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The eurozone’s troubles are not over yet
Economic confidence in the eurozone has steadily improved 
since the summer of 2012, when Mario Draghi first con-
firmed the European Central Bank will “do whatever it takes” 
to save the euro.

Despite the significantly calmer sovereign risk, however, 
public debt ratios continue to rise rapidly – particularly 
in the southern periphery – due to high fiscal deficits, low 
growth, weak inflation and a clear disparity between long-
term interest rates and growth rates. Securing fiscal solvency 
has therefore become incredibly difficult for Spain, Italy, 
Portugal and Ireland.

That said, the deterioration of these countries’ fiscal situa-
tions has not led to penalties from the 
financial markets – in fact sovereign 
risk premia continue to fall. To a large 
extent, this is because investors believe 
that other eurozone countries, or the 
ECB, will help if required.

Such has been the dynamics driving 
the market since the eurozone crisis 
began in 2009 – when the European 
Union and International Monetary 
Fund first introduced bailout loans, 
fiscal austerity and structural reforms 
to those countries burdened with 
unsustainable levels of public and pri-
vate debts. This was despite the fact that – for most of these 
economies – it was not a liquidity crunch but a solvency 
problem. 

Regardless, future institutional assistance could involve 
loans from the European Stability Mechanism (ESM), or the 
ECB’s Outright Monetary Transaction (OMT) programme. In 
both cases, it clearly involves a mutualisation of eurozone 
public debt. The ESM can grant loans to countries by raising 
funds guaranteed from all member-countries. Of course, the 
ECB only buys a country’s government bonds if it knows (in 
the event of a loss) it will be compensated by other European 
countries. Therefore, any use of the OMT would be a mutu-
alisation of risk.

THE MECHANISMS OF 
MUTUALISATION 
It is only when the eurozone as a whole is fiscally solvent, 
however, that the mutualisation of risk between eurozone 
countries will have a positive effect. If the eurozone is not 
solvent, mutualising debt has no added value. 

The major risk, then, is not that a few eurozone countries 
may be fiscally insolvent, but that the eurozone as a whole 
may be. 
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To test this, we looked at the differential between long-
term interest rates and growth rates for the eurozone as a 
whole, its debt ratio and its primary fiscal deficit. In addition, 
we calculated the gap between the primary fiscal surplus 
that could ensure the stability of the public debt ratio and 
the actual primary surplus or deficit of the eurozone as a 
whole.

We found that the eurozone’s primary fiscal surplus would 
need to have improved by 2% of GDP in 2013 to be fiscally 
solvent, which takes into account the trends in productivity, 
price rises and growth in the working-age population. In 
addition, the eurozone’s nominal potential growth would 

need to be 1.3% higher per year to 
ensure the region’s long-term fiscal 
solvency. 

THE DISPARITY 
BETWEEN THE NORTH 
AND SOUTH
Beyond this, the economic and finan-
cial divergence between the northern 
and southern eurozone is worsening.

This heterogeneity – and the 
resulting income gap – may lead to a 
situation where something “breaks”, 
with the extreme case being the break-

up of the eurozone. Or, given the contraction in tax bases in 
the southern eurozone and slowly recovering growth (which 
could pave the way for a fall in public debt ratios), these 
countries could default on their public debt.

Finally, the northern eurozone countries may at some 
point simply refuse to implement solidarity and a sense 
of federalism and, consequently, snub debt mutualisa-
tion. Although these risks are unlikely to take effect in the 
medium-term, they should certainly be considered as a pos-
sibility somewhere down the line.

The eurozone taken as a whole must therefore be com-
pletely fiscally solvent. If this is not the case, mutualisation of 
debt or risks between eurozone countries is not credible. As 
a result, investors should not believe that countries that are 
individually insolvent can be saved by mutualisation, in one 
form or another. 

Indeed, the figures we mention above prove this: to ensure 
the eurozone’s fiscal solvency, the primary fiscal surplus 
would need to be improved by 2% of GDP. And to ensure the 
eurozone’s fiscal solvency in the medium-term, a potential 
growth rate in excess of 1.3% would be needed per year. Of 
course, the issue then becomes if such figures are feasible or 
not.  ■
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