized by a boom in housing prices especially in 

Spain and Ireland, as well as other European countries. While there was a boom in housing 

prices in PIIGS, Germany had stagnant housing prices. These trends can be explained by the 

difference in inflation in PIIGS and the average in the Eurozone as well. Furthermore, bor-

rowing at a rate lower than the inflation rate in a country generates a negative interest rate. 

This encourages people to borrow at low rates and invest them in housing, exactly what hap-

pened in Spain and Ireland. Hence, anybody with a basic knowledge of macroeconomics 

could gain from this situation. It is amazing how the Eurozone leaders didn’t see this devel-

opment coming. 

Data from the Moody’s and Standard and Poor’s show that the PIIGS had good ratings 

throughout the first decade of the euro, to only fall in the light of the resent crisis. The rating 

agencies too believed that there was almost no default risk. However, they too were proven 

wrong. 

The Global Financial Crisis 

The financial crisis in the United States was triggered in the summer of 2007 when many 

Americans failed to service their housing loans. Because of the boom in the housing market, 

American banks were lending to people who basically should not be qualified for loans.  

The American financial crisis can be tracked back to 2001 and the loose monetary policy ran 

by the FED. The access to easy credit and banks willingness to lend to Americans who basi-

cally were not creditworthy created the housing bubble which eventually burst and hit the 

financial institutions of the United States, in particular the banks and the two mortgage giants 

Fannie Mae and Freddy Mac. The magnitude of the so called “sub-prime loans” and uncer-

tainty on banks’ exposure to “sub-prime loans” resulted in frozen credit markets. Confidence 

in banks suffered a blow and funding conditions were worsened. In the end of 2007 when 

major banks reported on their “sub-prime loan” losses, the crisis hit the stock markets. 

The first 6 months of 2008 were characterised by various nationalizations. To name but a few, 

Northern Rock was nationalized and Bearn Stearns was saved by the FED and JPMorgan 

Chase, followed by the nationalizations of the mortgage giants Fannie Mae and Freddy Mac 

in September. September of 2008 with the bankruptcy of the American investment bank 

Lehmann Brothers was the peak of the crisis. The collapse of the Lehmann Brothers sent 
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shocks through financial markets in the world, and forced the FED, the ECB, the BoE and 

other prominent national banks to make a coordinated action in order to calm the markets.  

The critical events of September/October 2008 were followed by national bailout programs. 

The size of the bailout in US was 700 billion US dollars and 35 billion DKr in Denmark. The 

sizes of the bailouts were later proven not to be sufficient, and national banks were forced to 

take different forms of action over and over again. 

The boom in the US housing prices, caused by easy access to credit as a result of the loose 

monetary policy, and the banks willingness to lend to not creditworthy people eventually 

evolved into a global financial crisis. The events also exposed the interconnectedness of the 

global financial markets.  

Financial Turmoil in Europe 

When the global financial crisis triggered by the sub-prime loans in the housing market in the 

US and the Lehmann Brothers collapse as the climax point hit the European countries, Euro-

pean governments had to pump money in the markets, in order not to fall into deep recession. 

Figure 5 illustrates that government expenditure in the Eurozone was decreasing and govern-

ment revenue at the same time was increasing from 2004 to 2008. However, since 2008 the 

Eurozone government expenditure-to-GDP ratio has rocketed, resulting in even wider gap 

between government spending and government revenue, as a result of the global financial 

crisis.  

The global financial crisis triggered by the sub-prime loans in the US housing market, activat-

ed stabilizers that worsened the Eurozone deficit positions. In addition income from taxes was 

falling and social spending soaring. Increasing expenditure, decreasing revenue and stagnant 

GDP has resulted in high degree of indebtedness for some Eurozone member states. 

The level of indebtedness combined with the no growth prospects poses a serious threat for 

some member states, in particular the PIIGS. 
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Figure 5 

The correlation between government expenditure and government revenue 

Source: Eurostat 

Figure 6 shows the effect of the global financial crisis on the GDP of Eurozone member 

states. It appears that the PIIGS experienced very large swings, with negative growth rates.  

Figure 6  

 

Own contribution (data: Eurostat) 
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Since the Lehmann Brothers collapsed in 2008 the fragile and interconnected financial mar-

kets and its shortcomings were exposed. The high degree of interconnectedness of the finan-

cial markets explain why the Greek crisis (explained bellow), mutated into a European crisis. 

It is worth asking whether Germany and the rest of the Eurozone would have bailed Greece 

out, if there was no systemic risk in the EU, as a result of a possible Greek default. Baldwin 

suggests that financial markets are so integrated, that any large insolvency of a government or 

even of a bank threatens the system’s stability. This statement is in line with the assumption 

made in this thesis, that the Greek debt crisis is a major threat for the Eurozone and the euro. 

Further, Baldwin suggests that the question is no longer which bank or government is too 

large to fail, but rather “whether there is anybody small enough to be allowed to fail” (Bald-

win 2010). This might simply mean that the PIIGS could have moral hazard issues, as they 

are sure of being bailed out. This does not only apply to the PIIGS, but it could be a serious 

temptation for any European government to borrow and run deficits, well knowing that the 

government will be able to refund at low levels even if markets assess that there would be a 

serious risk for a default.  

The German finance minister Wolfgang Schäuble, one of the main designers of the current 

bailout program of Greece, has said: “Should a Eurozone member ultimately find itself unable 

to consolidate its budgets or restore its competitiveness, this country should as a last resort 

exit the monetary union while being able to remain a member of the EU.
20

” First, this can be 

assessed as a credible threat for the PIIGS governments and at the same time a signal to the 

markets that the weak will not take down the strong. Further, this process of having the oppor-

tunity of excluding the weak could be a natural process which could result in creation of two 

or three new zones. The stronger nations will remain the “elite” zone, and the rest will form 

their own zones. This however is not the goal of the EU, just a possible scenario. 

It is important to note, that while lack of fiscal discipline is the main issue for the Greek 

economy, credit booms and the development in the asset prices are the main issues in Ireland 

and Spain. Hence, while the Greek public debt crisis can be addressed by redesigning and 

enforcing the SGP, the Irish and Spanish cases are different.  

                                                 

20
 Samuel Britaan blog in Financial Times 
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In the first part of this chapter, the current crisis was analysed on Eurozone level. In the fol-

lowing the focus will be on the Greek public debt crisis. In order to address the Eurozone pub-

lic debt crisis, which poses a major threat to the euro, solutions to the current framework 

which have failed to facilitate growth, stability and sustainability in the Eurozone, will be 

suggested. Although the Greek debt crisis has many similarities with the Portuguese, Spanish, 

Irish and Italian debt, the Greek deficit crisis is different.  

The Public Debt Crisis in Greece 

The low euro interest rates, sometimes even negative interest rates, resulted in a boom to 

Greek domestic demand and construction. The budgetary policy ran by the Greek government 

was irresponsible and the numbers reported were fake. From 2000 to 2008 the Greek budget 

deficit reported to the EU averaged 2.9 percent of GDP. The real number however was 5.1 

percent (Marzinotto et al., 2010). This was possible as “the EU budget monitoring system is 

based on national-accounts data, not central government budget data” (Pisani-Ferry, 2010).  

The true size of the Greek deficits and the public debt was only reviled after the current gov-

ernment was elected in 2009. The Greek overspending in the good years and the data manipu-

lation was doomed to end badly. The Greek government was running an irresponsible fiscal 

policy when the economy was booming, yet the Eurozone framework failed to address this 

issue and let it grow into a Eurozone-wide problem and a threat to the EMU.  

The trouble started when it was discovered that Greece had been “cooking the books” hiding 

the true size of the deficit. When investors discovered that the true size of the budget deficit in 

2009 was more than double of what had been reported they had to revise their sustainability 

calculations for Greece. Credit rating agencies started to downgrade Greece’s debt rating and 

investors started to sell their bonds, pushing up interest rates for Greek government bonds. It 

appears from figure 8, that interest rates for the other PIIGS nations started to climb at the 

same time. The Greek deficit crisis can be characterized as an eye-opener for investors which 

also raised doubts on the rest of the PIIGS sustainability. 

Figure 5 in the previous part represents the 16 Eurozone countries. In order to see the figure 

on a country specific basis, country specific data is needed. While some of the Eurozone 

countries are experiencing growth and are out of the recession, others are still in recession. 

While Germany is facing increasing GDP, and decreasing government expenditure, Greece is 
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facing negative GDP growth and decrease in expenditure, but with not much effect on its pub-

lic debt. The toxic mix of decreasing GDP and decreasing revenue makes markets doubt 

Greece’s ability to recover from the current crisis without defaulting on government debt. 

Figure 7 

 

Own contribution (data: Eurostat) 

Data from Eurostat shows that while Germany in 2009 only had a deficit equal to 3.3 percent 

of GDP, the number for Greece was 13.6 percent. Further, while Germany ran surpluses from 

2006 - 2009, Greece’s economy was characterized by an increasing deficit. Figure 7 above 

illustrates the decreasing revenue and the increasing debt level of Greece. The current policy 

of reducing government expenditure has a negative effect on the GDP, which in its turn has a 

negative effect of the gross debt to GDP ratio.  

With the IMF expecting -4 percent and -2.6 percent growth in 2010 and 2011 in Greece, the 

excessive government deficits year after year will have a dangerous cumulative effect on the 

gross debt-to-GDP ratio. This development made markets doubt Greece’s ability to service its 

debt and, with the future looking even worse, markets demanded a much higher yield in order 

to buy Greek government bonds. The figure bellow is a clear indication of the markets con-
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sidering Greece as a country which potentially could default on its debt, and therefore the 10-

year bond spread to German bonds is over 8 percent.  

Figure 8 

 

Source: Bloomberg 

When Greece joined the EMU the Greek bonds denominated in euro became substitutes for 

other euro denominated bonds. The reduced risk resulted in decreasing interest rates. Howev-

er, as described above, recent events made markets question the Greek economy and this re-

sulted in increased risk premium that markets demand in order to invest in Greek government 

bonds. 

The latest reports from Eurostat have further revised the size of the Greek public debt. It ap-

pears from the “deficit and debt data – second notification” released on 15 November 2010, 

that the true size of the Greek public debt was revised to 126.8 percent of GDP. This number 

is even higher than Italy’s. Further, the 2009 budget deficit was revised to 15.4 percent of 

GDP, almost 2 percent higher than assumed at the time when the bailout program was de-

signed. With the latest revision, the question of whether Greece will be able to achieve the 
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targets agreed with the IMF and the EU arises? But then again, on the other hand, if the target 

is not met by 1-2 percent, would the EU exclude them from the EMU or let them default? I 

assume not. At least letting Greece default now would be even more devastating than before. 

Once again, even the current situation with the latest bailouts raises moral hazard issues for 

the Greek government. Finding the balance of pleasing the EU and the IMF and at the same 

time pleasing the general public in the Greece could be another costly affair for the Eurozone 

taxpayer.    

The reason for such a hopeless economy was bailed out is very clear. According to Michael 

C. Burda “a public debt default by Greece, forced by the no-bailout rule, would have risked 

another Lehman-like wave of credit freeze-ups, instability in the European banking sector, 

and spillover to global financial markets. Simply put, the no-bailout rule stands in direct con-

flict with financial stability objectives and is therefore not credible” (Burda, 2010). The price 

of a Greek default would be a catastrophe for the Eurozone banks, and a catastrophe for the 

banks is a catastrophe for all others in the financial sectors. Further, the current debt crisis in 

Greece occurred very inappropriately for the rest of the Eurozone, because if the debt crisis 

had occurred in good times, when banks were strong and not so interconnected, the debt crisis 

in Greece would not have been a major threat for the euro. When the financial crisis was at its 

worst and banks needed funding, the ECB stepped in to replace short term liquidity funding, 

just like the Federal Reserve (the FED) did in the US. However, according to Baldwin, EU 

governments failed to follow the US practice of stress testing banks to see which were healthy 

and which needed additional capital. The European banking landscape was not cleaned up so 

“many Eurozone banks entered the “Greek crisis” in a fragile state” (Baldwin, 2010). Here-

after the deleveraging of the European banks even aggravated the recession. 

Debt in itself doesn’t mean that a country is on unsustainable path. For instance the govern-

ment debt of the United States is astronomic, yet the Greek ten-year sovereign bonds rate is 

much higher than the American. The assessment of debt sustainability is a complex matter 

with focus on “the phase the debt stock raises and the current and the forecasted growth 

rates of the GDP” (Wyplosz, 2007). Basically, the idea is that a country can have rising debt 

and still be on a sustainable path if at the same time the GDP is growing. This can explain 

why markets assess that the risk of a US public debt default is not as large as the risk of Greek 

default, hence demanding higher risk premium for Greek government bonds.  
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The above mentioned scenario of markets losing faith in one country’s ability to service debt 

is described as a vortex by Baldwin. In his words, “if the markets perceive a higher default 

risk, it raises interest rates on the debt to compensate for the extra risk” (Baldwin 2010). 

Hereafter, if you have to refinance your debt at higher interest rates the gross debt will rise. In 

addition, as it is the case for Greece, with the GDP shrinking in the next two to three years, 

and raising gross debt makes markets doubt on the sustainability of the economy. It is this 

spiral which can make markets doubt the sustainability and drag the nation towards default, 

even though it is a member of the EMU. 

Raising taxes and cutting government spending might be the only short term tools at hand for 

the Greek government, as Greece cannot devaluate its national currency. Raising taxes and 

cutting government spending can give a backslash, as it could worsen the GDP growth. With 

lower GDP growth than expected markets will doubt on the sustainability of the economy 

even more, and demand even higher interest rates to compensate the risk, forcing Greece to 

raise taxes and cut spending even more, etc. The price of the euro for Greece has been that the 

country cannot boost export and employment by devaluating national currency.  

According to Samuel Brittan “the spending cuts and tax increases are unrealistic and risk 

creating a vicious cycle of debt and deflation
21

”. The austerity measures must be combined 

with structural reforms in pension and health care sector. Further, Greece’s tax collecting sys-

tem is dysfunctional; an improvement in this area is important as well. Also the state-owned 

enterprises like the state railroad, the Greek post office and waterworks companies which are 

deficit ridden must be privatized.  

The above mentioned activities are seen from an economic perspective. However, there is 

another dimension of the debt crisis and what comes with it – the people of Greece. The 

Greek government cannot raise taxes and cut expenditure again and again. Sooner or later, the 

people will revolt, and the current events in form of demonstrations and blockades in Greece 

suggest that it is rather sooner than later. At some point the government might give up and 

default, as this would be assessed as the best option. Another factor is that governments are 

aware of upcoming elections. Raising taxes and cutting expenditure will not make any gov-

ernment popular, even though it is for the country’s best, and it is saving the economy.  
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The Greek debt crisis was at its peak in May 2010, where the IMF together with EU stepped 

up with a bailout program. In total the amount of the bailout run up to 110 billion euro fi-

nanced by the IMF and the EU. In exchange for the bailout Greece agreed to a series of pain-

ful austerity measures, in order to bring down the deficit level. It is very ironic that Greece 

“agrees” to be saved in exchange for putting the country on a sustainable path. 

The Greek bailout worth 110 billion euro was followed by another 750 billion euro for future 

bailouts of the rest of the PIIGS.  The ECB had its own role in this process. The ECB started 

to buy Greek debt and other PIIGS nations debt directly and acted as the buyer of last resort. 

This action called the “securities market programme” calmed the markets. In practise the ECB 

was buying assets from the PIIGS and at the same time selling debt on banks. This process is 

a “sterilisation” process, as the ECB is selling same amount of “healthy” debt as it is buying. 

Accroding to Jean-Claude Trichet, “this process must not be confused with quantitative eas-

ing policies that aim to reduce longer-term interest rates by expanding the monetary base” 

(November 2010). The bailout program and the actions of the ECB are considered as a short 

term solution, giving the Eurozone policymakers time to step up and make the necessary re-

forms. The causes for the crisis have not been addressed. In Barry Eichengreens words, who 

forsaw the Eurozone crisis, “financial crises feed on uncertainty. The longer uncertainty is 

allowed to linger, the greater the damage to confidence (Eichengreen, 2010). 

As mentioned above the current strategy for Greece is simple, raising taxes and cutting gov-

ernment spending. However, this must be done with GDP and the effect of these measures on 

GDP in mind. George Provopoulos, the governor of the Bank of Greece (Greek national bank) 

has been cited saying, that “there is no room for increasing tax rates on businesses and indi-

viduals”, and that “fiscal adjustment, in order to effective in the next few years, must be main-

ly based on cutting spending”. This is of course because higher taxes will have a negative 

effect not only on GDP but also on the people of Greece.  

The EU (German)/IMF bailout of Greece has some preconditions too. It is by cutting public 

spending, increasing taxes and freezing pensions that Greece has to meet the EU / IMF loan 

criteria. Once again the question of moral hazard must be considered. What if Greece failed to 

meet the targets? In Bini Smaghi’s words
22

 “any discussion about changing targets will lead 
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to a loss of credibility. All gains will be instantly lost, while the trust of all those who support-

ed Greece will be shaken.” Clearly this message from the ECB board executive is a political 

message to Greece. However, in my view, this message is not a credible threat. If Greece 

needs another round of bailout, the ECB and the EU will step up once again, as there is even 

more in stake now then previously. 

As the following suggests, Greece lied about the real size of its GDP and the deficit. Further, 

issuing a fine to Greece which already was in deep recession is not only a Greek problem, but 

also a European problem. The simple logic is, that a person who is trying to survive and make 

things work, would not care if his debt rose with additional percent. However, the same per-

son would care much more, if instead of rising debt, he would end up in prison. The point is 

that punishing a country in economic crisis by issuing a fine might not be effective enforce-

ment tool. Therefore, effective enforcement of the rules is a key to the future of the euro. 

Greek policymakers are indeed aware of this, and the government is constantly sending mes-

sage to the markets and to the EU that they are doing everything in their power. At the same 

time, Greek policymakers are aware of the consequences of a default too. According to Bini 

Smaghi “the Greek economy would come out stronger from this process and it would be su-

perficial and stupid to think Greece would benefit from bankruptcy.” With the statements of 

the ECB executive in mind, and the costs and benefits of the current situation in mind it is 

clear that Greece has an incentive to achieve credibility and build a sustainable economy. 

However, it would not be wrong to assume, that the process of achieving sustainability could 

involve Greece “blackmailing” member states and get as much aid as possible.  

Although the focus is on Greece, it is worth mentioning that other countries especially PIIGS 

are implementing austerity measures too. The wave of the public debt crisis has hit the rest of 

the PIIGS nations. In the case of Spain and Ireland, the economy was growing and the budget 

was in surplus. At the same time real estate prices were rising and a housing bubble was cre-

ated. After the burst of the housing bubble the economies went from being a surplus economy 

to a deficit economy.  

The Spanish and Irish deficits are considered a threat for the euro too. In my opinion, these 

two economies alongside with Portugal and Italy are considered as threats, not because the 

situation is as critical as it is in Greece, but more because of the size of these economies. The 

Eurozone was lucky that the debt crisis at magnitude of the one in Greece didn’t hit a larger 
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economy. It is unthinkable that the Greeks or the whole Eurozone could bailout a German 

economy if it was in a condition comparable to the current crisis in Greece. 

Debt Structure in Greece 

Data from Eurostat shows that almost 100 percent of the Greek debt is central government 

debt, in form of securities other than shares, excluding financial derivatives. This however is 

not unusual, as in most countries central governments hold the largest proportion of the debt. 

The Greek public debt (over 98 percent) is issued in euro. This is also the case for Germany, 

Spain and Ireland. The trends of the Greek public debt structure described above do not ap-

pear unusual compared to similar countries from the Eurozone. Since the figures were pub-

lished, Greece has succeeded in servicing and refinancing its debt, of course with contribution 

from the other member states in form of the bailout program.    

Labour Market in Greece 

The global financial crisis had a negative impact on the employment rates. On a EU level the 

unemployment rate is approximately 10 percent. Once again, behind this average there is an-

other picture with some countries having unemployment rates close to 20 percent while others 

have less than 5 percent. The crisis and the recent austerity measures had especially negative 

effects on the Greek unemployment rate. The unemployment rate has been rocketing in 

Greece.   

“Advance in medical technology have been increasing life expectancy, while improvements in 

birth-control techniques and changing social norms have reduced the number of children 

people have” (Mankiw, 2003). This is true for Greece, France and other member states of the 

EMU. It appears that the elderly are becoming a larger share of the population. With retire-

ment ages not following the increase phase in life expectancy, common logic suggests that 

government expenditures will rise over the time, in form of health care for elderly and pen-

sions. And from here, unless growth starts rising with the same phase, this demographic prob-

lem will push the budget towards deficits. It appears from the latest Eurostat report
23

, that 

“consistently low fertility levels, combined with extended longevity and the fact that the baby 

boomers are reaching retirement age, result in demographic ageing of the EU population. 
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The number of people of working age is decreasing, while the number of older people is on 

the rise.” Recent events in Europe have shown that people are reluctant to accept an increase 

in retirement age. This is despite the fact that retirement age in Greece is earlier than in many 

other countries including the US. Further, if the US with its retirement age will be facing a 

major demographic issue
24

 in the long term, then this must be true for European countries too, 

with retirement ages lower than those in the US and with a welfare system as a larger percent-

age of the GDP compared to the US. This long term issue too has to be addressed in order to 

put a country on a sustainable path. In it’s Long-Term Budgetary Outlook, the CBO con-

cludes by stating that if policymakers are to put the nation on a sustainable budgetary path, 

they will need to let revenues increase substantially as a percentage of gross domestic prod-

uct, decrease spending significantly from projected levels, or adopt some combination of 

those two approaches. This conclusion is true for the EU too.  

Reforms in Greece 

The previous months in Greece have been characterised by massive demonstrations, strikes, 

and protests. The situation in Greece is critical in many ways. Salary reductions of public 

servants, pension reforms, layoffs, cut in public spending, and increasing taxes, combined 

with poverty and a high degree of unemployment in Greece is not the best cocktail. 

Reforms are not only needed in Greece, but also in Spain, Portugal, Ireland, Italy, and in the 

other member states. Fortunately for Greece, the recent election has somehow indicated that 

the Greek people understand the seriousness of current situation. The Greeks endorsed the 

government in its attempt to put the country on a sustainable path again. The Prime minister 

had threatened to dissolve the parliament and hold early elections, if the general public didn’t 

endorse his work.  

Shortcomings of the Eurozone Policy Framework 

The main concern about the euro is the unsustainable level of the public debt in the PIIGS. 

The current fiscal framework has failed. “To ensure that the euro remains a viable currency 

in this new environment, debts must be reduced, massively in some countries” (Burda and 
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Gerlach, 2010). According to IMF, debt levels must be brought to sustainable path, in order to 

foster long term growth, create jobs and manage the fiscal risk. 

According to IMF “general government debt in the G-20 advanced economies surged from 78 

percent of GDP in 2007 to 97 percent of GDP in 2009 and is projected to rise to 115 percent 

of GDP in 2015”. By examining these statistics even closer it appears that the public debt lev-

el in the US in 2009 was 84 percent of GDP and 218 percent of GDP in Japan
25

. It appears 

that Eurozone as a whole is less indebted than the US and Japan. Yet the future of the national 

currency of the US and Japan is not questioned, but the euro is. One of the reasons is that 

when compared to the US the public debt is much higher in Greece and Ireland, and with no 

forecasts of growth it becomes a serious concern for the markets. The numbers support the 

assumption that public debt is not a problem in itself, as long as the economy is considered as 

a sustainable economy. Further, the previous indicates that it is not the public debt in itself 

that is a threat for the euro, but rather the policy framework and the risk associated with the 

future of the EMU. I.e., the markets need to be persuaded that the EMU has a fiscal frame-

work in order to handle external shocks. Further, markets need to be persuaded, that the fiscal 

framework of the EMU will prevent member states from running unsustainable levels of defi-

cits by enforcing the rules and promoting fiscal discipline.  

An interesting figure from IMF shows that the fiscal stimulus packages account only for one-

tenth of the increase in public debt projected during 2008-2015. Hence, the current crisis is 

not the main source of the souring deficits. This reveals that there is a serious need for struc-

tural reforms, not only in Europe, but in all advanced economies. 

The figure which shows the development of the Greek public debt in the past decade shows 

that the public debt was not reduced enough during the period of strong growth. Therefore, 

fiscal discipline is crucial for the future and in order to convince markets about the sustaina-

bility of the fiscal policy. It is the Eurozone fiscal framework that has to promote fiscal disci-

pline. Also reforms in the pensions and health care are necessary, as those are some of the 

main components behind the deficits. 

The previous has exposed the shortcomings of the current Eurozone fiscal framework. The 

SGP has failed, competitiveness and capital markets policies have failed, and the monetary 
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policy too has failed to some degree. In Baldwins words: “Fiscal policy failed when the SGP 

failure allowed Greece’s debt to get to a point where the Global recession would push it over 

the edge. Competitiveness policy failed to avoid the large imbalances that made the Eurozone 

core’s banking system hostage to GIPS public debt problems. Banking policies failed to pro-

vide capital cushions large enough to absorb a GIPS debt crisis without putting the core na-

tions’ banking systems at risk” (Baldwin, 2010).  

Although the field of competitiveness policy and capital markets policy has been touched up-

on, it will not be included in the following chapter. The shortcomings in the different policies 

are included in order to understand the magnitude of the crisis and in order to affirm that the 

cause of the current crisis is not only a failure in fiscal framework. Many policies have failed, 

and the interconnectedness of these policies is the key. Just like interconnectedness of global 

markets spread the American housing markets crisis to rest of the world. This thesis acknowl-

edges the need for reforms in these different policies, because not only one policy area can be 

blamed for the current situation. However, the following chapter will mainly focus on the 

fiscal policy, and how to address and improve it. 

The Greek crisis must be handled on national level by the national government. Fiscal consol-

idation is essential for Greece. The Eurozone framework must be redesigned in order to avoid 

another Greece and the rules must be effectively enforced. Member states do not have the 

same business cycles, which all other things held equal, is a headache for the ECB. Member 

states that do not have the same business cycle as Germany were subject to inappropriate 

monetary policy in the first decade of the 21
st
 century, therefore, the SGP must be flexible and 

realistic for all member states.  

The current public debt crisis feed on uncertainty. Markets doubted if the Greek economy 

would be bailed out or not. Therefore, there is a need for an institution which has the power 

and the tools to manage both internal and external crises in the Eurozone. Preventing exces-

sive deficits and unsustainable public debt is crucial for the future of the EMU.  
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Chapter 5 – Addressing the public debt crisis, ensuring sustainability 

Trouble in Eurozone 

The current debt crisis in the PIIGS has highlighted some major shortcoming in the fiscal 

framework of the EMU. The previous suggests that Eurozone policymakers need to step up 

and take action. If they fail to do so, the EMU in its current form might be proven not to be 

sufficient to underpin the euro. The markets need to be confident in the soundness of the Eu-

ropean policy framework once again. As Baldwin puts it “the Eurozone “ship” is holed be-

low the waterline. The ECB actions are keeping it afloat for now, but this is accomplished by 

something akin to pumping out water. What European leaders need to do very soon is to find 

a way to fix the hole; ECB bond purchases are merely a palliative” (Baldwin, 2010). Ad-

dressing the current public debt crisis and preventing them in the future by improving the fis-

cal policy framework of the Eurozone is one of the concrete measures necessary in order to 

fix “the hole”. Other areas such as the monetary policy, competitiveness policy and banking 

and financial market regulations need to be improved too, as all these areas together caused 

the current crisis. 

In order to improve the situation on a short term and avoid another Greece, some concrete 

actions need to be taken both on national level and European level. Only by improving the 

current framework the future of the EMU can be secured as it initially was intended. The fol-

lowing scenarios are possible outcomes of the current crisis; 

 Reversion to national currencies (break up) 

 Emergence of two or three successor zones 

 The euro eventually becoming the common currency of all European nations 

The following of this chapter will focus on bullet three. A brief discussion on necessary re-

forms in the monetary policy, competitiveness policy and banking and financial market regu-

lations, will be followed by in depth and concrete suggestions on how to improve the fiscal 

policy framework. The different policies will to some degree be included in the last part of 

this thesis, but the main focus will be on the fiscal framework. 

Although this thesis is forward looking with focus on the Eurozone fiscal framework, it is 

important to note that the current storm is not yet ridden of. Before designing a forward look-

ing and sustainable fiscal policy framework the current situation has to be properly addressed. 
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While the suggested fiscal policy framework will convince markets about the medium to long 

term sustainability some immediate actions are necessary to reduce the current short term 

concerns. Whether the immediate actions will be restructuring debt or bail-out falls out of the 

scope of this thesis, as this thesis has no intention to suggest concrete immediate actions to 

save the euro on the short term. However, it is important to note that historically this kind of 

situations have been solved by restructuring debt. For instance Latin American countries were 

back on track only after restructuring of debt with massive write downs in the late 80’s.  

Boosting Competitiveness in the PIIGS 

The lack of opportunity to boost the competitiveness by devaluating the national currency left 

the PIIGS in a deep crisis. On national level this can be addressed by lowering wages and 

keeping them flat for a period of time. Indeed, this is what Germany did in the past. The wag-

es were kept relatively flat over the past decade, and the result of this today is the super com-

petitive German export machine. In Marins words, “Germany’s real effective devaluation in 

terms of relative unit labour costs compared with the EU27 during 1994-2009 is about 20 per 

cent” (Marin, 2010). Lowering the relative unit labour costs in the PIIGS would boost the 

competitiveness on the medium term. Boosting the competitiveness in the future is crucial for 

the PIIGS economies and would also offset some of the macroeconomic imbalances in the 

Eurozone.   

Banking Regulations 

While the public debt crisis in Greece highlighted the need for adjustments in the current fis-

cal framework, the crisis in Ireland and Spain highlighted the need for improvements in other 

policy areas such as the banking regulation. It is worth mentioning, that Ireland did not con-

travene the rules set up in the SGP, and still found itself as one of the PIIGS. Another indica-

tor that the shortcoming of the fiscal framework is not only the problem of enforcement of the 

rules sat out in the SGP, but rather a combination of many factors. 

The vulnerability of the European banks was one of the main reasons for the Greek bailout. 

The Greek public debt and also the rest of the PIIGS public debt have creditors too. Typically 

these creditors are European banks. As it appears from the previous, a Greek default could 

freeze up the markets like the Lehmann Brothers collapse froze the markets. Therefore, this 

field needs reforms and improvements. Transfer of sovereignty to European authorities, and 
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coordinated supervision policy in this field on a European level is necessary in order to avoid 

such macroeconomic imbalances in the future.  

The current public debt crisis in Greece is a threat because it could be assessed as a systemic 

risk for the Eurozone. Improving the banking regulation field could eliminate this threat. It is 

worth highlighting that the Lehmann Brothers crisis was feed on uncertainty, as banks were 

not aware of each other’s losses and feared each other’s solvency. Transparency is the key 

here. Improving the banking regulation by improving transparency is crucial for the future of 

the euro. 

Lack of structural reforms 

Chapter 2 suggests that structural reforms are key in order to settle the differences between 

the economies of the member states. Chapter 4 suggests that the differences between the 

member states economies have rather been even larger than settled in the last decade. It is 

important to keep in mind that the fiscal deficits in Eurozone countries are structural deficits, 

and not only cyclical deficits. The current European welfare models are a threat for the long 

term sustainability. The demonstrations and the blockades in France shows the reluctance in 

people to accept the reality and accept the increase in retirement age to 62 years, still 3 years 

less than the most other developed countries. Designing and implementing the most efficient 

fiscal models would not secure the sustainability of the euro, without structural changes such 

as increasing the retirement age. Reforms in pension and labour markets are indeed not an 

easy task. In Eichengreens words “if fiscal consolidation is hard, structural reforms are 

harder. Fiscal consolidation means belt-tightening, but pensions and labour market reforms 

cut to the heart of national social and economic models” (Eichengreen, 2010). Securing fiscal 

discipline in the member states must be combined with a framework for structural reforms in 

order to achieve sustainability on a national level and in the EMU. 

The EMU and the United States are more or less comparable on many subjects. The United 

States is having its own public debt crisis, with states like California in deep trouble. One 

should not forget that the economy of California is much larger than the economy of Greece, 

which is the number one “problem child” of the EMU. Further, economists describe the astro-

nomic public debt of the United States as not sustainable. The key difference between the 

different states of the United States and the EMU is that the different states in the United 
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States are subject to a single central fiscal and monetary authority, while the members of the 

EMU are subject to national fiscal authorities and a centralized monetary authority – the ECB. 

A new institution called the European Systematic Risk Board (ESRB) has been established, 

and Jean-Claude Trichet has been appointed as Chairman. The main task of this body will be 

providing macro-prudential oversight. In a speech on 12 October 2010, Jean-Claude Trichet 

told, that European Supervisory Authorities have been created for many segments of the fi-

nancial sector. The interesting is that in his words “these institutions will establish a “single 

rule book for Europe”, reducing inconsistencies between national regulations and fostering 

cooperation across Europe’s national borders.” Reforms in this sector and more coordination 

were indeed some of the shortcomings uncovered in the previous. This new body will have 

focus on any systemic risk that could threaten the financial stability of EU.  

Identifying major risks and issuing warnings when these risks emerge is the main responsibil-

ity of ESRB. Now, considering that ESRB was active some years ago, and identified the risk 

of the European banks holding too much PIIGS debt, it could prevent the current situation 

where a Greek default is not an option because of the devastating effect it would have on the 

European banks. At the same time, Greece would be aware of this fact and forced to run re-

sponsible fiscal policy. 

The current reforms in the financial markets are necessary in order to save the future of the 

euro. Whether these reforms are sufficient, and whether they address the shortcomings of the 

regulations in the financial sector fails out of the scope of this thesis. This could be a thesis 

topic in itself. 

It is common knowledge that structural reforms are associated with short term costs in form 

of increasing unemployment and deficit (relatively lower level of output and taxes). Svend E. 

Hougaard Jensen and Andrew H. Hallet analyse the effect of the SGP’s 3 percent deficit limit 

on the member states willingness to carry out reforms. They argue that there is a lack of in-

centive for member states to carry out structural reforms and become relatively more flexible, 

as according to the Guncho Marx theorem, “no country will want the others to be as inflexible 

as it is” (Jensen and Hallet, 2010). 

Previous chapters of this thesis suggest that there is a critical need for structural reforms in 

many member states. Constructing a framework which encourages member states to act for 
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the common good instead of own nationalistic interest is crucial for the future development of 

the union. Although member states would have an incentive to act for their own good, there 

should be an incentive to act for the common good of the EMU. This would be possible, if the 

national benefits of acting for the common good exceed the benefits a member state could 

gain of acting “egoistically”. Rational and long term thinking national policymakers could 

benefit from the EMU in order to secure the long term sustainability of a given nation, as 

there are some benefits within a monetary union which member states can leverage and bene-

fit from. 

The task of EU policymakers is to construct a framework which will encourage cooperation 

and behaviour that benefits the EM. However, at the same time moral hazard must be elimi-

nated by credible threats. The ultimate threat could be the threat of exclusion of member 

states from the EMU. 

Eliminating “Blackmail” possibilities 

The Lehmann Brother collapse and the effect of the collapse spread fear to governments all 

over the world. Not bailing out Lehmann Brothers was a signal to the markets that not all 

banks might be saved. But the signal from the markets back to the government was, “can you 

handle another collapse?” Since the Lehman Brother collapse not only banks have been bailed 

out, but also other large companies such as car companies and insurance companies. And late-

ly Greece was bailed out. 

Therefore the risk of moral hazard must be eliminated. In Wyplosz words “a default or a 

string of defaults, could lead to massive capital outflows, weakening the euro and creating the 

risk of inflation at a time when the ECB is fighting the recession. Already fragile banks may 

suffer significant losses and tilt over into outright bankruptcy themselves, dragging each oth-

er below the floating line” (Wyplosz, 2009). These words Wyplosz wrote 15 months before 

the bailout of Greece. His assumption was proven right; the Eurozone couldn’t afford letting 

Greece to default. The cost of a Greek default was greater than the cost of Greek bailout.  

The Danish Lessons 

The past decades of the Danish economics show a clear correlation between government debt 

and GDP. Hence, in years of financial expansion the public debt has decreased and in years of 

recession the public debt has increased. This is in line with Keynesian economics, where gov-
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ernments can stimulate growth by borrowing and increasing spending, and paying back debt 

when economy is booming by increasing taxes. It appears that this logic can be applied to the 

Danish economy. Transferring the lessons of the Danish economy to the member states must 

be one of the task of the SGP, which should promote and secure fiscal discipline like the one 

seen in Denmark, not only in the years before the current crisis but also during the crisis. It 

appears that Denmark with its currency fixed to the euro got through the current crisis rela-

tively well, with low unemployment rates and a sustainable level of public debt. 

The economic policy of Denmark in the past is clear and has its contributions to the develop-

ing of the suggested SGP. However, lessons must not only be learned from the historical Dan-

ish economic policy but also from the crisis management. Promoting “Danish behavior” will 

be a crucial part of the suggested fiscal policy framework. 

Fiscal Policy 

The European public debt crisis may be addressed by using different tools, some on EU level 

while others will be national matters. As the previous parts of this thesis suggests, the two 

most important stabilization policies are the monetary policy and the fiscal policy. According 

to Peter Birch Sorensen and Hans J. Whitta-Jacobsen, the dominant driver of business cycles 

are usually demand shocks, hence optimal fiscal policy should be countercyclical. Because 

the business cycle of the member states are not similar a country specific and disciplined fis-

cal policy is needed. The SGP failed to make member states accountable for their actions, and 

their budgetary imprudence resulted in bailout instead of punishment. These countries failed 

to tighten fiscal policy in times of economic expansion, which proves the inefficiency of the 

SGP. Further, the current crisis will result in a new economic order. This too must be consid-

ered when designing a new model. 

The fiscal policy framework hereunder the SGP has failed. The current public debt crisis is 

not the last major negative shocks for Greece and the Eurozone. In order to be prepared for 

these kinds of major shocks, the Eurozone fiscal framework has to secure that fiscal policy 

during normal times is sufficiently sustainable and counter-cyclical. In short, the SGP should 

secure fiscal discipline in member states.  

With the failure of the current fiscal framework in mind and the challenges ahead, it becomes 

clear that new ideas and policies have to go beyond the established framework. The current 
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framework where the mistake of one member state can threaten the whole Eurozone is not 

sustainable. With this in mind, a transfer of fiscal sovereignty to European level would be 

reasonable, as a mistake in one member state is threat for the whole system. 

Instead of fines, it should be the markets that punish countries like Greece and rest of the PI-

IGS. The consequence of this will be a difference in the interest rates of the member states 

and probably debt restructuring for some. The risk of moral hazard will be eliminated, as irre-

sponsible fiscal policy will be punished and not bailed out. Hence credible actions by coun-

tries will be essential for managing risk.   

Today, member states’ public debts are at levels not seen since World War II and there is a 

serious default risk for some European governments – Greece and Ireland are most in trouble. 

Although the Eurozone public debt is not on same level as the United States public debt and 

Japanese public debt, the markets are much more nervous about the Eurozone. This is a signal 

to the Eurozone that markets are not comfortable with the current fiscal framework. The long-

term sustainability of the Eurozone is questioned. 

How to address long term sustainability issue? As long as there is no long term plan, markets 

will always doubt on countries with high ratios of indebtedness. Current solutions are tempo-

rary short to medium term solutions. And it is still an open question whether Greece will go 

through the crisis without defaulting. The current budget cuts and increasing taxes in Greece 

is killing the recovery. 

The key to maintaining markets confidence is a plan that puts government debt on a sustaina-

ble path. 

According to the 2009-2010 EU report, imbalances in current accounts, real exchange rates 

and business cycles may well deteriorate in the EU as a result of diverging developments 

across member states. In order to ensure the EMUs existence, the fiscal arm of EMU will 

have to be much more pronounced and reactive. A reactive fiscal arm could have prevented 

the current debt crisis in the PIIGS, which eventually constitutes a threat for the euro. 

European Monetary Fund 

One of the shortcomings of the EU framework is that there was no European crisis manage-

ment regime. The current system fails to encounter country specific and exogenous shocks, 
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and how to address them. These shortcomings were highlighted when in particular Germany 

and the IMF made bilateral agreements which saved Greece from defaulting. The point is that 

it was not the institution of the EU which saved the Greek economy, but rather bilateral 

agreements.  

The solution to this shortcoming could be an IMF kind of institution, a so called “European 

Monetary Fund” (EMF). However, a treaty amendment is a prerequisite for creation of such 

an institution. With the recent events in mind, this however seems to be a hard task. Again, it 

is up to the policymakers to step up and do what it takes to create a necessary institution. 

Hughes Hallet and Hougaard Jensen suggest a Fiscal Policy Commission which would have 

the task to “provide an informed and independent assessment of the fiscal position and gen-

eral prospects for the Euro are, covering the outlook for public finances, financial conditions 

more generally, and the main targets of policy in the participating economies” (Hughes Hal-

let and Hougaard Jensen, 2010). This thesis however suggests a much larger institution, in 

which the task of the “Fiscal Policy Commission” would be provided by a department of the 

EMF. The idea is that such a large institution can replace all the advisory groups with their 

overlapping responsibilities and promote transparency. The monitoring and advisory role has 

failed – there are lessons to be learned.  

Part of the EMF should be oriented towards the public debt in member states. Jean Pisani-

Ferry suggests in his thesis that a “European Debt Resolution Mechanism needs to be defined 

including the principles and modalities of assistance, debt restructuring, and – possibly – 

exit” (Pisani-Ferry, 2010). I suggest that the so called European Debt Resolution Mechanism 

should be part of the EMF, because while public debt is the main issue in Greek credit booms 

and increasing asset prices are the issue in Ireland and Spain and other areas are the main is-

sues in other member states. 

Even an optimal SGP needs to be backed with an EMF kind of institution, because crises will 

come and member states will fail to follow the rules in some degree. As De Gauwe puts it “it 

is like saying that if people follow the fire code regulations scrupulously, there is no need for 

a fire brigade. The truth is that there will always be some people who fail to follow the rules 

scrupulously, so a fire brigade will always be necessary” (De Gauwe 2010). This logic can 

indeed be applied to the Eurozone, because: 
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1. A country like Spain followed the rules set in the SGP, which I claim are good rules, 

but yet they find themselves as one of the PIIGS 

2. The current crisis exposed the interconnectedness of the world economy and the spill-

over effects. Hence, even though all member states follow the rules scrupulously there 

will always be the threat of external shocks. 

Therefore, I suggest that EMF is necessary to address future crises and to prevent them as 

well. The idea is that EMF with the power to act and the overview would be properly suited to 

crisis management. Further, the previous showed that some of the member states have been 

hiding the truth about the real size of their deficits. A statistical department which could pro-

vide safe data could be a part of the EMF too. 

Another part of the EMF should be an Independent Fiscal Policy Council (IFPC). The role of 

the IFPC should be of most importance, as it should set country specific fiscal target with the 

overall goal of bringing the weaker member states closer to the stronger. Only hereafter the 

SGP can be composed of identical numerical constraints for all the member states. The coun-

try specific realistic targets set by the IFPC will promote fiscal discipline, as empirical evi-

dence suggests a clear correlation between constrained governments and fiscal discipline. The 

new SGP will have room for fiscal adjustments and punish member states that fail to put their 

countries on a sustainable path. According to Fatas and Mihov, “constraints on fiscal discre-

tion imposed, monitored, and enforced by an independent body like a fiscal policy council will 

produce a superior outcome relative to the current situation” (Fatas and Mihov 2010). While 

many economists suggest that decentralization of fiscal policy is the key, I suggest that a 

monetary union like the Eurozone will be better off with a centralized fiscal policy. Basically, 

the SGP in its current form is dictating sovereign countries what to do with their budgets. 

However, the suggested model with the IFPC setting individual targets is not any more cen-

tralized than the current SGP.  It is important to note, that it will be the tasks of the national 

governments to determine the level and distribution of taxes and spending. The IFPC will step 

in and take over fiscal policy, only if requested by the national government of the member 

state. 

The choice of the name Independent Fiscal Policy Council is the same as the one Fatas and 

Mihov suggest in their thesis. However, there are very few similarities other than the name 

between the one suggested in this thesis and the one suggested by Fatas and Mihov. 



Copenhagen Bussiness School 2011 PUBLIC DEBT CRISIS IN EUROPE 

 

Chapter 5 – Addressing the public debt crisis, ensuring sustainability 65 

 

While needs for crisis management rise when there is a crisis, it is suggested that focus should 

be on prevention. The EU has already created a new institution; the European Systematic Risk 

Board. In addition some supervisory authorities for banks, securities markets and insurance 

and occupational pensions have been created too. The aim of these institutions is to reduce the 

degree of inconsistencies and differences between the regulations of the member states and to 

promote cooperation across borders. The creation of these new institutions are much in line 

with those suggested in this thesis, only not as far reaching as demanded.  

In Jean-Claude Trichets words “the ESRB will perform three main tasks: identifying and pri-

oritising systemic risks, issuing early warnings when significant systemic risks emerge; and 

making policy recommendations for remedial action in response to the risks it identifies” 

(October 2010). Once again, much like the one suggested but not as far reaching. 

Redesigning the SGP 

The revised SGP should not only change the rules but also focus on enforcement of these 

rules. The key task of the suggested SGP should be ensuring fiscal discipline in member 

states.  

Before moving on and suggesting a new and revised SGP, one should ask whether hard core 

sanctions are the enforcement tools. This thesis takes the standpoint that only a credible threat 

of ultimately exclusion of the EMU can enforce the rules set in the SGP. The criticism of this 

however is, that this threat does not apply to Germany, as excluding Germany of the Euro-

zone sounds as impossible as excluding New York or California from the United States of 

America. Accepting the importance and the power of some member states is another step 

forward, if the political union is not moving towards a fully developed political union.   

Designing a system with fiscal discipline and greater coordination between fiscal policy and 

monetary policy is necessary. The ECB has clearly defined it goals and how it will pursue 

these goals. The role of the EMF will be of most importance.  

The following model is inspired by the one developed by Hughes Hallet and Hougaard Jensen 

in October 2010. 

 Member states annual budget deficit should not be higher than 3% of GDP, unless 

otherwise agreed with the IFPC beforehand. 
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 The IFPC should set debt targets for each member state which has debt level over 50 

percent of GDP. 

 The public debt target should be realistic and have a buffer zone which is exactly 15 

percent over the suggested target. 

 The buffer zone should be divided to three different zones: Green, Yellow and Red. 

 The IFPC should have the power to change any debt target in case of external shocks 

(by way of example, if a major earthquake hits a member state, and the member state 

cannot realistically meet the goals, the IFPC should have the power to revise the tar-

get).  

Any Member State with debt level lower than 45 present of GDP is free to design national 

fiscal policy – the intervention of the IFPC is minimal. The budget has to be coordinated with 

the IFPC in any case. Anytime a member state move from the Green zone to the Yellow zone 

or to the Red zone, the power and importance of the IFPC rises accordingly.  

 In Green zone the IFPC shall issue recommendations and warnings to any member 

state. These will not be binding but rather possible solutions to the debt level. 

When member states are in the Green zone, it is an indication for that the country is on a sus-

tainable path, i.e. the debt level is maximum five percent over the target set by the IFPC. In 

this case, the intervention of the IFPC should be limited to recommendations and closer coop-

eration. This process should secure early correction and prevention of member states entering 

to the Yellow or the Red zone. 

 The power of the IFPC rises when member states move to the Yellow zone. Any rec-

ommendations by the IFPC shall be adapted and the country shall be monitored close-

ly. However, member states are free to choose not to adopt recommendations. In this 

case, crossing the upper limit which is 15 percent above the target will result in exclu-

sion from the EMU.  

The member states finances should be monitored closely by the IFPC. In general there should 

be a great degree of coordination between the IFPC and the member states in the Yellow 

zone.   

 Any member state in the Red zone shall have the choice of giving up national fiscal 

policy to the IFPC or to try self not to cross the upper boundary set by the council. If 
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a member state chooses to deal with the Red zone itself and fails, it shall be excluded 

from the EMU. 

Any member state in the Red zone faces the risk of being excluded from the EMU. They will 

face the trade-off between loss of sovereignty in the fiscal policy or exclusion in case they try 

to handle the situation themselves and fail. While national governments can choose to follow 

the recommendations in the Yellow zone, in the Red zone they will have to give up fiscal pol-

icy to the IFPC for a period up till 5 years. 

Ex. Member state X has a debt-to-GDP ratio of 100 percent and poor growth prospects. The 

IFPC sets the target 95 percent for the upcoming year. In this case the target set by the IFPC 

will be considered as breached when the debt level raises over 110 percent. If the upper 

boundary is breached as a result of national government not giving up fiscal policy, they shall 

be excluded from the EMU. 

It is worth highlighting again that any member state has the choice of not being excluded from 

the EMU simply by giving up fiscal policy when they are in Red zone. The humiliation factor 

in the Red zone should have a preventive effect on member states governments. Further, no 

government would wish to be the one who caused the member states economic backslash and 

exclusion of the EMU. These threats shall be seen as incentives for national governments to 

run sound fiscal policies in line with the one suggested by the IFPC. 

The targets set by the IFPC shall not only be for the next year but for the upcoming 3-4 years. 

Setting one year targets could result in member states pushing the limits to the Red zone every 

year, because the targets for year 2 will be set while consider the current situation. Therefore, 

coherent targets are needed in order restrain unsustainable fiscal behaviour. 

Further, as the previous suggests the future of the euro is not only a matter of fiscal consolida-

tion. The need for structural reforms is highlighted. Often the costs of structural reforms and 

the 3 percent of GDP deficit rule are counterworking each other. In order to not damage the 

credibility of the SGP, structural reforms which can result in deficits over 3 percent of GDP 

must be pre-approved and coordinated with the IFPC. Moreover, deficits over 3 percent may 

often be a precondition for long term sustainability and therefore directly recommended by 

the EMF. 

The following are the strengths of the suggested SGP compared to the current: 
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 Realistic and individual targets for each member state set by IFPC 

 Fiscal accounts will be audited by non-political and independent experts 

 Significantly increased fiscal transparency 

 Flexible in terms of handling external shocks 

 Greater coordination between fiscal policy, monetary policy and other relevant policy 

areas 

 Structural reforms will be promote where needed 

 Credible threats to non-complying member states 

The overall goal of the suggested SGP is to bring the public debt levels below 60 percent in 

all member states at some point in the future. As soon as any member state has a public debt 

level of 45 percent, the 60 percent rule and annual deficit no more than 3 percent of GDP 

rules shall apply. Previous chapters of this thesis suggest that the rules were good but the im-

plementation was a problem. The suggested model has realistic targets for all member states 

and a credible threat for those who breach the rules. It is worth highlighting that even in the 

Red zone any member state can give up national fiscal policy for few years in order to not be 

excluded from the “club”.  

The role of the IFPC is of most importance in the suggested SGP, as it provides much of the 

needed flexibility to the fiscal framework. The IFPC shall pursue fiscal stabilization policy in 

normal times, providing “fiscal space” to respond to external shocks. It is worth highlighting 

that the IFPC will set realistic goals for each member state, and let them meet these targets 

themselves. Each member state will then present a budget which will be assessed and accept-

ed by the IFPC. This method will indeed increase fiscal transparency, the role of external ex-

perts will increase the quality, the numerical constraints will be realistic, the overall fiscal 

policy will be centralized and at the same time the role of the national governments will not 

be undermined.  

Thomas Meyer noted the importance of the ECB not getting “instrumentalised for fiscal poli-

cy purposes” (Meyer 2010). It is suggested that by stating explicitly that member states that 

do not meet fiscal policy goals will be excluded from the EMU, will both have a preventive 

effect and keep the ECB from funding public debts. By having an exit strategy for those who 

are not acting in the spirit of the EMU and a clear no-bailout rule, the chances for ECB to 

intervene and damage its reputation would be reduced. 
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And finally as suggested throughout this thesis that sanctions against non-complying coun-

tries must be credible threats. Each member state will have to deal with a realistic target set by 

independent experts. And therefore, there will be no excuses for non-complying member 

states. Credible sanctions are necessary to enforce the suggested SGP.    

Whether the IFPC should be called Fiscal Stability Board or a third name is question of tem-

per. I believe that the word independent sends a credible signal and therefore I suggest that it 

should be included in whatever name chosen. I also acknowledge the fact that the ultimate 

sanction will not apply on Germany and maybe on a few other member states too. However, 

rest of the member states should accept this fact, and look forward for what is the best for the 

union and eventually themselves.  

The suggested SGP and the creation of the IFPC should significantly strengthen incentives for 

fiscal discipline in member states. As Fatas and Mihov puts it “When short-term economic 

needs and electoral needs converge, long term sustainability issues are forgotten” Fatas and 

Mihov, 2010). The suggested SGP will address this issue.  

While the initial SGP had one rule for all member states, the suggested one should be much 

more flexible. The differences in the economies of the member states are not consistent with 

on rule for all. The suggested SGP accepts the facts that there are differences in the shape of 

the different member states’ economies; hence one rule cannot be applied to all. Further, the 

suggested SGP encounters the risk of shocks in economies of member states and provides 

with a recovery program supported by the rest.  

The suggested SGP is designed to bring all member states economies closer to each other. 

This process is not only important in the fiscal policy area but also in some of the other major 

policy areas mentioned in this thesis. At some time in the future when there will be a balanced 

base composed of member states with similar economies and committed to the EMU, identi-

cal numerical constraints shall apply for all member states.  

The Future 

The above mentioned is one way to restrain unsustainable fiscal behaviour and improve the 

fiscal policy framework in order to secure the future of the euro as it was initially intended. 

European policymakers are indeed keen to save the euro and take it to the next level. On 16 

November 2010, the EU president Herman van Rompay stated the most crucial argument for 
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why the euro will survive; by saying that if the euro doesn’t survive the EU will not survive. 

Not only is this a political statement it is also a commitment to do what it takes to save the 

euro.  

Future EU and Eurozone enlargements in size and diversity pose a challenge. Although the 

EU report suggests that these enlargements in coming years should have a positive impact on 

the internal market, I suggest that even the latest EU enlargements to Romania and Bulgaria, 

and Greece joining the euro are examples of premature enlargements. Europe should get con-

trol of the current union before inviting new weak members into a shaky union.     

The aging population is another challenge to the social security system in Europe. According 

to the European Commission the timeframe for addressing the problem of aging population is 

10 years (EU report, 2009). The pension systems will be put under extreme pressure due to 

low fertility, increased life expectancy and the baby-boomers generation beginning to retire. 

This however is not only a European problem, but nevertheless, this problem is also a threat 

for sustainability of the member states, which in the end will have effect on the EMU. All 

member states have to follow a coordinated solution to this issue. Member states have to see 

the bigger perspective and the long term benefits of the EU and communicate the benefits of 

the EMU and the costs of abandoning it to European citizens. Only hereafter, with support 

from national voters, governments can pursue an open and joint policy towards the EU and 

the common goal of the Union.  

Further development of the political union will benefit and strengthen the euro. Although a 

full political union does not seem to be possible, the political union has to reach to a level, 

which is the minimal for a monetary union. This issue in itself could be a topic for another 

thesis. It is however importing to include here, as lack of further development of the political 

union would be a threat for the future of the euro. According to De Grauwe, a full political 

union is not necessary, if the current political union can develop to a stage where it can “pre-

vent the massive divergences in competitive positions and trade imbalances within the Euro-

zone” (De Grauwe 2010). These are in indeed some of the shortcomings uncovered in previ-

ous chapters of this thesis. 

Saving the euro is not an impossible task. Assuming that public debt crisis is one of the major 

threats to the euro and comparing the level of the public debt with the US and Japan shows 

that Europe is in even better shape. The IMF forecasts for fiscal deficit in 2010 is 5.1 percent 
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of GDP in Europe and 9.7 percent and 8.1 percent of GDP respectively in the US and Japan. 

Moreover statistics from IMF show that while the US public debt has risen by over a third in 

the past decade, the numbers for the Eurozone are half as much. In the light of these numbers, 

it is tempting to conclude that the stronger nations in the Eurozone are in much better shape 

than the US and Japan. 

As the debt crisis is the core of the problem and a major threat to the Euro, the challenge for 

the Eurozone is putting the PIIGS on a sustainable path. In my opinion, if the euro makes it 

through the current crisis, it will emerge as a much stronger currency. The reason is that the 

euro faced a worldwide recession with a magnitude not seen since the great depression, only a 

decade after its creation. Overcoming the current crisis will demonstrate the strength of the 

euro. The Eurozone is indeed in crisis. EU policymakers have to act – act correct and without 

hesitating. It is important to not ignore the shortcomings of the Eurozone framework which 

were highlighted when the crisis was at the worst. 

Finally, I only see one member state that has the power to take this project to the next level. 

Much of the future is depending on whether Germany    
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Chapter 6 – Conclusion 

The global financial crisis can be characterized as an exogenous shock for the EU and its 

economy. The current crisis highlighted the shortcomings of the Eurozone fiscal framework, 

which in addition to the exogenous shock had its own home-grown shortcomings. 

The theoretical foundation for the EMU was provided by Robert Mundell, who developed the 

theory of OCA. In order for an area or a region to constitute an OCA four basic criteria must 

be fulfilled. However chapter 3 suggests that some of these criteria are not fulfilled in the 

EMU. The labour markets are not sufficiently flexible due to language and cultural differ-

ences, the business cycles of the member states are not identical, and there is no mechanism 

for direct fiscal transfers between member states. Even though chapter 3 suggests that the cre-

ation of the EMU had a positive effect on trade, the EMU in its current form does not fit the 

theory of an OCA. 

The first decade of the euro was characterized by well-functioning global financial markets. 

Member states had easy access to credit which resulted in boom in asset prizes and private 

consumption. With the collapse of the financial markets beginning in 2007, credit markets 

froze and liquidity dried up, resulting in a collapse of housing prices and a collapse of con-

struction driven economies. The result of this was excess fiscal deficits in some member 

states, in particular in the PIIGS. 

The different policy areas are managed in different ways. Fiscal policy remains a national 

matter while monetary policy is centralized. The public debt crisis in the small economy of 

Greece made analysts and economists doubt on the future of the euro and is categorized as a 

major threat to the euro. The excessive deficits ran by the Greek government and the current 

situation exposed the shortcomings of the Eurozone fiscal framework. While the crisis in 

Greece is by a large result of lack of fiscal discipline the crisis in the rest of the PIIGS is 

caused by poor competitiveness, fragile banking sectors and lack of reforms. The Greek crisis 

must be handled on national level by the national government - fiscal consolidation is essen-

tial. In addition, the fiscal policy framework, in particular the SGP needs to be redesigned, 

because it has failed in its current form. 

Further, chapter 4 suggests that member states do not have identical business cycles, which all 

other things held equal, is a headache for the ECB. Pursuing price stability is the main mis-
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sion of the ECB. Therefore, member states that do not have identical business cycle as Ger-

many were subject to inappropriate monetary policy in the first decade of the 21
st
 century. 

In addition to the shortcomings in the fiscal policy framework, the banking and financial mar-

kets regulation and competitiveness policy have all their own shortcomings.   

The Eurozone framework must be redesigned in order to avoid another Greece. Improvements 

and reforms in the different policies of the Eurozone framework are essential for the markets 

assessment of the future of the EMU. Therefore, it is suggested that a supra-national institu-

tion (European Monetary Fund) must be established in order to: 

 Deliver correct and independent data 

 Set country specific targets 

 Issue recommendations 

 Manage crises 

In addition to this, it is suggested that the SGP has to be redesigned. The role of the European 

Monetary Fund is of most importance in the suggested model. Promoting a higher degree of 

coordination between the different policy areas, eliminating the risk of data manipulation and 

moral hazard by setting country specific and realistic targets, and sanctioning non-complying 

member states are the essential amendments compared to the existing fiscal policy frame-

work. Hence, the suggested SGP addresses the shortcomings highlighted in this thesis. 

The benefits of the creation of the European Monetary Fund and the suggested SGP are not 

only medium to long term. The immediate effect could calm markets, if the markets assess 

that the suggested plan is a credible plan for the future of the euro. The markets need to be 

persuaded that the budgets will be brought under control in foreseeable future, because the 

alternative might be the death of the euro.  

It is time to act, because while the dream of a unite Europe as an economically and political 

weighty region was the main reason for the creation of the EU, today, the fear of the alterna-

tive is keeping the euro and the “Europe ship” together. A strong common currency is indeed 

crucial part of the EU project.  
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