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here be monsters  
the anatomy of the Eurozone debt disaster  

 “Here be monsters”    

Marginal annotation on Medieval maps 

  

Hitherto, our research reports have avoided the subject of the Eurozone crisis, not least because it 

has received wall-to-wall coverage elsewhere. We now believe, however, that there is an urgent 

need for a straightforward guide to the crisis. 

At present, stereotypes tend to dominate a debate in which ‘feckless’ Greeks and ‘reckless’ 

Spaniards are bailed out by ‘virtuous’ Germans. In fact, this ignores the reality, which is that Greece 

and Spain are victims of a single currency which is fatally flawed. Quite apart from denying weak 

economies the option of devaluation, the combination of a single currency with a multiplicity of 

budget processes (a) breaks the necessary alignment of monetary and fiscal policies, and also (b) 

excludes the inter-regional ‘automatic stabilisers’ which operate in ‘normal’ single currency areas. 

The euro has (c) distorted competitiveness, (d) imposed inappropriate “one-size-fits-all” interest rates 

on diverse economies, and (e) incentivised irresponsibility. 

With such faults hard-wired into the system, the question was never “will a disaster ensue?”, but 

“what form will the disaster take?” With the ending of the three-decades-long ‘credit super-cycle’ 

stirred into the mix, a banking (rather than a fiscal) disaster was always the more likely result. 

Fiscal disaster has happened too, of course. Greek governments have spent too much, and taxed 

too little. Even here, though, Greek culpability has been compounded by a slump in competitiveness 

which has been caused, but not redressed, by the euro system. Those countries which have profited 

from euro distortions – principally Germany – have a moral obligation, as well as huge self-interest 

considerations, for helping Greece on less draconian terms. 

The main event, though, is not the Greek fiscal crisis, but the Spanish banking one. Even if so 

minded, the Spanish authorities could not have choked off the property bubble, because they were 

unable either to raise rates or to restrict the inflow of capital from foreign banks. Having happily 

poured funds into the Spanish property sector in the good times, these foreign banks now want their 

money back in toto, leaving Spain’s banking sector to carry the entire toxic asset burden. Spanish 

banks behaved recklessly, but low interest rates, and the influx of cheap capital, played a significant 

contributory role.  

The recapitalisation of the Spanish banks is welcome, in that it amounts to implicit recognition of this 

collective responsibility. At a reported €100bn, the sum involved looks affordable. But rescues, 

however welcome, are little more than palliatives, when what is needed is fundamental structural 

reform.  

If this doesn’t happen, the Medieval cartographers will have the final say. “Here be monsters”.                    
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PART ONE 

The euro – a well-intentioned disaster 

Fatally dysfunctional 

When, in a 1959 radio broadcast of Hancock’s Half Hour, Bill Kerr said that foreign visitors to 

England were a good thing because “they bring money into the country”, Tony Hancock’s response 

was scathing – “But only foreign money, what’s the good of that? You can’t spend it here. You try 

and pay your gas bill with a handful of Yugoslavian piastres and see what they say!”
 1
 

At least within the Eurozone, it seemed until very recently that distinctions between currencies had 

been abolished – seventeen countries had adopted a common currency, and a Greek or a Spanish 

euro was worth exactly the same as a Dutch or a German one.  

But does this commonality of value still apply? The apparent homogeneity of the Eurozone has 

broken down amidst escalating sovereign debts, broadening economic divergences, accelerating 

flows of funds out of the most beleaguered economies, and seemingly intractable political wrangles.  

If media coverage is to be believed, the immediate problem is that a recalcitrant Greece may be 

poised to leave the euro in rebellion against the austerity programme imposed by Europe (and 

insisted upon by the highly principled Germans).  

Like much of the rest of the Eurozone debate, the contrast between feckless Greeks and rule-

obeying, responsible Germans is a gross oversimplification. Meanwhile, the false dichotomy between 

“growth” and “austerity” peddled by politicians like new French president Francois Hollande is a myth 

(since, properly considered, austerity and growth are sequential stages, not black-and-white 

alternatives). 

Whole rain forests would have perished if a fraction of the media comment on the Eurozone crisis 

had been committed to paper. Hitherto, our research has tended to steer clear of the Eurozone 

disaster, largely because it has received such enormous, wall-to-wall coverage. But, in the belief that 

much of this coverage has tended to obscure rather than to clarify, this report aims to provide a 

clear, reasoned framework within which the issues can be considered. 

The fundamental problem is that the euro is structurally faulty. Combining a single currency with a 

multiplicity of budgetary processes simply cannot work. In addition to the obvious inability of a 

troubled economy to devalue, the half-baked euro structure has distorted competitiveness and has 

not delivered the automatic stabilisers which operate within a ‘normal’ single currency area such as 

sterling or the dollar. Where monetary policy is concerned, one size simply does not fit all, and the 

euro not only allows but actually encourages fiscal irresponsibility. 

These fundamental problems will remain even if the Greek bail-out dispute is fudged. If it is to 

survive, the Eurozone must develop common fiscal as well as monetary mechanisms, which means 

a further surrender of sovereignty by member countries (“further”, because a country which does not 

control its own currency has already surrendered a central component of sovereignty).  

 

                                                 
1
 Hancock’s Half Hour,  ‘Fred’s Pie Stall’, first broadcast 10

th
 November 1959 
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Blind man’s bluff  

What is now happening is a game of bluff between, on the one hand, a Greek population groaning 

under a seemingly-intolerable burden of austerity and, on the other, a German-led rectitude camp. 

The aim of both is to influence the outcome of the Greek general election which takes place on 17
th
 

June.  

Leaders of the anti-austerity parties in Greece believe that, if the Greek people stand their ground 

over a refusal to accept further austerity, the German-led group will back down because the 

consequences of a Greek exit would be just as disastrous for the other member countries as they 

undoubtedly would be for Greece itself.  

The German camp (which now seems to include the IMF as well) denies this, countering that the 

Eurozone could weather the relatively modest setback that a Greek departure would inflict. Each 

side, then, is trying to get the other to blink. 

The arguments on both sides of the Greco-German standoff are facile. For Greece, exit from the 

euro would be a disaster. Long before Greece could derive any benefit at all from the massive 

devaluation which withdrawal would cause, the country would have become both a bankrupt 

economy and, very probably, a failed state as well.  

For the rest of the Eurozone, meanwhile, a Greek departure would open up unstoppable fissures, 

quite probably precipitating the disintegration of the entire single currency amidst a welter of political 

animosities and economic catastrophes.      

Logically, therefore, both sides have every incentive to reach an accommodation in which Greece 

receives its next bail-out on terms rather less onerous than those which have been demanded thus 

far by its partners.  

Some observers believe that a compromise deal will be patched up because the disadvantages to 

both sides of failing to do so are so bad as to be almost unthinkable. But there are two problems with 

this ‘yet another Euro-fudge’ interpretation. 

First, and logical though a compromise would be, such an outcome is by no means inevitable. Hubris 

and domestic political considerations could prevent a sensible solution, and – if we may paraphrase 

Lord Peter Wimsey – ‘logic often flies out of the window when Europe-wide visions come in at the 

door’. Paul Krugman’s warning about ‘European economic suicide’
2
 may yet be borne out by events.  

Second, the reaching of a mutually-beneficial compromise over Greece, even if it happens, will 

only delay the inevitable. Beyond the circumstances and the behaviour of individual countries, the 

real problem with the euro is that its structure is fatally flawed.  

If we are to understand why the single currency has reached implosion-point, we need to appreciate 

the fundamental design flaws within the European single currency.  

                                                 
2
 New York Times, 15

th
 April 2012 



                                                                                                                               page  

strategy notes | issue 40 

   4 

The structure of the euro - five fatal flaws 

In addition to the glaringly obvious weakness with the single currency – which is the inability of a 

troubled country to devalue - the crisis in the Eurozone reflects the denouement of no less than five 

fundamental design faults which have been embedded in the structure of the euro from the outset.  

These faults are: 

1. The combination of one currency with a multiplicity of budget processes. 

2. The absence of an effective automatic stabiliser process. 

3. The failure of a one-size-fits-all monetary policy extended over too many diverse economies. 

4. The competitiveness-distorting characteristics of the euro. 

5. The tendency of the euro to incentivise irresponsibility. 

Though these five elements are linked, this list is intended to provide a guide to the processes that 

have undermined the euro, and will continue to do so unless fundamental, structural changes are 

introduced. 

1. One currency, multiple budgets 

In all functioning single currency areas, there is a single budget. For example, the budget for the 

dollar area is set in Washington even though individual States have limited budgetary powers. 

Similarly, the ability of Cardiff, Belfast and Edinburgh to make some strictly circumscribed decisions 

does not change the fact that the sterling area budget is set at Westminster. 

Logic dictates that the alignment between a single currency and a single budget is imperative if the 

system is to function effectively. A sovereign government such as those of the United States or the 

United Kingdom controls not only fiscal decisions (on taxation and spending) but monetary decisions 

(on domestic interest rates and the money supply) as well. Such a government should be able to 

pursue a reasonable degree of optimisation between fiscal and monetary policy, and to use these 

tools to pursue the desired combination of inflation and growth. 

The Eurozone, by contrast, combines a single currency with a multiplicity of budgetary 

processes (which at present number seventeen)
3
.  

This conflict breeds both structural dysfunction and political opportunism. ‘What does it matter’, a 

Greek, Italian, Portuguese or Cypriot politician might ask, ‘if we borrow excessively, since the deficit 

rules are toothless, and the whole of the Eurozone stands behind our debts?’ 

Logically, the only way to make a currency union work is to have a fiscal union as well. If 

almost all taxation and spending decisions were taken centrally, fiscal and monetary policy would be 

in sync.  

The problem with this solution, of course, is that a country which surrenders control over tax and 

spending decisions effectively loses sovereignty. It is at least arguable, of course, that sovereignty 

was lost when the euro was created, since a country which controls neither its money supply nor its 

interest rates can hardly be regarded as wholly independent. After all, a truly independent Greece, 

Ireland or Spain would already have devalued its way out of its most immediate problems. 

                                                 
3
 The Eurozone member countries are Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, 

Luxembourg, Malta, The Netherlands, Portugal, Spain, Slovakia and Slovenia. 
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It is often said that the problem with the euro is that it is “a political currency”. This is an 

oversimplification, since all fiat currencies
4
 are essentially political. The real problem with the euro is 

that it is a half-baked, incomplete political currency.                  

2. No effective stabilisers 

Even within a single currency area with a single budget, there can be significant regional divergences 

in economic performance. In Britain, for example, it is possible for the north of England to fare far 

worse than the south in an economic downturn. In this instance, the British government might or 

might not implement measures designed to ameliorate these differences, but the crucial point is that, 

whether it chooses to act or not, automatic stabilisers regulate inter-regional relationships. 

If the south of England were to prosper whilst the north was suffering, the proportion of total tax paid 

by southerners would increase (because of higher employment, increased incomes, higher spending 

and improved business profitability, in relation to the north), whilst the reverse of these factors would 

reduce the tax paid by northerners. There would be automatic adjustment, too, on the spending side 

of the equation (for example, more unemployment benefit would be paid in the north, and less in the 

south).  

Lacking a unified budget, the Eurozone also necessarily lacks these automatic stabilisers. If they 

did exist, their impact in recent times would have involved substantial net fiscal transfers from the 

wealthier members (principally Germany) to less prosperous countries such as Greece. The German 

claim that they are expected to be the paymasters of a troubled Eurozone ignores the fact that, with 

effective automatic stabilisers, transfers would already be a de facto part of the system.          

3. One size does not fit all 

Another potentially fatal flaw with the Eurozone is that it seeks to impose a single policy rate on a 

group of extremely diverse countries.  

The most glaring example of interest rate dysfunction is provided by Spain. In the years prior to the 

banking crisis, Spain was gripped by a lethally dangerous property bubble. Had they been free to do 

so, a wise Spanish government would have raised interest rates in order to choke off this bubble. 

Of course, it can be argued that the Spanish authorities might not have done this, since both America 

and Britain failed to prevent their own property bubbles. But the ineptitude of Alan Greenspan and 

Gordon Brown does not invalidate the practical point, which is that governments need to have the 

ability to choke off property bubbles. Whether they also have the wisdom actually to use this policy 

tool is a separate question.   

4. Competitiveness destroyed 

As fig.1 shows, there have been glaring divergences in member countries’ competitiveness since the 

inception of the euro. We estimate that, in relation to the Eurozone as a whole, German 

competitiveness has improved by 8% whilst competitiveness has deteriorated sharply in countries 

such as Greece (-18%), Spain (-14%), Portugal (-7%) and Italy (-6%). 

 

 

                                                 
4
 A fiat currency is one which derives value from government authority, and not from gold convertibility or some other intrinsic 

backing. (A fiat currency is not money used to purchase an Italian car).      
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Fig. 1: Competitiveness, 2011 vs 2000 Fig. 2:  Trade balances, 2007 vs 2000 

  
Source: Tullett Prebon estimates based on IMF data Source: Tullett Prebon calculations based on IMF data 

 

Under normal circumstances, exchange rates adjust to reflect such changes in competitiveness.   

This, of course, cannot happen in the Eurozone and, unchecked by currency movements, changes in 

competitiveness have impoverished the weaker countries in a way which is most visible in trade 

balances. Thanks to the inflexibility of the euro, and expressed at constant (2011) values, Germany’s 

trade surplus rose from zero in 2002 to a peak of €188bn in 2007, and remained at €148bn in 2011. 

From a modest (€31bn) deficit in 2002, the aggregate trade deficits of France, Spain, Portugal, Italy 

and Greece crashed to a disastrous €248bn in 2008, and remained at €167bn last year despite these 

countries’ much-diminished abilities to afford imports (see figs. 2 and 3).        

5. Irresponsibility promoted      

Taking Greece as an example, accession to the euro provided the government with the ability to 

borrow at mouth-wateringly low rates of interest. Where the less-than-solid history of the drachma 

had previously made borrowing expensive, Greek policymakers could now borrow at exactly the 

same rate as their German counterparts. 

 

Fig. 3:  Trade balances, 2000-11 Fig. 4: Real public spending, 2000-11 

  

Source: Tullett Prebon calculations based on IMF data Source: Tullett Prebon calculations based on IMF data 
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It is not altogether surprising, therefore, that Greek public spending increased by 44% (in real terms) 

between 2000 (when the Greek state spent €89bn at 2011 values) and 2009 (€129bn) (fig. 4). Only 

Britain, whose public spending rose by 49% over the same period, behaved more irresponsibly.  

Of course, the rules of the single currency impose limits designed to ensure fiscal responsibility. 

Specifically, member countries are not allowed to run budget deficits in excess of 3% of GDP, and 

the public debt ratio is not supposed to exceed 60%.  

In practice, however, these rules have proved toothless. Germany herself, having exceeded the 

deficit limit in each of the four years from 2002 to 2005, was in no position to call for probity from 

others. Greece was a serial deficit cheat even before the banking crisis, having been admitted to the 

euro even though her deficit already exceeded the 3% limit (fig. 5). Spain, on the other hand, ran a 

budget surplus (of 1.9% of GDP) as recently as 2008, though this turned into a deficit (which peaked 

at 11.2% in 2010) once the Spanish property bubble burst.  

Like Greece, Italy has been in breach of the public debt limit of 60% of GDP ever since the inception 

of the euro, and France has exceeded the limit since 2005. Ironically, one of the most prudent 

countries in terms of public debt has been Spain. In 2007, Spanish debt stood at only 27% of GDP, 

far less even than that of Germany (50%), let alone France (60%) or Italy (87%) (fig. 6).  

The single currency has proved to be a licence for irresponsibility. Penalties for breaching the deficit 

and debt rules have been effectively unenforceable, and most Eurozone countries (not excluding 

Germany) have been in breach of at least one of the rules since the system was created.  

In summary, then, the single currency is fatally flawed, and not just (although most obviously) 

because it takes away the devaluation option. The euro tries to combine a single currency with a 

multiplicity of budgetary processes, lacks automatic stabilisers, imposes inappropriate interest rates, 

destroys competitiveness and encourages irresponsibility. Before looking at how this sorry saga may 

end, however, we need to examine the experiences of three diverse countries – Germany, Spain and 

Greece.   

 

Fig. 5: Deficits as % GDP Fig. 6: Debt/GDP ratios 

  
Source: Tullett Prebon calculations based on IMF data Source: Tullett Prebon calculations based on IMF data 
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PART TWO – CASE STUDIES 

The virtuous, the victims and the vilified 

1. Germany – success without vision or magnanimity?  

As Greece totters on the brink of Eurozone exit, and with the economies of Spain, Italy, Ireland, 

Portugal and even France looking ever more like bugs in search of a windscreen, it would be difficult 

not to feel some sympathy for Angela Merkel. Talk of prioritising ‘growth’ over ‘austerity’ has gathered 

momentum - boosted, of course, by the election of Francois Hollande to the Elysée – to the point 

where the German chancellor looks increasingly isolated. ‘Growth’, in this context, is a euphemism 

for cutting Greece (and others) more slack, and the subtext, which few even try to disguise, is that 

Germany should cough up.  

Seen from Berlin, this can all seem very unfair. Germany, after all, looks like a model of prudence 

and diligence, unlike its feckless southern partners. In contrast to almost every other European 

economy, Germany is delivering solid growth – indeed, were it not for the industrious Germans, the 

Eurozone as a whole would already be back in recession.  

Throughout the financial crisis and the ensuing slump, German fiscal deficits have been 

commendably modest. In the early years of the euro, Germany did break the Maastricht Treaty rules, 

exceeding the 3%-of-GDP deficit limit in calendar years 2002 (3.7%), 2003 (4.1%), 2004 (3.8%) and 

2005 (3.4%). Since then, however, Germany has obeyed the rules, and entered the banking crisis 

with her books very nearly in balance. Germany’s peak deficit thus far (4.3% of GDP, in 2010) puts 

Greece (15.6%), Spain (11.2%), Portugal (10.2%) and even France (7.6%) to shame.  

Accordingly, public debt in Germany has hardly moved in a period when those of others have 

spiralled out of control. Comparing 2011 with 2000, German public debt (now 56% of GDP) has 

increased by only 15 percentage points. In stark contrast, Greek debt has soared by 83% of GDP (to 

161%, from 77%), Portuguese debt has escalated by 59% (to 100%, from 41%), and French debt 

has risen by 29% (to 80%, from 51%).   

Unlike many other European governments, Germany has not let public spending get out of control - 

the commendably restrained 6% real-terms increase in German state expenditures between 2000 

and 2007 is modesty itself compared to Spain (+27%) or Greece (+32%) (though even the latter falls 

short of the real increase of 35% in UK public spending over that period).  

In stark contrast to its Eurozone partners, then, Germany seems to have been a model of probity and 

productiveness, and has, throughout, maintained a solid trade balance (equivalent to 5.7% of GDP, 

or €148bn, last year).  

Should such a worthy nation really be expected to pick up the tab for the fecklessness of others? 

In fact, it is Germany’s increasingly-robust current account balance which gives the game away. As 

Germany’s trade surplus has grown, the current account deficits of its Eurozone partners have 

weakened. As fig. 7 shows, Germany’s trade surpluses, which have increased impressively over the 

last decade, are pretty much the mirror image of its Eurozone partners’ deficits. Though both sets of 

figures include trade with countries outside Europe, the general picture is one of German net exports 

prospering just as the net imports of other Eurozone countries have escalated. 
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Fig. 7: Selected European countries’ trade balances, 2000-2011* 

 
*Source: Tullett Prebon calculations based on IMF statistics. See also fig. 2. 
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Fig. 8: Changes in competitiveness relative to Germany, 2000-2011* 

 
*Source: Tullett Prebon estimates based on IMF statistics. See also fig. 1 
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That Germany has continued to benefit from these widening differentials is a direct result of the 

rigidities implicit in the single currency. In the absence of the euro, the value of the German currency 

undoubtedly would have risen, eroding the severe imbalances that have occurred between Germany 

and her trading partners. 

Thanks to the euro, then, Germany has prospered, to a large extent at the expense of her 

weaker Eurozone partners. This means that the unwillingness of Mrs Merkel to provide support for 

weaker countries looks mean-spirited. If the Eurozone had been an effective single currency area 

with a single budget involving automatic stabilisers operating through common taxes and public 

spending, Germans would now be paying more in tax, and receiving less in benefits, whilst the 

reverse would apply to Greeks and Spaniards. The absence of either currency variability or common 

budgeting has been mightily beneficial to Germany, giving her the best of both worlds.  

As well as looking mean-spirited, German resistance to mutual support is also very unwise. If, as a 

result of the stand-off, a Greek departure or a Spanish default were to put the Eurozone firmly on the 

road to collapse, Germany would suffer very significantly. Not only would her banks take a battering 

on debt defaults, but her trade balance would suffer from a severe slump in exports        

The resistance of German taxpayers to offering greater support to weaker Eurozone countries owes 

less to meanness than to a failure of German politicians to present the real issues effectively. Three 

points, above all, need to be explained to the German public. 

First, Germany has been a huge beneficiary of the euro, which has given Germans the benefits, 

without the disadvantages, of an undervalued currency. This provides an ample moral case for 

supporting the victims of this process.  

Second, Germany stands to lose a great deal if the euro collapses, and this reinforces the moral 

case with a huge amount of self-interest. 

Third, no-one is suggesting that the German taxpayer becomes the perpetual Santa Klaus of the 

Eurozone. Rather, German support will only be needed until – and it is ‘until’, not ‘unless’ – structural 

problems in the Eurozone are resolved.       

2. Spain – as sinned-against as sinning?  

Along with Greece, Spain is the worst-affected of the Eurozone countries. Prior to this weekend’s 

intervention, the banking system was perilously close to collapse, and the yields on Spanish 

government debt had very nearly reached junk-bond status. IMF figures suggest that the Spanish 

economy, which flat-lined last year, will contract by 1.8% in 2012, but this forecast already looks very 

over-optimistic indeed, with the most recent set of retail numbers showing sales volumes lower by 

almost 10% year-on-year. Almost a quarter of all Spaniards are out of work, a figure that rises to over 

50% where young people are concerned.      

The bitter irony for Spaniards is that comparatively little of this is self-inflicted. In the years prior 

to the crisis, the Spanish government acted reasonably prudently. As recently as 2007, the Spanish 

budget was in surplus, and public debt was only 27% of GDP, far lower even than Germany (50%), 

let alone France (60%) or Italy (87%). No el Marrón or Seňor Pelotas
5
 was running the Spanish 

                                                 
5
 Approximate equivalents to ‘Brown’ and ‘Balls’ 
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government - public spending increased by a relatively modest 27%, in real terms, between 2000 

and 2007, a long way short of the increase in UK public spending over the same period. 

Though mistakes have been made – most notably, though by no means only, in the regulation of the 

regional banks - the undoing of Spain has resulted primarily from two factors over which the Spanish 

authorities had little or no control.  

The first of these was the slump in competitiveness which, between 2000 and 2011, saw the prices 

of Spanish goods and services rise sharply relative to Eurozone averages. But for the euro, of 

course, this problem would have been dealt with by devaluation of the peseta. Between those years, 

Spanish competitiveness deteriorated by 14% relative to the Eurozone as a whole, and by 25% in 

relation to Germany. 

But the second, far worse Spanish problem has been the boom and bust in the property sector. In 

the years prior to 2008, both activity and prices soared. Since then, the property market has 

collapsed, throwing hundreds of thousands of Spaniards out of work, putting huge numbers of 

mortgage-payers into arrears or default, turning thousands of property companies into walking dead 

‘zombies’, and imperilling the banking system, almost beyond the point of rescue. 

Of course, Spanish banks lent recklessly, as did banks in Britain, America and elsewhere.  However, 

unlike the property booms in Britain and the US – both of which were the end-product of regulatory 

and monetary incompetence – the Spanish boom probably could not have been stopped by the 

authorities even had Madrid been so minded. The Spanish government was unable to choke off 

property price escalation by raising interest rates (which are controlled by the ECB), and neither 

could it act to restrict the inflow of capital (much of which came from German and French banks 

which now, of course, want their money back).  

Since the property market collapse, the Spanish banking system has been trying to keep itself afloat 

through a process of denial. Notoriously, property businesses which should have gone bust (creating 

balance sheet carnage for the banks) have instead been turned into ‘zombie companies’, kept afloat 

through a drip-feed of incremental debt which has enabled them to carry on paying interest. That the 

enormous losses in the Spanish banking system are now crystallising is, in part, a function of the fact 

that zombie-ism cannot be kept going indefinitely.  

The outlook for Spain is pretty grim. Official plans call for public spending to be cut by 10% at 2011 

values (from €490bn in 2009 to €440bn by 2013), narrowing the deficit from 11.2% to 5.7% of GDP 

With the slump in output now exceeding even recent gloomy expectations, it is clear that this is pretty 

unlikely to happen, because tax revenues will fall short of target (despite unpopular increases in tax 

rates), whilst spending is likely to be driven upwards by automatic stabilisers even though benefit 

levels in Spain are not unduly generous.  

Part of the problem here is that, as a direct result of the post-Franco constitutional settlement, Spain 

is the most decentralised country in Europe, with about half of all public spending undertaken by the 

seventeen autonomous regions rather than by the central government. Many of these regions have 

undertaken rash infrastructure investments, and most now have serious deficits and escalating 

debts. 

The biggest problem facing Spain – more severe even than a slumping economy and soaring 

unemployment – is the unsustainable private-and-public debt mountain. Bond market rates well in 
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excess of 6% indicate a market view that Spain may be heading both for a debt vortex and for 

default. Prior to this weekend’s intervention, the probabilities had to include a devastating flight of 

capital out of Spain.  

It is to be hoped that the injection of a reported €100bn into Spanish banks will avert this risk, but the 

recapitalisation does not cure the weaknesses which created the problem in the first place.   

3. Greece – blamed too much, driven too far?  

Unlike Spain, Greece cannot claim much innocence where the causes of the economic and banking 

collapse are concerned.  

It is at least arguable that, on the grounds of the deficit and the ratio of public debt to GDP, Greece 

should never have been allowed to join the euro in the first place. Once she had joined the euro, 

Greece took full advantage of her newly-found ability to borrow at interest rates which would have 

been but a pipe-dream in the days of the drachma, never a particularly hard currency. Tax evasion 

and outright bribery are reported to be extensive, whilst much of Greek public spending (including the 

generosity of public sector salaries and pensions) falls into the ‘simply absurd’ category. 

Even so, the Greeks are by no means the sole authors of their own tragedy. Since the inception 

of the euro, Greek competitiveness has crashed in relation both to Germany (-29%) and to the 

Eurozone as a whole (-18%).  

At constant (2011) values, the Greek trade deficit worsened from €13bn (5.9% of GDP) in 2004 to 

€37bn (a frightening 14.7%) in 2007. Far from exhorting prudence, more prosperous Eurozone 

countries fell over themselves both in lending and in exporting to Greece. Like Spain, Greece, 

too, has been the victim of speculative investment. 

The Greek crisis, then, is an admixture of recklessness on the one hand and, on the other, the 

structural flaws in the single currency. Greeks have already taken on a huge burden of austerity 

demanded of them by countries which, not so long ago, were more than happy both to lend and to 

export to Greece.  

Real GDP has already cratered – dropping by 7.3% in two years – and even the most sanguine 

forecasts call for a further 5.8% decline over the coming two years. The outcome seems likely to be 

very much worse even than these forecasts suggest.  

Having reduced public spending by a real-terms 13% since 2009, Greece is required to cut 

expenditures by a further 12%, leaving outlays in 2013 (at 2011 values, €95bn) some €30bn, or 24%, 

below the 2009 level (€125bn). Not even the most optimistic observer reckons that the Greeks can 

raise the tax yield from an economy in which per-capita real incomes are likely to fall by at least 14% 

between 2008 (€22,500) and 2012 (€18,500) (fig. 9).  
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Fig. 9: Changes in real per capita incomes, 2008-2013* 

 
*Source: Tullett Prebon calculations based on IMF statistics and forecasts 

 

In total, Greece is expected to implement a fiscal contraction of 15.7% of GDP between 2009 and 

2015, which is far more severe than anything that has been expected even of Portugal (8.2%), let 

alone the minimal 3.8% required of hugely-indebted Italy. One does not need to be any kind of 

Keynesian to recognise that a fiscal contraction of almost 16% is certain to have devastating effects 

on an economy which is already, on some accounts, reduced to something not far adrift of penury.  

Christine Lagarde, managing director of the IMF, recently expressed her lack of sympathy with the 

Greeks. We respect Ms Lagarde and agree with her over many things – but not over the plight of the 

people of Greece.   

That Greece has been feckless, and that her government finances are plagued by corruption and 

incompetence, seem to be beyond question. But she has had to cope, as well, with:  

- A flood of cheap lending;  

- Interest rates (set centrally by the ECB) that have been far too low;  

- A slump in competitiveness;  

- An absence of countervailing transfers from more prosperous nations  

- An inability to devalue; and, to cap it all: 

- Demands for fiscal retrenchment which were always going to accelerate her 

economic deterioration.        

The re-run of the Greek general election on 17
th
 June could decide whether Greece stays in the euro 

or leaves. Even if she remains a member of the Eurozone, however, the fatal flaws in the system 

are now moving the euro into end-game. 

So what happens next?                     
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PART THREE 

The outcomes – choose your catastrophe 

The inflexion point nears 

If the public were to take the pronouncements of Europe’s leaders at face value, the debate is now 

polarised between the advocates of ‘austerity’ on the one hand, and proponents of ‘growth’ on the 

other.  

The misunderstanding here lies in the widespread assumption that ‘austerity’ and ‘growth’ are 

‘either/or’ policy alternatives. The reality is that this is simply not the case. 

Rather, austerity and growth are sequential stages in a rebalancing process that had to happen. 

There are three identifiable aspects to this process. 

First, we need to be aware that the Eurozone sovereign debt crisis – and, indeed, the sovereign debt 

crises in other countries – had a shared cause, in that the Western economies had been sucked into 

a global credit super-cycle which can be traced back to the 1980s. For more than thirty years, 

Western economies had accumulated private and public debts at a pace which far exceeded the 

much more pedestrian rates of growth in their economies.  

Second, and as we have seen, structural problems with the euro exacerbated this trend where 

most Eurozone member countries were concerned. These factors include exchange rate inflexibility, 

inappropriate ‘one-size-fits-all’ monetary policies, distortions to competitiveness and dysfunctional 

fiscal structures.  

Third, some countries – most notably the UK, the US and a number of Eurozone members such as 

Spain and Ireland – had behaved with extreme irresponsibility, allowing property bubbles to be 

created by a combination of lax monetary policies and botched regulation. Additionally, some 

countries (most notably Britain and Greece) had compounded the credit super-cycle by increasing 

public spending to unaffordable levels.  

The banking crisis combined these factors into a perfect storm – individuals and governments 

became unsustainably indebted, and were addicted to living far beyond their means. Resolving these 

conditions requires both austerity and growth, contradictory though these objectives tend to appear. 

The UK, for example, needs first to tackle its deficit - since failure to do so would imperil its economic 

viability – and then seek to generate growth, the axiom being that the absolute level of debt is less 

important than the ability to service it. Critics (which include us) contend that Britain is failing on both 

criteria, though the reasons for this failure lie outside the scope of this report. 

Austerity – where are we now? 

Though the apparent stand-off between austerity and growth is a false dichotomy, austerity comes 

first, so let’s look at how far austerity has progressed.  

In fig. 10 we set out four sets of data, each of which is expressed as a percentage of 2011 GDP. We 

show the total of planned fiscal austerity between 2009 and 2015, break these plans out into their 

spending and revenue components, and superimpose the progress that had been achieved by 2011. 

For comparison, we have included the United States and the United Kingdom, since the debate over 

‘austerity’ versus ‘growth’ is by no means confined to the Eurozone.  
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Fig. 10: Projected austerity measures, 2009-2015* 

 
*Source: Tullett Prebon calculations based on IMF statistics and forecasts 

 

The chart shows that Portugal, for example, is expected to retrench by 8.2% of 2011 GDP, divided 

into spending cuts of 5.6% of GDP and tax increases of 2.7%. By 2011, Portugal had achieved 

retrenchment of 6.1% against the 2015 target of 8.2%. This takes Portugal three-quarters of the way 

to its target, which means that Portugal is far more advanced in its austerity programme than any of 

the other countries in the chart. Data from the chart is set out in fig. 11.  

As the chart also shows, Greece has had imposed upon it the toughest austerity measures by far, 

equating to 15.7% of GDP, and comprising a real-terms 30% cut in public spending, equivalent to 

17.5% of GDP. Of this planned 15.7% retrenchment, 8.1%, or slightly over half, had been 

accomplished by 2011.  

At 6.3% of GDP, Spain’s austerity plan is less savage than that of Greece, but requires a 9% cut in 

spending and a 6% increase in taxation, equivalent, respectively, to 4.2% and 2.1% of Spain’s GDP. 

By 2011, Spain had accomplished retrenchment of 2.5% of GDP, meaning that the bulk of the fiscal 

tightening is still to come.     

It is sometimes said that the Obama administration has preferred growth over austerity. This is not 

strictly true, in that the US aims to have reduced its fiscal deficit by 6.8% of GDP by 2015 in 

comparison with 2009. The big difference, however, is that American public spending is expected to 

be higher (in real terms) in 2015 than in 2009, with deficit reduction being accomplished through tax 

rises which are planned to exceed increases in expenditures. This comparison, if canvassed to the 

American public, should at least draw distinctive differences between Mr Obama and Mitt Romney in 

the presidential election. 

The British austerity programme, again comparing calendar year 2015 with 2009, equates to £93bn, 

or 6.2% of 2011 GDP. Of this fiscal tightening, roughly 70% (£66bn) is to be accomplished by tax 

increases, and 30% (£26bn) by reductions in public spending. As of 2011, less than one quarter of 

the planned total (1.4% of GDP) had been accomplished. Tax revenue had increased by £18bn 

(1.2% of GDP), but net real reductions in public spending had been a very modest £4bn.   
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Fig. 11: Projected austerity in detail, 2009-2015* 

 GR POR US ESP UK FR IT DE 

Total ‘austerity’ €34bn €14bn $1,028bn €68bn £93bn €101bn €60bn €71bn 

As % GDP 15.7% 8.2% 6.8% 6.3% 6.2% 5.0% 3.8% 2.8% 

of which (% of GDP):         

Revenues (-1.8%) +2.7% +11.6% +2.1% +4.4% +6.5% +3.3% +3.9% 

Spending -17.5% -5.6% (+4.7%) -4.2% -1.8% (+1.4%) -0.5% (+1.1%) 

By 2011: 8.1% 6.1% 2.5% 2.7% 1.4% 2.0% 1.3% 2.0% 

% achieved 52% 75% 36% 42% 23% 40% 34% 71% 

*Source: Tullett Prebon calculations based on IMF statistics and forecasts 

 

Conclusions and outlook – “here be monsters” 

In order to consider what may happen next, we need to note the significance of some of the 

observations made so far. 

First, the European single currency is dysfunctional. As well as denying economically-weak 

countries the option of devaluation, the euro: 

- Disastrously tries to combine a single currency with a multiplicity of budgetary processes.  

- Lacks the inter-regional automatic stabilisers which operate in currency areas with a single 

budget. 

- Tries to impose inappropriate ‘one-size-fits-all’ interest rates on very diverse economies. 

- Distorts competitiveness. 

- Incentivises fiscal irresponsibility.     

With so many structural faults on offer, the inevitable crisis could have taken one or more of many 

different forms.  

Add in both the ending of the credit super-cycle and, in some countries, excessive public 

spending, however, and it becomes clear that two main forms of disaster were on the cards: 

A. A banking crisis resulting from the bursting of the asset (property) bubble; and/or 

B. A fiscal crisis resulting from the mismatch between elevated public spending and 

deteriorating post-bubble revenues. 

Since, in case A, a banking crisis inevitably imperils the public balance sheet anyway, either of these 

routes is likely to manifest itself as a sovereign debt crisis, but it is critical that we understand the 

difference between the two routes to the debt disaster which is now unfolding. 

The Greek disaster is, first and foremost, a fiscal imbalance crisis. The Greek authorities spent too 

much, and collected too little tax. This can be fixed by bail-outs, and a deal can still be patched 

together if the beneficiaries of distorted competitiveness (principally Germany) accept that they have 

an obligation to assist, together with strong self-interested reasons for doing so. 
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Spain, on the other hand, is in the grip of a banking crisis. The Spanish authorities did not spend too 

much, tax too little, or pile up too much debt on their own account. Rather, the bursting of the 

property bubble left Spanish banks holding toxic assets on a huge scale.  

Foreign banks were perfectly happy to pump funds into the Spanish bubble but, now that it has burst, 

they want their money back in toto, leaving the Spanish banks holding the baby. In American terms, 

this is a bit like the development of a property bubble in, say, Oregon being inflated by banks across 

the US, banks which then declare that the entire burden of the ensuing crash should be borne by 

Oregon-based banks.  

Just as Greece can – without denying all culpability – make a strong case for assistance from other 

Eurozone countries, Spain, too, was entitled to expect support. Even had they been so minded, the 

Spanish authorities could not have halted the property bubble by raising interest rates, and they were 

largely powerless to prevent the inflow of funds from banks in other countries, most notably Germany 

and France. The €100bn recapitalisation of Spanish banks, then, is not a bail-out, but an 

attempt to correct imbalances within the Eurozone.  

Implicit agreement on a pan-Eurozone sharing of Spanish banking losses may smooth the way to a 

Greek bail-out on softer terms. Even if this happens, however, it will represent a further patch-up, 

when what is needed is fundamental reform including some form of fiscal union, which should 

include both automatic stabilisers and tighter control of the banking system  

The Eurozone is now at that marginal point on the map which medieval cartographers used to mark 

as “here be monsters”.              
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