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In this chapter, five interrelated issues will be considered.

• To what extent, if at all, issues of balance of payments ‘imbalances’ 
within the euro zone are really distinct from issues of indebtedness, 
high deficits and competitiveness.

• The extent to which competitiveness differentials are sustainable 
within a currency union as opposed to requiring either significant 
‘internal devaluation’ or currency break-up in order for the 
problems to be addressed.

• The relative merits of internal and external devaluation as tools 
for addressing competitiveness issues and making capital flows 
sustainable.

• The past experience of key euro zone member states in cutting 
deficits without significant offsetting currency depreciation.

• The forms of fiscal transfers that might and might not offset market-
driven internal capital flows within the euro currency union in order 
to make it more stable.

Are balance of payments ‘imbalances’ an issue in themselves, 
or are they symptoms of other issues?

Many commentators contend that there are significant issues within the 
euro zone relating to balance of payments problems. They argue that 
there is a structural current account surplus for Germany and a near-
matching current account deficit for the indebted countries such as 
Portugal, Italy, Spain and Greece, and that this is a problem of itself. A 

5  Better oFF In?
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strong case can be made, however, that the balance of payments issues 
are not a separate problem of their own, but a symptom of other issues 
– sometimes good; sometimes bad. It is a mistake to believe, as some 
propose, that there should be international mechanisms to prevent the 
build-up of payments imbalances. Doing so could prevent perfectly 
healthy imbalances arising.

There are three main elements to the balance of payments issue:

• When the government budget deficit is higher in one country than 
in another, that tends to lead to a capital account surplus (as foreign 
capital is sucked in to fund the budget deficit) and thus to a current 
account deficit. Hence reducing government budget deficits will 
tend, fairly automatically, to reduce current account deficits.1

• When one country has a higher growth rate than another in a 
process of GDP convergence, investment opportunities may be 
more attractive in the high-growth country, sucking in capital 
and leading to a capital account surplus and hence a current 
account deficit. So, when Greece (for example) was growing more 
rapidly than Germany in the 2000s, it was natural that Greece 
should attract German capital and hence run a current account 
deficit relative to Germany. But, if Greece grows more slowly than 
Germany over the next decade, there will not be capital inflows 
from Germany (fiscal transfers aside, which we shall explore below) 
and hence there will not be the same current account deficit. Hence 
slower growth in indebted countries, relative to Germany, over the 
next decade will tend to reduce current account deficits.2

1 This may put some readers in mind of the ‘New Cambridge’ hypothesis of the 1970s, 
though my position, unlike the New Cambridge one, is orthodox.

2 It will also be the case that there may be natural capital flows when a country’s sustainable 
growth rate rises relative to another’s, even if the first country’s is lower. For example, 
suppose capital flows are in equilibrium and there are two economies, A and B, with A 
growing sustainably at 2 per cent per year and B growing at 4 per cent. If A’s sustainable 
growth rate rises to 3 per cent and B’s stays at 4 per cent there will naturally be capital 
flow from B into A. This effect could have been a factor in the large capital account sur-
pluses the USA experienced in the 1990s, even with higher-growth economies; a rise in the 
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• The above two points indicate natural factors that can drive current 
account deficits. But capital inflows were probably also associated 
with an unsustainable build-up of debt, as evidenced by the 
competitiveness differentials, as we shall see below.

Thus, balance of payments issues are (i) a symptom of the budget 
deficit, competitiveness and debt issues; and (ii) insofar as they are not 
automatically addressed when addressing budget deficits, competi-
tiveness and household indebtedness, are often healthy and natural. 
On the other hand, even if payments imbalances arose naturally, that 
does not necessarily mean that they did not presage future risks. For 
example, capital flows from Germany to Greece could have been based 
on mistaken assumptions about the relative future growths and stabili-
ties of Germany and Greece.

to what extent are competitiveness differentials sustainable 
within a currency union?

While some capital flows, during the 2000s, from Germany into Greece 
and other now-distressed parts of the euro zone could be justified by 
more rapid Greek growth, it also now seems certain that some of that 
more rapid Greek growth was itself a consequence of a build-up of 
debt supported by capital inflows. One standard way to think about 
the question of how much of the capital inflows might have reflected 
sustainable economic forces and how much might have reflected unsus-
tainable debt build-up is to analyse trends in competitiveness.

When discussing competitiveness differentials within the euro zone, 
it is common to consider trends in relative unit labour costs. Consider 
Figure 11. This figure considers how real unit labour costs have evolved 

underlying growth rate of the USA might have justified capital inflow even from higher-
growth countries. Capital flows can also occur, of course, owing to differences in savings 
rates in different countries. Again, we would expect these to be self-correcting in the long 
run.
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in a number of euro zone members since 1999 (we normalise 1999 costs 
to 100). We see that, by 2008, German real unit labour costs were almost 
identical to those in 1999, but have subsequently risen about 7 per cent. 
By contrast, Irish real unit labour costs rose some 46 per cent by 2008 
but, by 2011, were only 29 per cent above their 1999 level.

With floating exchange rates such competitiveness differentials 
would naturally be addressed, at least partly, by currency deprecia-
tion or appreciation. Within a currency union, they must instead be 
addressed by a combination of internal devaluation and fiscal transfers, 
each of which we shall consider in more detail below.

One should not, however, expect real unit labour costs between 
different regions of a currency zone to march in lockstep. At any one 
point in time there may well be relatively cheap and relatively expensive 
regions.

In Germany, for example, from 1970 to 2004, some Länder had unit 

Figure 11 Real unit labour cost trends, 1999–2011, selected euro members
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labour costs falling, relative to the Federal Republic’s average change, by 
around 10 per cent, while others rose 10 per cent.3 Divergences of +/–5 per 
cent are typical. Very similar results apply to the USA.4 This implies that 
differentials between fastest-rising and slowest-rising regions of more 
than 10 per cent, and in extreme cases as much as 20 per cent, might well 
be a natural refl ection of adjustments that are quite normal within a single 
currency area and do not necessarily imply unsustainable divergence.

In Figure 12 we re-present the euro zone data for unit labour costs in 
a different way.5

3 S. Dullien and U. Fritsche, ‘How bad is divergence in the Euro-Zone? Lessons from the 
United States of America and Germany’, University of Hamburg Department of Eco-
nomic and Politics Discussion Paper 5/2006, 2006, Table 1: ‘Relative nominal unit la-
bour costs in the German Länder’. See http://www.eabcn.org/research/documents/
Dullien_Fritsche.pdf.

4 Ibid., Table 6.
5 Note that here we compare unit labour cost trends with those of Germany, thus with the 

Figure 12 Degree of internal devaluation required to return unit labour 
costs to German levels, %
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In constructing this fi gure, we assume that as at 1999 (i.e. at the 
commencement of the euro) competitiveness differentials were sustain-
able, given that they had arisen during a period of separate currencies. 
During the period of the euro, there has been divergence in unit labour 
costs relative to this starting point. As can be seen, unit labour costs in 
Ireland rose more than 30 per cent relative to those in Germany (peaking 
in 2008) and are still around 17 per cent higher than their 1999 relative 
level. Italian divergence was much less at peak (20 per cent, again in 
2008) but still signifi cant.

This fi gure suggests that Ireland required a very large internal 
devaluation as at its 2008 peak, but that much of this has already been 
achieved. Spain appears to have achieved the second-largest internal 
devaluation so far, starting as the second-most overvalued (after 
Ireland), and now has less additional internal devaluation to achieve 
than Italy, Portugal or Greece. Greece, despite its deep and protracted 
recession and despite the efforts of its fi scal consolidation so far, has 
struggled to deliver nearly so great an internal devaluation as Ireland 
and Spain. Italian and Portuguese labour has become somewhat more 
expensive over the lifetime of the euro, relative to Germany, and has 
fallen back but probably has farther to go.

As noted above, though these fi gures suggest that there may be further 
need for internal devaluation, they should not be taken as implying that 
internal devaluation must continue until the differential is zero. The largest 
within-currency-area relative deviations of around 20 per cent involved 
relative costs in some regions falling, relative to the average, by around 10 
per cent, while those in others rose, relative to the average, by around 10 per 
cent. Of course, although relative movements of up to 20 per cent might 
occur even within long-established currency areas, that does not mean 
that such large movements are sustainable over the long term. Perhaps, 

slowest-rising region of the euro zone, not with the euro zone average. Note also that by 
‘German levels’ we refer, as above, to the German post-1999 trend rather than to the ab-
solute level of unit costs – so costs would ‘reach German levels’ if they matched the same 
percentage change since 1999 as the percentage change in Germany.



t h e  e u r o  –  t h e  b e g i n n i n g ,  t h e  m i d d l e  …  a n d  t h e  e n d ?

112

therefore, the natural expectation should be that truly sustainable devia-
tions might be closer to the 10 per cent suggested as more typical within 
historical single-currency countries such as the USA or Germany.6

If we leave open the possibility that some deviation beyond 10 per 
cent might be sustainable and assume that relative devi ations of 10–15 
per cent could be possible while a situation close to equilibrium was 
maintained (as indicated by the shaded zone in Figure 12), it appears 
that there might potentially be a need for limited internal devaluation 
in Ireland (perhaps as little as 2 per cent) while further adjustment is 
probably required for Italy, Portugal and Spain (at least 3 to 8 per cent). 
The necessary adjustment for Greece is at least 6 to 11 per cent (and 
potentially much larger) – at least one and a half to three times as much 
as it has already achieved. As such, it is worth examining the question, 
how best is adjustment achieved?

Internal versus external devaluations
The advantages of exchange rate movements

When countries face fiscal crises that trigger IMF intervention, a classic 
package is to combine spending cuts with a large currency devalua-
tion, restoring competitiveness and allowing the economy to grow in 
domestic currency terms. Of course, in international money terms the 
economy contracts dramatically, but the process allows equilibrium to 
be achieved with relatively little unemployment, mitigating the social 
impacts and risk of disorder.

6 Additional caveats could be added here. The previous studies on Germany and the USA 
did not take as their starting point a situation where these single currency zones were 
new, so any change in competitiveness of regions could have been correcting for earlier 
changes or in addition to earlier changes depending on the direction of competitiveness 
changes before the beginning of these studies. Also, just because changes in competitive-
ness of the order of +/–10 per cent may be sustainable in particular cases, it does not 
follow that they are sustainable in the particular case of Germany and Greece (or other in-
debted countries). Furthermore, currencies were not freely floating before the euro zone 
was formed. It is likely, however, that unsustainable competitive disequilibria would have 
put unbearable strains on the fixed-rate system that preceded the creation of the euro.



 b e t t e r  o f f  i n ?

113

Without a currency devaluation, adjustment to the new equilibrium 
must be achieved by nominal prices and wages and asset values falling 
in the country concerned. This is often referred to as an ‘internal deval-
uation’ since it – eventually – achieves the same real-terms effects as a 
currency devaluation, but via internal price changes.

Internal devaluation is usually regarded as a more expensive way 
to adjust real-terms prices within a country relative to its trading 
partners for three key reasons. Firstly, it involves changing many 
prices rather than just one (the exchange rate). Thus, economists say 
it involves high ‘menu costs’. Secondly, prices are often believed to 
be ‘sticky downwards’ – that is to say, it is easier to raise prices and 
wages than to cut them. In an internal devalu ation, prices and wages 
may need to fall in nominal terms. This can be challenging to achieve, 
and may involve strikes and riots and other expensive consequences 
which are likely to make the situ ation worse. Furthermore, the reduc-
tion in internal prices may be achievable only via unemployment and 
company failure, leading to the cost of resources being idle. Thirdly, 
in respect of domestic currency loans from one citizen or institution 
of a country to another, an external devaluation leaves loan burdens 
fairly constant – the real value of loans falls (in international currency 
terms) but the real value of wages in international currency terms also 
falls. When there is an internal devaluation, the burden of debts, even 
from one citizen or institution to another, rises because wages fall, but 
already accumulated debts remain the same. That means there can be 
more defaults in an internal devaluation, creating additional costs of 
bankruptcy.

It is well established that exchange rate adjustments allow the 
absorbing of shocks with lower variance in consumption (smaller reces-
sions) than internal devaluations.7 Of course, the question of whether 
maintaining a fixed exchange rate induces superior policy responses in 

7 For example, see M. Devereux and C. Engel, ‘Fixed vs floating exchange rates: how price 
setting affects the optimal choice of exchange rate’, NBER Working Paper 6867, 1998, 
http://www.nber.org/papers/w6867.pdf.

http://www.nber.org/papers/w6867.pdf


t h e  e u r o  –  t h e  b e g i n n i n g ,  t h e  m i d d l e  …  a n d  t h e  e n d ?

114

other respects (such as inflation control) than floating rates is another 
matter discussed below.8

Balancing short-term gains against the loss of long-term reform

The question is, to what extent might floating exchange rates have 
helped to absorb the shocks to the countries which are now in difficul-
ties. Applying the model of Devereux and Engel suggests that floating 
exchange rates could have mitigated losses in GDP, in real domestic 
terms, of around 5–9 per cent (in some cases by preventing GDP 
from having risen that far above trend in the first place).9 It should be 
observed, however, that for some member states in the euro zone (for 
example, Ireland) the bulk of these losses have already been taken – so 
further gains from exiting the euro might be limited. In other cases, 
where GDP had already risen well above sustainable levels, GDP must 
fall (the country must become poorer) – the only question is how.

On the other hand, there would be significant long-term conse-
quences and risks for countries exiting the euro. In the first instance, for 
some euro zone members (especially Greece and Cyprus), their member-
ship of the euro is deeply connected with the country’s long-term geopo-
litical and cultural positioning. In the case of Greece, euro membership 
is widely regarded as defining whether Greece is to be a Western country 
like France or Italy, or a Balkans country like Albania and Serbia, or 
even an eastern Mediterranean country like Turkey, Syria and Egypt. 
Furthermore, the process of exit itself presents considerable challenges, 
discussed in other chapters.

Assuming that the mechanics of exit could be managed, and focusing 
on economic issues, it is possible that exiting the euro and devaluing could 

8 For example, see J. Aziz, ‘Fixed or flexible? Getting the exchange rate right in the 1990s’, 
IMF Economic Issues no. 13, 1998.

9 The author would be happy to explain these calculations to correspondents. The argu-
ment from the paper is technical. Given the well-known capacity of floating exchange 
rates to absorb economic shocks when there are sticky prices, however, this out-turn does 
seem reasonable.
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create a buffer, allowing exiting countries an opportunity to implement 
structural reforms. But it is also possible that devaluation could be a short-
term expedient allowing exiting countries to avoid structural reforms. The 
consequence of weaker euro members exiting and devaluing could be a 
build-up of pressure for further decline in exchange rate values and relaxa-
tion into accepting a steady decline in wealth relative to their neighbours – 
with higher inflation, lower competitiveness and lower real growth. A key 
potential benefit of the euro was that it was supposed to eventually force 
countries to face up to the need for structural reform and fiscal discipline 
in ways that domestic politics had struggled to achieve, and to manage 
inflation better than domestic policy anchors had been able to achieve 
before. On this account, to exit the euro now would be to surrender at 
what might be a moment of victory.

An alternative possibility is that some exiting countries could benefit 
from hanging on inside the euro until the last minute, and then leaving. 
The analogy here is with the analysis sometimes offered in relation to 
the UK’s experience of the ERM. The common tale with regard to the 
ERM is either that the UK should never have joined or that it joined at 
the wrong parity, and so suffered from its membership, with growth 
occurring on exit. But there is a school of thought according to which UK 
membership of the ERM served its purpose of crushing the last vestiges 
of the UK’s inflationary presumptions of the 1970s and 1980s, and that 
exit occurred at precisely the right moment – when growth could occur 
without inflation.

In an analogous way there might be a school of thought according to 
which some euro zone members would have gained all the key politico-
cultural benefits of euro membership (in terms of inducing an appetite 
for structural reform, fiscal discipline and low inflation) and thus that a 
euro exit would not now produce the inflation and retardation of struc-
tural reforms often feared.



t h e  e u r o  –  t h e  b e g i n n i n g ,  t h e  m i d d l e  …  a n d  t h e  e n d ?

116

What has been the past currency experience of euro 
members when addressing deficit and debt issues?

A common policy package, when delivering significant fiscal adjust-
ments, is to combine fiscal tightening with monetary loosening. Such 
monetary loosening would be expected to be associated with depre-
ciation in the exchange rate more rapid than trend.10 It is of interest to 
consider how, for euro members, fiscal adjustments in the past have 
been associated with exchange rate movements. In Figure 13 we compare 
changes in fiscal balances versus changes in exchange rates, for a selec-
tion of countries, in the period before the euro.

For Belgium we see that for most of the period there was fiscal tight-
ening (in 1981 Belgium had a deficit of more than 15 per cent of GDP, 
which dropped gradually and continually to a little over 2 per cent by 
1997) and fiscal tightening was associated with exchange rate weakness. 
For Greece the early 1980s and the 1990s had the expected pattern, but 
the late 1980s to early 1990s saw much less exchange rate movement 
than the average of the period as a whole.

From the late 1980s and through the 1990s, Spain had the expected 
pattern (when the deficit is falling the exchange rate weakens more than 
usual, and vice versa) but, through most of the 1980s, there was no such 
correlation.

For Ireland, the early 1980s, early 1990s and the late 1990s show the 
expected pattern – other periods do not.

Portugal shows the expected pattern for almost all of the period.
For the period for which we have data, Italy does not show the 

expected pattern.
Thus in Belgium, Ireland, Greece and Portugal it has been normal for 

exchange rate movements to be significantly correlated with changes in 
the deficit. It is worth noting, however, that exchange rate depreciation 
versus the Deutschmark was much less for Belgium and Ireland than 
for other countries in our sample (indeed, for an extended period in the 

10 A fiscal tightening could, itself, contribute to an exchange rate depreci ation if lower capi-
tal flows from abroad were necessary to finance government borrowing.
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Figure 13 Correlation between changes in fiscal balance and changes 
in exchange rate

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30NB: the left-hand axis is percentage movement in the currencies’ exchange rates versus the Deutschmark, 
from the year indicated to the following year, relative to the average movement in exchange rates for the 
period 1981–98. The right-hand axis is the change in the fiscal balance as a percentage of GDP. When the 
columns are on opposite sides of the horizontal axis, this means that a reduction in the deficit was 
associated with a relatively weak period for the currency, or vice versa. When columns are on the same side 
of the horizontal axis, this is not so.
Source: Europe Economics analysis on Federal Reserve and IMF data

Change in fiscal balance (% of GDP)

Change in exchange rate vs DM relative to underlying change, 1981–2003

1982
1984

1986
1988

1990
1992

1994
1996

1997
–400

–300

–200

–100
0

100

200

300

400 4

3

2

1

0

–1

–2

–3

–4

4

3

2

1
0

–1

–2

–3

–4

4

3

2

1

0
–1

–2

–3

–4

4

3

2

1
0

–1

–2

–3

–4

4

3

2

1
0

–1

–2

–3

–4

4

3

2

1
0

–1

–2

–3

–4

1981
1983

1985
1987

1989
1991

1993
1995

1997
–400

–300
–200
–100

0
100

200
300

400

1981
1983

1985
1987

1989
1991

1993
1995

1997–6000

–4000

–2000

0

2,000

4,000

6,000

1981
1983

1985
1987

1989
1991

1993
1995

1997–400

–300
–200
–100

0

100
200
300
400

Belgium (1982–97) Greece (1981–97)

Spain (1981–97) Ireland (1981–97)

Portugal (1986–97) Italy (1988–97)

1986
1988

1990
1992

1994
1996

1997
–400
–300

–200
–100

0
100

200
300
400

1988
1990

1992
1994

1996
1997

–400
–300
–200

–100
0

100

200
300
400



t h e  e u r o  –  t h e  b e g i n n i n g ,  t h e  m i d d l e  …  a n d  t h e  e n d ?

118

early 1980s the punt actually appreciated versus the mark). The average 
annual depreciation for the Belgian franc was a little over 1 per cent per 
annum and for the punt a little under 1 per cent per annum. For the 
escudo average annual depreciation was about 7.5 per cent and for the 
drachma nearly 9 per cent. Thus, although there has been correlation for 
Belgium and Ireland, it has been much less material than for Greece and 
Portugal. For Spain and Italy it is much less clear that their economies 
would naturally require depreciation to accommodate fiscal tightening.

A fiscal transfer union, but not a debt union

Since the euro was first proposed, it was recognised that for it to 
function there would need to be significant fiscal transfers as there are 
within other currency unions. Such transfers limit the degree to which 
competitiveness differentials must be dealt with by internal devalua-
tion or labour mobility. They thus increase the political sustainability 
of a currency union, by allowing regions of the currency union to avoid 
or limit periods of high regional unemployment which are often associ-
ated with internal devaluation or large population movements as people 
abandon regions with low competitiveness.

Most commentary on the euro zone crisis recognises the need for 
such fiscal transfers or ‘fiscal union’. Discussion of the meaning of a 
fiscal union is confused, however. Most commentary has fixated upon 
the idea that a fiscal union implies sharing past debts. Not only is the 
sharing of debts not the only kind of fiscal union, but it would not help 
with the euro’s structural flaws and would actually make things much 
worse.

In a fiscal union, such as the UK or the USA, taxes are set centrally 
and then transfers are made to help out regions. For example, every year 
folk in London pay taxes so that money can be sent to Liverpool, raising 
the wealth of Liverpudlians above that which they would deliver for 
themselves. Such regional transfers are absolutely necessary if the euro 
zone is to survive and flourish. German taxpayers will have to pay taxes, 
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every year, so that money can be sent to Spain and Italy to make the 
Spanish and Italians wealthier than they would deliver for themselves.

Such regional transfers within the euro zone would not involve 
any profound departure of principle from current and past policy. 
At present, every year, there are about 760 billion of ‘structural and 
cohesion funds’ paid from wealthier parts of the EU to less wealthy 
parts. To make the euro zone work that amount would have to rise, but 
probably not by more than around 720–740 billion. An additional 
720 billion would, for example, raise the output of Italy and Portugal 
by around 1 per cent.

What does not happen in other currency unions – and what would 
not be necessary or appropriate or even helpful for the euro zone, either 
– is for wealthy parts of countries to guarantees debts raised in less 
wealthy parts. The Greater London Authority does not guarantee the 
debts of Liverpool City Council, for example. And no one would suggest 
that doing so is necessary for the ‘sterling area’ to function. Indeed, quite 
the opposite – if London did guarantee the debts of Liverpool, that could 
be quite destabilising to the sterling area. For in that case Liverpool 
City Council would have incentives to overspend and over-borrow and 
under-tax – imposing a burden on Londoners that they might not feel 
happy bearing. This is the problem often described as ‘moral hazard’. 
The guaranteeing of debts is likely to lead to governments (whether 
local governments in the UK or national governments in the euro zone) 
spending more and borrowing more than would otherwise be the case.

A similar scenario exists when people visiting a restaurant decide 
to split the bill. When we each pay for our own dinner at a restaurant, 
we decide what we want to eat, bearing in mind the cost to us of our 
choices. Similarly, when the government of an individual member state 
of the euro zone or an individual local authority within a country (such 
as Liverpool City Council) pays interest on its own debts, it decides how 
much to spend and borrow (and how much to bear the political costs 
involved in reforming labour markets and other parts of the economy 
in ways that promote growth), bearing in mind the cost of its choices. 
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But when diners split the food bill in a restaurant, or the governments of 
the euro zone split the interest cost bill in a debt union, those incentives 
change because we do not face the full cost of our decisions. In a restau-
rant, this can be referred to as the ‘lobster problem’ – everyone ends up 
ordering the lobster.

How significant is this lobster problem? This question was addressed 
in a well-known academic study in the Economic Journal in 2004.11 The 
authors conducted experiments with diners (strangers to one another), 
some of whom paid individually while others split the bill. Those that 
split the bill spent about 36 per cent more than those that paid indi-
vidually, while if someone else paid the bill well over twice as much was 
spent.

Conversely, in order to mitigate the risk of such an overspend, 
Londoners might demand oversight of Liverpool City Council’s spending 
and taxation decisions, impinging on the democratic process of Liver-
pudlian elections. This can be termed the ‘vassal problem’. A recipient 
region becomes the vassal of the debt- guaranteeing region.

Since neither side would be happy with that arrangement, there 
would be a natural tendency for both to want to break up the sterling 
area to get away from the arrangement.

What is true for Liverpool and London is all the more true for 
Germany and Italy. It is not a necessary part of any fiscal union between 
Germany and Italy that Germany guarantees the debts of Italians. If they 
were to do so, that would destabilise the euro and create incentives for 
both Germany and Italy to leave.

This is an even greater problem when the debts in question are not 
currently arising debts, but debts that were in place before the euro 
even existed. It is simply absurd to say that it is somehow integral to 
the functioning of the euro that Germany must accept responsibility for 
trillions of euros of debts incurred before it even existed. And it also 
would not help, because the reason Italy has a problem with its debts 

11 Gneezy, Haruvy and Yafe, ‘The inefficiency of splitting the bill’, 2004.
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is that its growth rate is low. The main driver of low Italian growth is 
not high debt, but low competitiveness within the euro. That funda-
mental problem would simply reassert itself, given enough time, even if 
Germany were to pay all Italy’s debts off and even if (mirabile dictu) Italy 
were not to overspend if someone else were picking up the tab.

For the euro to function there needs to be fiscal union, which 
does not mean debt pooling. It means year-on-year transfers from 
high-growth regions of the euro to low-growth regions, offsetting the 
competitiveness and balance of payments issues that would otherwise be 
addressed via currency depreciation.

conclusion

This chapter has argued that balance of payments issues within the euro 
zone should primarily be seen as the symptom of other issues:

• Some degree of natural shifts in relative competitiveness within the 
euro zone of the sort that has occurred in the past in other currency 
unions, such as the dollar and the Deutschmark.

• Mistaken assumptions about the relative future growth and stability 
of different euro zone regions.

• Unsustainable debt accumulation policies of governments.

We have seen that internal devaluation is likely to be an expensive 
mechanism, in GDP loss terms, for achieving sustainable competitive-
ness, debt and balance of payments positions, compared with the alter-
native of currency depreciation, but that, for some member states of 
the euro, their geopolitical status is bound up with euro membership. 
For other member states, euro membership was intended to discipline 
policymaking. Hence euro departure would, for some countries, involve 
considerable medium-term policy risks, even if the considerable chal-
lenges of the transition itself could be met.

Furthermore, some euro members have already made considerable 
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progress down the internal devaluation path and have already borne a 
significant element of the associated GDP costs. This means that depar-
ture at this point may be of less benefit than would have perhaps been 
the case in, say, 2009. Not all euro members are in the same position 
with respect to past experience in achieving internal devaluations and 
correcting government deficits without accelerated currency deprecia-
tion. During the 1980s and 1990s, Italy and Spain, in particular, did not 
tend to experience accelerated currency depreciation in periods of fiscal 
consolidation.

Over the longer term, it is likely that competitiveness and balance 
of payments issues within the euro area will, if the area is to survive, 
need to be mitigated by larger and more specific fiscal transfers than the 
present system of structural and cohesion funds. Such a system of fiscal 
transfers should, however, if it is to be useful, be focused upon regular 
and sustained future flows of funds, not the guaranteeing of debts accu-
mulated before the euro even existed – a process that is in no way neces-
sary for the successful functioning of currency unions and which would 
risk destroying the euro area altogether.


