
Overview

Background

In the years following the introduction of the 

euro, considerable macroeconomic imbalances 

accumulated in some euro-​area member states. 

Although the type and extent vary from one 

country to the next, these imbalances have 

much in common. A sharp drop in price com-

petitiveness and a significant rise in current 

account deficits were manifestations of these 

imbalances. In most cases, they were spurred 

by relatively strong growth of domestic de-

mand and, in several cases, a real-​estate boom. 

The result was a constant diversion of factors 

of production towards domestically oriented 

sectors. As the macroeconomic growth, which 

took place in an environment of favourable 

financing conditions, was accompanied by very 

strong credit growth, households’ and enter-

prises’ indebtedness rose. A large portion of 

the funding was raised through the individual 

banking systems, the balance sheets of which 

grew, in some cases considerably. On the 

whole, the sustainability of economic growth, 

the readiness of production structures for the 

future, the income outlook going forward and 

the recoverability of many assets were gravely 

overstated. The state of government finances 

was likewise assessed overoptimistically: public 

authorities benefited greatly from imbalances 

driven by domestic demand, and the additional 

latitude offered by lower funding costs was 

often not used for thorough consolidation; in-

stead, in many instances government spending 

expanded considerably.

Outbreak of the crisis and 
adjustment processes

The outbreak of the financial and economic cri-

sis in 2007-08 brought the expansion process 

of the previous years, which had generally not 

been sustainable, to an abrupt halt. The out-

look for growth and, in the same context, the 

creditworthiness of households, enterprises, 

financial institutions and also general govern-

ment were fundamentally reassessed. The out-

break of the debt crisis in spring 2010 repre-

sented the most severe test of the resilience of 

the monetary union in its entire history. Not 

only the regulatory framework of monetary 

union, resting on the pillars of member states’ 

individual responsibility and the primacy of a 

stability-​oriented monetary policy, but also the 

economies of many member states came under 

massive pressure: Greece, Ireland, Portugal 

and, most recently, Cyprus, needed consider-

able financial assistance from the other mem-

ber states and, in return, agreed to implement 

comprehensive macroeconomic adjustment 

programmes; Spain likewise received condi-

tional financial assistance to prop up its finan-

cial system.

In order to grant such conditional assistance, 

the ultimate goal of which was to avert threats 

to the financial stability of the euro area as a 

whole, bilateral aid for Greece was followed up 

initially by the creation of the European Finan-

cial Stability Facility (EFSF) and the European 

Financial Stabilisation mechanism (EFSM), 

which was then succeeded by the European 

Stability Mechanism (ESM). In addition, the 

Eurosystem once again stepped up the quantity 

and quality of the extensive non-​standard 

measures it had already taken during the finan-

cial and economic crisis. The primary benefi-

ciaries were the countries particularly affected 

by the crisis and their banking systems, which 

received access to additional liquidity at favour-

able terms and conditions and at reduced col-

lateral requirements. The higher risk premiums 

demanded by the capital markets were there-

fore not fully passed through to borrowers. In 

the end, outflows or reduced inflows of private 

sector funds were made up for, and a gentler 

process of macroeconomic adjustment was 

made possible – for instance, with regard to 
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the financing of still-​extant current account 

deficits.

At the same time, the affected member states 

went to, at times, considerable lengths to assist 

in efforts to correct undesirable developments 

in their economies and to safeguard or restore 

confidence in enduring economic growth, 

financial system stability and sustainable gov-

ernment finances. The necessary adjustment 

process taking place in the real economy, the 

financial sector and among governments is still 

in full swing. Various articles in this issue of the 

Monthly Report discuss individual elements of 

this process and identify key future challenges.

Those countries which were jolted by particu-

larly severe losses in confidence are now facing 

numerous difficult tasks, the urgency of which 

varies from one country to the next: reducing 

high current account deficits and high net 

external debt, consolidating government 

budgets, restructuring financial systems and 

reducing households’ and non-​financial corpor-

ations’ debt in an orderly fashion. The perform-

ance of these economies needs to be boosted 

in order to restore sustainable growth which 

can create sufficient employment, and thereby 

drive the very high unemployment back down. 

This will require not only thoroughgoing re-

forms in labour and product markets, along 

with public sector agencies and legal systems, 

but also a reliable outlook that these measures 

will be decisively implemented and that the 

authorities will stay the course with regard to 

reforms.

Tangible progress in the 
adjustment process

In this light, a comparison between the current 

situation and development tendencies of the 

affected countries, on the one hand, with the 

situation at the onset of the crisis, on the other, 

shows that major gains have already been 

achieved, but that considerable further adjust-

ment remains necessary. Given the need for 

reform which has come to light, it should come 

as no surprise that only part of the long road to 

reform has been travelled. Such adjustments 

will take time in order to become effective. 

Policymakers should not be expected to come 

up with panaceas capable of almost instantly 

eliminating the deep-​rooted problems exposed 

by the crisis. This is especially true as the 

affected countries in the monetary union no 

longer have the nominal exchange rate at their 

disposal as an adjustment instrument for coun-

try-​specific problems and monetary policy 

makers need to maintain a stability orientation 

for the euro area as a whole.

On a positive initial note, the macroeconomic 

adjustment process has already made consider-

able progress in some countries: current ac-

count deficits have been largely eliminated, 

and most countries are now seeing their 

exports rise perceptibly, along with sharply fall-

ing imports. This turnaround is probably due 

largely not only to weak economic activity and 

domestic demand, but also to the fact that 

most countries have seen improvements in 

their price and cost competitiveness, and 

efforts to tap new foreign markets have been 

clearly on the rise. The economic outlook 

brightened somewhat over the course of the 

previous year, driven primarily by exports. Even 

the rise in unemployment, dramatic in some 

places, seems to be levelling off, yet at a worry-

ingly high level. Efforts, in some cases consider-

able, have been taken to stabilise the financial 

system, with additional burdens or losses in the 

banking system often being assumed by the 

government sector.

During this adjustment process, a raft of struc-

tural reforms have been tackled. These reforms 

were comparatively far-​reaching on the labour 

market, especially with regard to job protec-

tion, unemployment benefits and collective 

bargaining law. Although it usually takes a 

certain time-​lag for the positive effects of the 

reforms to materialise, initial signs are pos-

sibly  already emerging in those countries in 
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which the economic outlook has recently 

brightened.

By implementing consolidation measures on 

the revenue and expenditure sides, fiscal policy 

makers, too, have succeeded in reducing new 

borrowing, which had ballooned at the begin-

ning of the crisis; despite all the uncertainty 

involved in factoring out cyclical influences, 

precisely in such periods of upheaval, the struc-

tural deficits, in particular, have gone back 

down significantly. The massive rise in govern-

ment debt, however, also indicates that gov-

ernments, partly with the help of assistance 

programmes, have made a considerable contri-

bution to stabilisation and, among other things, 

have propped up the financial system and off-

set its losses. The fact that Ireland successfully 

completed the assistance programme at the 

end of last year and that the programme 

focused on Spain’s financial sector expired in 

January 2014 are testimony to the progress 

made in the adjustment process.

To sum up, in many of the countries which 

were hit hardest by the crisis, the conditions for 

sustainable growth are better than before the 

crisis as a result of the processes and reforms 

initiated, though this is currently being ob-

scured by the high unemployment resulting 

from the difficult adjustments. It must be em-

phasised, moreover, that investors are now 

more aware of the risks of their investments. 

Market responses to policy measures or entre-

preneurial decisions therefore have a more dis-

ciplining effect than prior to the crisis and can 

thus keep policymakers more firmly anchored 

to the path of reform upon which they had 

embarked.

Dealing with root causes 
remains a challenge

Despite the progress made in addressing the 

causes of the crisis, a battery of challenges still 

lie ahead. The need for additional corrections 

to the balance sheets of the private and public 

sectors is weighing on the short-​term eco-

nomic outlook. It is true that progress has been 

made in private-​sector deleveraging, and that 

such progress is becoming recognisable, espe-

cially considering that debt ratios were under-

stated before the crisis by the unsustainably 

high level of economic output, whereas in the 

current slump the exact opposite effect is 

occurring. Historical experience of private-​

sector debt overhang, however, shows that not 

only do the adjustment processes for reducing 

overindebtedness generally dampen consump-

tion and investment, but that foot-​dragging on 

balance sheet adjustment can also impair the 

necessary adjustment processes in the individ-

ual enterprises, stunt structural change and 

maintain an atmosphere of heightened uncer-

tainty about the future. This can have a per-

manently damaging effect on economic 

growth.

Despite the efforts taken and the deficit reduc-

tions achieved thus far beginning from around 

the year 2010, fiscal policy consolidation has 

frequently fallen short of the original plans and 

standards – to a major degree also because the 

underlying macroeconomic problems had been 

underestimated. There has been a further 

marked increase in the government debt ratios 

of the countries particularly affected by the cri-

sis; some of these ratios have now reached very 

high levels of well over 100% of nominal gross 

domestic product. On the whole, public fi-

nances therefore remain vulnerable to negative 

shocks. This is all the more so for two reasons. 

One is that initially precious time was squan-

dered following the outbreak of the financial 

and economic crisis: in many instances, de-

cisive reforms to fiscal and economic policy 

were not tackled until confidence in the sus-

tainability of public finances had already come 

under direct threat, and were then often too 

little, too late. Another is that, in some coun-

tries, implementation of adopted measures has 

been uneven, the reform process and 

confidence-​building are being impeded by pol-

itical instability, or there has been mounting 
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political pressure to depart from the path of 

consolidation and reform.

Although relatively comprehensive assistance 

and coordination mechanisms have been cre-

ated, the regulatory framework for monetary 

union continues to rest on the primacy of indi-

vidual national responsibility; no European fis-

cal union with extensive European powers of 

intervention in national economic and financial 

policy has been adopted. The problems there-

fore still have to be primarily resolved at the 

national level. The crisis is also, and above all, a 

debt crisis, and one of the central challenges is 

to reduce the high levels of private and public 

debt. General government, households, enter-

prises and economies as a whole need to be 

able once again to reliably service their debt 

obligations.

What this means for fiscal policy makers is not 

to stray from the path of consolidation. For one 

thing, the aforementioned extraordinarily ex-

pansionary fiscal policy at the beginning of the 

crisis and the, in some cases, drastic rise in gov-

ernment debt need to be taken into account. 

Although the deficit reduction now necessary 

may have a more contractionary effect than in 

normal times, no self-​neutralising consolidation 

owing to short-​term growth losses is to be 

expected. Another factor to be noted is that 

the countries particularly affected by the crisis 

have either not yet restored lost confidence in 

the capital markets, or have only just now re-

stored confidence. It is of paramount import-

ance that government deficits be quickly re-

duced to European target levels so that a cer-

tain latitude is opened up for use as and when 

necessary if, for instance, national financial sys-

tems require further support. General govern-

ment’s ability and willingness to service its debt 

obligations is a key part of winning investors’ 

confidence and – particularly bearing the pro-

gramme countries in mind – the solidarity of 

the other member states, which have explicitly 

or implicitly assumed a considerable portion of 

the liabilities – in the Greek case, even the vast 

majority of liabilities.

Efficient product and labour markets and com-

petitive economic structures are indispensable 

preconditions for household and corporate 

deleveraging, as sufficient current income and 

earnings are necessary in order to service out-

standing debt. To further improve price-​based 

and non-​price-​based locational factors, the 

product and labour market reforms need to be 

continued, and the nature and scope of gov-

ernment activity also need to be subjected to a 

critical review with a view to creating efficient 

administrative structures and legal systems 

which support the economic process.

Moreover, clarity should be achieved as quickly 

as possible on how to deal with high private 

debt levels. It must be examined on a case-​by-​

case basis whether existing debt can be repaid 

under realistic assumptions or, if not, whether 

it can be rolled over or, in extremis, written 

off. On the one hand, it would be wrong to 

simply renounce the repayment of debt, as this 

would increase the incentive for misbehaviour, 

and future credit relationships would involve 

large risk premiums. On the other hand, bad 

debt should be removed from the books as 

soon as possible, and it is the task of policy-

makers to adjust modalities which stand in the 

way of such cleansing; potential growth will be 

stunted if unsustainable economic structures 

are preserved and uncertainty as to where po-

tentially looming losses will strike is permitted 

to fester.

Such cleansing of bad debt or non-​performing 

loans is likely to weigh on bank balance sheets, 

in particular. The decision to create a banking 

union represents an integration step which, in 

principle, is important and can make the insti-

tutional framework of monetary union more 

resilient to future crises. However, the prepara-

tory work for Europeanising banking supervi-

sion can also contribute to solving today’s 

problems: in the banking sector, the forthcom-

ing balance sheet assessment of those institu-

tions which will be subject to joint direct super-

vision in future is intended to provide greater 

clarity about the size of balance sheet impair-
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ments and to help put banks’ balance sheets 

back on a sound and reliable footing. For this 

to succeed, the assessment needs to be con-

ducted according to uniformly high standards 

with conservative valuations, and any impair-

ments identified must be rectified quickly and 

sustainably – primarily by strengthening the 

capital base through own funds or funds ob-

tained in the capital market, alternatively by 

bailing in creditors, resorting to funding from 

the member state’s public sector in a pinch 

only after all other options have been ex-

hausted. Moreover, a successful balance sheet 

assessment is likely to make a key contribution 

to reducing the dependence of banks in the 

peripheral countries on Eurosystem refinancing 

and to thus reducing the risks in the central 

bank balances and in their mirror image, the 

TARGET2 balances.

However, avoiding dragging out the necessary 

balance sheet corrections does not mean im-

posing increased private-​sector deleveraging in 

the individual countries across the board. Port-

folio adjustments, such as through debt re-

structuring or insolvency, ultimately redistribute 

wealth – within the household, enterprise and 

banking sectors, but also from one of these 

groups to another and, depending on the cir-

cumstances, away from general government or 

foreign creditors. The urgency of such adjust-

ments, their feasibility, where they have to be 

applied, in particular, or also their side-​effects, 

vary from one country to the next. Above and 

beyond the incentive effects mentioned earlier, 

key restrictions of a speedy deleveraging pro-

cess include the robustness of public finances, 

potential contagion effects abroad if certain 

creditors had to swallow particularly severe 

losses, or the consequences with regard to the 

confidence of foreign investors and thus to the 

possibility of once again covering external 

funding requirements primarily through private 

capital inflows.

Although the single monetary policy is making 

a considerable contribution to combating the 

crisis – by supporting efforts to overcome the 

general macroeconomic malaise through its 

expansionary orientation, given the low price 

pressures, and through its non-​standard mon-

etary policy measures, from which the banking 

systems in the countries particularly affected by 

the crisis have derived particular benefit – it is 

not the job of European monetary policy, how-

ever, to ensure the solvency of national bank-

ing systems or governments, and it cannot take 

the place of the necessary adjustments in the 

real economy and balance sheet cleansing.

For the countries particularly affected by the 

crisis, it is ultimately about arranging their eco-

nomic and fiscal policy affairs in such a manner 

that they can meet the requirements of the 

monetary union and its shared, stability-​

oriented monetary policy once again under 

their own power and on a long-​term basis. 

Each member state has to confront, on its 

own, the task of attaining such readiness; 

therefore, looking at the crisis countries’ need 

for adjustment also forces the other member 

states to “look in the mirror”. Although greater 

risk sensitivity among investors and the regula-

tory framework of monetary union, with its 

reformed rulebook, can give important guid-

ance to policymakers, each and every member 

state is ultimately responsible for, and should 

have a vested interest in, doing what it takes to 

secure the stability and the success of the sin-

gle currency.
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