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What next for the Eurozone?  



Credits 

Present work joint with Euro-nomics economists: 

Markus Brunnermeier, Luis Garicano, Philip Lane, Stijn Van Nieuwerburgh, 

Marco Pagano, Ricardo Reis, Tano Santos and Dimitri Vayanos (2011) 

"European Safe Bondsò, The Euro-nomics Group, www.euro-nomics.com. 

 

And with INET Euro-Council: 

Patrick Artus,  Erik Berglof,Peter Bofinger, Giancarlo Corsetti, Paul De 

Grauwe,Guillermo de la Dehesa, Lars Feld, Jean-Paul Fitoussi, Luis 

Garicano, Daniel Gros, Kevin O'Rourke, Lucrezia Reichlin, Hélène Rey, 

Andre Sapir, Dennis Snower, Hans-Joachim Voth, Beatrice Weder di Mauro 

 

And with Jesus Fernandez-Villaverde, Tano Santos (Forthcoming) 

http://www.euro-nomics.com/
http://www.euro-nomics.com/
http://www.euro-nomics.com/


ñSpain raised ú7bn through a successful bond sale on 
Tuesday, providing a welcome fillip to the embattled 
eurozone country and underscoring a seismic shift in 
investor sentiment towards Spain and the blocôs 
periphery. 

 

Bankers on the deal said investors placed orders of 
almost ú23bn for the 10-year bond sale ï the most in 
Spainôs history according to officials, who hailed it as an 
endorsement of their handling of the countryôs crisis.ò 
 

FT, January 22, 2013 

http://www.ft.com/indepth/spain-financial-crisis
http://www.ft.com/cms/s/0/a77122ce-5f35-11e2-8250-00144feab49a.html


A strange moment 

Å Positive market sentiment 

ï ñDonôt stand in the way of a committed central bankò 

ÅNow we have a lender of last resort 

ïFor states (OMT) 

ïFor banks (LTRO) 

 

Å And yet, crisis is far from over 

ï Persistence of financial boom 

ÅLeverage/debt overhang  

Åinstitutional damage 

ÅIncorrect price signals: Dutch disease 

ï Politics without growth 

ÅBreakdown of Spain 

ÅOf Eurozone 

ÅOf Europe (UK) 



Plan of the talk 

1. A crisis of governance 

 

2. Can peripheral countries grow again? The case of Spain 

 A host of legacy problems 

 And an unreformed economy-credit boom caused institutional 
 deterioration apart from debt overhang 

 

3. A road map for the Euro 

 ECB intervention: necessary but not sufficient 

 Banking union SSM: good news, but nothing for current crisis 

 The crucial issue of legacy debt (INET) 

 A joint asset without joint liability (Euro-nomics) 

  
 



A CRISIS OF GOVERNANCE 

1. The problem 



Euro Design Problem  

 

Å Raising monetary policy to a supranational level while maintaining fiscal 

policy and banking supervision at the national levelï credit bubbles 

 

Å Giving up national-level control over the money supply exposes members of 

a currency union to rollover crises 

 

Å Giving up exchange rate adjustment exposes members of the currency 

union to painful and long adjustment processes in the case of real 

overvaluation 
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Contagion due to diabolic loop ï ñtwin crisisò 

 

 

 

 

 

 

 
Banks need safe asset for transactions  

Ğ Trigger 

ÀBank insolvency 

(Ireland, Spain) 

ÀPublic debt / slow growth 

(Greece, Portugal, Italy) 

 

Diabolic Loop 



A crisis of governance: Euro Governance 

An incomplete monetary union 

Å Well known flaws to those who put it in place (Delors report) 

Å A method to this madness 

ï Bike metaphor  

ï Overreach on purpose, leave an incomplete construction, advance step 

by step by step (Coal and Steel-EC-EU-EMU) 

ï A political objective: tie Europe together, Germany to France, irreversibly, 

to accept the growing asymmetry in sizes and power 

ÅSHOULD NEVER UNDERSESTIMATE GERMANY AND FRANCE 

COMMITMENT TO EUROPE IDEA 

Å But obvious solution, real EMU, seems out of reach 

ïHow much is enough? Will answer this during talk 



Long term growth consequences 

ÅNormally think of persistence of credit boom 

through:  

ïdebt overhang and  

ïgovernment budget (waste) 

 

ÅOther channels are important  

ï(Fernández-Villaverde, Garicano, Santos (2013) 

ÅLike in a resource curse, price signals wrong, led to increase 

in drop out rates, drop in human capital 

ÅInstitutional deterioration that follows boom 

 



Political Credit Cycles  
(Fernández-Villaverde, Garicano, Santos, 2013) 

Credit 

boom 

Institutional 

Deterioration 

Add fuel to the fire 

Å Interest groups for real estate and finance (e.g. cajas) 

stronger  

Å Abandon reforms 

Å Corruption 

Å Postpone and weaken response to boom 

Å Soft budget constraint  

Å Signal extraction 

Å Monitoring deteriorates (Worse 

selection and incentives) 

 

 



A crisis of governance: Countries 

Weak, unreformed institutions 

Å Unreformed economies: Structural reforms as necessary today as in 2000 

Å Euro credit boom allowed to postpone inevitable reforms 

ïGreece: already at 100% Debt/GDP in 2000 

Åñurgentò 1950s pension reform proposals rejected in 2001 

ï Portugal: stagnation 

ÅGDP in 2012 lower than in 2001! (Spain plus 17%) 

ï Spain: no TFP growth 95-07, jobs created in construction 

ï Ireland: catch up phase exhausted by 2000 (Honohan and Walsh, 2002) 

 



SPAIN: PERSISTENCE THROUGH 

DEBT, INVESTMENTS AND 

INSTITUTIONS 

2. A Case Study 
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Demand 

Å Spaniards traditionally have had their savings in real estate (second, third home ñfor 

the kidsò) After wars, inflation and defaults, strong prior that bricks are the only safe 

assets 

Supply 

Å Large pool of unskilled unemployed workers 

Å Institutional set up , with easy temp contracts, conducive to low skill segment 

Financing channel 

Å Tiny margins (generally Euribor plus .25%) due to brutal competition from Cajas 

deregulated, growing out of their home territories 

Å Only willing to make loans with collateral é RRE and CRE which can securitize in 

large, liquid, well functioning covered bond markets (like MBs but with recourse) 

Å Cajas/Developers/Regions one and the same 

ï Zoning rules allow town level use changes 

Cheap Financing, Directed to What? 



Financing Channel:  

The Cajas 

Å Transition to democracy: Parties, Trade Unions created from above, without 

participation from society  

ïCentralized power structure, controlled from center which dispenses 

favors 

ï Then decentralization (Regions) created from above without any 

demand from most regions (reaction to Catalan and Basque dem 

Åserves to create a gigantic patronage system, colonizing regional 

governments, Universities, and.. 

Å Cajas: originally small, provincial 

ï Deregulated post 1992 (Single Market) 

ï But had easy access to money with EMU 

ïUsed, in many cases, as regional development banks, favor bank,  

 

 

 



Share of loans 

Source: Bank of Spain 



Garicano and Cunat, 2010 
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Construction and CRE 

Source: Bank of Spain Data, Beltran Garicano et al. (2010) Fedea McKinsey 

Report 
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 (1) Competitiveness, productivity, growth: 

reverting skill biased tech change  

 

(2) Deficit: tricky political economy 

 

(3) Banks stuck with bad assets 

Long-Term Consequences 



REAL GDP Labor  Capital TFP 

FUENTE: EU KLEMS 

Contribution  to GDP 
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Human Capital Investments 

Å What is unusual of Spanish disease is distortion in human capital 

investment decisions 

ï Bubble (sun and bricks) investments require very little human capital 

 

Å Wage signals encourage dropping out of school 

ïHuge share of Ni-Nis (no job, no education) 

ïGreat difficulty in solving employment dilemma.  



Wage Premia 

Source: NadaEsGratis: ¿Vale la pena estudiar? (VI) La inusual caída de la ganancia salarial resultante de la  

educación avanzada, Garicano, Felguero, Jimenez, 9/12/2010 

 



Very Unusual!! 

Source: Bonhome and Hospido March 2012, WP 

Princeton 19/4/2012 

 



Large Growth of Labor Prices and Quantities  

in Construction 

Source: Bonhome and Hospido March 2012, WP 



High School Dropouts 

NadaEsGratis: Alerta Roja Generación Ni-Ni: 750,000 jóvenes ni estudian ni trabajan ( Florentino Felgueroso y 

Luis Garicano) 30/09/2010 

 



Evolution of Dropout Rate 

NadaEsGratis: Alerta Roja Generación Ni-Ni: 750,000 jóvenes ni estudian ni trabajan (De Florentino  

Felgueroso y Luis Garicano) 30/09/2010 

 



With Little / No Public Deficit To Start With 

30.0

32.0

34.0

36.0

38.0

40.0

42.0

44.0

46.0

48.0

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Expenditure

Revenue

Eurostat 



Political Economy: Pensions First! 
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Regions Account for Large Share  

of Expenditure 



Institutional issues 

Å Institutions badly damaged by the bubble 

ï Build a regional state under no budget constraint 

ÅPopulism 

ÅNo sense of costs 

Å Now: reform without reformers 

ï E.g. Spanish SEC appointment, public TV appointment 

 

Å Outright corruption: over the last 4 months, huge financing scandals for 

ï Top of Catalan Nationalist party 

ï Top of Popular Party 



Large Housing Inventory (Upper Bound*) 

(Thousands) 2004 2005 2006 2007 2008 2009 2010 

Finished Housing 
Units 564 592 659 647 632 424 276 

Sales 295 336 410 412 333 241 200 

Unsold 269 255 248 235 299 183 76 

Inventory 269 524 772 1007 1306 1489 1565 

NadaEsGratis: El mercado inmobiliario: ¿de dónde saca el ministerio evidencia de mejoría? 

by LUIS GARICANO on 19/05/2011 

*Unaccounted sales are promotions for own use or in cooperatives 



Gigantic Housing Stock 

US 12 months 

Lusi Garicano, NadaEsGratis: El mercado inmobiliario: ¿de 

dónde saca el ministerio evidencia de mejoría? (19/5/2011) 

 

Spain: 100 months? 


