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Content: In response to the spreading debt crisis in Europe, the euro was once again under heavy 

pressure as the year 2010 closes. The international rescue operation for Ireland and Europe’s 

debt restructuring mechanism for the years after 2013 failed to stabilize European bond markets 

initially. This thumbs-down makes it more difficult to contain the debt problem quickly, adding 

costs to the detriment of the member states and the European Central Bank (ECB). Greece, 

Ireland and Portugal have either received or require financial assistance, while Spain mainly 

needs low interest rates. The European Central Bank (ECB) has started to boost its support, 

making open-market purchases of sovereign bonds from the European periphery. In the light of 

sluggish growth and low inflation in the Eurozone, such a policy response is appropriate. In any 

event, policymakers need to convince bondholders that the resolution of the debt crisis will take 

many more years to stand a chance of avoiding a restructure. The fiscal deficits should only be 

reduced gradually to avoid a severe recession. In the meantime, the debt burden will continue to 

rise – albeit more slowly. Once investors have confidence in the adjustment process, interest 

rates should come down, helping with the debt problem and the economic recovery. 

 

Did Ireland’s rescue come too late? 

Ireland will receive financial support next year. But that decision has failed to calm the bond 

markets. Much to the contrary: almost across the board, European yield levels rose, with Spanish 

bonds being offloaded the most until the ECB began intervening more aggressively. Belgian and 

Italian bonds are also coming under pressure. 

Europe’s problems are structural 

Cleaning up Europe’s budget mess is possible, but will take time, and it can only come about in 

stages:  

1) Financial support for the peripheral states in order to secure liquidity and reduce dependency 

on the capital market. 

2) Deficit reductions at least down to the Maastricht level (3% of GDP). 

3) Debt ratio reduction to below 90% of GDP.  

This process will take a number of years. Greece and Ireland are currently at Level 1; Portugal 

could follow soon. Greece, Ireland and Spain are making good progress in reducing their deficits 

(Level 2). But getting to Level 3 is still several years away.  

The challenge is to buy time 

European policymakers need to convince bondholders that rising debt levels in the meantime do 

not bring the peripheral countries of the Eurozone closer to a debt rescheduling. The ECB has the 

best chance to do so with its bond purchase program and there are signs that the ECB will indeed 

step up its efforts in resolving this crisis. 



    

  

  4 

Weak economic conditions justify a more aggressive rescue 

Fiscal consolidation and the structural problems in housing and labor markets will slow growth in 

Europe in 2011 to less than 2%. The fiscal problems and structural weaknesses in the European 

periphery, combined with slower growth in Germany on account of less dynamic exports and 

fiscal tightening, continue to drag Eurozone growth down. 

In this environment, the ECB can act aggressively. Fiscal tightening will push Greece and Ireland 

into recession in 2011 while Portugal and Spain are unlikely to perform much better. Despite 

firms having solid balance sheets and investing, consumers are reducing their debt burdens and 

struggling to keep their jobs, banks are recapitalizing, and governments are cutting expenditures. 

This slows growth. With production capacities and unemployment high, and competition strong, 

inflation will remain low for some time despite central bank interventions.  

 

The Eurozone will not break up 

The European common currency is suffering under a lack of solidarity among the member states. 

But as soon as the euro states come up with a credible solution for the debt crisis, EUR has the 

potential to recover modestly. While the risk of a breakup of the currency union increases with 

each rescue operation that does not lead to lower interest rates, the euro zone will hold together. 

The costs of not doing so, especially for the core countries, would be considerably higher than 

those associated with a joint effort to master the crisis.  

 

Is the UK affected? 

The British pound lost a quarter of its value in the financial crisis of 2009/10. Public debt 

increased drastically. However, the UK is implementing a drastic consolidation program in an 

attempt to recover. Expenditure cuts, higher taxes and a higher pension age should help stabilize 

the debt ratios. But this process will take time. 

This consolidation will also slow growth which has been anemic throughout 2010. The recovery 

from the crisis came late and did no last very long. Speculation about quantitative easing by the 

Bank of England keeps the pound under pressure. However, the British economy seems to be 

gaining some momentum recently, supporting the ambitious consolidation plans by the UK 

government. 

 


