


Twin crises in Europe

• Balance of payments crisis (flows)

• External debt crisis (stock)

In a single currency area (or, impossibility of 
managed devaluation)

Alternative: public debt restructuring + systemic 
bank resolution (without external assistance)



Two Stories: ECB ‘Credibility’ or ‘the Greatest 
Moral Hazard Trade in Human History?’







Versailles agreement after WWI 

Reparations of 269 billion marks, for 42 years, 200% of GDP

2 debt restructurations: 
1924 Dawes plan, 
in 1929 by Young; 

Young and Dawes proposed linking payments to growth, 
Europeans did not support, but conceded; US accepted that 
payments reduction would reflect in diminishing payments for 
war debts towards the US
(but a foreign agent general with powers to enforce the 
agreement, priority for investors in the Dawes Loan; the gov
should balance the budget including reparations)
Finally, a reparations moratorium was announced by Hoover



Keynes at Bretton Woods

International Clearing Union (with a 
currency, the “bancor”, all world 
trade in bancors) – correcting the 
balance of payments

Large supply of credit for deficit 
countries

Incentives for countries with 
surplus to expand domestic 
aggregate demand



Bail-outs during the crisis

• Comparable to IMF’s “structural adjustment 
programs” with no devaluation

• Instead, internal devaluation

• + privatization

• + structural change in flexibility of labor, or 
wage and working hours flexibility



Debt everywhere



No credit





The Draghi Plan

Quantitative Easing: 
Monetary emission 
for 1 to 2 trillion euros 
for the purchase of 
financial assets, 
including public debt 
(in the secondary 
market)



Why is the Draghi plan insufficient?

• 1. It is temporary (and what about the large 
account in the ECB?)

• 2. It failed to deliver on investment.

• 3. It created a wealth effect and augmented 
the flow of liquidity in the stock market, thus 
generating bubbles

Then,

Debt restructuring is required.




