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 The narrative of crisis management in the Euro area has two dimensions: 
first, designing new institutions for the next steady state (EMU-2); and 
second, dealing with the national legacy problems, some of which were 
there at EMU’s launch and some of which arose during the first decade of 
the monetary union’s life.

 It is critical to understand that Germany’s approach—and Germany is 
largely determining how the crisis is being managed—is that national 
legacy problems have to be sorted out at the national level before further 
steps of integration—which involve meaningful amounts of risk and burden 
sharing—can be taken.

 This creates the image of a set of journeys of national level adjustment. 
Some of these journeys are simply unwinding imbalances that built in the 
first decade of EMU, while some will take countries to completely new 
destinations. The key question is: where are we in these journeys of 
adjustment. In this report, we examine the journeys in terms of sovereign 
deleveraging, competitiveness adjustments, household deleveraging, bank 
deleveraging, structural reform, and national level political reform.

 In some areas, quite a lot of progress has been made. In other areas, the 
adjustment has barely begun. Putting it all together, we would argue that 
these national level adjustments are about halfway done on average. 

 This approach to crisis management has had a huge impact on the macro 
economy, depressing overall performance and widening the degree of 
dispersion. At first blush, to say that we are only halfway along these 
journeys seems very depressing: the region could not tolerate another three 
years like the last three. But, ongoing adjustment does not mean ongoing 
recession. What matters is how the various headwinds buffeting the real 
economy change. Our judgment is that the headwinds will fade even though 
adjustments will be ongoing.

 We anticipate that the region will return to growth. But, without a much 
more aggressive central bank, growth will remain lackluster and the region 
will remain vulnerable to shocks. A 1%-1.5% growth trajectory is probably 
the best the region can hope for.

 At some point, the narrative of crisis management will change, and the new 
institutions for the next steady state will be rolled out. There are two ways 
this could happen: first, if the journeys of national level adjustment are well 
advanced; or second, if irresistible political and social pressure builds in the 
periphery. 

 Both of these are some way off. Thus, the region is likely to continue with 
the current narrative of crisis management for a while longer. In our view, 
discussions around the institution building for the next steady state will 
continue in parallel, but a meaningful shift to regional risk and burden 
sharing is unlikely to happen soon.
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The narrative of crisis management

Crisis management in the Euro area has evolved over the past three years, as the 
crisis itself has evolved. But, throughout, a key underlying theme has always been 
present: that the national legacy problems would have to be dealt with at the national 
level before the region would embark on further steps of integration which would 
involve significant risk/burden sharing. 

Many thought that the Cyprus bailout represented a sea change in the way the crisis 
was being managed. But, this was not true, in our view. Prior to Cyprus, Euro area 
sovereigns entering EU/IMF programs had to bear the burden of sovereign 
deleveraging, bank recapitalization and structural reform, themselves. This pattern 
continued with the Cyprus bailout, but with the extension that when the respective 
sovereign’s shoulders were not broad enough to bear the burden of recapitalizing its 
banks, bank creditors would be bailed in. The Cyprus bailout simply reinforced the 
message that national legacy problems would be dealt with at the national level.

Germany has always taken an inter-temporal perspective with regard to crisis 
management. It has been concerned that the more that burdens are shared ex ante, the 
less likely it is that appropriate adjustments will be made ex post. However, in order 
for Germany to ensure that its preferred approach to crisis management is followed, 
sufficient liquidity firewalls have to be in place to manage the financial market stress. 
Initially, this stress was dealt with by building fiscally-based liquidity hospitals for 
sovereigns (EFSF/ESM), alongside ECB liquidity support for banks. This approach 
became problematic as financial market stress moved to Spain and Italy in 2011, 
countries that are too big to be accommodated in the traditional kind of fiscally-based 
liquidity hospital. The OMT can be viewed as a solution to this problem. By stepping 
into the role of being the lender of last resort to sovereigns, the ECB removed the 
capacity constraint to ensure that sovereigns can always be funded. The OMT has 
allowed Germany to continue with its preferred approach to crisis management. 

In the early days of the crisis, it was thought that these national legacy problems 
were largely economic: over-levered sovereigns, banks and households, internal real 
exchange rate misalignments, and structural rigidities. But, over time it has become 
clear that there are also national legacy problems of a political nature. The 
constitutions and political settlements in the southern periphery, put in place in the 
aftermath of the fall of fascism, have a number of features which appear to be 
unsuited to further integration in the region. When German politicians and 
policymakers talk of a decade-long process of adjustment, they likely have in mind 
the need for both economic and political reform. 

The nature of crisis management has had a huge impact on the macro landscape. A 
greater bearing of the burden at the national level has weighed on regional growth 
and has generated a significant degree of intra-regional dispersion. It has also 
increased political tensions in the region. A critical question is whether the macro 
economy can improve even if the narrative of crisis management remains unchanged. 
We think that it can, but only to a limited extent. 

Many would argue that the burden of dealing with legacy problems cannot be fully 
borne at the national level, and that, at some point, crisis management will need to 
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change. This may be true. But, it is worth highlighting that there are some grey areas 
which are likely to be exploited increasingly over time, which will ease the path of 
adjustment: elongated fiscal journeys and the restructuring of official liabilities. As 
the crisis has unfolded, policymakers have increasingly focused on structural budget 
developments and have allowed the impact of automatic stabilizers to be fully 
reflected in headline budget numbers. Slower progress toward the ultimate structural 
fiscal objectives is also likely as time passes. Meanwhile, a restructuring of official 
liabilities will deliver debt relief and will ease the burden of debt servicing. This has 
already taken place for Greece, Ireland, and Portugal. More should be expected for 
these countries and also for Spain and Cyprus. 

Whether this proves to be enough for the national level adjustments to continue until 
they are completed remains to be seen. Critical will be the behavior of the ECB. In 
recent months, the ECB has been willing to tolerate more economic weakness and a 
lower inflation outlook, and more persistent problems with the transmission 
mechanism around the periphery. To the extent that the ECB’s response is only 
limited, the journeys will be correspondingly harder. A more dramatic response from 
the ECB would make the journeys of adjustment much easier. 

The idea of a journey

The requirement that national legacy problems are dealt with at the national level 
creates the image of a journey. Some of these journeys are about unwinding 
problems that built in the first decade of EMU, while others are about countries 
reaching completely new destinations. With this image in mind, the obvious question 
is “where are we in these journeys?” In the coming sections we examine this 
question for sovereigns, banks, households, real exchange rates, structural reform, 
and national political reform. For each of these we have in mind the idea of a journey 
from the worst point of recent years to some final destination. We then consider how 
much of the journey has been completed. The clear message is that considerable 
progress has been made. But, it is also evident that there is still a lot more to do. 

• Sovereign deleveraging—about halfway there.

• Real exchange rate adjustment—almost there for a number of countries.

• Household deleveraging in Spain—about a quarter of the way there in stock terms, 
but almost there in flow terms.

• Bank deleveraging—hard to say due to heterogeneity across countries and banks, 
but large banks have made a lot of progress.

• Structural reform—hard to say but progress is being made.

• Political reform—hardly even begun.

Taking everything together, we would argue that on average the region is about 
halfway there in terms of the journeys of national level adjustment. 
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The journey of sovereign deleveraging

It is reasonably easy to specify the journey for sovereigns because the fiscal compact 
lays out two medium-term fiscal objectives. For countries with a debt to GDP ratio of 
more than 60%, the requirement is that they establish a primary surplus that moves 
their debt stock down to 60% of GDP over twenty years. Otherwise, the fiscal 
objective is that the structural position should not be any greater than a deficit of 
0.5%. 

The adjacent table gauges how far countries are in this journey by considering the 
progress made since the most extreme deficit readings of recent years. Germany, 
Luxembourg, and Estonia are the only countries in the region that meet both fiscal 
objectives. Of the peripheral countries, Italy is furthest ahead in the journey, with 
75% completed. Other peripheral countries, including France, have generally 
completed less than half of the journey. These calculations may exaggerate the 
amount of progress regarding the debt objective, due to the simplifying assumption 
that average borrowing costs will equal nominal growth rates over time. While this is 
a reasonable assumption for sovereigns issuing domestic debt with their own central 
bank, it is not clear whether this will apply to peripheral economies in the Euro area. 
To the extent that average borrowing costs exceed nominal growth, the required 
primary surpluses will be larger. But, on the other hand, these calculations do not 
take into account the likelihood of further official debt restructuring for program 
countries. Official debt restructuring obviously makes meeting the debt objective 
easier, at least in a net present value sense, and it also makes meeting the structural 
deficit objective easier by reducing debt servicing payments. 

This analysis suggests that, if we exclude Germany, Luxembourg, Estonia, along 
with Austria and Finland who have almost fulfilled the conditions of the fiscal 
compact, the rest of the region has completed about half of the fiscal journey. 
However, this does not mean that growth in the next few years will be as weak as it 
has been in the past few years. Aside from the role of financial stress in creating 

Fiscal journeys in the medium term

% of GDP

2012
Distance still to 

travel

% of journey 

completed
2012

Distance still to 

travel

% of journey 

completed

Germany 0.3 0.0 100 2.6 0.0 100

France -3.6 3.1 45 -2.3 4.1 41

Italy -1.4 0.9 76 2.5 1.1 75

Spain -5.5 5.0 38 -4.5 6.3 44

Netherlands -2.6 2.1 42 -2.2 3.0 29

Belgium -3.0 2.5 26 -0.5 2.6 35

Austria -1.5 1.0 64 0.1 0.6 76

Greece -1.0 0.5 97 -1.0 6.8 58

Finland -0.7 0.2 0 -0.8 0.7 47

Ireland -7.4 6.9 26 -3.9 7.1 44

Portugal -4.2 3.7 55 -1.4 4.6 56
Structural balances for 2012 are from the European Commission spring 2013 forecast. The objective is that the structural position should be no greater than -

0.5% of GDP. The objective for the primary balance is based on achieving a debt to GDP ratio of 60% over a twenty year period, assuming that borrowing costs 

are equal to nominal growth. These calculations use peak debt levels from the European Commission spring 2013 forecast.  Primary positions for 2012 exclude 

one-offs worth 4% of GDP in Greece, 3.2% of GDP in Spain and 0.6% of GDP in Portugal. Source: European Commission and J.P. Morgan

Structural balance to get to -0.5% of GDP Primary balance to get debt to 60% of GDP
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macro weakness, the pace of fiscal adjustment is likely to slow as the region shifts its 
attention to generating growth and reducing unemployment. But, it does mean that 
fiscal austerity is likely to be a feature of the macro landscape in the Euro area for a 
very extended period. 

The journey of competitiveness adjustments

We have specified the journey for competitiveness adjustments by assuming that 
internal real exchange rates within the region need to return to the levels that 
prevailed at EMU’s launch. Essentially, this means that the appreciations seen in the 
first decade of EMU’s existence need to be fully unwound. It is possible that this 
objective is not ambitious enough; that is, that real exchange rates were misaligned at 
the start of EMU. But, it provides a reasonable metric as a starting point. 

The table below gauges how far countries are in this journey by considering the 
progress made since the most extreme misalignments of recent years. With the 
exception of Italy, where no progress at all looks to have been made, there have been 
significant real exchange rate depreciations around the rest of the periphery, with 
countries having completed 70%-100% of the necessary journey. 

The demand weakness that has helped to depress real exchange rates has also helped 
to narrow current account imbalances. Here we specify the journey in terms of 
achieving a current account balance. On this basis, significant progress has been 
made across the periphery. However, it is possible that this objective is not ambitious 
enough: that some of these countries need to generate current account surpluses in 
order to unwind the significant build-up of external liabilities that occurred during 
the period of large current account deficits. 

One caveat to this analysis is that these real exchange rate realignments and current 
account improvements have only happened due to extreme demand weakness, and 
that further adjustment is needed to ensure that these improvements are maintained 
when recovery occurs. 

Another perspective on the competitiveness adjustment can be gained by looking at 
exports. Looking at how exports have evolved since before the crisis, Spain really 
stands out. The impressive performance of Spanish exports doesn’t simply reflect the 

Progress made with competitive adjustments

RUWC mfg 4Q12
% of journey 
completed

RULC whole 
economy 4Q12

% of journey 
completed

Current account 
2012

% of journey 
completed

Exports % change 
since 1Q07

2005=100 2005=100 % of GDP

France 102.3 100 103.4 0 -1.8 0 4.7

Italy 109.2 4 103.8 0 -0.5 86 -1.6

Spain 92.4 74 95.0 86 -0.9 91 13.1

Portugal 90.4 100 91.4 99 -1.9 85 8.5

Ireland 81.3 100 87.1 100 5.0 100 10.0

Greece 94.8 92 87.1 100 -5.3 65 n.a 
For the current account, the percent of the journey completed refers to balancing the current account position. For competitiveness, the percent of the journey completed is to restore 

competitiveness back into line with where it was at the start of EMU. Competitiveness refers to relative unit wage costs in manufacturing and relative unit labour costs in the whole economy, both 

relative to the rest of the Euro area. For reference, German exports have increased 16.9% since the start of 2007. Source: J.P. Morgan, national statistics offices, and European Commission
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real exchange rate improvement. In addition, it reflects the adaptability of Spanish 
firms who have responded to the collapse in domestic demand by shifting their 
output toward foreign markets. That Spain has been able to do this to a much greater 
extent than other countries suggests a greater degree of underlying flexibility. 

The journey of household deleveraging

The pressure on households to delever is not uniform across the Euro area. It is 
concentrated in specific countries such as Spain and Ireland. In Spain for example, in 
2002, household debt as a share of household disposable income was the same as the 
Euro area as a whole, at around 77%. At the peak in 2007, household debt in Spain 
had risen to 131% of income, while in the Euro area as a whole it had risen to only 
95%. Since then, Spanish household debt has declined to 124% of income while the 
area wide average has moved up to 100%. 

Specifying a journey for household deleveraging is difficult because there is no clear 
way to define the equilibrium level of leverage. Given that the Euro area as a whole 
has experienced neither a housing boom nor a massive expansion of household debt, 
it seems reasonable to specify the journey in terms of Spanish households moving 
their debt to income ratio back into line with the regional average. This would 
involve a further decline to around 100%. If we specify the objective in this way, 
Spanish households have only completed around 25% of the journey in terms of the 
stock adjustment. 

But, in terms of the impact of household deleveraging on economic growth, it is 
more appropriate to consider the level of the household sector’s financial surplus. If 
we consider the journey for Spanish households in the same way that we do for 
sovereigns, that is, what financial surplus is required to put debt on a downward 
trajectory, then households have made much more progress. Last year, the Spanish 
household sector’s financial surplus was 1.3% of gross disposable income. Some 
simple simulations show that a financial surplus of around 1.5% would reduce debt 
to 100% of income after a decade. This suggests that, while household deleveraging 

60

80

100

120

140

99 01 03 05 07 09 11 13

% of household gross disposable income

Household debt in Spain and the Euro area

Source: INE, ECB and JP Morgan

Spain

Euro area
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is likely to remain a feature of the Spanish macro landscape for the foreseeable future, 
the flow adjustment required by Spanish households from here is fairly modest. 
Moreover, it is likely to be easier in the coming years for households to maintain a 
financial surplus. Since 2009, households, nonfinancial corporates, banks, and the 
government have all been trying to delever together. The move by nonfinancial 
corporates has been particularly striking; a shift in the sector’s financial position 
from a deficit of 10.9% of GDP in 2008 to a surplus of 3.5% of GDP currently. This 
simultaneous attempt to delever depressed incomes, which was compounded by 
additional financial market stress. The macro environment is unlikely to be as 
difficult as this in the coming years, so households should find it slightly easier to 
continue to make progress with deleveraging. 

The journey of bank deleveraging

Specifying a journey for banks and gauging where we are in that journey is very 
challenging. We can use regulatory objectives for capital ratios, leverage ratios, and 
loan to deposit ratios. As far as capital is concerned, large banks are required to 
achieve a ratio of core tier 1 capital to risk-weighted assets of 9% (a minimum core 
tier 1 of 4.5%, a capital conservation buffer of 2.5%, and a SIFI buffer of 2%). In our 
calculations we assume a 10% objective because banks want to exceed the minimum 
required. Global regulators have tended to settle on maximum leverage ratios 
(defined as total assets divided by capital and reserves) of 25-33. CRD IV, which 
lays out the framework for the EU, leans towards a limit at the upper end of that 
range but without imposing a firm requirement. In our analysis, we assume a desired 
leverage ratio of 33. There are no firm requirements for loan to deposit ratios, but 
regulators seem to be encouraging banks to move towards a level of 100%-120%. 

The ECB’s aggregate data provide one perspective on the adjustment thus far. It is 
not possible to use these data to create a capital ratio, because the ECB does not 
provide a measure of risk-weighted assets. But, these data can be used to look at 
leverage and loan to deposit ratios. At the level of the region as a whole, leverage has 
fallen markedly in recent years, from a peak of 18.6 in 2008 to 14 currently.       
Across an average of northern Euro area countries, the leverage ratio has fallen by 

             

Total assets divided by capital and reserves

Pre-crisis max Latest Change

Austria 14.6 9.9 -4.8

Belgium 29.4 18.5 -10.9

France 19.1 16.7 -2.4

Finland 17.3 22.3 5.0

Germany 21.9 19.3 -2.6

Netherlands 24.9 21.0 -3.9

Average 21.2 18.0 -3.3

Italy 14.7 11.0 -3.7

Spain 16.0 8.8 -7.1

Average 15.3 9.9 -5.4

Portugal 13.2 10.9 -2.4

Greece 16.4 8.8 -7.6

Ireland 24.3 8.5 -15.9

Average 18.0 9.4 -8.6

Source: ECB

Ratio of household and corporate loans to deposits (%)

Pre-crisis max Latest Change

Austria 108.0 99.9 -8.1

Belgium 87.9 58.7 -29.3

France 143.7 125.0 -18.7

Finland 165.6 166.1 0.5

Germany 135.8 105.1 -30.7

Netherlands 155.1 135.8 -19.4

Average 132.7 115.1 -17.6

Italy 170.3 134.9 -35.4

Spain 215.7 160.0 -55.8

Average 193.0 147.4 -45.6

Portugal 171.9 151.8 -20.1

Greece 95.9 138.7 42.8

Ireland 255.2 163.2 -91.9

Average 174.3 151.2 -23.1

Source: ECB
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just over 3 points from its pre-crisis peak. In Italy and Spain, the adjustment in 
overall leverage has been larger, while in Ireland and Greece it has been even greater. 
In general, the aggregate data reported by the ECB suggest that banks comfortably 
meet the required leverage ratios. 

Meanwhile, the ECB aggregate data also suggest that significant progress has been 
made in rotating toward more stable sources of funding, but the picture is more 
mixed than for leverage. Among northern Euro area countries, excluding Finland, 
ratios of loans to deposits have fallen markedly. But, the aggregate data for France 
and the Netherlands remain above the 100%-120% range that regulators have 
gravitated toward as the norm. Reductions in ratios of loans to deposits elsewhere in 
the region have been more dramatic, with the exception of Greece which has suffered 
substantial deposit flight. But, even after marked declines from their post-crisis peaks, 
ratios of loans to deposits remain well above 120% in Italy, Spain, Portugal, and 
Ireland. For some of these countries, the picture is a bit misleading due to the 
popularity of bonds sold to retail customers. These are not included in the loan to
deposit ratio, but we think they should be. 

Another window on the adjustment is provided by looking at a sample of the larger 
Euro area banks. Here we consider data reported by 36 of the largest banking groups 
in the region. Together, their assets are almost 60% of total banking assets in the 
Euro area. The messages on overall bank leverage and changes in the funding mix 
are similar to those that emerge from the ECB’s aggregate data. The fall in leverage 
in the sample has taken the median bank down to a leverage ratio of 18 times capital, 
below current regulatory thresholds. Leverage has fallen more rapidly among the 
banks with higher overall leverage, bringing the third quartile of the distribution 

Balance sheet change among 36 largest Euro area banks

Pre-crisis Latest Change  % Journey

Leverage (Total assets/Equity)

Median 23.1 18.0 -5.1 100

Third quartile 35.2 24.7 -10.5 100

Loans to deposit ratio

Median 157.0 126.7 -30.3 82

Third quartile 172.9 145.7 -27.2 51

Core Tier 1 capital ratio

Median 5.9 11.2 5.3 100

Third quartile 5.3 10.4 5.1 100

Italian and Spanish banks only (11 banks)

Leverage (Total assets/Equity)

Median 18.1 14.6 -3.5 100

Third quartile 21.1 17.4 -3.7 100

Loans to deposit ratio

Median 168.5 132.4 -36.1 74

Third quartile 180.8 172.8 -8.0 13

Core Tier 1 capital ratio

Median 5.5 10.4 4.9 100

Third quartile 5.2 10.1 4.9 100

Source: SNL Financial and J.P. Morgan calculations. % Journey refers to adjustment from pre-crisis extreme to 

leverage ratio of 33, loan to deposit ratio of 120%, and capital ratio of 10%.
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towards levels regulators will be comfortable with. But, progress in reducing loan to 
deposit ratios is less well advanced, with the third quartile of the distribution 
showing a ratio well above regulatory guidance. Progress on the ratio of capital to 
risk weighted assets, however, is more positive, with both the median bank in the 
sample and the third quartile now above the 10% ratio. 

Despite a commonly held view that bank deleveraging still has a long way to go, our 
analysis suggests a significant amount of progress has been made. Indeed, in our 
bottom-up analysis, the median large bank in the region has completed the journey to 
acceptable leverage and capital ratios, and has almost completed the journey for the 
loan to deposit ratio. There are two key challenges to this rather optimistic view. One 
challenge comes from the valuation of assets. To the extent that assets have not been 
priced appropriately, these metrics will exaggerate the extent to which progress has 
been made. The second challenge comes from the various ways that the Euro area 
banking system is segmented, between large and small banks and between core and 
peripheral banks. This makes it very difficult to paint a single picture for the journey 
of Euro area bank deleveraging.  

The journey of structural reform

Specifying a journey for structural reform is very difficult. The structural state of the 
economy has to be measured; what needs to change has to be identified; the extent of 
the necessary change needs to be calibrated; and we need to be able to assess where 
we are in real time. 

Broadly speaking, there are three ways to directly assess the health of an economy 
from a structural perspective. The first is to look at outcome-based indicators like 
participation rates and long-term unemployment to gauge how rigidities may be 
impeding the functioning of the economy. The second is to look at quantitative 
indicators of the legal structure of an economy, such as those produced by the Fraser 
Institute, the World Bank, and the OECD. And the third is to look at survey-based 
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measures of business people’s perceptions of how easy it is to work in an economy, 
such as the one produced by the World Economic Forum. 

An immediate difficulty is that these different indicators do not necessarily paint the 
same picture. Perhaps this is not surprising since economies are very complicated 
systems. There is also the issue of what the legal statutes say (as described by the 
Fraser Institute, the World Bank, and the OECD) and how these statutes are 
interpreted by the bureaucracy and judiciary (as suggested by the World Economic 
Forum). One way to try and summarize all this information is to create an average of 
the rankings across all the indicators. This is what is done in the table above.

Looking across a broad range of indicators, the Netherlands comes out as the Euro 
area economy in the best structural shape, closely followed by Ireland and Finland. 
At the bottom of the range lie Portugal, Italy, and Greece. Germany is in the top half 
while France is in the bottom half. This comparison doesn’t specify exactly what 
needs to be done. Instead it simply shows which countries need to do the most. Given 
the complexity of labor and product market institutions, structural reform has to be 
tailored to particular situations.  

Nor does this comparison tell us where we are in real time. A number of these 
indicators are lagging reality, sometimes by a couple of years. For example, the 2012 
Fraser Institute report covers data for 2010. The OECD data are even more out of 

This table shows the average ranking across 
Euro area countries across the following 

indicators: female participation rate (age 15-

64); male participation rate (age 55-64); 
Fraser Institute labor market regulation; 

Fraser Institute business regulation; World 

Bank overall ease of doing business; OECD 
Employment Protection Legislation; OECD 

Product Market Regulation; World Economic 

Forum labor market efficiency; World 
Economic Forum goods market efficiency.

     

Average rankings across various indicators
Ranking

Netherlands 2.8

Ireland 3.1

Finland 3.2

Germany 4.5

Austria 4.9

Belgium 6.4

Spain 7.4

France 7.7

Portugal 7.9

Italy 8.0

Greece 10.1
Source: Eurostat, OECD, Fraser Institute, World Bank, WEF and    

J.P. Morgan

Predicted effect of Italian 2012 structural reforms
Indicator 

2008 actual Latest 
2013 

predicted
R² of 

regression 

Average 1.90 1.65

EPL 2.38 2.08

PMR 1.32 1.22

Overall 6.87 6.73 6.83 0.66

Labor 6.34 6.48 7.08 0.74

Business 5.39 5.59 5.66 0.15

OECD 

Fraser Institute 

For the OECD data, a higher reading indicates less flexibility. For the Fraser Institute, a 

higher reading indicators more flexibility. Source: OECD, Fraser Institute and J.P. Morgan 

Impact of Italian 2012 reforms on rankings 

Rank 

Latest actual Predicted for 2013

Employment protection legislation 14 11

Product market regulation 15 11

Overall economic freedom 83 79

Labor market regulation 72 56

Business regulation 100 95
This table uses the estimated impact of the product and labor market reforms on the ranking 

Italy in these various surveys, assuming no changes in any other countries.

Source: OECD, Fraser Institute and J.P. Morgan 

Fraser Institute (144 countries) 

OECD (20 countries) 
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date: they cover 2008. Gauging where we are in real time is a huge challenge due to 
the complexity of many reforms. We have conducted an exercise trying to answer 
this question specifically for Italy. 

During 2012, the Monti government introduced broad-based product market reforms 
covering energy, transport, and professional services. The aim of the reforms was to 
reduce tariffs and increase flexibility. It also introduced labor market reforms to 
reduce dismissal costs, promote apprenticeships, decentralize wage settlements, and 
liberalize employment placement services. 

Estimating how these reforms will impact the various measures of structure 
mentioned earlier is not easy. One way to do this is to use the Italian Treasury’s 
estimates of how the reforms have impacted the OECD measures of labor and 
product market structure. According to the Italian Treasury, the 2012 labor market 
reforms have reduced the OECD employment protection legislation index by 0.3pt, 
while the 2012 product market reforms have reduced the OECD product market 
regulation index by 0.1pt (lower readings on these indicators indicate less restrictive 
labor and product markets). 

We can use these estimates, along with some bivariate regressions, to estimate how the 
2012 reforms will have impacted the Fraser Institute indices, which are also measures 
of legal structure. We are not able to do this for the World Bank Doing Business 
survey due to a lack of sufficient data. The table on the previous page provides 
predictions for how these indicators will move from the latest readings (before the 
reforms) to 2013 readings (after the reforms). Not surprisingly, all of these indicators 
show that the 2012 reforms have improved the structure of the Italian economy.  

In terms of gauging the extent of the improvement, we can calculate where Italy 
would rank in these surveys after the 2012 reforms, assuming that nothing has 
changed in any other country. This is also shown on the previous page. Thus, for 
example, Italy’s ranking in the Fraser Institute indicator of labor market regulation 
would improve from 72 to 56. If we compare the estimated index value for 2013 with 

3.5

4.0

4.5

5.0

1.0 1.5 2.0 2.5 3.0 3.5

OECD Employment Protection Index 2008

WEF labor market efficiency 2008

Labor market indicators

Source: WEF and OECD

Ireland

Italy

Trend line

Portugal
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the best in the region (which is Ireland), then it would suggest that Italy has made a 
reasonable step toward best practice in the region.

This analysis suggests that the 2012 reforms represent progress, but there is more to 
do. However, importantly for Italy, improving the structural performance of the 
economy is not just about reforming laws. It is also about changing the bureaucracy 
and the judicial system. This is evident from looking at the relationship between 
quantitative measures of structure, such as the OECD measures of employment 
protection legislation and product market regulations, and the perceptions of business 
people. According to the OECD, Italy is not too far from the Euro area average. But, 
the WEF indices show that business perceptions of working in Italian goods and 
labor markets are much poorer. This suggests that the problem is as much about how 
the laws are interpreted by the bureaucracy and the judiciary, as it is about the laws 
themselves. 

The journey of national political reform
At the start of the crisis, it was generally assumed that the national legacy problems 
were economic in nature. But, as the crisis has evolved, it has become apparent that 
there are deep seated political problems in the periphery, which, in our view, need to 
change if EMU is going to function properly in the long run.

The political systems in the periphery were established in the aftermath of 
dictatorship, and were defined by that experience. Constitutions tend to show a 
strong socialist influence, reflecting the political strength that left wing parties gained 
after the defeat of fascism. Political systems around the periphery typically display 
several of the following features: weak executives; weak central states relative to 
regions; constitutional protection of labor rights; consensus building systems which 
foster political clientalism; and the right to protest if unwelcome changes are made to 
the political status quo. The shortcomings of this political legacy have been revealed 
by the crisis. Countries around the periphery have only been partially successful in 
producing fiscal and economic reform agendas, with governments constrained by 

4.0

4.3

4.6

4.9
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OECD Product Market Regulations Index 2008

WEF goods market efficiency 2008

Goods market indicators

Source: WEF and OECD

Ireland

Italy

Trend line

Portugal
Spain

Belgium

Austria



13

Europe Economic Research
The Euro area adjustment: about halfway there

28 May 2013

Malcolm Barr
(44-20) 7134-8326
malcolm.barr@jpmorgan.com

David Mackie
(44-20) 7134-8325
david.mackie@jpmorgan.com

constitutions (Portugal), powerful regions (Spain), and the rise of populist parties 
(Italy and Greece).

There is a growing recognition of the extent of this problem, both in the core and in 
the periphery. Change is beginning to take place. Spain took steps to address some of 
the contradictions of the post-Franco settlement with last year’s legislation enabling 
closer fiscal oversight of the regions. But, outside Spain little has happened thus far. 
The key test in the coming year will be in Italy, where the new government clearly 
has an opportunity to engage in meaningful political reform. But, in terms of the idea 
of a journey, the process of political reform has barely begun. 

The macro consequences of crisis management 

It is not possible to develop a macro story for the Euro area without having a 
narrative of crisis management. The narrative that we have laid out—national legacy 
problems have to be dealt with at the national level before further steps of integration 
involving risk/burden sharing are taken—has had a huge impact on the macro 
economy, creating weakness overall and significant divergence. 

An optimistic assessment would say that the region is only halfway along the journey of 
dealing with these legacy problems. At first blush, this would seem to be very depressing. 
In macro terms, the region would not be able to cope with another three years like the 
last three. But, ongoing adjustment does not mean ongoing recession. The key issue for 
growth is how the headwinds emanating from the adjustment are fading. 

In order to forecast economic growth in the region, we use a simple framework that 
starts from the region’s growth potential and then gauges the impact of various forces 
that can be reasonably well identified (the monetary policy stance, fiscal policy, the 
exchange rate, global growth, and the terms of trade). This leaves an unexplained 
residual for the whole exercise to add up. This residual reflects the combined impact 
of financial conditions, deleveraging, and sentiment.

This framework helps to explain the move back into recession at the end of 2011. 
Although fiscal policy became a bigger drag, the additional effect was not that large. 
None of the other drivers of growth turned negative enough to explain the large 
deterioration in growth momentum, so we are left to conclude that the primary cause 
of the return to recession was the tightening of financial conditions that began in the 
middle of 2011. Presumably, the decline in household and business sentiment was 
also driven by the dramatic increase in financial stress.

Turning to this year, a number of headwinds are fading: fiscal austerity, the terms of 
trade, and the global backdrop. A key judgment that has to be made is the size of the 
residual headwind. Our forecast anticipates no change relative to last year. This seems a 
very conservative assumption. Wholesale borrowing costs have declined dramatically 
since last year. Even at the retail level, borrowing costs are lower. Banks are still 
tightening lending standards but not as severely as at the start of last year. Our view here 
is that a cyclical recovery in activity will trigger an improvement in credit flows, rather 
than the other way round.
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Even though we anticipate an exit from recession, the still substantial journey of 
adjustment suggests that growth is likely to remain lackluster for an extended period. 
This is unlikely to change unless either the region moves more quickly to area-wide 
burden sharing (with a banking union the most advanced in terms of negotiations) or 
the ECB becomes a lot more aggressive. 

The path to a banking union is very unclear at the moment. Many are pushing for 
rapid agreements on resolution, recapitalization, and deposit guarantees to quickly 
follow the agreement on the single supervisory mechanism. But, in line with its 
approach to crisis management, Germany is seeking to slow the process down, using 
the argument that treaty change is required to put fiscal risk sharing and burden 
sharing on a sound legal basis. More clarity will come in June, after the Eurogroup 
meeting which will agree on the ESM bank recapitalization instrument and the EU 
leaders’ summit which will discuss the broader journey to further integration. 

For now, the ECB is inclined to move very cautiously, reflecting a pessimistic view 
of the supply side of the economy and concern about moral hazard. A sense of what 
could be achieved by the central bank if it were minded to be more aggressive is 
illustrated in the chart on the following page which shows the relationship between 
domestic demand growth in the past three years and fiscal austerity. Core Euro area 
countries are pretty close to the line that represents a fiscal multiplier of 1.0. Those 
countries which have experienced greater financial/banking stress, Italy, Spain, 
Portugal, and the Netherlands, have seen demand perform more poorly than would 
have been expected on the basis of fiscal policy alone. This illustrates both the direct 
effects of financial stress on banks and the indirect effects of financial stress as it lifts 
the size of the fiscal multiplier. In contrast, both the US and the UK have seen more 
demand growth than would have been expected on the basis of fiscal policy alone. 
Not all of that can be put down to differences in monetary policy; there have also 
been differences in bank recapitalization and currency movements. But, this simple 
analysis suggests that the ECB could have a significant effect on demand growth 
even in a deleveraging environment, if it were prepared to be aggressive. 

Euro area growth breakdown
%q/q, saar

2011 2012 2013E 
Change 

2012/2011 

Change 

2013E/2012 

Growth potential 1.3 1.3 1.3 0.0 0.0

Conventional monetary policy 1.2 1.6 1.6 0.4 0.0

Fiscal policy -1.0 -1.7 -0.9 -0.7 0.8

Exchange rate 0.0 0.4 -0.4 0.4 -0.8

Global growth -0.1 -0.2 0.0 -0.1 0.2

Terms of trade -0.3 -0.2 0.2 0.1 0.4

Inventory -0.2 -0.4 0.0 -0.2 0.4

Residual - Financial conditions/ 

sentiment/deleveraging/NPLs 
-0.3 -1.7 -1.7 -1.4 0.0

Actual GDP 0.6 -0.9 0.1 -1.5 1.0
GDP is q/q saar. Monetary policy is the gap between a normal nominal interest rate of 3.25% and the actual overnight interest rate multiplied by 

0.5. Fiscal policy is the European Commission’s assessment of the change in the cyclically adjusted primary position adjusted for one-offs. The 

fiscal multiplier is assumed to be 1.0.The exchange rate effect is the average quarter on quarter change in the nominal broad trade weighted 

exchange rate multiplied by 4 and then multiplied by minus 0.10. A small additional drag has been added to the currency effect this year to take 

account of the yen weakness. Global growth effect is global GDP quarterly annualized minus potential (3.1) multiplied by 0.2. The terms of trade 

effect is headline CPI (ex taxes) %oya minus 2% multiplied by 0.6. Taxes are excluded from inflation to avoid double counting with the fiscal 

policy impact. The financial conditions/sentiment component is the residual in the past. Source: EC, National statistics offices and JP Morgan
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Currently, our forecast does not assume any additional measures from the ECB. 
Nevertheless, growth is expected to pick up gradually to around 1%-1.5% annualized 
and remain close to that pace for the foreseeable future. This would be enough to 
stabilize Euro area unemployment, but not enough to bring it back down. Moreover, 
even when growth resumes, the region is likely to remain sensitive to shocks. 

A crucial final question is what will prompt Germany to agree to a new narrative—
essentially greater risk/burden sharing at the regional level. In our view, there are two 
ways this could happen: first, when significant progress has been achieved in the 
national adjustments; or second, if there is an irresistible build-up of political and 
social pressure around the periphery. 

Most likely, these journeys at the national level don’t need to be completed in full in 
order to achieve further steps toward integration, especially the creation of a banking 
union. That is likely to develop over the coming years, even if the national-level 
journeys are still ongoing. But, for Germany to be comfortable, more progress needs 
to be made than we have seen thus far, in our view. But, some further steps of 
integration—such as a fiscal union which could support Eurobonds—would likely 
require even more progress, especially in terms of national level political reform. In 
our view, it is unlikely that Germany would agree to Eurobonds without a significant 
change in political constitutions around the periphery.

The other trigger of a shift to a new narrative would be if social dislocation in the 
Euro area were judged to have passed some form of tipping point. At present this 
appears unlikely, but it is possible that reform fatigue could lead to i) the collapse of 
several reform minded governments in the European south, ii) a collapse in support 
for the Euro or the EU, iii) an outright electoral victory for radical anti-European 
parties somewhere in the region, or iv) the effective ungovernability of some 
Member States once social costs (particularly unemployment) pass a particular level. 
None of these developments look likely at the present time. But, the longer-term 
picture (beyond the next 18 months) is hard to predict, and a more pronounced 
backlash to the current approach to crisis management cannot be excluded.
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