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1. Introduction

There are, of course, several narratives and interpretations about the way the crisis unfolded in the euro area. For some, it
is mostly a story of unsound fiscal policies and excessive sovereign debt; for others, it is principally a story of competitive-
ness losses engineered by uncontrolled unit labour costs; and for others still, it is essentially a traditional balance of pay-
ments crisis in a “fully fixed” exchange rate regime. In more recent years, the narrative of seeing it as a banking crisis has
gained attention, combining it with the sovereign debt crisis to create a story of “two debt overhangs”.

Naturally, there is a grain of truth in all these narratives, as is to be expected given the complexity and interplay of factors
within a major international crisis.

However, more than trying to discuss a cogent overall interpretation of the euro area crisis, [ would like to explore two
perspectives:

e First, what were the root causes and key initial drivers of the crisis?
¢ Second, what role did the international financial crisis, originating in the US, play in triggering the European crisis?

The first question is important to identify the possible shortcomings in the design of monetary union that need to be
corrected to avoid future crises. It is my contention that the initial driver of the crisis was located in the financial sector,
particularly banks which intermediated large capital flows towards the periphery, creating imbalances that became unsus-
tainable when a sudden stop occurred following the international crisis and the abrupt revision of price of risk that it
entailed.

The second question is useful to consider whether the construction of monetary union would have been sufficient to
ensure a gradual correction of vulnerabilities and avoid a crisis, if a major international shock had not occurred. One can
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speculate that, left alone, the euro area may have been able to gradually overcome its own vulnerabilities through a process
of inter-regional rebalancing. But we can never be certain about that. Fortunately, this question is less consequential than the
first one.

2. The root causes of the crisis
2.1. The prevailing crisis narrative

Beginning with the first perspective, the oldest narrative of the crisis, progressively corrected by academics but still pop-
ular with some segments of public opinion, goes more or less like this: There was essentially nothing wrong with the initial
design of EMU, and the crisis resulted mostly from the fact that several peripheral countries did not respect that design - in
particular the fiscal rules of the Stability and Growth Pact - which generated the sovereign debt crisis. This is the “it was
mostly fiscal” narrative, which can be easily connected to two of the others: fiscal indiscipline led to economic overheating,
wage and price increases implied loss of competitiveness, and this then led to the balance of payment crises.

Although this is an internally coherent narrative, it is not correct, especially as a main driver of the crisis.

First, there is no strong correlation between whether a Member State respected or not the Stability and Growth Pact be-
fore the crisis, and the yields being demanded by financial markets today. For instance, Germany and France did not respect
the Pact in 2003-4; Spain and Ireland respected it more or less fully until 2007.

Second, there was no uniform increase in overall government debt during the first years of the common currency in the
countries that are now under sovereign stress.

In fact, in a number of those it declined, and in some of them it declined substantially. For instance, from 1999 to 2007,
public debt in Spain declined from 62.4% of GDP to 36.3% of GDP. In Ireland, over the same period, public debt fell from 47.0%
of GDP to 25.0% of GDP. While at relatively high levels, public debt also went down in Italy (from 113.0% of GDP to 103.3% of
GDP) and increased only slightly in Greece. However, in the latter two cases, debt levels were still indeed far above the 60%
stipulated in the Stability and Growth Pact (see Table 1).

2.2. Bringing the banking sector back in

I submit that, to have a more accurate narrative for the causes of the crisis, we have to look beyond fiscal policies alone:
imbalances originated mostly from rising private sector expenditures, which were in turn financed by the banking sectors of
the lending and borrowing countries.

As the above table shows, contrary to public debt levels, the overall level of private debt increased in the first seven years
of the EMU by 27%. The increase was especially pronounced in Greece (217%), Ireland (101%), Spain (75.2%), and Portugal
(49%), all of which are countries that have been under severe pressure during the recent crisis (Constancio, 2012). The steep
rise in public debt, on the other hand, began only after the financial crisis. Over the course of four years, public debt levels
increased by a magnitude of five in Ireland and by a magnitude of three in Spain.

Seen from this perspective, the rapid increase in public debt levels followed from collapsing tax revenues and from social
expenditures, which increased during the recession after the automatic stabilisers were triggered. Dangerous feedback ef-
fects between local banking systems and sovereigns which emerged after the start of the financial crisis also served to weak-
en the fiscal accounts.

Where did the financing come from for the explosion of private debt? A particular aspect of the process of financial inte-
gration in Europe after the introduction of the euro was a major increase in cross-border bank activity. Exposures of banks
from non-stressed countries to stressed countries more than quintupled between the introduction of the euro and the begin-
ning of the financial crisis (see Fig. 1).

While this explosion of financial inflows was unevenly distributed among periphery countries, it affected all of them, and
containing its effects proved extremely challenging (see Fig. 2).

I have first-hand experience of the difficulties that periphery countries faced. The European rules on free movement of
capital, the objective to create a level-playing field for different banking sectors, and the belief in the efficiency of supposed

Table 1
Growth of public and private debt ratios to GDP.
Public sector debt ratio (% of GDP) Private sector debt ratio
(variation in %)
1999 2007 A 99-07 in % A 99-07 in %
Euro Area 71.7 66.4 -74 26.8
Greece 94.9 107.2 13 217.5
Italy 113.0 103.3 -8.6 71.2
Spain 62.4 36.3 -41.8 75.2
Portugal 51.4 68.4 33.0 48.9

Ireland 47.0 25.0 —46.8 101.0
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