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Abstract This article argues that maintaining the status quo is not an option for the 
euro area. The euro has functional and existential weaknesses that force us to take 
drastic action if we want to become resilient enough to withstand the next banking crisis. 
The article argues that the existential weaknesses of the euro stem from the D/Y ratio 
(debt-to-GDp). Euro-area members have only limited scope for using traditional mecha-
nisms to deal with D/Y problems. what makes this especially worrying for the overall 
stability of the euro area is the ownership of the debt issued by the euro-area member 
states. it is absolutely vital to separate banks and sovereigns and to slash debt-to-GDp 
levels. The question is whether the political decision-making processes in the member 
states can deliver these structural changes.
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Introduction

The future of the Economic and Monetary union (EMu) is currently a hot topic. The suc-
cess of the EMu will to a considerable extent determine whether the Eu succeeds in 
fulfilling two of its core promises: prosperity and stability. This article argues that without 
considerable changes to the EMu, its functional and existential weaknesses will impair 
the Eu’s ability to deliver prosperity and stability. This would ultimately jeopardise the 
very existence of the EMu. i will start by singling out the most notable functional weak-
ness, which results in the suboptimal functioning of the EMu. The argument is made 
that while this weakness does not per se endanger the existence of the EMu, it creates 
severe challenges for certain member states and political friction between its members. 
next, i will explain the EMu’s existential weakness, which stems from the D/Y ratio. i will 
also explain why—unless changes are made to the EMu and to the economies of the 
member states—the next banking crisis could be fatal. The article concludes by arguing 
that the euro-area member states must adopt and implement a policy programme (a) to 
reduce their public debt, so as to cushion the impact of the next crisis, and (b) to sepa-
rate banks from their sovereigns.

Functional weakness

according to the optimal currency area theory, the euro area suffers from many weak-
nesses which impair its proper functioning (Mundell 1961). However, we must distin-
guish between functional and existential weaknesses. The two cannot be completely 
separated, of course. Still, functional weaknesses constantly hamper the functioning 
of the EMu, whereas existential weaknesses come to the fore only in crisis situations. 
Broad academic agreement exists on the euro area’s functional weaknesses, the most 
important of which is the linkage between the real interest rate and real inflation, a 
dynamic which boosts upturns and deepens downturns. other weaknesses, such as 
low labour mobility and the slow adjustment of prices, are of secondary importance.

The real-interest-rate–real-inflation dynamic was highly evident before the crisis in the 
euro area erupted. The countries of Southern Europe, also known as the periphery, 
which had traditionally had higher inflation and interest rates than the core countries, 
suddenly saw a remarkable drop in both. The low interest rates led to rapid private-sec-
tor credit accumulation in countries such as Spain and ireland. in contrast, the only 
country with serious public-sector indebtedness prior to the crisis in the euro area was 
Greece. Low or negative interest rates in the peripheral countries boosted the cycle by 
discouraging saving and incentivising investments and expenditure, much of which 
went into real estate and created a bubble in ireland and Spain. at the same time, how-
ever, the exact opposite was happening in the core countries. in Germany, very low 
inflation encouraged saving, with these savings being channelled by the financial mar-
kets to the Southern peripheral countries, which offered higher financial returns (but 
with low real interest rates for households and companies in those countries) (Storm 
and naastepad 2015, 15–20). This dynamic led to a rapid increase in price and wage 
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levels in the peripheral countries. when less developed countries or areas are catching 
up with more developed ones, it is normal for price and wage levels to increase, due to 
the Balassa–Samuelson effect.1 But in the peripheral countries, a considerable propor-
tion of the price and wage increases was not the result of increased productivity.

it is important to understand that the euro area is not the only monetary union suf-
fering from this dynamic. However, the rigidity of the labour markets in the euro area 
caused the adjustments to price and wage levels to take longer and be more painful in 
the aftermath of the euro crisis. in both policy and political terms, the dynamic is difficult 
to mitigate, especially because it builds up primarily through the private sector. politi-
cally it is challenging, to say the least, to try to slow down credit accumulation in the 
private sector when the economy is growing and new jobs are being created. This is the 
very same problem that has always weakened the effectiveness of, and the scope for, 
Keynesian demand management. at a technical level, countering the problem requires 
high-quality real-time data and a highly capable administration able to use regulatory 
and fiscal policy to rein in the real-interest-rate dynamics (odendahl 2014). Moreover, 
even with those measures in place, it is difficult to establish whether growth is sustain-
able. prior to the crisis, potential output calculations were grossly wide of the mark. For 
example, irish potential output prior to the crisis in 2007 was estimated at around -1 
percentage point, whereas when it was recalculated in 2014 the output gap proved to 
be more than +5 percentage points (anderton et al. 2014).

as requested by the Eurogroup in april 2016, some work on this is being carried out 
by the European Commission. However, it remains doubtful whether, using the current 
methodology, potential output can be calculated in real-time accurately enough to base 
controversial and politically costly fiscal-policy decisions on it. Time lags make it dif-
ficult to rein in real interest rates, since slow data collection and analysis mean that 
policy decisions will always be taken many quarters later. with the further development 
of economic models and data collection, there is hope that it will become technically 
easier to counteract the real-interest-rate dynamic. unfortunately, this does not lessen 
the political challenge of trying to cool down an economy which is growing too quickly. 
Moreover, the EMu still has to rely on political decisions instead of letting the economy 
automatically restabilise itself. political decisions on highly complex, uncertain and polit-
ically costly issues are a major source of political friction among the member states.

another related problem is that overall labour mobility in the euro area remains low, 
although new research indicates that it has increased (Ehmer 2017, 2). Mobility is cru-
cial to providing flexibility when asymmetric shocks hit. optimal currency area theory 
suggests that symmetry and flexibility are strongly connected: if the economies sharing 
the same currency are not synchronised in terms of business cycle fluctuations, there 
must be additional mechanisms in place that offer the flexibility to adjust (natarajan 

1 ‘Countries with high productivity growth also experience high wage growth, which leads to higher real 
exchange rates. The Balassa–Samuelson effect suggests that an increase in wages in the tradable goods 
sector of an emerging economy will also lead to higher wages in the non-tradable (service) sector of the 
economy. The accompanying increase in inflation makes inflation rates higher in faster-growing economies 
than it is in slow growing, developed economies.’ (investopedia n.d.)
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2010). in theory, labour mobility is one of the key ‘pressure valves’, yet in the euro area 
only about 5% of the working-age population (20–64 years old) works in a member 
state different from the one in which they were born (European people’s party 2017, 
10; Ehmer 2017, 2–3). political reasons and structural constraints such as language, 
culture, recognition of qualifications and rigid national social security systems make it 
difficult to increase labour mobility sufficiently in the short term to have a major impact.

in a monetary union, adjustment of competiveness vis-à-vis other parts of the union 
requires price adjustment, in which wage adjustment plays an important role (Ehmer 
2017, 1–2). we must acknowledge that some very welcome reforms have been intro-
duced during the last five years. in the context of real-interest-rate dynamics, the most 
important reform in many eurozone countries has been decentralising wage setting and 
inserting crisis clauses into collective bargaining agreements, so as to introduce more 
flexibility and thus regain price competitiveness if necessary. The importance of this is 
highlighted by the Spanish experience, since the rigidity of Spain’s labour markets and 
wage-setting procedures meant that wages continued to rise until unemployment hit 
21.4% (European people’s party 2017, 10; Villanueva 2015, 2).

The real-interest-rate dynamic is a tangible problem for the EMu because it deep-
ens busts and boosts booms, as well as causing friction among members. Yet it is not 
an existential weakness. The most potent ways to address and mitigate its effects are 
through measures to increase labour-market flexibility, encourage equity investments 
rather than credit investments and remove structural obstacles to labour mobility. 
although all three are worthwhile goals, they are difficult to achieve and not without their 
political drawbacks.

Existential weaknesses of the euro

The most severe threat to the long-term success of the EMu and the euro stems from 
the interconnectedness in Europe of banks and their sovereigns,2 combined with very 
high D/Y ratios. as argued above, the euro crisis was not caused by public debt. never-
theless, the high level of public debt arising from the recession and the crisis puts in 
doubt our ability to handle the next banking crisis. Carmen reinhart and Kenneth rogoff 
have argued that national public-debt crises and banking crises have been a common 
problem throughout history, and that well-established policy options exist for dealing 
with them (reinhart and rogoff 2009). according to their research, the financial crisis of 
2008 was not a unique event in economic history, and we should not assume that it will 
not happen again.

2 ‘The sovereign–bank nexus was one of the main amplifying factors of financial distress during the euro 
area crisis. Banks’ difficulties affected sovereigns directly, through the bailout of troubled intermediaries, 
and indirectly, through the impact of the disruption of lending on the economy. Sovereigns’ difficulties 
affected banks’ ratings, funding costs, and balance sheets, while the recession worsened their lending port-
folios.’ (Visco 2016)
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The interconnectedness of banks and states allows a crisis to spread from the for-
mer to the latter, and the other way around. if states had low debt levels, however, this 
interconnectedness, while still perilous, would not be potentially fatal. That may sound 
overly dramatic, but if we look at some figures, the alarmism becomes understanda-
ble. according to research by reinhart and rogoff (2009, 170), when a country experi-
ences a severe banking crisis, its real debt stock increases by about 86% on average. 
in relation to GDp, moreover, the increases are even higher, because GDp normally 
falls during banking crises. naturally, it can be argued that their research is only partially 
applicable to euro-area countries since these are all advanced economies. However, 
if we look at the recent financial crisis, a crisis originating in and concerning advanced 
economies, together with public debt trends in European crisis countries, the figures are 
sobering. in general the results seem to be very close to reinhart and rogoff’s findings.

a country can try to solve its debt issues by reducing the amount of debt (D), or by 
increasing GDp (Y). To raise its GDp, a country has two main options: implementing 
structural reforms to increase the growth rate or increasing inflation. To reduce debt, 
by contrast, a country can repay or restructure debt, make the central bank absorb the 
debt or try to limit interest costs (Buttiglione et al. 2014, 77–81). Throughout world his-
tory, there is scant evidence of countries having grown out of debt (reinhart and rogoff 

Figure 1  Government-debt-to-GDP ratio, 2007 and 2015, euro crisis countries
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2009, 289). This does not diminish the importance of implementing structural reforms, 
since boosting growth and job creation, or increasing government efficiency, can hardly 
be negative outcomes under any circumstances. However, we must recognise that we 
should not rely solely on structural reforms, which also tend to take time to take effect.

The ownership of sovereign bonds in the Eu is a huge obstacle to using any means 
other than structural changes to lower the D/Y ratio. Sovereign bonds in Europe are 
largely owned by each country’s own domestic banking sector. There are dramatic dif-
ferences between countries, but on average the domestic banking sector owns 57% of 
sovereign bonds. This is considerably higher than the uS equivalent of 45%, but what 
is especially worrying is that in all the big euro-area countries this percentage is above 
that of the uS (European political Strategy Centre 2015, 2–3). what makes this so con-
cerning is that it limits the options available for countries to deal with their debt levels. 
For example, forcing losses on creditors through write-downs is not a realistic policy 
option because it would jeopardise the domestic banking system (Figures 1, 2, 3).

what turns this problem into an existential weakness is the already high debt levels 
shown in Figure 4, together with the limited scope for lowering debt-to-GDp ratios. if we 
assume that reinhart and rogoff’s research and the experience we have of the recent 
crisis in the euro area are indicative of the effect the next crisis will have on public debt 
levels, we can expect the next crisis to raise countries’ debt-to-GDp ratios by more 
than 50% compared to the pre-crisis level. it remains questionable whether the markets 

Figure 2  Sovereign debt held by domestic banks at the end of 2013 (as a percentage of total 
government debt)
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Figure 3  Exposure of banking system to domestic government debt at the end of 2013 (as a per-
centage of own funds)

Figure 4  Debt-to-GDP ratios in the euro area, 2007 and 2015
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would be willing to fund such an increase in public debt. For example, compared to the 
current levels, italy’s debt-to-GDp ratio would be well beyond 200% and France would 
find its ratio above 150%. naturally, these are only back-of-the-envelope calculations. 
However, the dangers associated with the situation should prompt member states to 
adopt a strategic long-term plan to reduce their debt levels and separate banks from 
sovereigns, so as to have the room to cushion the next crisis, which is inevitable. The 
question is whether our democracies are capable of adopting and implementing strate-
gic policy initiatives, which are politically costly and divisive, to create space to cushion 
the next banking crisis, since this approach will require years of considerable primary 
surpluses.

Conclusion

This article argues that maintaining the status quo is not an option for the euro area due 
to functional weaknesses which lead to the suboptimal functioning of the EMu and in 
turn to political friction among members. Furthermore, far-reaching reforms are needed 
due to the high D/Y ratios. These result in there being only limited room to cushion the 
next banking crisis, which, history tells us, is inevitable. if debt-to-GDp ratios are not 
lowered and banks are not separated from their sovereigns, the next banking crisis may 
prove to be an existential threat to the EMu. nevertheless, it is absolutely clear that, 
rather than dismantling the euro, action should be taken to correct these weaknesses.

Open Access This article is distributed under the terms of the Creative Commons attribution 
4.0 international License (http://creativecommons.org/licenses/by/4.0/), which permits unrestricted 
use, distribution, and reproduction in any medium, provided you give appropriate credit to the 
original author(s) and the source, provide a link to the Creative Commons license, and indicate if 
changes were made.
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