
Macroeconomic Adjustment and Institutional Reforms
in the Euro Area

Christian Keuschnigg1 & Klaus Weyerstrass2,3

Published online: 7 June 2015
# International Atlantic Economic Society 2015

Abstract The introduction of the Euro in 1999 implied the transfer of the responsibil-
ity for monetary policy to the European Central Bank and it eliminated the member
countries’ nominal exchange rates. The smooth operation of a common currency area
requires that independent exchange rates are replaced by other adjustment mechanisms.
In the Euro area, wages have not been flexible enough, labor mobility is low, no
sufficient central fiscal institutions exist, and the fiscal rules have been weak. This led
to large external imbalances and high public debt in some countries. Since the outbreak
of the economic crisis, macroeconomic reforms resulted in improved international
competitiveness and lower public deficits. Several new institutions have been created
on the European level, strengthening mutual economic surveillance and cooperation.
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Introduction

With the introduction of the Euro, the exchange rate risk among the member states was
eliminated. Financial market participants evidently misperceived the sovereign risks,
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since the interest rate differential relative to Germany decreased substantially and
remained very low for many years. When the sovereign debt crisis began to take hold,
the markets made reassessments, and interest rates on the vulnerable sovereigns began
to rise rapidly (Honkapohja 2013). The real catching-up process in the peripheral
countries supported high wage and price increases. Since these wage increases
exceeded productivity growth, international price competitiveness was eroded, making
the single currency too strong for these countries. In the wake of the financial and
economic crisis, growth stopped, making private and public debt levels unsustainable.
Since the outbreak of the crisis, reforms and economic adjustment in the crisis-struck
countries began to result in higher international price competitiveness and lower fiscal
deficits. The fiscal and macroeconomic reforms negatively affect domestic demand in
the short run or even in the medium run, but they create the basis for higher and more
sustainable growth in the future. At the same time, the Euro area has reacted to the
financial and economic crisis by creating several new institutions, strengthening the
mutual economic surveillance and cooperation of the member states.

In this paper, we discuss reasons for the severe financial and sovereign debt crisis in the
Euro area. Then, financial assistance provided for those countries which were confronted
with very high interest rates on government bonds are discussed. Furthermore, the reforms
of economic policy governance in the European Union are addressed, with an emphasis on
the banking union and on the issue ofmore fiscal integration in the EuropeanUnion (EU). A
substantial part of the paper is devoted to fiscal and macroeconomic reforms undertaken on
the level of the member states.

Emergence of the Crisis

The introduction of the common currency in 1999 implied the transfer of the responsi-
bility for monetary policy to the European Central Bank (ECB). It also eliminated
independent nominal exchange rates as key instruments that could adjust to avoid large
trade imbalances and unsustainable international borrowing. The smooth operation of a
common currency area requires that independent exchange rates are replaced by other
adjustment mechanisms. The theory of optimal currency areas (OCA) mentions four
such mechanisms (e.g., Beetsma and Giuliodori 2010; Buiter and Rahbari 2011; De
Grauwe 2009; Feldstein 2011; Keuschnigg 2012; Lane 2006; Lane 2012; Sapir 2011;
Shambaugh 2012; Sinn andWollmershäuser 2011) (i) wage flexibility to align unit labor
costs with international competitiveness, (ii) labor mobility, (iii) central fiscal institu-
tions to provide insurance against asymmetric shocks, and (iv) strict fiscal rules to
prevent negative spillovers of national fiscal policies on other member countries. In the
Euro area, none of these four conditions for an OCA are fulfilled. Only in a few member
countries are wages sufficiently flexible. Due to cultural and language barriers, labor
mobility across countries is low in Europe. The European Union budget is far too small
to achieve any significant automatic stabilization in the case of a negative economic
shock. Finally, the fiscal rules of the Maastricht treaty have not been credible and have
been plainly ineffective in preventing the current sovereign debt crisis in the Euro area.
When the large member states, Germany and France, violated these principles in the first
place, this sent out a clear signal to the smaller member states that theywould not have to
fear any consequences should they breach the thresholds.
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If a country loses competitiveness, external devaluation would make exports cheaper
on world markets and render imports more expensive. In the Euro area, external
devaluation is not possible for the individual member countries and must be replaced
with internal devaluation that reduces unit labor costs to regain competitiveness in the
tradable sector. A country may also improve competitiveness by ‘fiscal depreciation’
which shifts the tax burden away from labor towards indirect taxes in order to reduce
labor costs. Internal devaluation often leads to income losses and transitional unem-
ployment, but it is necessary to reduce external deficits. A reallocation of production
factors from the non-tradable to the tradable sector is required. For structural change to
be successful, labor market reforms must allow the termination of unprofitable em-
ployment as a precondition for new jobs in more competitive and profitable sectors.
Transitional income losses diminish demand and production in the non-tradable sector
faster than new jobs can be created in the international sector. If internal devaluation is
undertaken abruptly, the country experiences a severe adjustment recession. It might be
argued that in some countries, which have accumulated such high public debt levels
and external deficits that very severe fiscal austerity measures and substantial wage
decreases would be required, should leave the Euro area (Allen and Ngai 2012). In this
case, a large one-off depreciation would immediately restore competitiveness and
speed up new export led growth. However, a sharp external devaluation upon a
Euro area exit would cause substantial social costs in terms of higher import
prices. Furthermore, once one country leaves the Euro area, financial markets
might speculate on the exit of other countries. Hence, the credibility of the Euro
would be threatened.

The current account crisis in southern periphery countries is partly a result of capital
market failure. Prior to the introduction of the Euro, countries with competitiveness
problems faced substantially higher interest rates to compensate for the exchange rate
risk. These risk premia disappeared with the introduction of the Euro as sovereign
default seemed highly implausible, despite the no bail-out clause in the Maastricht
treaty. Easy access to credit at record low interest rates fuelled a large investment and
real estate boom. Many of these investments would not have been profitable had
market interest rates included an adequate risk premium.

Rapid demand growth prior to 2008, financed with large capital inflows, encouraged
wage and price increases not backed by real productivity growth, hence eroding
international competitiveness. These developments led to large private and public sector
debt, current account deficits and foreign indebtedness. Correcting these imbalances
requires foremost the realigning of wages with labor productivity and achieving higher
labor and product market flexibility. As early as 2006, the European Commission stated
that the economic development in the first years of monetary union had been marked by
significant and persistent divergences between the member states regarding real GDP
growth, inflation, intra Euro-area real effective exchange rates, current account balances
and residential housing investment (European Commission 2006).

Financial Assistance Programs

After the outbreak of the crisis in 2008, substantial financial assistance had to be
provided to some member states. When government bond yields increased significantly
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during the crisis, some countries were no longer able to finance their public budgets on
the capital market. Financial assistance was first provided bilaterally by the individual
member states. Later on, further assistance was financed by the European Financial
Stability Facility (EFSF). The loans were provided under strict conditions regarding
macroeconomic and fiscal reforms. The implementation of these reforms is continu-
ously monitored by a so-called Troika with experts from the European Commission, the
ECB and the Internal Monetary Fund (IMF). The bilateral loans proved to be not
sufficient to bring government bond yields down for Greece. In addition, other Euro
area countries came under pressure from financial markets. Hence, the European
Council and the ECB decided to establish a temporary rescue package, involving
mainly guarantees. This package consisted of the European Financial Stabilisation
Mechanism (EFSM), the European Financial Stability Facility (EFSF) and IMF loans.
As these temporary measures were still insufficient to restore confidence of financial
market participants into the sustainability of the Euro area, policy makers decided to
establish the European Stability Mechanism (ESM), a permanent resolution mecha-
nism, Financial assistance from the ESM is only activated upon a request from a
member state and is subject to strict condition regarding economic and fiscal reforms.1

Reform of EU Governance

As a reaction to the financial and economic crisis, the EU initiated several reforms of
the economic policy framework. Strengthening policy coordination and multilateral
surveillance is an attempt to prevent the build-up of large macroeconomic imbalances
and keep public debt under control so as to avoid future bail-outs of member countries.
Initially, such financial assistance and bail-outs were excluded by the Maastricht treaty
and the Stability and Growth Pact (SGP), but these rules were not credible. Future fiscal
policy rules will have to be more credible. Institutional reforms include the European
Semester, the Six-pack and the Treaty on Stability, Coordination and Governance
(TSCG), of which the fiscal part is known as the Fiscal Compact. The Six-pack not
only covers fiscal surveillance, but also macroeconomic surveillance under the new
Macroeconomic Imbalance Procedure (MIP).

Reforms of the Fiscal Policy Framework

In the fiscal field, the Six-pack strengthens the SGP. According to the SGP, the EU
member states’ budget balance shall converge towards the country-specific medium-
term objective (MTO), the general government deficit must not exceed 3 % of GDP
and public debt must not exceed 60 % of GDP. The Six-pack envisages a stricter
application of the fiscal rules by defining quantitatively what a significant deviation
from the MTO or the adjustment path towards it means. Moreover, the Six-pack
strengthens the debt criterion.

The Fiscal Compact requires governments to ensure convergence of the fiscal
balance towards the country-specific medium-term objective, with an upper limit of a
structural deficit (cyclical effects and one-off measures are not taken into account) of

1 http://ec.europa.eu/economy_finance/European_stabilisation_actions/esm/index_en.htm.
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0.5 % of GDP (1.0 % of GDP for member states with a debt ratio significantly below
60 %). Furthermore, member states with government debt exceeding 60 % in relation to
GDP shall reduce it at an average rate of at least 1/20 per year of the exceeded
percentage points. Correction mechanisms should ensure automatic action to be under-
taken in case of a deviation from the MTO or the adjustment path towards it. These
rules have to be implemented in national law through provisions of binding force and
permanent character, preferably constitutional.

Detecting and Correcting Macroeconomic Imbalances

Recognizing the fact that the budgetary problems which some member states are
confronted with are to a large extent rooted in the erosion of international competitive-
ness and the resulting build-up of macroeconomic imbalances, the EU has also
introduced a procedure that aims at preventing and, if necessary, timely correcting
macroeconomic imbalances. This Macroeconomic Imbalance Procedure (MIP) is a
surveillance mechanism that aims to identify potential risks at an early stage. An alert
system has been established based on a scoreboard consisting of a set of eleven
indicators covering the major external and internal sources of macroeconomic imbal-
ances, like the development of real exchange rates, public deficits and real estate prices.
The MIP has also a corrective arm which applies if significant macroeconomic
imbalances in individual member states have been identified.2

Banking Union

The financial crisis showed clearly that the lack of a common financial supervisory and
bank resolution mechanism was a major omission in the EU Single Market Program.
The lacking of a banking union contributed to the build-up of financial imbalances. The
financial crisis mutually reinforced the accumulation of public debt and losses in the
banking sector. The financial architecture in Europe suffers from two problems (see
Brunnermeier et al. 2011, and Beck et al. 2011). First, the absence of a Europe-wide
safe asset induces capital flight from risky to safe countries in times of crisis. Second,
government bonds have zero risk weight in calculating minimum equity ratios so that
banks do not need to raise equity when they hold more risky government bonds. The
ECB suffers from this regulatory failure and from the problem that it has to accept ever
weaker assets as collateral to allow refinancing of banks in crisis countries. By
accepting low quality assets as collateral, it allows banks to hold bonds of their own
governments and thereby reinforces the vicious loop between sovereign and banking
risks. To strengthen the resilience of banks, a higher share of credit and other assets
must be propped up with shock absorbing equity. The equity share must be larger for
banks that follow riskier investment strategies. Higher shares of equity or similar
financial instruments not only reduce the systemic risk within a country but also reduce
the risk of contagion for other countries in the Euro area.

In July 2013, the European Commission proposed to create a single resolution
mechanism (SRM). After the agreement on a single supervisory mechanism (SSM),

2 http://ec.europa.eu/economy_finance/economic_governance/macroeconomic_imbalance_procedure/index_
en.htm
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this was the next step towards a banking union, necessary to prevent bank bail-outs.
The financial crisis, including the need to bail out the banking sector in Cyprus,
highlighted the need for an EU-wide funding arrangement financed by the banking
sector. A single European supervisory mechanism for banks has to go hand in hand
with a single bank resolution scheme. Otherwise, tensions between the supervisor
(ECB) and national resolution authorities could emerge over how to deal with ailing
banks. A single resolution fund (SRF) is established over a period of eight years. It is
fed by bank levies at a national level, finally reaching 55 billion Euro or 1 % of all
guaranteed deposits.

Fiscal Union

In addition to the establishment of a banking union, the crisis has given rise to a debate
concerning deeper fiscal integration in Europe. Based on simulations with a multi-
country macroeconomic model, Bargain et al. (2013) conclude that further fiscal
integration could improve fiscal stabilizers in the Euro area and reduce the vulnerability
of individual member states to income shocks. But limited improvement in fiscal
stabilizers goes along with considerable income redistribution between countries.
Therefore, it remains necessary to improve macroeconomic stability by increasing
wage and price flexibility on the level of the member states rather than by resorting
to more cross-country income redistribution in the EU.

Adjustment Progress in the Member States

This section evaluates the macroeconomic adjustment progress which the crisis-struck
countries have made so far.3 Cyprus is not considered due to the short time period that
elapsed since the outbreak of the crisis. For the assessment of the adjustment progress,
the following indicators are taken into account:

& Public finances. The key indicator for the sustainability of public finances is the
debt level in relation to gross domestic product (GDP). The observation that in most
cases the debt ratio is still increasing is largely due to the fact that the adjustments in
the real economy, but also the negative impact of fiscal adjustments on private and
public demand, contribute to low or even negative economic growth, resulting in
high unemployment. Hence, fiscal adjustment is assessed with respect to the overall
budget balance, the structural budget balance and the primary budget balance, all in
relation to nominal GDP.

& International competitiveness. The main measure of international price competi-
tiveness is the real effective exchange rate (REER), which is here calculated on the
basis of GDP deflators. Furthermore, the competitiveness indicator of the World
Economic Forum (WEF) as a comprehensive measure for the institutional arrange-
ment in the countries is included.

3 This section draws on Joint Economic Forecast Project Group (2013).
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& Current account. Large current account deficits have resulted in high external debt
in the crisis-struck countries. The adjustment progress is sensibly not measured with
respect to debt levels, but with a view to current account balances.

Figure 1 summarizes the adjustment progress. For each country, the realizations of
the above mentioned indicators at the peak in the crisis (denoted ‘Crisis’) are compared
with their realizations at the end of 2013 (denoted ‘The adjustment’). The dates of the
crisis peak vary between indicators (current account balance and real effective ex-
change rate: 2008; public budget balance, primary budget balance, structural budget
balance: 2009; WEF indicator: 2010), but they are identical for each indicator over the
countries. Each outer value in the figure is identified by the largest value of each
indicator, and this extreme value is then normalized to 1. The center of each country
panel is defined by this scaling, and hence it does not represent any explicit target
value. As an example, the most negative value of the current account balance was
reached in Greece in 2008 with −15 % of GDP. Hence, the ‘Crisis’ realization of the
current account balance is located on the outer border in the panel for Greece. The
distance between the lines ‘Crisis’ and ‘Adjustment’ indicates the adjustment progress
made for each indicator in each country.

All considered countries have made progress in the adjustment towards sustainable
public finances and a competitive economy. However, the speed of adjustment as well
as the achieved progress differs considerably between countries. Ireland was the first
country to initiate structural reforms. Other countries began their reforms later and are
lacking substantially behind Ireland regarding the reduction of their internal and
external imbalances. At least the real effective exchange rate has in the meantime
depreciated in all considered countries, and this improvement in the international price
competitiveness has resulted in a sizeable decline in the current account imbalances.
This was not only due to recession-induced shrinking imports, but also rising exports.
Positive developments regarding international competitiveness and consolidating pub-
lic finances are also stated by the European Commission, the ECB and the IMF in their
progress reports on the so-called Program Countries, i.e. those countries that received
financial assistance (Ireland, Portugal, Spain, Greece and Cyprus). Differences in the
adjustment progress are not least determined by divergences regarding regulations and
institutions. Among the considered countries, Ireland is ranked highest regarding
competitiveness in the WEF indicator. This is also reflected in the World Bank’s ease
of doing business indicator. At the other side of the spectrum, Greece and Italy are
ranked at the bottom among all OECD countries, clearly indicating the deficiencies of
these countries regarding structural change.

Bank Capitalization

The financial crisis revealed clearly that many banks in the Euro area were too weakly
endowed with equity. Due to the recession, more and more loans to the private non-
financial sector became non-performing. As Table 1 shows, in Ireland the share of non-
performing loans soared from just 1 % prior to the crisis to almost 17 % at the end of
2013. Also in the other crisis countries, the share of non-performing loans rose
substantially, particularly in Cyprus and Greece.
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Due to the systemic relevance of banks and the importance of a stable credit supply
to the private sector, governments had to re-capitalize banks, further raising budget
deficits and public debt. As a consequence, the new European regulatory framework
requires that banks have to hold more equity. These new regulations have already
resulted in considerable improvements in the capital endowment of European banks, as
Fig. 2 shows. Particularly Irish banks managed to improve their equity substantially.

The adjustment in international price competitiveness as well as regarding the
banking sector reforms has strengthened the confidence of international investors into
the financial and macroeconomic stability of the peripheral Euro area countries. This is
visible in a reversal of capital flows, i.e. a stop of capital flight from the peripheral
countries. The normalization of financial markets was also a result of interventions by
the ECB. On August 2, 2012, the ECB announced its OMT (Outright Monetary
Transactions) program. Under OMT, the Eurosystem may buy government bonds that
mature in one to three years under the condition that the bond-issuing countries agree to
domestic adjustment measures. The announcement of the OMT program stabilized
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investor confidence and eliminated speculative risk premia. However, the ECB
decision announced on January 22, 2015 to buy government and corporate bonds in
the amount of 60 billion Euro per month until September 2016 bears the risk of fuelling
housing and share price bubbles, and it creates moral hazard problems. Such an
intervention generates negative incentives, as it reduces the pressure on governments
to implement unpopular, but necessary structural reforms. Risk premia are necessary
signals from financial markets if they are not excessive. Large amounts of liquidity
provided by the Eurosystem do not benefit loans to the real economy, but allow
governments to borrow again at artificially low interest rates. Hence, the ECB
intervention might stabilize financial markets in the short run, but the time bought by
this policy has to be used by the governments to continue with structural reforms,
securing sound public finances and generating economic growth.

Conclusions

The crisis countries have made considerable progress in restoring sound public finances
and international competitiveness. However, the adjustment process is tough and slow,
and some countries have been confronted with a severe adjustment recession and very
high unemployment. The extent to which restrictive fiscal policies have contributed to
the recession has recently been hotly debated. Blanchard and Leigh (2013) argue that
this fiscal tightening is having a strong negative impact on growth. On the other hand,

Table 1 Bank non-performing loans as a percent of total loans

2000 2008 2009 2010 2011 2012 2013

Ireland 1.0 2.6 9.0 8.6 12.8 16.6 18.4

Greece 12.3 3.1 5.2 7.1 12.1 17.8 24.2

Spain 1.2 2.6 3.6 4.1 5.2 6.4 7.9

Portugal 2.2 1.6 2.5 3.7 5.3 7.0 7.8

Cyprus n.a. 4.2 4.3 5.4 12.4 18.7 33.2

Source: World Bank, World Development Indicators (year 2000); ECB (from 2008 onwards)

Fig. 2 Tier 1 capital ratios of banks in selected European countries. Source: ECB, author’s own illustration
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the European Commission notes that fiscal vulnerabilities which in the crisis led to
sharp increases in borrowing costs and tightening of credit conditions were the main
reasons for the unexpectedly large negative effects on GDP of the current fiscal
adjustments. Since interest rates for loans to the private sector are correlated with
government bond yields, rising government bond rates in the crisis translate into higher
private sector borrowing costs (European Commission 2012).

High unemployment not only implies the risk that cyclical unemployment turns into
structural unemployment with negative impacts on growth potential, but it also endan-
gers political support for the painful but necessary adjustment measures. The continu-
ation and future success of the adjustment progress hinges on a significant improve-
ment of the labor market. Economic growth is the key to solving the debt problem,
since higher GDP growth and increasing employment generate public revenue.

Reforms undertaken since the outbreak of the crisis involve more than macroeco-
nomic and fiscal rebalancing at the level of the member states. Of equal importance, the
EU created several new institutions and strengthened mutual economic surveillance in
the member states. While at the beginning of the crisis policy-makers were reacting
rather than acting, over time policy-making has become more proactive so that the Euro
area should now be better suited to withstand future negative shocks. Some of the new
institutions involve the transfer of national responsibilities to the European level. Any
decision about centralization or decentralization in Europe has to observe the principle
of subsidiarity, which is laid down in the European treaties. Decisions should be as
decentralized as possible, since the needs and preferences of the citizens are best known
at the most decentralized level. On the other hand, some areas with substantial
spillovers across countries require regulation at the central level so as to internalize
any externalities. One important example of such an area is the banking union since
many banks operate in many different member states.
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