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The Sovereign Debt Crisis in Europe: Reasons and Consequences
Jan van der Harst

Jan van der Harst is Professor in European Integration, Department of International
Relations, at the University of Groningen, Netherlands, and Academic Director of the
Tsinghua-Groningen Joint Research Centre for China-EU Relations.

In this paper we first look at the reasons of the present European crisis, after which we
attempt to provide some suggestions for addressing the problem.

If we look to reasons of the current sovereign debt crisis in Europe, we have to start
with the Treaty of Maastricht of 1993. The Treaty was a package deal between France
and Germany: Germany was just reunified and France was looking for ways to
contain potential hegemonic aspirations by the new German state. That is why
president Mitterrand pushed for the introduction of a European single currency, in
which the strong Deutschmark would be integrated with other European currencies.
Germany, under Federal Chancellor Helmut Kohl, was prepared to go along with this
French proposal, under three explicit conditions:

a. The European Central Bank (ECB) should be established in the German city of
Frankfurt;

b. The ECB should be as independent from political interference as the German
Bundesbank always had been;

c. The budgetary policies of the member states needed to be made subservient to a
couple of strict norms and rules (the so-called convergence criteria), which later got
translation in the Stability and Growth Pact (SGP). The two most important criteria
were: the budget deficit of member states was not allowed to surpass the limit of 3%

of GDP. And, government debts should remain within the range of 60% of a country’s
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GDP (or show at least a sufficient downward trend in this direction). These were clear
rules, albeit somewhat strict/tight, as would turn out later. It was also clear that the
more affluent countries with the strongest economies were the main supporters of the
SGP instruments (Germany, Netherlands, Finland, and Austria). From the beginning,
the countries with high levels of government debt, like France, Italy and Belgium,
were much more skeptical. These countries also complained about the lack of political
control on the policies of the ECB.

At that moment, in the 1990s, two things happened which later would have fatal
consequences - consequences we have to face up to at the moment. Firstly, the terms
of entry for becoming a member of the Euro zone appeared to be too flexible. They
made it possible that countries with huge government debts like Italy and Belgium
were allowed to enter at the first stage, already in 1999. For Italy this was only
possible by some magical fiscal tricks, creative tax measures introduced by the Italian
government at the very last moment. Things got even worse when in 2001 Greece — a
country with a weak economic and financial (fiscal) foundation - was allowed to enter
the Euro zone. Decisions on entry apparently were made on political grounds
(solidarity, moral obligations, political correctness), rather than on sound economic
and monetary grounds. This all happened against the favorable background of a
prospering economy in the Euro zone countries. However, just in the year that Greece
entered, matters got out of hand.

The second fatal development that happened in the early period (before the
introduction of the euro) was that the strict SGP criteria sketched above were not
accompanied by credible and automatic sanction instruments. Sanctions/penalties for
transgressors were provided for in the Treaty, but the question was: how to impose
them? It soon turned out that countries which were to ignore or overstep the criteria
would not be automatically punished for this. Here we are faced with a major
difference with, for example, EU competition policies: European firms are sanctioned
by the Court of Justice if they fail to comply with the EU competition rules. But the
debt problem has another context. In the Euro zone we deal with governments (and
electorates) and not with firms, which makes implementation of norms much more
delicate and difficult. Still, it is safe to assume that the richer EU countries (Germany
and the Netherlands) made a major mistake by showing a lack of insistence and
urgency at that particular moment. What actually happened was that after introduction
of the euro, Southern European countries started to borrow extensively, against low
interest rates. They borrowed much more than before the introduction of the euro. As
a result, public investment in these countries expanded abundantly, as did the number
(and salaries!) of people working in the civil sector.

Real problems emerged after the start of the new millennium when the global



NSS!

economy, including the economy of the Euro zone, began to deteriorate rapidly. Many
Euro zone countries showed to have problems to remain within the SGP criteria of 3%
(budget deficit) and 60% (government debt).

Curiously enough, this applied not only to Southern European but also to Northern
European countries. In 2003, even Germany (under the social-democratic leadership
of Federal Chancellor Gerhard Schr&der and his Minister of Finance Hans Eichel)
made known that they were unable to contain their own budget. This was a very
important, even defining moment. Germany had been the main perpetrator of the SGP
criteria. And now, it suddenly appeared that they could not live up to their own rules.
The problem was not just that it happened but also the way how it happened: in a
rather arrogant/dismissive manner, Schr&iler and Eichel made clear that they did not
feel in any way obliged to live up to the European rules. That was the final blow. If
Germany, of all countries, felt free to disregard the criteria, this road was all the more
open for the weaker countries of Southern Europe. This was basically the end of the
Stability and Growth Pact. The then German government has a lot to answer for.

Subsequently, a few years later (in 2008), we were faced with the banking or
subprime crisis, which was the prelude to the present debt crisis. It did not only
expose the vulnerability of commercial banks, but also had impact on the
governments which had to rescue the national banks from going into default. On top
of this, it appeared that the Greek government had manipulated the budgetary figures
in an outrageous manner, by using a kind of fancy mathematics. The Greek budget
deficit turned out to be not 3% or 6%, but something like 12% of GDP, or even more.
The financial markets reacted nervously and launched an assault on Greece and the
whole Euro zone. And that is the situation where we are in now.

The conclusion about the reasons is that Europe - since the launching of the single
currency - has proved to be extremely naive: naive in its assumption that the
governments would respect the convergence criteria or SGP criteria without adequate
safeguard measures in the form of automatic financial sanctions. Naive in its
expectations those governments would save money in better economic times in order
to prepare themselves for periods of downturn and negative economic growth. Naive
also in its expectations that a country like Greece would be honest and reliable when
submitting its national figures and calculations concerning budgetary deficit and
government debt. There was a striking lack of European control on national statistics.

So far, the reasons of the crisis, now some suggestions for solutions. Coming week
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(26 October) we will know more about the decisions to be taken by the government
leaders of the Euro zone countries. The rescue package the countries are talking about
concerns a substantial enlargement of the European Financial Stability Facility
(EFSF), to an astronomic amount of 1000 to 1500 billion euro, a figure hardly
imaginable. With this fund, partly in the form of loans partly of guarantees, it should
be possible to rescue some of the countries in danger (particularly Greece, Portugal
and Ireland) and to rescue the endangered commercial banks, by means of substantial
recapitalization (in order to improve their liquidity position). This all should be done
in close cooperation with the International Monetary Fund (IMF). At the same time -
and more importantly for the longer run — the affected countries should introduce
severe reform policies: privatization, cutting back the public sector, lower salaries for
civil servants, freeze pensions, improve domestic tax collection and, last but not least,
improve competitiveness. These measures should help to restore confidence on the
capital markets.

But this is not enough. What is also needed is more European integration, in the form
of increased European control on national budgetary statistics and a strict observance
of the SGP rules. Such observance should be ascertained by a credible and automatic
sanction mechanism for countries that transgress the rules. What we also might think
of is to somewhat stretch the budgetary limits set by the SGP, for example by raising
the limit for the budget deficit from 3 to 4% (of GDP). Of course, once this
percentage has been established the new norm should be observed in the strictest
possible manner.

Does this mean the end of the euro and the EU? We admit that the crisis is serious
(more serious than any crisis before), but we should not be too pessimistic about the
outcome for a couple of reasons:

-The euro has not performed badly so far, since its introduction at the start of this
millennium. In 2008, thanks to the euro, Europe had quite a soft landing at the time of
the global subprime crisis. If the euro had not been there, the impact of the crisis
probably would have been much more vicious. And even now, in 2011, the crisis
should be considered a debt crisis, rather than a euro crisis.

-In a globalized world, with a strong China, a strong Asia and other upcoming markets,
Europe needs to unite itself on a regional level. Even the bigger European states -
Germany, France and Britain — are not in the position anymore to do it alone. The EU
offers the most logical framework to cope with global problems.

-1t is very difficult to dissolve (disentangle) the cooperation the EU has established

11
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thus far. The EU countries have not only become increasingly Europeanized (by
adopting EU rules and laws in their national bureaucratic-administrative system), but
also increasingly interdependent. When Greece goes into default, this affects
commercial banks not just from Greece, but also from France, Germany, the
Netherlands, etc. Everything in Europe is interrelated and everybody has an interest in
finding a solution. This makes collective action necessary and indispensable.

All in all, there is still some reason for optimism on the macro (European) level, in
terms of salvation of the Euro zone. We should be more pessimistic if we consider the
lower level, the level of the individual member-states and their welfare arrangements.
In order to survive the crisis, the governments in Southern Europe (and Ireland) will
have to adapt their social security systems in a far-reaching manner. Life of normal
citizens will undoubtedly be seriously affected, for the next period to come. It is
difficult to predict the effects of the social tensions which will be arising as a result of
this.
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