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Adam Posen: Good afternoon, ladies and gentlemen. Welcome and welcome back most of you to the 
Peterson Institute for International Economics. I’m Adam Posen, president, and it is my 
great pleasure to welcome you for 9th Annual Whitman Lecture, which will be given today 
by Prof. Dr. Hans-Werner Sinn of the University of Munich and of the leading economic 
think tank, CESifo.

 Before I turn to Hans-Werner who is one of those people who as the legend has it both 
needs no introduction as too long a CV to read, I would like to make a strong mention of 
the generous support of Robert and Marina von Neumann Whitman for this lecture series. 
Unfortunately due to a family commitment, Professor and Professor Whitman were unable 
to join us here.

 But as many of you know, Marina Whitman is an economist of extreme perspicacity, 
extreme public service, and extraordinary loyalty to this institute where she’s been a board 
member for a very long time together with Jessica Einhorn who’s our audit committee 
and has given me personally, and I know Fred before me, a very great deal of successful, 
important, and useful advice. And it was very generous of her and her husband, Robert, 
to fund this series. And we’ve had a very distinguished run in this series of people as 
it happens talking a lot about Europe, but mostly about professionally academically 
distinguished economists who have migrated into the public sphere and are giving us their 
insights from that migration.

 So in that spirit, I want to introduce Hans-Werner Sinn. Again, you all know that he is 
president of the Ifo Institute for Economic Research in Germany. He is also, of course, 
one of the world’s leading public finance economist, has been president and now honorary 
president, I believe, of the International Finance Association. He has been an officer of the 
society [inaudible 00:02:18]. Yeah, I know. I was just about to say. It’s the equivalent of the 
American Economic Association, which translates better and which also indicates the level 
of honor that was given him.

He has revitalized both the Ifo Institute and the Economics Department of the University 
of Munich where both CESifo now and the Economics Department are in the top of the 
rankings within Germany and within Europe. His network of the CESifo network of which 
I’m a member has become one of the leading international networks for the distribution, 
dissemination, and discussion of scholarship. He has played a leading role in the Journal of 
Economic Policy, which again to translate for our Washington audience as the Brookings 
Papers of Economic Activity for Europe which actually makes that better than that sounds.

And he is, of course, someone who has in recent years taken a very brave and a very loud 
and a very strong set of positions on Germany, Germany’s role in the euro area, the future 
of the euro area, and how to resolve or can you resolve the euro crisis. A number of people 
disagree with his views. I disagree with some of them. But I think that he has been proven 
quite right that someone can make a very useful contribution from Germany and from the 
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economics profession by being willing to challenge some orthodoxies and by being willing 
to state bluntly with evidence what he believes to be true rather than self-editing as many 
German policy debates are forced to do for a variety of historical reasons and political 
reasons, and for that alone, I give Hans-Werner great credit.

So today, he will be speaking with us on the record about the euro crisis. He is in the 
midst of writing what I guess would be his 11th book, 11th broader book, in addition to a 
number of other specialized publications on this topic. And we’re getting a sense of preview 
of some of that. And he will be taking questions from the floor from all of us shortly 
thereafter. So thank you very much for joining us to be this year’s Whitman lecturer, Hans-
Werner Sinn.

Hans-Werner Sinn: Dear Adam, dear Mrs. Einhorn, ladies and gentlemen, it’s a great honor to be invited 
to give the Whitman Lecture. I understand that Professor Whitman cannot be with us, but 
it will be recorded. Maybe she can realize that I appreciate very much this invitation. And 
I’m glad that I can be here. It’s a great honor.

Now, my topic is not a pleasant one. It’s the European crisis, which really has reached a 
state where hustle and strife has come about the people of Europe. Never in my life have 
I experienced similar tensions between the people of Western Europe as now. Jean-Claude 
Juncker, the former president of the Eurogroup, said a few weeks ago the year 2013 
reminds him of the year 1913 when no one could imagine what a year later would happen. 
This is as frightening to hear it. I think it’s overdrawn, but it tells you where we are.

Frits Bolkestein, one of the most prominent commissioners which we have had, advocates 
his country, the Netherlands, to exit the euro because he thinks the project is doomed. I 
don’t think so. I think the Euro has a problem. It’s broken it needs to be repaired rather 
than being abandoned. I will try to explain to you how I see the Euro crisis.

Here you have what our biggest problem is, the unemployment rates. That’s Germany. 
Germany has no problems. It had problems 10 years ago, its own euro crisis, when the 
capital was leaving the country but no longer. But look at other countries. This is France. 
This is Italy. This is Ireland. This is Portugal. Spain and Greece, we have unemployment 
rates above 25 percent in these two countries and it’s not clear that this trend would 
already come to an end. And worse with youth unemployment rates, here are the different 
countries. And you see Greece is approaching 60 percent youth unemployment rate, Spain 
55 percent. And again, you would need a lot of optimism to see some tendency to find a 
maximum here somewhere. So that’s the main problem in Europe. In some countries, real 
economies are in deep, deep trouble.

The financial crisis which has occupied our attention all the time is just on the surface of 
all these problems. What happened in Europe? To understand Europe’s problems, you 
have to look back to the past to the period before the Euro was introduced, which you see 
here on the left hand side of the diagram. These are interest rates for government bonds, 
huge spreads. One country I showed here that’s Greece. Before the Euro, they had above 
20 percent rate of interest, now on the right hand side in the crisis, they had close to 40 
percent rate of interest, and now again, more moderate levels.

In the middle, you see the interest rates are more or less the same. They converged. And 
this convergence has to do with the introduction of the euro. The euro was not introduced 
in 2002. That’s the latest date when it was physically introduced. Actually, the first vertical 
line here, December 1995, is the crucial date. That was the summit in Madrid when it was 
made clear that the Euro would definitely come, when it would come, which countries 
would participate, and so on. It was clear at that time that in a short period, we would reach 
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the point of irrevocable fixation of the interest rates—exchange rate, sorry, and that was in 
May 1998. And you see in these two years the interest rates for the participating countries 
converged. And the rate for Greece converged a bit later because they joined in later.

This was a period when the Euro seemed to function well. It was a period of soft budget 
constraints where money was available for projects in Southern Europe, which before were 
difficult to finance. By the way, at the lower end of this spectrum, the red curve is always 
Germany. So you see the interest rates came down to the German level.

The lower rates of interest made it attractive to borrow. In Greece, the government 
borrowed abroad financing wage increases, similar in Portugal. In Spain and Ireland, it was 
more the private sector that absorbed the credit. There was a construction boom financed 
with the credit coming into the country. In the end, it made no difference how the credit 
arrived because the construction workers paid taxes out of their credit finance wages. And 
the government employees build homes out of their credit finance wage increases.

So the whole economy was boosted, and there was a strong period of growth, real growth, 
but also inflationary growth. And that is the problem today. The credit bubble in Southern 
Europe burst. That’s where we are now. And the countries of the South have become very 
expensive; have lost their competitiveness in this credit bubble.

At the very right hand side of the picture, you see some easing since last summer when 
Mario Draghi, the president, declared that investors should not shy away from Southern 
European government bonds because before potential bankruptcy he would buy the bonds 
and put the write-offs into his books that have come to markets, of course. But it’s unclear 
how sustainable this promise is.

Here you see that the banks of France and of Germany are very much affected by this crisis. 
They had huge investments in Southern Europe and in Ireland. Also the British banks, they 
have tried to reduce their involvement, but they are still very much—they have very many 
of the Southern European assets in their books and this is the rest here. America is a little 
bit involved, the Netherlands, and so on. The rescue operations you see obviously rescue 
not only these countries, but rescue of course the investors from Northern Europe and 
France in Southern Europe.

Let’s look at this inflationary credit bubble more closely. Here you see the increase in the 
GDP deflators. So the price level of the self-produced goods, not the consumer price index 
because they’re put into imported goods. We want to talk about competitiveness. You see 
that the red bars here show the price increase for the crisis countries from 1995 the Madrid 
Summit to Lehman in 2008 and they were substantial. Germany, on the other hand, at the 
lower end of this graph had very little price increase meaning that the countries in red, I 
call them GIPSIC; double I, Ireland, Italy, at the end Cyprus and so on, six countries that 
they appreciated in relative terms in the eurozone. This was a real appreciation.

You see the real appreciation relative to the rest of the eurozone for them in that period 
was 30 percent while Germany by the same token had a devaluation or depreciation by 22 
percent relative to the rest of the eurozone. That explains the competitiveness of Germany 
today and the problems of the other countries. The price watch moved too far too quickly 
and has to be turned backwards but that is obviously difficult.

The implication of the credit flow and the inflationary bubble was that huge current 
account deficits developed in Southern Europe. Here you see at the time of Lehman where 
the curve ends 200 billion per year and that is the mirror picture of the German current 
account surplus. Christine Lagarde once called this the euro tangle. I think this is an 
appropriate description.
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How did it continue since then? Well, Germany, kept its current account surplus. But the cur-
rent account surplus deficit of the southern countries reduced sharply. This is what we want. 
Is it light at the end of the tunnel? Unfortunately not because behind this is not an improve-
ment in competitiveness. It is only a reduction in incomes. It is the catastrophic recession, 
which depresses incomes through unemployment, and therefore, reduces the imports.

You see that here for two countries I could show it for all. It’s all the same picture. For 
Greece, the exports have left their old trend with the great recession and are lingering 
on the imports also. But the imports really move much more than the exports. And the 
gap has been reduced but primarily via the import side. Or Spain which is often cited as 
the good example, yes, the exports are struggling to reach their old trend as you here and 
they may succeed. But the music comes from the import side. Again, the imports are now 
lower than the exports. There is a trade surplus, but primarily because of the collapse of 
the economy. So that’s not what we want. That’s not the improvement of competitiveness, 
which you see here.

For an improvement in competitiveness, we need a realignment of prices. The price vector 
is wrong. Those countries which have become too expensive under the credit bubble have to 
become cheaper again. So they need a real devaluation within the eurozone. If they have their 
separate currencies, they could of course have an open devaluation, but this is not available.

How much realignment has taken place and how much is necessary? Here you see the euro 
static figures for the GDP deflator normalized such that the time of Lehman is 100. That’s 
for Spain. You see Spain inflated a little more than the rest of the eurozone until Lehman 
and then a little less. So the process of devaluation is taking place.

But where would they have to go? Well here is a very useful study, a model-based study 
of Goldman Sachs, the Economics Department of Goldman Sachs. They calculated the 
necessary realignment of the relative prices. And if I take their medium scenario, then this 
is where Spain would have to go. It would have to go to reach competitiveness in the sense 
of having foreign debt sustainability.

This is where Portugal would have to go. This is Greece. It’s similar. And this is France, 
which is for me the most shocking result in that study. France will have to cut its price level 
relative to the eurozone average by 20 percent and relative to the rest of the eurozone by a 
little more as this graph shows here. Then we have Italy. Italy doesn’t have to do very much. 
So Italy is not part of the group which has the biggest problems. And here we have Ireland. 
Ireland went too far with its internal devaluation. And here we have Germany. By that 
calculation in order to make the South competitive, the South will have to cut the prices 
and Germany will have to increase the prices enormously. That’s quite challenging.

Now on what level that occurs doesn’t matter. There can be a differential inflation rate or 
some countries can cut their prices and Germany can go up, but the gap is huge. Suppose 
we want to avoid a deflation in Spain. Then Germany would have to inflate by 5.5 
percentage points for 10 years. Its price level would have to be 17 percent higher than today 
in order to achieve this result. I tell you this will not happen. So that’s the basic difficulty in 
the eurozone.

Why did Ireland, however, cut its prices? You see here from 2006 until now it’s quite a 
substantial price reduction 15 percent relative to the rest of the eurozone. And Ireland is 
out of the woods. The markets take Ireland apart. The spreads have come down. Everyone 
is convinced that Ireland has done their job. Why Ireland and why not the others? There 
are many stories, who can tell about the flexible market, lack of unions, and so on.
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One aspect which I find important is the mere fact that the Irish bubble burst two years 
earlier than the bubbles in the other countries, mainly in the year 2006. And at that time, 
Ireland was standing alone. There was no one helping Ireland. There was no help from the 
ECB or inter-governmental rescue programs. They had to go the austerity way and they 
did. It was difficult enough.

The other countries of the eurozone, though, came simultaneously into trouble after 
Lehman. And rather than repeating the harsh Irish way, they preferred to solve their 
problems in a different way politically. And therefore, the realignment for the other 
countries has not taken place.

What did they do? They activated the printing press. You know we have a common 
currency, but we still have strong local national central banks that carry out the monetary 
policy. And within the rules set by the ECB Council, they can print the money which they 
can’t borrow anymore and thereby finance their needs.

Here you see the extra money printing in the GIPSIC countries [Greece, Ireland, Portugal, 
Spain, Italy, Cyprus] relative to a liquidity provision of M0 of a normal kind as they had 
before; extra money for the purpose of buying goods abroad redeeming the debt abroad. 
This was the money which was sent to other countries by payment orders to the rest of the 
eurozone. And it’s the extra money printing. And in the North, money is being taken out 
of the circuit in the same order of magnitude as you see here. This is Finland, Germany, 
Luxembourg, and the Netherlands. The curve peaked at around 1000 billion euros. And 
now, the numbers are coming down which is because of Mario Draghi’s OMT program.

So what is this? It is balance of payment imbalances plus compensating changes in local 
money supply. Let me explain what’s going on in Europe. Consider three countries, France, 
Germany, and Greece. The Greeks want to buy a German car, but have no money. So they 
have to borrow the money abroad. They borrowed it in France. The French firms borrowed 
the money in Germany. Germany was by far the largest capital exporter and still is during 
that whole period. It has always been the second largest after China.

So, private credit is being sent from Germany to France. There are payment orders to a 
French bank. The French bank makes a payment order to Greece and that becomes a private 
credit. And then with that money, they buy the German car. From the Greek perspective, 
money flows in, money goes out. There’s a payment order into Greece and out of Greece. And 
there is an equilibrium that was the case until 2007 a balance of payment equilibrium.

But then came the crisis. The American crisis swept over to Europe. And all of a sudden, the 
banks of Northern Europe hesitated continuing financing the current account deficits of 
Southern Europe. So there was a sudden stop of these credit flows. The French banks did not 
lend to Greece. And the German banks did not lend to France. Mind, this is a simplification. 
Of course, there was also a lot of direct money flowing from Germany to Greece.

Even more, the banks not only stopped lending new funds, but they asked for—they re-
called the existing funds that they have been lending already. So Greece had to repay the 
existing stocks of short-term interbank credit, which meant that the capital flows reversed 
even. And that meant that Greece would have to make payment orders not only to Germa-
ny in this example to buy the goods, but also to France to redeem the debt. These payment 
orders imply credit relationships between the countries involved because the Bundesbank 
has to carry out these payment orders. The Bundesbank paid out the money to Volkswagen, 
money it created itself, paid out the money to the Deutsche Bank, which wanted to have 
its credit redeemed, which it gave to French banks. And by doing so, the Bundesbank gives 
sort of credit to other central banks because it carries out the payments on their behalf.
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This is always the case between banks. Think of the United States before the Federal 
Reserve System was there. If bank A wanted to cable money to bank B so that it could be 
paid out to their customer who had to deliver a good, what it did is it asked bank B to 
carry out payment on its behalf. Thereby, bank B gave bank A a credit, not money, a credit 
because they paid out the money on their behalf. And that’s what’s happening here. But 
this is not the end because if the Greek make payment orders to other countries that means 
that the deposit shrink. Each payment order reduces the deposits which are part of M0. 
And after a few months, no money is left for circulation. There is not more than 10 to 20 
percent M0 in Europe relative to GDP.

So this process can only go on if Greece reprints the money, which it cables to France 
and Germany. It goes hand in hand because without the reprinting, without reprinting 
meaning, please, not physical reprinting. We are talking here about electronic processes. 
These are figurative concepts. Reprinting means that the Greek Central Bank offers new 
refinancing credit to the commercial banks of Greece to refill the deposits, which went 
away through the payment orders. It’s one process. If there was not this refillment, the 
payment orders could not have taken place. There would have been high rates of interest. 
And there would rather have been private capital flows to Greece because it would have 
been attractive.

And in Germany, the Bundesbank had to open deposits for German recipients of the 
money. There were more deposits than was needed, more M0 than was needed. So what did 
the banks do? They were lending the money to the Bundesbank or redeeming their stock of 
refinancing credit. The stock of refinancing credit in the North has become zero already in 
2011. There’s no money in the eurozone which has not its origin through credit operations 
in the six crises countries.

We are long in the range where the money which is cabled into the North is being used to 
lend money to the central banks of the North. So it’s a sort of shredding. The South print 
buys the goods in the North which at once redeems the private debt in the North. And the 
North shreds the money all electronic, please, not physical. We are not talking about trucks 
with bank notes traveling through Europe.

Here you see the numbers. This is the target balances of Greece, the extra money printing 
in Greece, which meant that Greece made payment orders to other central banks of the 
eurozone. And these other central banks carried out these payments on behalf of the Greek 
Central Bank thereby implying a liability for the Greek Central Bank and an asset in the 
balance sheets of the other central banks. It’s interesting to compare this with the current 
account of Greece, that is, basically the export surplus or deficit.

Well, this is the curve of the current account deficit. The accumulated current account 
deficit adjusted such that at the beginning of the crisis is set equal to zero. The slope of this 
curve is the flow of the current account deficit. And the level here is accumulated deficit 
and you see over the crisis years it’s basically the same. So the Greek current account deficit 
has been financed with the printing press throughout the crisis.

The rescue operations were implicit in the ECB System. They did not only begin in May 
2010 when the public rescue programs came. But the true rescue operations came from the 
ECB even before. Of course, there is no day-to-day, quarter-to-quarter, or even year-to-year 
correlation between the slope of the yellow curve and the surface of the other areas. So I’m 
not talking about a correlation. It’s just an accounting exercise because the current account 
deficit has to be financed with something. Either you get credit through markets or maybe 
also from other governments or not and does not means that you develop a target balance. 
There’s no third possibility. It’s a mere accounting exercise. It’s not theory. It’s nothing but 
an accounting truth.
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Here you see Cyprus. Cyprus has received 9 billion euros of target credit. And compare that 
with the current account, it’s also accumulated 9 billion. In the newspaper, you’ll read that 
Cyprus has received 10 billion euros now. Well, they received 9 billion before already.

This is Spain. Spain is a very different story because you see a wide gap between the yellow 
curve and this area here meaning that until the summer of 2011 there was a lot of private 
capital import into Spain and only a quarter of the accumulated current account deficits 
were financed with the printing press. But then there was a capital flight from Spain all of a 
sudden in the summer. And more capital was leaving the country in this capital flight that 
had been coming in since the beginning of the crisis as you see here.

I could go on. I don’t. I just showed you one for the country from the other side that’s 
Germany. And you see here the German target claim versus the German current account. 
It’s more or less the same. Germany has huge current account surpluses, but it gets very 
little except the Bundesbank claims against the euro system. And if you look to the current 
account with the rest of the eurozone, you see that’s even smaller. So the cars Germany sells 
to China are partly financed with money printed in Greece, which the Greek needed to buy 
Chinese goods which returned to Germany.

How was all this possible? It was possible because the ECB reduced the collateral 
requirements for using the printing press. Giving credit to banks required US collateral 
and it used to require good collateral. But at the time of Lehman, they reduced it from A 
minus to BBB minus that increased the stock of possible collateral for refinancing credit 
and that helped for a while until this collateral went out and was used up for the financing. 
And then the ECB decided to take the government bonds of Greece, Ireland, and Portugal 
completely out of the rating requirement and said we accept them as good collateral. And if 
banks would give these government bonds to their central banks, they would receive credit 
out of the printing press.

Then there was ELA credit where the ECB said I don’t care about the collateral because the 
respective country itself has to guarantee it. Then there was ABS papers. You know these 
structured securities which are also in the center of the American crisis, the sausages where 
you do not really know what’s in it. And no one wants even to include company credit. 
That is the reason why Jens Weidmann, the president of the German Bundesbank, wrote a 
letter a year ago to Mario Draghi complaining about the lack of reasonable collateral for the 
ECB’s refinancing policies.

What the ECB did here is it was underbidding the capital market with the printing press 
offering conditions which the private market could not meet. And thereby, the ECB was 
actually making this capital flight possible which it claims to have countered because 
if the printing press had not been there, then perhaps private banks would have found 
it attractive to lend. But if the printing press is cheaper, why should you do that? No 
reasonable private bank is willing to lend to some of these Southern European countries 
under the conditions under which the ECB is willing to do it.

This is a fiscal policy. It is not a monetary policy because the aggregate stock of money 
balances remains unchanged. This electronic reprinting and shredding which I explained 
to you keeps the stocks of money balances even unchanged within the regions. So it’s not 
inflationary. You can’t accuse the ECB of carrying out inflationary policies. It’s a pure credit 
shift across countries. And the end result even from the liability side is exactly the same as 
if the fund in Luxembourg of the ESM which has been created was shifting credit from one 
country to another one. No difference.

It’s a regional fiscal policy which has no analog in the United States. In the United States, 
the district Feds have to buy well diversified portfolios. And everyone makes sure that 
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there’s no particular bias so that the assets from particular regions would be favored. That is 
completely different in Europe where the ECB concentrates its credits on the problematic 
regions. And also the difference is of course you have a settlement system. It used to be 
gold, always gold. Even when the Federal Reserve System was introduced in 1914, it was 
gold-backed securities and remained gold-backed securities for the settlement until 1975. 
And then today, it is settlement with ownership shares in the open market portfolio.

In America, these balances, called ISA balances, interdistrict settlement account balances, 
are really securitized. They are not in Europe. In Europe, you can go to the grocery shop and 
buy what you like and tell the shopkeeper please put it on my account. And you can keep 
doing that forever. Also, I remind you this is like the balance of payment imbalances in the 
Bretton Woods system where the settlement in Europe was always taking place with gold.

Now, there is a big problem with the ECB. The German Bundesbank is not in accord 
with what it says. Axel Weber, the former president, and the chief economist of the ECB, 
Juergen Stark, resigned in protest against this policy. And the Bundesbank has just released a 
document just last week it was published or it became known to the public where it heavily 
attacks the ECB. And this document has been prepared for the German Supreme Court.

The ECB with its policy is calming the markets for sure. But is it really helping the real 
problems? I doubt that. There’s a lot of collateral damage. One of them is that by escorting 
the savings of the North to the South where it really doesn’t want to go, it makes the 
realignment—it postpones the realignment of relative prices. It maintains the current 
account deficits. After all, the capital flow by definition is equal to the current account in 
balances. You cannot say there should be more public escorting of savings from the North 
to the South, and at the same time, demand rebalancing of the current accounts. That’s a 
contradiction in terms. And of course, the value of the euro is affected.

Successful ECB policy of calming the markets not only brings northern capital to Southern 
Europe, but it also brings the Chinese to Europe. So the euro revalues. You see that here 
very clearly that’s’ the value of the euro. And whenever there was a policy decision to calm 
the market, the full-allotment policy May 2010 when the EFSF was founded or even the 
OMT of Mario Draghi of last September or whatever it takes, then there is a revaluation of 
the euro. And the competitiveness problem of the Southern European countries becomes 
bigger rather than smaller. There’s a conflict of interest between two goals; calming the 
markets and reducing the unemployment in Southern Europe. The ECB has focused only 
on one of the goals. Fortunately, there are some disturbing effects that drive the euro down.

We have a legitimacy problem. If you take the whole sum of everything that has been given 
to the crisis countries, you come to nearly 1.2 trillion euros of which 29 percent has been pro-
vided by the parliaments and controlled by the parliaments of Europe while 71 percent went 
through the mechanisms of the ECB tolerated and induced by the decisions of the ECB Coun-
cil. It’s a legitimacy problem. And this is the heart of the Bundesbank’s criticism of the ECB.

I’ve written a book. You mentioned that the heart of this book is not the technicalities 
which are included. The heart is the political side of this process where there is a path-
dependency of the events. We stumble along. We do something to reduce the crisis. Then 
for a couple of months, it seems fine. And the next crisis comes. We again do something. 
So what happened was—to repeat I explained that to you—the credit bubble in Southern 
Europe because we encouraged the capital market to invest in the south too much capital 
credit bubble which burst. When it burst, the printing press was replacing it.

But the problem was that the printing press could only be used with collateral, and the 
collateral largely government bonds were losing their market value. So the ECB would have 
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been forced to withdraw the refinancing credit from the banks of the south. They would 
have gone bankrupt. So they had to buy the collateral, namely the government bonds, to 
being able to continue lending to Southern Europe. That was the next step. Each of these 
steps is absolutely logical. You cannot make a complaint here. You can’t say the agents were 
irrational. But we stumbled along.

And then the politician said, well, this is against the Maastricht Treaty. You cannot buy 
government bonds. You can maybe do that temporarily. But if someone buys, we do it. 
That’s what they said. So they created then the ESM and EFSF to replace the ECB. But 
that’s not enough because the banks of Southern Europe not only use government bonds 
as collateral; they have lots of private credit titles which they use. And they are still in 
difficulty. And now we have the banking union that’s the next step to come.

In June last year, the ESM was opened for a recapitalization of the banks. Fortunately, it 
will not come as the European Union foresaw. They argued that there would not be any 
bail-ins until 2018. Since Cyprus, we know this is no longer true. The next step might be 
eurobonds. But when we have eurobonds, I don’t think we still have a viable system. Please 
allow me this little [inaudible 00:46:23]. We are somewhere else. We would then have two 
institutions in Europe, the ECB and the ESM which allocate the capital in space according 
to political decisions. It would no longer be the investors who make the portfolio decision 
and decide where in space the economies could grow and where not it would be all political 
decisions. And then we have left the firm ground of the capitalist market economy. I think 
it would be a disaster.

It would not only be a disaster because of its allocative implications, lots of waste of money 
in the wrong places. It would also be a disaster from the point of view that you make 
countries of Europe debtors and creditors. Now, debtor-creditor relationships are largely 
private. But what we are doing is we are lifting these relationships to the government level 
where we have no civil law to resolve the conflict between countries. And that is the recipe 
for hassle and strife.

You had your own experience with that. You know that Alexander Hamilton in 1791 
mutualized the state debt lifting it to the federal level. He thought this would be cement 
for the new American state. But it wasn’t because it created the attitude you could borrow 
like hell, you don’t have to care because it will be a public burden for all states in America. 
A credit bubble developed, which first looked nice, but burst in 1838 in the period from 
1838 to 1842. Most American states went bankrupt. And the result was clearly not cement 
but dynamite. Harold James, historian from Princeton University, said Hamiltonian 
scheme of federal finance did not guarantee a peaceful commonwealth. In fact, the fiscal 
union proved to be explosive rather than cement; and we are about to repeat the same 
mistake in Europe.

Europe has—this is my last slide—three options. First is austerity and deflation in the 
south. This comes along with mass unemployment. It is terrible. Wages and prices are 
rather sticky. We know that since Keynes, our discipline has discussed that for half a 
century that it is hardly possible to do that. Second option, you can inflate the core but that 
would bring us the 5.5 percent annual inflation in the end for Germany, which Germany 
will not accept and which is against the goal of the ECB as guaranteeing price stability. And 
the third possibility is temporary exits from the eurozone for those countries whose path 
to equilibrium is too long. That of course is also terrible because we have bank runs and 
capital controls of the Cyprus type.

There is no clear solution. The solution set is in a sense empty for the eurozone. And we can 
just muddle through with the combination maybe of all three elements, which I personally 
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would recommend. So I think we should have a more flexible currency union, an open 
currency union, not something like the dollar because we have no common nation, no 
common state. We did not sign the mutual insurance contract as you did. We are separate 
states. And so we need something more flexible than the dollar, but something more firm 
than the Bretton Woods system. And here I think it should be possible for countries that 
need realignment to temporarily leave the eurozone, devalue, become competitive, and 
have the option to return later at an adjusted exchange rate.

I know there are lots of terrors. Every one of us can explain all the difficulties as an 
economist. But there is no solution without major difficulties. The question is the relative 
merit and disadvantages of the various paths. We may possibly be able to discuss that. 
Thank you very much for your attention.

Adam Posen: So I think in German we would say spannend; fascinating, stunning. It’s quite exciting 
to end with a slide that makes no sugar coating about fantasies of structural reform will 
save us all or it’s just a question of getting everyone to behave right. As I said before in the 
introduction, Hans-Werner is someone who speaks truth or at least speaks the truth as he 
sees it without hesitation. There’s obviously going to be a lot of questions. Within our own 
institute, we have very lively debates over the austerity now versus later question. If I could 
just post one question start before I open it to the floor.

In your last slide with your three elements that you say probably some combination of 
them and muddling through. Couldn’t a fourth element be writing off some of the debt? 
I mean again like everything else you say, there’s moral hazard. There’s cost to that. But 
wouldn’t that be one way to sort of get yourselves reduce the scope of the problem of 
convergence? So let me just make a more pointed version of that.

Let’s say we go do something like your model, which is something between the adjustable 
pegs of Bretton Woods and full union and there are Cypriotes or Greeks coming in and 
out. Do they then get to at least partially to flow and say, well, those of you who lend us 
debt we get to pay it back new drachma rather than in Euro? Is that another element of the 
muddling through we should consider?

Hans-Werner Sinn: Yes, I did not emphasize this because of the brevity of time. But definitely, we have 
to have debt relief in a large scale for the over-indebted countries of Southern Europe. And 
maybe we need a big debt conference for the Southern European states where we arrange 
these things. You know it’s obvious that some countries borrow too much and don’t have the 
competitiveness to repay. And whether you can really depreciate or devalue their price levels 
sufficiently to have a sufficient current account surplus to repay the debt is really a dubious.

So I do think you’re perfectly right. This should be one part of the solution. And the earlier 
we do that, the better, because the process of lingering on means that a larger and larger 
fraction of the titles of the private market are ending up in some governmental institutions 
be it the ECB or the ESM meaning that the taxpayers would have to foot the bill rather 
than the investors. So the money is lost anyway. That’s my opinion. German banks and 
insurance companies will lose a lot of money in this process. But I think it is better that 
they lose it than the German taxpayers to take my country as an example. But definitely it’s 
not only Germany involved here.

Adam Posen: Definitely it’s not only Germany. Just as an outset, we’re going to take questions. People 
near the front, you can catch my eye and Katie will hand you a microphone. People near 
the back can go stand on the microphone. As we now do, we’d like the first couple of 
questions to be from our audience members who are not from within the Institute. So I 
believe Phil was the first. Please identify yourself when you ask a question.
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Phil Levy: Hi, I’m Phil Levy with the University of Virginia Darden School of Business. I very much 
enjoyed your presentation. Your points very well taken that there are no easy answers. I was 
hoping, I think this is on the same lines of what Adam was asking to get you to elaborate 
on the option of the temporary exits, which is something like a novel proposal.

And in particular, one often hears the discussion of the enormous transaction costs that 
go along with sort of moving in and out of having a currency sort of creating the drachma 
again and things. In what sort of a timeframe are you imagining when you described this 
for the round-trip? In what way is this superior to simply having, say, a drachma that then 
gets pegged to the euro?

Hans-Werner Sinn: So before the exit, there is of course capital flight and bank runs and so on, all 
these dirty things which we have seen in Cyprus. But to solve that, there need to be 
capital controls and limits to the amounts of money you can withdraw from the bank. So 
everything we see in Cyprus ugly, but as soon as the country has exited, you can relieve all 
these constraints from one day to the next, it’s no longer necessary.

So take Cyprus, when Cyprus exited now, what would happen? Nothing would happen. We 
could abolish all these controls and constraints. And if you prepared secretly, then you can 
even shorten the period during which you do it. One problem is bank note printing. My 
solution would be here to postpone that and allow the country to use the euros in the future.

So you could overnight, say, change all the accounts or credit contracts or wage contract 
or price tags which have a euro sign become the same numbers—are the same numbers in 
the future but with the drachma sign. That could happen overnight. But the problem is the 
bank note printing. Well, is it a problem? I would say give the Greek the bank notes which 
they have and let them print the drachmas gradually thereafter. The prices would be quoted 
in drachma. You can calculate at the market exchange rate how many euro is that. So the 
euros can be used for everyday transactions. And when they printed drachma, the drachma 
will gradually crowd out the euros because the euros will be used to buy goods in the rest of 
eurozone. So the stock of money balances of bank notes is a gift to the Greek population.

Fine, it’s not very big relative to what we have given. It’s all peanuts, yeah, indeed. And I 
think for smaller countries, this is a solution in Greece particular. I’m honestly thinking 
that we are not doing good to the Greek people by encouraging them to stay. It is interest 
of some rich families of what I don’t understand. But it’s not to the benefit of the ordinary 
people. 60 percent youth unemployment is a catastrophe. I mean how far do we want to 
stretch this catastrophe until something reasonable happens. I don’t think the path which 
Europe chooses here is reasonable. It’s irresponsible to the people in these countries. An exit 
and the devaluation would quickly make them competitive.

Compare Greece with Turkey. I give you the Goldman Sachs numbers which are model-
based calculations. But it’s even more extreme if you look at the OECD purchasing power 
parity. Greece is 60 percent more expensive than Turkey. How can that be? It’s the same the 
temples. It’s the same water. It’s the same food. And you charge 60 percent higher prices. 
Impossible. So by that token, they would have to come down by 39 percent to be on the 
Turkish price level. It’s unavoidable. And doing that inside the eurozone requires austerity 
to an extent that you destroy the society. That’s what we have learned since Keynes.

Keynes had this piece about the economic consequences of Mr. Churchill when one would 
return to the gold standard. He predicted that there would be a mass unemployment and 
a disaster. And in the case of the Southern European countries this disaster has another 
dimension because they are even more rigid and objecting against price and wage cuts 
because they are overindebted. The people have borrowed so much that was the reason 
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for this inflation. And now they have to do their debt service. How can you cut the wages 
and prices in half in order to make them competitive? You drive them into bankruptcy. So 
austerity doesn’t work. But the other possibility inflating the core doesn’t work either. It 
violates the mandate of the ECB. So the solution set is empty. That’s my point.

Adam Posen: Yeah, I’ve got three names. One second. Just I want to point out two things quickly. First, 
particular to our friends in the German Embassy here, I think I hope that the Institute is 
doing something of a service here in the sense that a lot of the German economic debate 
tends to get caricatured. And to have a distinguished Bavarian free market economist as 
Hans-Werner come and speak about the tragedy of youth unemployment in Southern 
Europe and speak about the lessons from Keynes in full passion I think is a very important 
corrective to a lot of the stereotypes about the German economic debate. So I very much 
appreciate that.

I’m going to exercise the chair’s prerogative just very quickly one followup question on Phil. 
So let’s say we go to this for all the reasons you said. We go to the system and you’re right. 
Cyprus now maybe it doesn’t make much difference. You give them the cash, the currency. 
But what is the market impact once you announce that a country can choose to exit? How 
does one cope with the idea that perhaps Greece, perhaps Spain, perhaps Portugal then 
comes under market attack in anticipation of the fact they might exit? I mean again I’m not 
saying you were saying these are great options. But if we were going to go down this road, 
how would you think about dealing with that?

Hans-Werner Sinn: Well that’s the big risk, which of course, everyone sees. If there is such a risk, you 
need capital controls. We have had a period after the war, a long period in Germany and 
in other countries with capital controls. It’s an ugly world but it’s not the end of the world. 
And that I don’t think is logically on the same level as destroying societies. I’m completely 
adverse against that part of the public discourse about these difficulties, which places 
a financial crisis logically on the same level as society crisis where you destroy societies 
through austerity programs. That is not the same.

And also we have a further risk by going on like that. We risk the stability of the still sound 
countries of Europe because this inefficiency absorbs a lot of resources, builds up huge debt 
positions. And actually, we open up fire channels from the banking sector in the Southern 
European countries to the northern countries which will have their own problems for 
demographic reasons. I find this much, much more difficult and dangerous for the future 
than a financial crisis.

Adam Posen: Okay. We have Uri and then the gentleman next to him and then the first from the internal 
over there.

Uri Dadush: Yeah, Uri Dadush of Carnegie Endowment. First of all, thank you for an excellent 
presentation with which the diagnosis I agree completely. But I wonder whether you’re 
not a little too pessimistic in the conclusion and particularly on the capacities of these 
economies to adjust in the various ways that they must adjust. The fact that domestic 
demand is so far down where forth reorientation of activity towards the export sector. You 
are seeing some adjustment relative in unit labor cost in all of these economies actually with 
the exception of Italy for some reason. You came to a different conclusion.

And so I believe and I’d like to get your view, I believe that there is the adjustment that is 
taking place in relative prices. It’s very slow. It’s terrible. But it is happening. And I also want-
ed to know whether in fact in Germany I read about—I don’t follow Germany closely—that 
there are significant increases in wages, a departure from previous behavior, so maybe a little 
too pessimistic on the conclusion. And particularly, by the way, Ireland had an extra year or 
two. So maybe in the next three year or two, we get more in the other countries.
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Adam Posen: Okay. To the gentleman next to you, but first, Hans-Werner.

Hans-Werner Sinn: Yeah, I do see that something is going on. The governments make their efforts really 
to improve the situation. Portugal gives good signs of strong efforts of the government. 
Whether it will be enough or not is another question. I think it will not be enough. It has 
not been enough as I showed. The GDP deflators have not shown the realignment even 
though in the summer we will have completed the sixth year of this crisis. That makes me 
not so optimistic as you are.

 And the unit labor cost argument I think is flawed in so far as unit labor costs tend to 
improve in countries that go into increasing unemployment for the mere fact that high unit 
labor cost jobs disappear because they are not profitable. Firms ration them away and firms 
with high unit labor cost go bankrupt.

 I remember the period 10 years ago in Germany we had all the same. Germany had its own 
euro crisis little noticed outside Germany when the euro was introduced because the gold 
seemed to glitter more than in Germany. So there was capital export. Two-thirds of our 
savings were exported. And at that time, we economists argued the wages are too high. We 
have the highest wage cost in the world nearly. And others argued you have to come down. 
And the union said, no, no, it’s not necessary. The unit labor costs are improving already. 
But they were improving only by wiping out the jobs with the high unit labor cost. It was a 
statistical artifact. And this is the problem with people who look at unit labor costs.

 So unit labor cost reductions in themselves is not enough. What we need is price reductions 
as a result of that. All reforms in Southern Europe including wage-reducing reforms 
including productivity increases and so on, have to reduce the price level. If they don’t 
succeed in doing that, they do not bring about the real devaluation which is necessary to 
reduce the structural current account deficits. You cannot avoid this conclusion.

The public debate often goes so it talks about thousand things that could happen in this 
countries as if they are additive. They are not additives. They all have in the end to result 
in lower prices. If they don’t, they are useless. They don’t achieve their goal. And that is the 
difficulty. So unit labor cost is a good indicator. Possibly if they go down, then the prices 
will go down. But if they don’t, it doesn’t help very much.

Adam Posen: Great. Thank you. I’m going to go to the back microphone. I apologize to the gentleman at 
the mic. I had recognized Juan is behind you first if we could have him first. He just had to 
get to the mic. And then I’ll make sure you get in next. I apologize.

Juan Carlos Martinez Oliva:  Juan Carlos Martinez Oliva of Peterson Institute. First of all, thank you very 
much for your very interesting presentation and I agree. I share most of your arguments, 
but I’m not completely convinced about the conclusion. In particular, you rule out the 
possibility that the core could be inflated or the periphery deflated as a pure scenario. I’m 
personally convinced that something in between might exist and like sharing the burden 
of the adjustment between the core and the periphery. And I’d like to know your opinion 
about this. Thank you.

Hans-Werner Sinn: Oh I shared this view. Then I did not express myself well. I think I remember me 
saying we have to muddle through and do a little bit of all three possibilities. So a little bit 
of inflation in the core, a little bit of austerity in the periphery to keep the inflation rate at 
least low, and a little bit of exit.

Adam Posen: No. Except for the fact that exit as a dichotomous variable, we’re fine. I’ve already got a cue 
because this is so fascinating. Did we get you yet? Oh okay. Sorry. So this gentleman, then 
the gentleman at the mic, and then Jacob.
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Question: Thank you, Professor [inaudible 01:09:21]. My question goes to two areas that you didn’t 
touch upon. One is the banking union and the possible role of a banking union as a tool 
to help muddle through in your words. And the other one is since you’re talking so much 
about the debt stock and how much that debt stock is clearly impeding and slowing down 
our process of adjustment whether it would be [inaudible 01:09:49] for you to embrace 
and model or a proposal made by your colleagues in Germany about a debt redemption 
fund to cover the debt exceeding, for instance, 60 percent of GDP instead of a write down. 
Thank you.

Hans-Werner Sinn: No, I think that’s a bad idea because if you have this debt redemption fund as 
the council of advisors in Germany has recommended, you cannot ensure that the rules 
will be obeyed. They said that we will put the debt together and then we will have a rule 
saying that 4 percent of the debt is repaid every year. That’s very demanding. If a country 
was offering that to the capital market and really acting according to it, its spreads would 
immediately come down and we would not need this. To collectivize this repayment 
operation is reducing the incentives. And here I again point to the experience with the 
United States of America. It’s never a good idea.

Liability is the fundamental element of a capitalist economy. If you make an investment, 
you have to stand in for the potential losses. And if you reduce that and socialize the 
burden, then you over-borrow that will never work in my opinion. And I can say nearly all 
of my colleagues in Germany see that the same. So the council of advisors is really isolated 
with his position including the government does not like it at all. But that’s not the issue.

So what was the second point? The banking union, yeah, I belonged among those signing 
a letter to the government in the last summer. There were two letters written basically with 
the same content namely that we should not recapitalize the banks with taxpayer money, 
which was the decision of June last year. Why not? Because the burden is there. Debtors 
cannot repay and someone has to bear the losses, but why the taxpayers?

First of all, it’s a distributional issue, a matter of justice. And second, it’s an incentive thing. 
We believe that this should always be the investor himself who should bear the loss also 
because the burden is so large. There are some people who say now we have somehow 
solved the government debt problem in Europe. Now there’s a little bit of banking issue we 
can also handle with the ESM. Sorry. The debt of the banks of the six crisis countries taken 
together is 9 trillion euros, nearly three times as large as the government debt.

So the volume is simply too large. Even if we wanted, we could not impose the right of 
losses on the taxpayers of Europe. It’s just a number too big, you know. And there’s only 
one group of people who could bear technically the potential losses that is the investors and 
depositors themselves.

Now, there was a protest against us. But you see the Cyprus result is exactly what we 
wanted. So we have the bail-ins. There is no alternative to bail-ins. And I admire America 
for having this approach. You solved your banking problem in a more aggressive way 
than we did. There’s hardly any bank in Europe that thus far went bust in this crisis just 
like [inaudible 1:13:45] bank. All others have been rescued. In America, hundreds of 
banks went bankrupt. So their depositors and creditors lost their money. And you also 
nationalized temporarily some banks creating a strong incentive for them to look for private 
money to get the government [inaudible 01:14:10].

So these were radical measures which have not been taken on the continent. Thus far, it 
has all been taxpayer money. And I think this is also a big mistake because we will continue 
with this crisis forever if we do not want to let banks go bankrupt. Bankruptcy is a 
fundamental element of a market economy to clear the air and begin anew.
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Adam Posen: We had Anders Borg. Many of you were here for him, the finance minister of Sweden, 
talking in somewhat similar terms about the lessons from the Swedish aggressive treatment of 
banks and their crisis. At the back mic, sir, thank you for your patience with our queuing.

Pablo Garcia-Silva: Thank you, Dr. Sinn. I’m Pablo Garcia-Silva from the IMF Board. I like very much 
your last slide. I think it’s quite pragmatic and realistic and both things are commendable. 
And I have two comments about that.

The first one following this idea that we will be muddling through or Europe will be 
muddling through, couldn’t we think the actions of the ECB over the past few years have 
precisely been under that muddling through in trying to choose a difficult compromise 
between difficult choices because what would have been the alternative to building up these 
TARGET2 balances you say that is a complaint about the technocratical location of bailout 
money through the TARGET2 balances are not the sovereign through parliamentary 
decisions.

But the alternative would have been probably an even sharper current account correction 
and even sharper contraction in output and also a forced exit from the Euro again 
determined not by a political process, but rather by technocrats in charge of the payment 
system. So wouldn’t that mean a worse outcome?

And second comment more on the broad discussion on monetary arrangements some 
people have complained that’s one of the lessons of all these difficult periods in the 
past few years. Not only in the eurozone but the rest of the world has been that the 
inflation targeting is not really a good monetary framework. But I think that from your 
conclusions, one can argue that fixed exchange rate is actually quite a folly except in specific 
circumstances and under very precise conditions. So, maybe without the lesson from all this 
that fixed exchange rate is really a bad idea.

Hans-Werner Sinn: Oh that’s a deep question. I mean exchange rate systems are always difficult. And 
we know nothing which really functions. I remember when I was a student the teacher 
was saying all this damn Bretton Woods system is not functioning. We have to go flexible 
exchange rates. And then the exchange rates will adjust gradually according to differential 
inflation rates and so on.

 It was not true. The dollar value collapsed to one-half and then it doubled again and it 
was switching on exports industries for a decade. And then we they were shutting them 
down. It was a terrible thing. So I’m not an advocate of flexible exchange rates. But as the 
euro shows and as the Bretton Woods system shows, the other systems also do not really 
function easily. We just have a problem here, which has no good solution.

But I believe in the European case as I explained something between Bretton Woods and 
the dollar would be good because we can’t have the dollar—we can’t have the dollars. 
The euro can become the dollar at one stage in history when we create a common state 
in Europe, which I actually advocate, creating the United States of Europe because if you 
have a currency, you need lots of transfers in space. But these transfers are sort of insurance 
payments between the regions and the people. But they require the insurance contact and 
the insurance contract is the creation of a nation. We have not done that.

To the contrary, we have the signed Maastricht Treaty which explicitly with Article 125 
excludes all such mutual help. And since we have excluded that, we either have to make a 
big leap towards to United States of Europe or make the eurozone more flexible. This thing, 
which we currently have obviously, that’s not a function.  Oh I forgot your first question.
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Adam Posen: No, no, I think we’re okay. We’re down to 10 minutes left. I’ve got Jacob, Fred, and Bill. 
And I’d like to get in all their questions at once please or their comments. And then Hans-
Werner will be capable of responding to all, I’m sure. Jacob.

Jacob Kirkegaard: First question—yeah. Jacob Kirkegaard here from the Peterson Institute, I want to come 
back to this distinction you made between the German savers and the German taxpayers, 
which I think is obviously a very pertinent one, not least after the event of Cyprus. But 
then I also think that I do want to note that I actually disagree quite strongly with your 
interpretation of the TARGET2 imbalances because it seems to me that they are in fact 
just a mechanistic accounting response to some of the actions that the ECB took namely to 
provide liquidity for their peripheral banking system as they lost market access.

But who benefited from that? I mean the reality is that if they had not done so, then these 
banks would have bail-in its creditors, which means they would have imposed losses on the 
banks particularly as you mentioned in your presentation in France and Germany. So the 
real beneficiaries here are in fact the French and German banks because they were able to 
shift their private liabilities. They were paid back by public money. So what the German 
government did in order to avoid that scenario and save the German saver was also saving 
the German taxpayer was to have the monetary authorities do that. So the real entities that 
were bailed out by the TARGET2 imbalances were in fact the German—first and foremost, 
German and French banks. I was wondering what your comments would be.

Hans-Werner Sinn: This is perfectly in line with what I said. This is correct what you say. But the 
question is why should the taxpayer bailout the banks? I repeat it and you cited me this 
way. It was the German taxpayer bailing out German banks. It was the French taxpayer 
bailing out French banks. That’s what we had.

And why should we do that? I think this policy was not correct. It was correct at the 
immediate crisis at the Lehman. So I think the ECB did the right thing then. But what 
my problem is that it continues with these emergency measures year after year after year. 
We cannot always have the imminent crisis which calls for such extraordinary measures. 
Any useful payment system needs a securitization of the balances that build. You need a 
settlement system.

America has a settlement system. It has always—I repeat—I said it has always been gold. 
If one bank carries out a payment for another bank, it gives this other bank a credit that 
is a credit. And it has to hand over something real for it if there is in fact countervailing 
transaction in the other direction and that used to be gold.

In the Bretton Woods system, there were such balances between the countries of Western 
Europe. For example, France and Britain, had balance of payment deficits they bought, 
say, German goods with their own currency. So the pound and the franc were arriving in 
Germany at the Bundesbank. And then the Bundesbank had the right to convert them into 
dollars or gold. And since the actual exchange rate at the time was below the parity at which 
this conversion was possible or was foreseen, France and Britain preferred to pay gold.

I mean it’s not just an accounting thing. If that was an accounting thing, why did the 
Bretton Woods system have gold settlement? Why did America have gold settlement until 
1975? Why still today would you have a settlement with shifting ownership titles in the 
open market clearing portfolio between the district feds? Look at the target balances in 
America. They all have been settled. Every April, you have a settlement process. You can’t 
say this is just an accounting item.

Adam Posen: I will push through myself. Fred and Bill if you could each make your comments or 
questions, please, Fred Bergsten from Peterson Institute.
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Fred Bergsten: Fred Bergsten, I’m a big supporter of the role of exchange rates in the adjustment process. 
But I was surprised at how much emphasis you put on it. If I heard you right, you said 
your preferred solution have the countries who have lost so much competitiveness drop out 
of the euro, devalue to regain price competitiveness, and then maybe even come back in at 
the next exchange rate. But would that really be a solution either? I mean countries devalue, 
but do they sustain the competitiveness gained from the devaluation?

So isn’t there an option five which I was surprised you didn’t mention at all which is 
structural reform? When you talked about Germany’s internal devaluation, the [inaudible 
01:24:05] reform has something to do with that. Isn’t structural reform both a possible 
way out albeit it takes quite a while but at a minimum one part of a multipart solution of 
the type you mentioned? And I was just curious that you didn’t refer to that at all. Do you 
totally dismiss that or do you put it under the heading of austerity? Or is there something 
else that we ought to know about your view on that?

Adam Posen: Hans-Werner, before you respond, please let Bill ask his because we’re really coming to our 
hard stop certainly.

Bill Cline: My problem is that I see this as a totally different paradigm of the problem, which is the sad 
realization that industrial countries can default and the shock in the markets on sovereign 
spreads, risk spreads. Those have come down because there is a sense that Italy and Spain 
are not going to default on their sovereign debt. So I’m shock to hear you recommend. It 
sounded like you were recommending that there be haircuts on the sovereign debt of the 
southern countries. If that’s not the case, I hope you’ll clarify that.

I think the damage that would be done to European growth over the next decade from 50 
percent haircut on Italian debt puts anything we’ve seen so far to make it trivial. So I don’t 
see this as a foreign exchange problem. The current account magnitudes that you could see 
are not massive or that they’re within the 3 percent limit going forward that we would see 
here as sustainable.

And I’ve seen this all along as a multiple equilibrium problem on the interest rate paid in 
the government debt and that the key thing is to ensure a steady progression back to 100 
percent debt ratio, which you do have in the most realistic cases for Italy, for Ireland, for 
Portugal coming down, for Spain converging coming up. So with that kind of a scenario, it 
seems to me you are on a path to working through this. And I would suggest it’s important 
not to seize defeat from the jaws of victory.

Hans-Werner Sinn: Yeah. What you say is not really contradicting what I said. Do you remember? I said 
Italy is not the problem and I showed that. Italy needs only a little realignment so they can 
have that by having a lower rate of inflation than the rest of the eurozone for a couple of 
years they are out. I don’t see that the Italian debt has to be subjected to haircuts. I did not 
mean that and I did not say that. I focused on Greece when I spoke of potential exits.

And ultimately, of course, it’s a question of the country itself. No one else can make the 
decision of how to solve the problem except the government of that country. So either 
they go through austerity and lower inflation to gradually improve their competitiveness or 
they don’t. But then if they don’t, they cannot expect unlimited funds from the rest of the 
eurozone. But then they would have to take the exit option, which I would design in a way 
that it is not a catastrophe. To the opposite, it is a solution. I would help the country with 
the sensitive imports, which become more expensive. I would have a program for rescuing 
the banks of that country. I would, of course, also have a debt relief program really to reset 
and restart the country.
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The catastrophe is there already. What we are doing is the catastrophe. I simply do not buy 
the view that things are improving. They are not. I showed you the graphs. And you can 
believe and dream, sorry, that things are improving, but we do not see that really in the data.

Fred, yeah, well you said do you subsume these reforms under austerity? Indeed. That’s 
what it is. I said all these reforms we are talking about are useful to the extent only that they 
cut the price level of the country and make it more competitive. And one possibility would 
be Germany.

I did not want to talk here about the German moral because Germany is always accused 
of imposing its path on the other European countries. But since you mentioned that, 
what happened in Germany 10 years ago with the Schröder reforms where Schröder 
deprived millions of Germans of their second-tier unemployment benefits thereby reducing 
the reservation wages at lower end of the income distribution and widening the wage 
distribution, which created lots of jobs for less qualified people and also induced a period of 
little wage growth for the average wages, which allowed low inflation to take place, which 
then gradually improved the competitiveness of the German economy.

These are the necessary reforms. And if I see Spain and Italy, it’s exactly what they need. 
They have very rigid labor markets. They have a system where you can’t fire the older 
ones. The young ones stand in front of the factories and are not let in because there is no 
movement. There would be radical reforms necessary to make the labor market flexible so 
that people with higher productivity and lower wages can enter. And this would be then the 
recipe for making the companies more competitive. I’m fully on your side.

So this is part of the package which we need. And for most countries, I’m optimistic. I think 
they can make it in the eurozone, but only through a decade of slump and stagnation. You 
cannot—we have a growth strategy with Keynesian demand stimuli and say the same things 
would happen. They would never happen. They would only come out of the crisis.

Think of Berlusconi’s actions two years ago in the summer where he all of a sudden 
announced reforms, budget cuts, and so on. Why? Because the spreads were going up. 
And then the ECB intervened, brought the spreads down. And then Berlusconi said, oh 
no, no, I did not mean that. The same with Mario Monti. Monti, when he was in charge, 
negotiated with the unions and did look very good. So he had some mileage. But then 
Mario Draghi intervened with his big bazooka and the problem seemed to be resolved. And 
all of a sudden, the union said, no, no. We don’t want to continue any longer.

So these measures that take the pressure from these economies are counter-firing. They 
imply immediately that the political forces think it is not necessary to go through these 
painful reforms. Germany did its painful reforms only under extreme pressure at the time 
because there seemed to be hardly any other solution. The unemployment rates were 
increasing. And the whole process seemed to go out of control.

And out of that situation, Schröder was carrying out his reforms. It was not pleasant for the 
people. Actually, Schröder lost his job over that, but now he’s the big hero because he has 
done it. Now, everyone 10 years later understands that this was the right reform to be done. 
So it’s an austerity program. It is one of becoming cheaper by inducing a process of real 
devaluation. We cannot avoid it.

Adam Posen: Okay. I’m afraid we have to cut it off there. I’m so grateful to you, Hans-Werner. This 
was fantastic and I’m grateful to everyone for engaging in the way that they did. This is 
obviously an issue of great economic interest, a political interest, of interest for all of us 
who care about Europe, and of deep interest here at the Peterson Institute. And just once 
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again, I not only want to thank Hans-Werner but also Dr. Gerlinde Sinn. They are visiting 
with us for the full week and sharing their insights with our people. And I want to thank 
especially Marina and Robert Whitman. We will make sure they get the video with your 
thanks later today. But that they made it possible for us to have such a distinguished and 
exciting lecture and a distinguished and exciting guest. Thank you all very much.


