Kan het schuldprobleem ooit worden opgelost?
Peter Vanden Houte
Chief Economist ING België
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Wat bepaalt de houdbaarheid van de schuld?

• Hoogte van de schuld
• Toekomstige primaire deficits
• Nominale groei (reële groei + inflatie)
• Rente
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Schuld en deficits
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Lagere rente of hogere inflatie?
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West-Europa
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Creëren centrale banken inflatie?
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Monetaire transmissie werkt niet (1)
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Monetaire transmissie werkt niet (2)
CDS on senior bank debt European banks
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Recessie risico
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Conjunctuurafkoeling (1)
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Conjunctuurafkoeling (2)
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Economic sentiment
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Oplossingen voor de Griekse crisis?
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Interne contradictie huidige politiek
Deflatoire politiek
Wantrouwen
financiële markten
Schuldafbouw
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Hoe liquiditeitsprobleem oplossen?
• Gemeenschappelijke obligatie?
• Geen korte termijnoplossing

• EFSF uitbreiden?
• Ratingprobleem

• ECB obligaties kopen?
• Interne bezwaren

• EFSF toegang tot ECB liquiditeit geven?
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Griekse schulddynamiek onder het nieuwe plan

Griekse overheidsschuld (in %BBP)
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Hoe Grieks solvabiliteitsprobleem oplossen?
• Verder besparen?
• Sociaal moeilijk

• EMU verlaten?
• Financiële chaos, einde EMU?

• Schuldherschikking?
• Besmettingsgevaar (cfr. Lehman Brothers)

• Schuldkwijtschelding?
• Politiek moeilijk te verkopen
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Managing the Fragility
of the Eurozone
Paul De Grauwe
University of Leuven

Paradox
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10-Year-Government Bond Yields UK-Spain
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Nature of monetary union
 Members of monetary union issue debt in currency
over which they have no control.

 It follows that: Financial markets acquire power to
force default on these countries

 Not so in countries that are not part of monetary
union, and have kept control over the currency in
which they issue debt.

 Consider case of UK and Spain

UK Case
 Suppose investors fear default of UK government
They sell UK govt bonds (yields increase)
Proceeds of sales are presented in forex market
Sterling drops
UK money stock remains unchanged
maintaining pool of liquidity that will be reinvested in UK govt
securities
 If not Bank of England can be forced to buy UK govt bonds







 Investors cannot trigger liquidity crisis for UK government

and thus cannot force default (Bank of England is superior
force)

 Investors know this: thus they will not try to force default.

Spanish case
 Suppose investors fear default of Spanish government
 They sell Spanish govt bonds (yields increase)
 Proceeds of these sales are used to invest in other







eurozone assets
No foreign exchange market and floating exchange rate
to stop this
Spanish money stock declines; pool of liquidity for
investing in Spanish govt bonds shrinks
No Spanish central bank that can be forced to buy
Spanish government bonds
Liquidity crisis possible: Spanish government cannot
fund bond issues at reasonable interest rate
Can be forced to default
Investors know this and will be tempted to try

 Situation of Spain is reminiscent of situation of
emerging economies that have to borrow in a
foreign currency.

 These emerging economies face the same problem,

i.e. they can suddenly be confronted with a “sudden
stop” when capital inflows suddenly stop

 leading to a liquidity crisis (see Calvo, et al. (2006),
Eichengreen and Hausmann: Original Sin).

Additional difference
in the debt dynamics
 In UK case: currency depreciates
 Increase in inflation
 Stimulus to output growth

 In Spanish case: no currency depreciation
 No increases in inflation or growth

 This has profound effect on debt dynamics

Figure 3: Inflation in UK and Spain
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Figure 4: Growth GDP in UK and Spain
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Solvency calculation is affected
Primary surplus needed to stabilize debt ratio:
S ≥ (r – g)D

,

S = primary budget surplus,
r = nominal interest rate on the government debt,
g = nominal growth rate of the economy
D = government debt to GDP ratio.
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 Previous analysis illustrates important potentially
destructive dynamics in a monetary union.

 Members of a monetary union are very susceptible
to liquidity movements.

 When investors fear some payment difficulty (e.g.
triggered by a recession), liquidity is withdrawn
from the national market (a “sudden stop”).

 This can set in motion a devilish interaction

between liquidity and solvency crises.
 Once a member-country gets entangled in a liquidity
crisis, interest rates are pushed up. Thus the liquidity
crisis turns into a solvency crisis.
 Investors can then claim that it was right to pull out
the money from a particular national market.

 It is a self-fulfilling prophecy: the country has
become insolvent only because investors fear
insolvency.

 I am not arguing that all solvency problems in the
Eurozone are of this nature.
 In the case of Greece, for example, one can argue

that the Greek government was insolvent before
investors made their moves and triggered a liquidity
crisis in May 2010.

 What I am arguing is that in a monetary union

countries become vulnerable to self-fulfilling
movements of distrust that set in motion a devilish
interaction between liquidity and solvency crises.

Implications
 Financial markets acquire great power in monetary
union.

 Will this power be beneficial for the union?
 Believers in market efficiency say yes: it will be a
disciplining force.

 Doubtful, given that financial markets are often

driven by extreme sentiments of either euphoria or
panic

 More fundamentally: potential for multiple equilibria
(good and bad ones) arise in a monetary union

Multiple equilibria
 Multiple equilibria arise because of self-fulfilling
prophecies inherent in market outcomes

 Suppose markets trust government A: willingness

to buy bonds at low interest rate; risk of default is
low; market was right to trust that government;
good equilibrium

 Suppose market distrusts government B. Bonds are

sold, raising yield; as a result, probability of default
increases; markets were right to distrust
government B; bad equilibrium

 This effect is amplified when government B belongs
to monetary union: in that case the distrust leads
to liquidity squeeze making it impossible for
government B to fund its bond issues at reasonable
interest rate

 This can lead to forced default

Additional complication: contagion
Monetary union
increases financial
integration dramatically

Contagion and externalities
 Thus when market forces bad equilibrium

on some member countries it affects
financial markets and banking sectors in
other countries enjoying good equilibrium

 These externalities are great force of

instability that can only be overcome by
government action.

 I’ll return to this in a moment

 When solvency shock is not too small nor too large:
 One obtains two possible equilibria:
 a bad one (D) that leads to default,
 a good one (N ) that does not lead to default.

 Both are equally possible.
 The selection of one of these two points only depends on
what investors expect.
 If the latter expect a default, there will be one;
 if they do not expect a default there will be none.
 This remarkable result is due to the self-fulfilling nature of
expectations.

 We have coordination failure

The bad news about a bad equilibrium
 Banking crisis
 Automatic stabilizers switched off

Banking crisis
 When investors pull out from domestic bond market,
interest rate on government bonds increases, and
prices plunge; domestic banks make large losses.

 Domestic banks are caught up in a funding problem.
 As argued earlier, domestic liquidity dries up (the money
stock declines)
 making it difficult for the domestic banks to rollover
their deposits, except by paying prohibitive interest
rates.

 Thus the sovereign debt crisis spills over into a

domestic banking crisis, even if the domestic banks
were sound to start with.

Automatic stabilizers
are switched off in MU
 This dynamics makes it very difficult for members
of monetary union to use automatic budget
stabilizers.

 A recession leads to higher government budget
deficits.

 This in turn leads to distrust of markets in the

capacity of governments to service their future
debt, triggering a liquidity and solvency crisis,

 which in turn forces them to institute austerity
programs in the midst of a recession.

 In the stand-alone country (UK) this does not

happen because the distrust generated by higher
budget deficit triggers a stabilizing mechanism.

 Member countries of a monetary union are

downgraded to the status of emerging economies,
which find it difficult if not impossible to use
budgetary policies to stabilize the business cycle.

 This feature has been shown to produce

pronounced booms and busts in emerging
economies (see Eichengreen, et al. (2005)).

Competitiveness and
sovereign debt
 one of the fundamental imbalances in the Eurozone
is the increased divergence in competitive positions
of the members of the Eurozone since 2000.

Figure 5: Relative unit labor costs Eurozone
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Figure 6: Relative unit labor costs in Eurozone
(average 1970-2010 = 100)
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Figure 7: Standard deviation relative unit labour costs in Eurozone (in percent)

11

10

percent

9

8

7

6

5

4
1999

2000

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

 Countries that lost competitiveness from 1999 to 2008
(Greece, Portugal, Spain, Ireland) have to start
improving it.

 Given the impossibility of using a devaluation of the

currency, an internal devaluation must be engineered,
i.e. wages and prices must be brought down relative to
those of the competitors.

 This can only be achieved by deflationary

macroeconomic policies (mainly budgetary policies).

 Inevitably, this will first lead to a recession and thus

(through the operation of the automatic stabilizers) to
increases in budget deficits.

 Period during which countries try to improve their

competitiveness is likely to be painful and turbulent:

 Painful, because of the recession and the ensuing
increase in unemployment;

 Turbulent, because during the adjustment period, the
country can be hit by a sovereign debt crisis.
 deflationary spiral is bound to be intensified.
 domestic long term interest rate increases
 forcing the authorities to apply even more budgetary

austerity,
 which in turn leads to an even more intense recession.
 The country can find itself stuck in a bad equilibrium,

What kind of collective action?
 Two problems of monetary union require government action.
 First, there is a coordination failure.
 Financial markets can drive countries into a bad equilibrium that
is the result of a self-fulfilling mechanism.
 This coordination failure can in principle be solved by collective
action aimed at steering countries towards a good equilibrium.

 Second, the Eurozone creates externalities (mainly through

contagion).
 Like with all externalities, government action must consist in
internalizing these.

 Collective action and internalization can be taken at two levels.
 One is at the level of the central banks;
 the other at the level of the government budgets.

the common central bank as
lender of last resort
 Liquidity crises are avoided in stand-alone countries that

issue debt in their own currencies mainly because central
bank will provide all the necessary liquidity to sovereign.

 This outcome can also be achieved in a monetary union if
the common central bank is willing to buy the different
sovereigns’ debt.

 This is what happened in the Eurozone during the debt
crisis.

 The ECB bought government bonds of distressed membercountries,
 either directly,
 or indirectly by the fact that it accepted bonds as collateral in
its support of the banks from the same distressed countries.

 In doing so, the ECB rechanneled liquidity to countries
hit by a liquidity crisis,

 and prevented the centrifugal forces created by

financial markets from breaking up the Eurozone.

 It was the right policy for a central bank whose “raison
d’être” it is to preserve the monetary union.

 Yet, the ECB has been severely criticized for saving the
Eurozone this way.

 As a result, it has made it clear it wants to abandon its
role of LLR

What is the criticism?
 Inflation risk
 Moral hazard

Inflation risk
 Distinction should be made between money base
and money stock

 When central bank provides liquidity as a lender of
last resort money base and money stock move in
different direction

 In general when debt crisis erupts, investors want
to be liquid

 Central bank must provide liquidity
 To avoid deflation
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Figure 2: Money Base and M3 in Eurozone (2007=100)
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 Thus during debt crisis banks accumulate liquidity
provided by central bank

 This liquidity is hoarded, i.e. not used to extend
credit

 As a result, money stock does not increase; it can
even decline

 No risk of inflation
 Same as in the 1930s (cfr. Friedman)

Moral hazard
 Like with all insurance mechanisms there is a risk of moral
hazard.

 By providing a lender of last resort insurance the ECB

gives an incentive to governments to issue too much debt.

 This is indeed a serious risk.
 But this risk of moral hazard is no different from the risk of
moral hazard in the banking system.

 It would be a mistake if the central bank were to abandon
its role of lender of last resort in the banking sector
because there is a risk of moral hazard.

 In the same way it is wrong for the ECB to abandon its role
of lender of last resort in the government bond market
because there is a risk of moral hazard

 The way to deal with moral hazard is to impose rules
that will constrain governments in issuing debt,

 very much like moral hazard in the banking sector is
tackled by imposing limits on risk taking by banks.

 In general, it is better to separate liquidity provision
from moral hazard concerns.

 Liquidity provision should be performed by a central
bank; the governance of moral hazard by another
institution, the supervisor.

 This should also be the design of the governance
within the Eurozone.

 The ECB assumes the responsibility of lender of
last resort in the sovereign bond markets.

 A different and independent authority takes over the
responsibility of regulating and supervising the
creation of debt by national governments.

 This leads to the need for mutual control on debt
positions

 To use a metaphor: When a house is burning the fire
department is responsible for extinguishing the fire.

 Another department (police and justice) is responsible

for investigating wrongdoing and applying punishment if
necessary.

 Both functions should be kept separate.
 A fire department that is responsible both for fire

extinguishing and punishment is unlikely to be a good
fire department.

 The same is true for the ECB. If the latter tries to solve a
moral hazard problem, it will fail in its duty to be a
lender of last resort.

Collective action:
At the level of the budget
 Collective action and internalization should also be taken at
the budgetary level.

 Ideally, a budgetary union is instrument of collective action
and internalization.

 By consolidating (centralizing) national government

budgets into one central budget a mechanism of automatic
transfers can be organized.
 This works as insurance mechanism transferring resources to
the country hit by a negative economic shock.

 Such a consolidation creates a common fiscal authority

that can issue debt in a currency under the control of that
authority.
 This protects member states from being forced into default by
financial markets.

But…
 Budgetary centralization requires far-reaching degree
of political union.

 There is no willingness in Europe today to significantly
increase the degree of political union.

 This unwillingness to go in the direction of more

political union will continue to make the Eurozone a
fragile construction.

 This does not mean, however, that one should despair.
We can move forward by taking small steps.

One “small step: Joint Eurobond
issue as a crisis prevention tool
 This is essential in reducing excessive power
of financial markets in destabilizing a
monetary union
 And in internalizing the externalities created
by financial markets
 Will be difficult because mutual trust is
lacking

Objections to Eurobonds
 The proposal of issuing common Eurobonds
has met stiff resistance in a number of
countries.

 This resistance is understandable.
 A common Eurobond creates a number of

serious problems that have to be addressed

Moral hazard again
 Common Eurobond issue contains an

implicit insurance for the participating
countries.

 Since countries are collectively responsible

for the joint debt issue, an incentive is
created for countries to rely on this implicit
insurance and to issue too much debt.

 This creates a lot of resistance in the other
countries that behave responsibly.

 This moral hazard risk should be resolved.

The design of common
Eurobonds
 Should take care of these objections
 This can be achieved by working both on the
quantities and the pricing of the Eurobonds

 A combination of
 Blue and red bonds (Bruegel): participation in

common eurobond limited to given % of GDP (blue
bond; senior); the rest is red bond (junior).
 Differential interest rates (De Grauwe and Moesen):
countries pay an interest rate related to fiscal
position

Conclusion
 A monetary union can only function if there is a collective
mechanism of mutual support and control.

 Such a collective mechanism exists in a political union.
 That is necessary to complete the monetary union
 In the absence of a political union, the member countries
of the Eurozone are condemned to fill in the necessary
pieces of such a collective mechanism.

 The debt crisis has made it possible to fill in a few of these
pieces.

 What has been achieved, however, is still far from making
the Eurozone a complete monetary union

 And thus insufficient to guarantee its survival.

