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Preface

EuropE Has long pridEd itsElf on being a model for the rest 
of the world of how to reconcile old enemies after centuries of war, 
blend the power of capitalism with social justice and balance work 
with leisure. Little matter that Europeans did not generate as much 
wealth as overworked Americans; Europeans took more time off to 
enjoy life. And little matter that Europe could not project the same 
military force as the United States; Europe saw itself as a “normative 
power”, able to influence the world through its ability to set rules and 
standards. Some Europhiles even imagined that Europe would “run 
the 21st century”, as the title of one optimistic book put it.1

The collapse of subprime mortgages in the United States, and the 
credit crunch that followed, only confirmed such convictions. The 
single currency, the European Union’s most ambitious project, was 
seen as a shield against financial turbulence caused by runaway 
American “ultra-liberalism”, as the French liked to describe the faith 
in free markets. But when the financial storm blew in from across 
the Atlantic, the euro turned out to be a flimsy umbrella that flopped 
over in the wind and dragged away many of the weaker economies. 
It led to the worst economic and political crisis in Europe since the 
second world war.

Starting in May 2010, first Greece, then Ireland and Portugal were 
rescued and had to undergo painful internal devaluation, that is, 
by reducing wages and prices relative to others. The process proved 
so messy and bitter that, even with hundreds of billions of euros 
committed to bail-outs, the currency several times came close to 
breaking up, potentially taking down the single market and perhaps 
the whole EU with it. The EU’s hope of becoming a global power 
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dissolved as Europe became the world’s basket case. More than once, 
the United States forcibly pressed its transatlantic allies and economic 
partners to do more to fix their flawed currency union.

At the time of writing, in March 2014, the euro zone has survived 
the financial crisis – an achievement in itself, but won at too high a 
price. The euro zone bottomed out of its double-dip recession in 2013. 
But despite signs of “Europhoria” in markets the danger is far from over.

Among Europhiles and Eurosceptics alike, there is a growing 
belief that the euro has undermined, and may yet destroy, the 
European Union. Instead of promoting economic integration, 
euro-zone economies have diverged. Rather than sealing post-war 
reconciliation, the euro is creating resentment between north and 
south. Far from settling the age-old German question, Germany has 
emerged as all-powerful. The decline of France has accelerated, and 
the ungovernability of Italy has been reaffirmed. Tensions between 
euro “ins” and “outs” have increased, particularly in the case of the 
UK, which now hovers ever closer to the exit.

The chronic democratic problem has become acute: the EU is 
intruding ever more deeply into national policymaking, particularly 
in the euro zone, without becoming any more accountable to 
citizens. Perversely, the clearest sign of a common political identity, 
the European “demos” that federalists hoped would emerge, is to be 
found in anti-European movements.

For now the riots and clouds of tear gas in Greece and the mass 
protests by Spain’s indignados may have faded away. But almost 
everywhere, apart from Germany, which has barely felt the crisis, 
indignant voters have thrown out incumbent governments and 
abandoned centrist parties in large numbers. Anti-EU and anti-euro 
parties are on the rise, of both left- and right-wing varieties, in both 
core and periphery countries, and in both euro ins and euro outs. 
The scariest are in Greece, which has both radical leftists and neo-
Nazi extremists, and has witnessed murderous violence among their 
followers. But the most consequential may yet be the scrubbed-up, 
besuited populists in countries such as France, the Netherlands and 
the UK, which were hardly the worst hit by the debt crisis. They have 
already changed the terms of the European debate in these countries. 
Once the champion of EU enlargement, the UK is increasingly turning 
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against the cherished right of free movement of workers, and against 
the EU itself.

As the countries of the euro-zone periphery seek to regain 
competitiveness, their most striking export has been young emigrants 
in search of jobs abroad. These are no longer the manual workers of 
yesteryear who filled the factories of Germany, the mines of Belgium 
and the building sites of the UK. Now it is the young graduates who 
are on the move. In Portugal, the post-colonial flow has reversed, 
as hopefuls head out to Brazil, Angola and Mozambique in search 
of a better life. In Ireland, some churches have set up webcams so 
that émigré parishioners can watch services back home. Many have 
moved to other parts of Europe, notably Germany.

The story of how the European project was born, how the euro 
nearly died, how it was saved and how the EU should confront the 
dangers ahead is the subject of this book. The appendices provide 
a timeline, a glossary and the history of the crisis as told through 
covers of The Economist. Chapter 1 recounts the darkest days, when 
the European Central Bank (ECB), the International Monetary Fund 
(IMF) and others made secret preparations for the departure of Greece 
from the euro, and the possible collapse of the currency zone. The 
consequences, all agreed, were incalculable.

Chapter 2 shows how the idea of European integration was born 
from the political necessities of the early 1950s, with Europe emerging 
from the ruins of the second world war and then having to confront 
the challenge of the cold war. The euro was launched as a result of the 
failure of repeated attempts to fix exchange rates between European 
economies, and the desire to anchor a unified Germany more firmly 
within Europe after the collapse of the Berlin Wall.

The system that was created through successive treaties 
was a complex hybrid with elements of federalism and inter-
governmentalism, a pantomime horse that was part United States 
and part United Nations. Chapter 3 explains the functioning of the 
EU, and the flawed structure of the euro, to help make clear how 
Europeans managed, and mismanaged, the crisis.

Chapter 4 shows how the launch of the euro was at first met 
with scepticism by outsiders, then treated with hubris by insiders. 
Blinkered by the fiscal rules, European institutions were for the 
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most part unaware of the real danger to the monetary union. It did 
not come only, or mainly, from the accumulation of deficits and 
debt, which became easier for many countries to finance as interest 
rates fell. Rather, the bigger menace came from underlying external 
imbalances, with current-account deficits allowed to balloon in 
the belief that these would always be financed within a currency 
union.

As the financial crisis turned into a debt crisis in early 2010, 
European leaders and institutions muddled through from summit 
to summit, devising responses that were always too little, too late, 
and raised the cost for all. There were two broad phases, coinciding 
roughly with the tenures of Jean-Claude Trichet and Mario Draghi as 
presidents of the ECB, as noted in Chapters 5 and 6.

First there was a period of banking crises, bail-outs, austerity and 
debt restructuring – focused most acutely in Greece. This increasingly 
fraught time culminated in angry confrontations at the G20 summit 
in Cannes in November 2011, where the prime ministers of Greece 
and Italy were summoned for a dressing-down by fellow leaders and 
subsequently pushed out of office. In the second phase there was 
a growing realisation of the need to come up with a more systemic 
response. Seeking to halt the “doom-loop”, in which weak banks 
and weak governments were dragging each other down, leaders 
embarked on the process of creating a banking union in June 2012. 
Soon thereafter, the ECB stepped in as a more credible lender of last 
resort for governments after Draghi declared the bank would do 
“whatever it takes” to stop the euro from breaking up.

The crisis has profoundly changed relations within the EU. It 
has confirmed Germany as the predominant power in Europe; it 
has shifted institutional power within Brussels from the European 
Commission to national governments; and it has caused a growing 
tension between euro ins and outs. This transformation is described 
in Chapters 7 and 8.

The crisis has also widened the democratic deficit in Europe, 
which the growing power of the European Parliament has been 
unable to fill, as explained in Chapter 9. Moreover, it has disrupted 
the core business of the EU that is often out of the headlines, from the 
single market to trade negotiations, as set out in Chapter 10, as well as 
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the EU’s hope of exerting greater influence on world affairs, a sorry 
tale recounted in Chapter 11.

The concluding Chapter 12 assesses the damage done by comparing 
the performance of the euro zone since the beginning of the global 
financial crisis with that of the United States. It tries to draw lessons 
from the upheaval and offers recommendations for reform. The main 
risks to the euro zone, and to the wider European Union, are now 
predominantly economic and political. The recovery is still weak, 
making it harder to bring down unacceptably high unemployment 
and leaving the euro zone vulnerable to a triple-dip recession, if 
not outright deflation. In turn, economic stagnation will worsen the 
growing polarisation of European politics.

The actions of European leaders may have averted collapse 
in the short term, but they have not found a lasting solution. The 
ECB’s bond-buying policy stabilised debt markets but is untested, 
and Draghi’s great bluff may not hold forever. The development of 
“economic governance”, involving tougher fiscal rules and deeper 
intrusion by Brussels institutions into national economic policies, 
is unlikely to be accepted indefinitely. At some point, perhaps after 
the crisis has faded, national governments will want to reassert their 
autonomy. Discipline should be imposed by markets, not by Brussels. 
This means that governments should be allowed to go bust when they 
make a mess of their economic policies. In short, the no-bail-out rule 
needs to be restored. Doing so requires a euro zone stable enough to 
withstand the shock of a default. The answer, the conclusion argues, 
is a targeted dose of American-style fiscal federalism in which some 
of the risks are shared. This involves several reforms, from completing 
the embryonic banking union to issuing joint debt and perhaps setting 
up a modest central budget that can help stabilise economies. For the 
foreseeable future, the EU’s crisis of legitimacy can be addressed only 
by enhancing the role of national parliaments.

None of this will be easy, but all of it will be necessary if the 
project of European integration is not just to survive but to thrive with 
the consent of its citizens.

John Peet and Anton La Guardia
March 2014
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1 “If the euro fails, 
Europe fails”

in tHE spring and suMMEr of 2012 there was a fad in offering 
advice on how to break up the euro. More than two years after the 
start of the Greek debt crisis, the experiment of the single European 
currency seemed to be close to failure. Successive bail-outs, crushing 
austerity and innumerable emergency summits that produced at best 
a half-hearted response were stoking resentment among creditor 
and debtor countries alike. And since national leaders seemed either 
unwilling or unable to weld together a closer union, the pressure of 
the euro crisis was remorselessly pushing the cracks apart. Better, 
thought some, to attempt an orderly dissolution than to be confronted 
with a chaotic break-up.

In May the former chief economist at Deutsche Bank, Thomas 
Mayer, proposed the introduction of a parallel currency for Greece, 
a “Geuro”, to help the country devalue.1 In July Policy Exchange, a 
British think-tank, awarded the £250,000 Wolfson Prize for the best 
plan to break up the euro to Roger Bootle of Capital Economics,2 a 
private research firm in London. The following month The Economist 
published a fictitious memorandum to Angela Merkel, the German 
chancellor, setting out two options for a break-up: the exit of Greece 
alone, and the departure of a larger group of five countries that added 
Cyprus, Spain, Portugal and Ireland as well. A footnote reported that 
the ever-cautious Merkel had turned down both possibilities, deeming 
the risks to be too great, and ordered the paper shredded. “No one 
need ever know that the German government had been willing to 
think the unthinkable. Unless, of course, the memo leaked.”3

The imaginary memo was closer to the truth than readers might 
have thought. That summer Merkel did indeed ponder, and reject, 
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2 unHappy union

the idea of throwing the Greeks out of the euro. German, European 
and IMF officials had by then drawn up detailed plans to manage a 
break-up of the euro – not to dissolve the currency completely but 
rather to try to preserve as much of it as possible if Greece (or another 
country) were to leave. The plans never leaked, which was just as 
well. The mere existence of a contingency plan for “Grexit” might 
have provoked a self-fulfilling panic in markets. Few had confidence 
that any plan to oversee an orderly break-up would work.

Officials thought the unthinkable on at least three occasions. The 
first was in November 2011, when Greece announced a referendum 
on its second bail-out programme. Germany and France, outraged by 
Greece’s insubordination, demanded that the referendum question 
had to be whether Greece wanted to stay in the euro or not. For the 
first time, European leaders were openly entertaining the notion of 
Grexit. In the event the vote was abandoned after the fall, within 
days, of the prime minister, George Papandreou. The second moment 
of peril came between the two Greek elections in May and June of 
2012, when the rise of radical parties of the left and the right increased 
the risk of the Greeks voting themselves out of the euro before cooler 
heads prevailed in the second ballot. (Even after the conservative 
leader, Antonis Samaras, had put together a government that belatedly 
committed itself to the EU adjustment programme, Merkel debated 
well into August over whether to expel Greece.) The third danger point 
was the tough negotiation over the bail-out for Cyprus in March 2013. 
The newly elected president, Nicos Anastasiades, threatened to leave 
the currency if a bail-out meant destroying the island’s two largest 
banks and wiping out their big expatriate (mostly Russian) depositors. 
After two rounds of ugly negotiations Anastasiades succumbed to his 
rescuers.

The euro zone would have been ill-prepared to cope with Grexit 
in late 2011. Jean-Claude Trichet, who presided over the ECB until 
the end of October 2011, would not countenance detailed doomsday 
planning. And without the central bank’s power to create money, a 
break-up might have been uncontrollable. Trichet’s successor, Mario 
Draghi, did set up a crisis-management team in January 2012. Within 
a year the ECB and the IMF had developed an hour-by-hour, day-
by-day plan to try to manage the departure of a euro-zone member. 
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By the time of the negotiations with Cyprus, admittedly a smaller 
country than Greece or the other rescued economies, the prospect of 
Cyprexit did not cause anywhere near the same degree of fear among 
officials, or markets.

Others also worked up contingency plans, not least in the European 
Commission and the European Council, though here co-ordination 
was weaker for fear of disclosure. “Everything in Brussels leaks,” says 
one of those involved. Officials recount how on one occasion Herman 
Van Rompuy, president of the European Council, raised the prospect 
of Grexit with José Manuel Barroso, president of the Commission. “I 
don’t want to know the details. But I hope you are taking care of it,” 
Van Rompuy said. Even so, his own small team of economists also 
quietly worked up position papers.

It all made for a strange dance in the darkness. Within the 
Commission, staff at the economics directorate had been expressly 
ordered not to do any work on the response to a possible break-up, 
even though a discreet group of senior commissioners and officials 
did just that: plan for a split in the currency zone. They had two 
main purposes: first, to set out what would have to be done; and 
second, to make the case for why it should not be done. For others 
it was a matter of managing as well as possible. For all concerned a 
big dilemma was how much to tell the Greek authorities about the 
preparations for their country’s possible return to the drachma. The 
answer was: hardly anything at all.

Like the gold standard, only worse
Fixed exchange-rate systems have fallen apart throughout history, 
from the gold standard to various dollar pegs. But giving up a fixed 
peg is very different from scrapping an entire currency. This has 
happened too, but usually only when political unions have broken 
apart: for instance, the break-up of the Austro-Hungarian empire, the 
collapse of the Soviet Union or the velvet divorce between the Czech 
Republic and Slovakia. And none of these precedents quite captures 
the special circumstances of the euro. It is a single currency without 
a single government. It is made up of rich countries, many of which 
have built up large debts and large external imbalances, so the sums 
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at stake are proportionately large. A map of the world sized according 
to each country’s government spending shows Europe as a huge, 
puffed-up ball of public money.4 Moreover, the euro zone is a subset 
of the European Union and its single market, within which goods, 
services, capital and people move more or less freely. As a result, the 
spillover effects on other European countries would be that much 
greater.

It had taken years for countries to prepare for the introduction of 
the euro. If any left, they might have to adapt to the redenomination 
of a member’s currency overnight, or at best over a weekend. Nobody 
could be sure about the consequences should the supposedly 
irrevocable currency become revocable. There were two prevailing 
beliefs. One was the amputation theory: severing a gangrenous limb 
such as Greece would save the rest of the body. The other was the 
domino theory: the fall of one country would lead to the collapse of 
one economy after another. Grexit might thus be followed by Portexit, 
Spexit, Italexit and even Frexit.

Given such uncertainties, the objective for officials preparing 
contingency plans was clear: regardless of which country left the euro, 
the rest must be held together almost at any cost. Those involved 
speak only in guarded terms about precisely what they would have 
done. Would the departure of, say, Greece have required Cyprus 
to leave as well, given their close interconnection? The ECB would 
have flooded the financial system with liquidity to try to ensure that 
credit markets did not dry up, as they had done after the collapse of 
Lehman Brothers, and to forestall runs on both banks and sovereigns. 
Large quantities of banknotes would have been made available in 
the south to reassure anxious depositors especially if, as during the 
Cyprus crisis, banks were shut down and capital controls imposed. 
The ECB would probably have engaged in unprecedented bond-
buying to hold down the borrowing costs of vulnerable countries. 
Loans to countries already under bail-out programmes would have 
been increased, and some kind of precautionary loan extended to 
Spain and Italy.

The IMF would have helped Greece manage the reintroduction of 
the drachma. This would probably have required a transition period 
(perhaps as short as one month) involving a parallel currency, or 
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IOUs akin to the “patacones” that circulated in Argentina after it left 
its dollar peg in 2000, though EU lawyers thought these would be 
illegal. The ECB would have dealt with the technicalities of adapting 
European electronic payment systems to the departure of a member. 
The Commission would introduce guidelines for capital controls. 

Greece might have needed additional aid to manage the upheaval, 
not least to buy essential goods. In what remained of the euro zone 
there would have been difficult decisions to take over the allocation 
of losses arising within the Eurosystem of central banks. National 
governments would have to decide who should be compensated for 
losses in case of default and the inevitable bankruptcies caused by 
the abrupt mismatch between assets and liabilities as the values of 
currencies shifted. They might also have increased deposit guarantees, 
although in some cases that might have done more harm than good 
if the additional liability endangered public finances in weaker 
countries – as it had done in Ireland in 2008.

Perhaps, thought some, there should be a Europe-wide deposit 
guarantee. Indeed, many thought there would have to be a dramatic 
political move towards greater integration. Nobody quite knew what 
form this might take, but it would have had to signal an unshakeable 
commitment to stay together. Without the infuriating Greeks, greater 
integration might even appear more feasible. Indeed, it was such a 
prospect that convinced some senior EU officials that it would be a 
good idea to let the Greeks go after all: not because contagion could be 
contained, as the Bundesbank would sometimes claim, but precisely 
because it could not. Grexit would be so awful that it would force 
governments to make a leap into federalism.

Safe, for now
All these considerations, and more, were on Merkel’s mind in the 
summer of 2012 when she decided instead to keep the Greeks in. 
Beyond the financial price, Germany could not risk the political 
blame for breaking up the currency and, potentially, the European 
project itself. As she had repeatedly declared since the first bail-out of 
Greece in 2010, “if the euro fails, Europe fails”.

Two other events changed the dynamics of the crisis. First, at 
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a summit in June, Merkel and other leaders agreed to centralise 
financial supervision around the ECB and then have the option of 
recapitalising troubled banks directly from the euro zone’s rescue 
funds. The move held out the promise, for the first time, of a banking 
union in which the risks of the financial sector would be shared. 
The aim was to break the doom-loop between weak banks and weak 
governments that threatened to destroy both, especially in Spain. 
The second, even more important, development that summer was 
Draghi’s declared readiness to intervene in bond markets without 
pre-set limits, on condition that troubled countries sought a euro-zone 
bail-out and adjustment programme. He thus sharply raised the cost 
of betting against the euro – to the point that, at the time of writing in 
March 2014, Draghi’s great bluff has yet to be called.

The euro has been saved, at least for a while. But even as economic 
output begins slowly to recover, the euro zone remains vulnerable 
and the wider European project remains under acute strain. As The 
Economist’s imaginary memo to Merkel noted, the contingency plans 
for the demise of the euro were never shredded; they were merely 
filed away. As The Economist ’s imaginary memo to Merkel noted (see 
cover story headlined “Tempted, Angela?” in the issue of  August 11th–
17th in Appendix 4), the contingency plans for the demise of the euro 
were never shredded; they were merely filed away.
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