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Europe’s monetary union (EMU) now faces make or break. Key aspects of the 

break-up scenario that we quantified in a report last year* are already being 

played out the financial markets. Amid political bickering and delay over the 

how to stem the Eurozone bond sell-off, the real economy is paying an 

increasingly heavy price. The paradox of Merkelism is that the core countries’ 

attempts to limit their exposure are increasing it. But even as the cost of 

sustaining EMU in its current form mounts, our updated estimates presented 

here suggest that the impact of exits or break-up would be far costlier.  

As the Eurozone stares recession in the face, the Eurozone’s debt crisis is inflicting 

growing economic and political damage. Even past supporters of EMU are toying with the 

idea that the price of sustaining it in its current form may simply be too high. Governments 

in the periphery have all fallen as harsh fiscal austerity kicks in. Those in the core are in 

trouble too, as their electorates balk at the idea of having to dig in even more deeply into 

their pockets to pay to prevent EMU from falling apart.  

Once again our purpose is not to assess the probability of EMU break-up, but its impact.

Calibrating the impact remains challenging, but it is now essential to make informed 

investment decisions. We evaluate two boundary cases: a Greek exit and a complete 

break-up. Although there are many permutations in between, our results should give 

some indication of their potential impact as well.  

Our revised estimates show even bigger damage on the Eurozone and global economy. 

In our complete EMU break up scenario, the cumulative loss of output in the Eurozone in 

the first two years is over 12%. This is substantially greater than the losses that followed 

the demise of Lehman Brothers in September 2008. The complexity of financial and trade 

inter-linkages are such that the short term consequences would be traumatic. In the first 

year, Eurozone GDP might fall by 9%. Indeed, these short-term losses would cause 

lasting damage to growth potential in subsequent years. Even by 2016, output in the 

Eurozone might be some 10% below where it would otherwise have been.  

With their new currencies falling by 50% or more, the peripheral economies such as 

Spain and Portugal would see their inflation rates soar towards double-digits. Meanwhile, 

Germany and other core countries would suffer a deflationary shock. Indeed, with the US 

dollar surging on safe-haven flows to the equivalent of 0.85 EUR/USD, the US also 

suffers a bout of deflation.  

Events of the past year have proved beyond doubt that the Eurozone is far from the 

textbook ‘optimal currency area’. But this is an omelette that cannot be readily 

unscrambled. As a result, our base case remains that EMU will survive, courtesy of a 

‘grand bargain’ that exchanges tighter fiscal discipline and economic reform for German 

support for ECB action to aid the funding of peripheral governments and banks and a 

commitment to launch a common Eurozone government bond. That would doubtless be 

greeted with relief by the markets. However, that relief could again prove to be short-

lived. It might soon become clear that the thrust of Eurozone economic policy will remain 

austere and economic growth prospects subdued. Europe is already paying a price for 

the failure to quell doubts about the sustainability of EMU. It is likely continue to do so.  

* see ‘EMU Break-Up - Quantifying the Unthinkable’ 7 July 2010 
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Quantifying the (no longer) unthinkable  
In July of last year, we published a report entitled ‘EMU Break-up – Quantifying the 

Unthinkable’ (7 July 2010). Its purpose was not to discuss the probability of Economic 

and Monetary Union exits or break-up, but rather to quantify the impact. Its central 

conclusion was that complete break-up would lead to a crisis that would dwarf the post-

Lehman Brothers collapse in 2008-09. Uniquely, this report has become progressively 

more popular as time has passed. As the state of the Eurozone economy and financial 

markets have deteriorated, the possibility that EMU might not survive in its current form 

has become a major preoccupation for households, businesses and investors. Although 

the situation remains in a state of flux, we now feel obliged to update our estimates.  

Our purpose in this report is again not to add to the voluminous debate about whether or 

not one or more countries will leave EMU. But the very fact that the Eurozone financial 

markets have been tumbling and the economies stalling undoubtedly adds to the risk of 

fracture. As the costs of preserving EMU intact become increasingly evident, so the 

political commitment to do so is eroded.  

Fig 1 Consensus forecasts for Eurozone real GDP growth in 2011 and 2012 
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Yet while the costs of keeping EMU intact have risen, so have the costs of not doing so. 

Our latest estimates of the impact of EMU break-up, presented later in this report, show 

again how the huge transitional costs would create a huge headwind for the benefits put 

forward by proponents of break up. We have extended our projections out to 2016, and 

we conclude that the initial output loss is still far from being recouped by then.   

In addition, we have also added an examination of the Eurozone members’ public debt 

dynamics. Based on our projections, the huge output loss that occurs initially actually 

worsens the debt dynamics. Strikingly, the solvency of the core countries is particularly 

challenged, partly because they lack the inflationary surge which helps to reduce the debt 

burden of the peripheral countries.  

Other analysts and commentators have recently produced more apocalyptic estimates of 

the economic damage of EMU break-up; we have seen estimates of the output loss 

running up to an eye-popping 50%! Yet although it is possible to make more pessimistic 

assumptions than we have – after all, there is little past experience to go on – our results 

continue to beg the question of why policymakers would even dream of EMU exit being a 

viable policy option.  

This is where politics trump economics. EMU exit is being floated as a ‘nuclear option’ in 

an effort to coax fellow Eurozone members to take the necessary action to prevent it. 

Thus the core countries want to scare the weaker peripheral members into accepting the 
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need for growth fiscal restraint or risk being cast into exile with hostile financial markets. 

Meanwhile, the periphery want to scare the core into providing them with more financial 

support or risk them exiting, depreciating and defaulting at the expense of the core’s 

competitiveness and wealth.  

Fig 2 Eurozone government bond yields diverge 
again… 

 

Fig 3 … Italy is now the big problem  
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Unfortunately, this game of mutually assured destruction is unnerving the financial 

markets, driving up government bond yields and depressing asset prices. The longer it 

goes on, the more damage that it is inflicting on the solvency of the Eurozone’s periphery, 

and more recently, even the core members. Moreover, the pervasive uncertainty about 

the outcome is undermining business and consumer confidence, economic activity and 

bank solvency. This in turn is feeding back into weaker credit growth, completing a 

deleveraging doom loop (see Figure 4).  

Fig 4 Deleveraging Doom Loop 
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Source: ING 

 

The Paradox of Merkelism – Risky Caution 
Amid the rising sense of panic in the financial markets, there is frustration at the hesitant 

response of policy-makers in the core countries, led by Germany. Although German 

Chancellor Angela Merkel continues to proclaim “if the euro fails, then Europe fails”, she 

remains reluctant to sanction the dramatic fiscal and monetary measures that many see 

as essential to prevent EMU fracturing. The general perception of the financial markets 

has been that Eurozone policymakers’ actions have been “too little, too late”. 

The key to this has been the reluctance of Germany and the core countries to commit 

more resources. In part, this reflects the political challenge of persuading their electorates 
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of the need to support their peripheral brethren, who are widely portrayed as having 

brought their debt problems upon themselves.  

Box 1: Merkelism – Short Term Pain for Long Term Gain? 

 No Quick Fixes –tolerate short-term pain for long term gain 

 Fiscal discipline is paramount to the euro’s survival – fiscal restraint will boost 

confidence and growth (“expansionary fiscal contraction”) 

 Adjustment should come from the debtors – the answer is not looser fiscal policy 

(“more debt”) from the core countries  

 No ‘transfer union’ – transfers from the richer core to the poorer periphery should 

be limited 

 No monetisation of public debt – this would undermine fiscal discipline and risk 

higher inflation 

 Inflation must be contained – the ECB’s price stability mandate is sacrosanct 

 Disdain for financial markets – speculation is unwarranted and temporary  

 Pursuit of competitiveness and export-led growth - “We’re all Germans now”  

Source: ING 

However, Merkelism is not just about the awkward politics of burden-sharing. It also 

reflects deep-seated German convictions about the economics of the sovereign debt 

crisis. It is viewed as largely a result of fiscal ill-discipline on the part of the peripheral 

economies1. The Germanic prescription is therefore fiscal restraint. Coupled with this is 

Germany’s long-standing antipathy towards inflation, rooted in its past episodes of hyper-

inflation. As a result, Germany and its core partners have consistently chosen the most 

austere policy options:  

1) reluctance to increase the bail-out packages for Greece and the other peripherals. 

This culminated in the agreement to try to extend the firepower of the European 

Financial Stability Fund (EFSF) not with bigger commitments from the member 

governments but with additional borrowing.  

2) an insistence on tough fiscal austerity measures in the peripheral economies. The 

notion that this ought to be offset by fiscal relaxation in the core countries is rejected.  

3) a resistance to the notion of the becoming a ‘transfer union’, in which tax 

revenues flow from the richer core to the poorer periphery. 

4) a rejection of the idea of a common Eurozone government bond, which would 

entail members becoming liable for each other’s debts. 

5) insistence on private sector involvement (PSI) in the restructuring of Greek public 

debt. The proposal that private holdings should be written down by 50% (while leaving 

official holdings unimpaired) damaged investors’ perceptions of all Eurozone 

sovereign debt.  

6) objection to sanction the European Central Bank (ECB) acting as ‘lender of last 

resort’ to Eurozone governments. The fear is that such ‘debt monetisation’ would 

both create moral hazard by weakening the incentives for governments taking the 

necessary actions to reduce their debts and pose long-term inflation risks. The 

Bundesbank, supporting this position, has argued that the ECB’s securities market 

programme (SMP) to buy peripheral government debt should be limited and 

temporary. 

                                                           
1 This is despite clear evidence to the contrary. With the obvious exception of Greece, fiscal ill-
discipline was not a major contributor to the crisis, which stemmed more from private borrowing 
(notably on real estate in the cases of Spain and Ireland). The role of core countries’ lending is also 
glossed over in the Germanic narrative.  

Merkelism has economic as 

well as political roots… 

…the crisis is seen as largely 

due to fiscal ill-discipline 
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7) support for the ECB sticking to its anti-inflation mandate, which was manifest in 

its support for its decision to raise its refinancing rate from 1.0% to 1.5% earlier this 

year. With headline inflation remaining embarrassingly high at 3% the ECB only 

grudgingly agreed to cut interest rates to 1.25% at its meeting on 3 November, 

despite manifest signs of a sharp slowdown in economic growth.  

Fig 5 The European Financial Stability Fund’s firepower is limited 

 

* Assumes that the EFSF will take over the remaining Greece bilateral loan disbursements after September 
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With the core creditors in the driving seat, the net effect of this has been a powerfully 

contractionary fiscal and monetary stance across that has pushed the Eurozone into the 

deleveraging doom loop described earlier (Fig 4). Far from instilling confidence, fiscal 

austerity has led to a downturn in growth, now in the core as well as the periphery, raising 

further doubts about fiscal solvency and so driving up bond yields further.  

This is not to say that German policy-makers are unaware of the need for economic 

growth. Aside from the so far abortive attempts to restore confidence through fiscal 

austerity, they point to the need for supply-side and governance reforms. On this score, 

there is near-universal agreement. The failure of peripheral economies both to liberalise 

their labour and product markets and to tackle government inefficiency and corruption 

has certainly weighed on their competitiveness and performance.  

But, as Angela Merkel herself is prone to say, supply-side reforms are not a quick fix. 

Implementation is politically challenging, and the benefits take years to come through. 

Unfortunately, with austerity biting harder and faster than reform, the financial markets 

are not prepared to wait for years.  

So the paradox of Merkelism is that the core countries’ attempts to limit their exposure 

have served to increase it. A cautious step-by-step approach to fiscal integration 

designed to put the euro on a surer footing has so far served to undermine it. With the 

peripherals increasingly confronted with the prospect of long term austerity, exiting EMU 

becomes correspondingly more appealing.  

A Not-so Grand Bargain?  
EMU is approaching make or break. Despite Merkel’s rejection of ‘quick fixes’, the 

mounting panic about EMU’s sustainability suggests that she will have to soften her hard-

line stance if she is to avoid the euro’s failure. Already the media are talking up a ‘Grand 

Bargain’ to save the euro. This would essentially involve Germany securing durable 

commitments to fiscal discipline in return for its support:  

The media is talking up a 

‘Grand Bargain’ to save the 

euro  

Far from instilling 

confidence, fiscal austerity 

has hurt growth and fiscal 

solvency  

German policy-makers are 

seek growth through 

structural reform…  

…but this is not a quick fix 
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limit the core’s exposure 
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1) more aggressive ECB action to support peripheral government bond markets 

and banks. This could take the form of announcing a cap on peripheral government 

yields. Given sufficiently dramatic purchases early on, it could establish the credibility 

of its commitment, which might then limit the need for future purchases. Alternatively, 

it could adopt a more general quantitative easing programme, avoiding targeting its 

purchases at particular peripherals to dodge accusations of debt monetisation.  

2) a credible plan to expand the European Financial Stability Fund (EFSF).  The 

current thinking is to leverage the EFSF by using its funds to insure only the first 20-

30% of losses on new Eurozone government bond issues, and supplement it with 

extra funds from external investors. So far there are doubts about whether the former 

would be enough or whether a formula can be found to achieve the latter. One new 

idea is to funnel ECB loans to the EFSF via the the IMF. Support from China or 

external creditors would probably depend on other elements of the Grand Bargain 

being agreed.  

3) a common Eurozone bond, whereby governments agree joint and several liability for 

the debts. There are several variants of this idea, but since they would probably 

involve a Treaty change, this approach would take time to implement. That said, a 

clear timetable and commitment would help to calm the markets in the meantime.  

4) tough fiscal rules, involving countries making commitments to discipline and 

accepting EU intrusion into fiscal policy. This would fall short of fiscal union, but would 

certainly involve some loss national sovereignty.   

Such is the precarious state of EMU, our base case, in which it survives, relies on some 

variant of this Grand Bargain being struck in the coming weeks. If so, there would 

undoubtedly be a dramatic relief rally in the financial markets. This would see Eurozone 

government bond yield spreads narrowing sharply and large rises in stock and corporate 

bond prices as well as the euro itself.  

However, relief at a Grand Bargain might give way to the recognition that the reality is not 

so grand. The bargain would still have to be delivered. This would be tough in a 

background of weak economic growth. Moreover, it would have to be delivered by 

governments that have been severely battered by the crisis and their handling of it. Both 

President Sarkozy and Chancellor Merkel face challenging elections in 2012 and 2013 

respectively, and the new governments in the periphery will be obliged to force through 

harsh fiscal medicine and economic reforms.  

The financial markets might soon begin to doubt whether the Grand Bargain would in fact be 

delivered. In the meantime, fiscal solvency would take years to restore. True, the periphery 

would benefit from lower government bond yields, but core market yields would be likely to 

rise as saf-haven trades reversed and the implications of a common bond sank in.  

In sum, the events of the past year have inflicted lasting damage on the prospects for the 

Eurozone. This is true even if, as assume in our base case, policymakers take action to 

keep it intact. The core countries may succeed in avoiding explicit fiscal transfers to the 

periphery. However, moves towards a common bond will involve an implicit fiscal transfer, 

helping the periphery’s interest burden at the expense of their own. Moreover, further 

defaults and sustained weak economic growth in the periphery will hold back their growth 

for years. Indeed, we expect them to underperform over the next five years. As a 

consequence, in our baseline forecasts for the Eurozone as a whole, we expect zero real 

GDP growth in 2012, followed by an average of only 1.6% in the period 2013-16.  
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Quantifying Break-up2  
EMU in its current form is under imminent threat. The rapid deterioration in the economic 

and political climate in the Eurozone, along with the difficulties in reaching agreement on 

what needs to be done to preserve it, have dramatically raised the odds on possible exits 

or even the complete break-up of EMU. The cost-benefit calculus has clearly shifted: if 

the price of continued EMU membership is many years austerity, the transitional costs of 

leaving might be worth paying if the attendant currency depreciation offers a faster way of 

restoring price competitiveness, economic growth and fiscal solvency.  

Fig 6 The euro is starting to respond  Fig 7 … as Italy runs into trouble 
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Source: EcoWin  Source: EcoWin 
 

However, our main purpose here is not to debate the probability of EMU break-up. As 

we have observed before, that is as much a political as an economic question. Readers 

will doubtless have their own views on whether the political will exists to make the 

undoubted sacrifices that will be required to keep EMU intact. Nevertheless, with the risk 

of some kind of a fracture rising, investors and businesses are now being forced to 

consider the possibility. To that end, our main purpose is therefore to attempt to quantify 

the impact. As any good scenario or credit analyst will tell you, the importance of an 

event depends not just on its likelihood, but also its impact.  

That said, quantifying the impact is a massive challenge. Indeed, it could be said that we 

are moving from ‘thinking the unthinkable’ to ‘quantifying the unquantifiable’. True, there 

is a case history of failed monetary unions to work from.  

But EMU is a monetary union like no other in terms of its scale and ambition. It has pulled 

together 17 nations, the world’s largest trading bloc. It has done so without political or 

fiscal union, indeed, for some, its express aim was to push the members in that direction. 

Its designers hoped too that it would become a currency to rival the US dollar, a goal that 

it looked well on the way to achieving, at least until a few months ago.  

So while monetary unions have broken up before, the consequences of even a partial 

break-up of EMU would be unprecedented. Throw in heavy doses of political friction and 

recrimination, and it is easy to see that any quantification of the economic and financial 

market consequences is fraught with uncertainty. The margins of uncertainty around what 

follows are unavoidably huge.  

                                                           
2 This is an updated and expanded version of part of our report ‘EMU Break-up – Quantifying the 
Unthinkable’ (7 July 2010) pages 5-15. As before, the estimates were developed by members of 
ING’s Economics Department and Financial Markets Research team.  
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1. Setting the boundaries 
The first problem that we face in contemplating the possibility of existing members 

leaving EMU is to specify the story. Would just one member leave, a group, or would it 

break up completely? When would it happen? How would it happen? There are clearly a 

wide range of possible scenarios.  

In order to cut through the innumerable possibilities, our economists and strategists3 have 

again focused on two boundary cases. The idea is simply to give to some sense of the 

range of possible economic and financial market impacts.  

Further, we chose to assume that break-up would happen at the end of this year. This is 

not so much because we believe that this is the most likely scenario, but rather because 

this simplifies matters. In any case, since our main purpose is to examine what difference 

EMU exits would make, the precise timing does not make a material difference to our 

analysis. Within reasonable bounds, the resulting differences can be overlaid on 

alternative baseline forecasts4.  

Our two boundary cases are as follows:  

1. Scenario I: a ‘stage-managed' exit of Greece 

 At the mild end of the spectrum, the most plausible scenario is that Greece is the only 

country to exit the Eurozone. 

 Greece is the most challenged from a solvency and a competitiveness perspective, 

and it is most observers’ favourite candidate for leaving EMU. 

 The modest size of the Greek economy means that its departure would be far less 

disruptive than if one of the bigger economies were to leave. 

 Our assumption is that Greece’s exit does not happen in a chaotic manner. The 

Eurozone and IMF would provide medium-term funding to ease the pain of Greece’s 

exit.  

 The Greek exit gives further impetus for reforms in other highly-indebted countries 

such as Italy, Spain and Portugal. Back-stop funding is put in place to limit contagion.  

Fig 8 Bank deposits flee Greece 
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3 For a full team team listing, see the back of the publication. Particular thanks to Peter Vanden Houte, Cartsen 
Brzeski, Maarten Leen, Martin van Vliet, Teunis Brosens, Paolo Pizzoli, Padhraic Garvey, Alessandro Giansanti, 
Jeroen van den Broek, Chris Turner, Tom Levinson, James Knightley and Rob Carnell. 
4 For more details on our Eurozone forecasts, please see Eurozone Economics Update: 3Q11  
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2. Scenario II: a complete break up of the Eurozone 

 At the extreme end of the spectrum, Eurozone countries and the financial markets 

conclude that the monetary union has failed. Members decide to revert to national 

currencies and monetary policy. 

 Clearly, there are many intermediate cases involving a variety of periphery or core 

countries leaving. However, in these cases, there would be protracted economic, 

political and financial tensions that would leave open the possibility of further 

departures or a complete break-up at a later date.  

 The complete break-up scenario also has the analytical advantage of allowing us to 

specify where each member might stand in terms of the economic and market impact 

of their exit from EMU. Readers might want to use our results as a rough guide to the 

potential viability of intermediate scenarios involving either weaker or stronger 

members trying to stick together either with the euro or some new successor 

currency. For example, one might envisage a German-led core group wishing to 

persevere with the euro, or alternatively a ‘two-tier’ euro whereby the core group uses 

a ‘strong euro’ and the peripheral group a ‘weak euro’.  

 In our complete break-up scenario, governments decide to convert all assets and 

liabilities into their new national currencies. Capital controls are temporarily introduced 

in an effort to stem capital flight from the weaker members. New notes and coins are 

reintroduced as quickly as possible, but in the transition existing euro notes would 

likely be stamped to mark them as the new national currencies and strict legal tender 

limits would be put on coins.  

 As a very extreme case, as we shall describe in the next section, the macroeconomic 

and financial market consequences of scenario II are a multiple of those of scenario I. 

 EMU exit and reversion to national currencies does not directly improve fiscal 

solvency (see section 2c below). Indeed, we assume the conversion of all existing 

debt into local currencies in order to prevent an immediate deterioration in debt-to-

GDP ratios. Debt restructuring in some highly-indebted countries would remain a key 

risk: the calculation is that currency depreciation would eventually help these 

countries ‘grow out of their problems’. However, as we shall see, the initial impact on 

output is severely negative. 

 Even in the absence of restructuring, foreign investors will still bear huge losses as a 

result of leavers’ currencies depreciating and asset prices plummeting. Liquidity 

problems are addressed through quantitative easing, and IMF and EU support. 

Clearly, it is possible to conceive of even gloomier versions of this scenario in which 

such support is not forthcoming, causing even greater systemic dislocation.  

The extreme option: 

complete breakup 

Intermediate permutations 

can be inferred from our 

results 

Even without restructuring, 

creditors would suffer FX 

losses 
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Fig 9 Peripheral economies price competitiveness has worsened dramatically 
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2. Assessing the impact  
For each scenario, we have assessed the potential impact on the economy and financial 

markets, both inside and outside the Eurozone. As noted earlier, the unprecedented 

nature of these scenarios means that the margins of error on our calibrations are 

necessarily wide; they involve a larger than usual element of art rather than science. 

Nevertheless, we believe that what follows gives some guidance of the broad orders of 

magnitude of the economic and market consequences that would ensue were our 

scenarios to play out.  

The detailed results are contained at the end of this report. The following sections will 

briefly summarise the impact through to 2012 on:   

 The real economy 

 Inflation  

 The financial sector 

 Public finances 

 Interest rates and government bonds  

 Exchange rates  

 Corporate bond spreads and ABS 

 Real estate and stock market 

2a. The real economy – a severe blow  
Both scenarios would depress economy activity. There are several factors that would hurt 

economic activity:  

1) Even with some advance planning, the logistical and legal problems of reintroducing 

national currencies, while transitional, would be severe and protracted.  

2) Given the likelihood of sharp currency movements, capital flight and distress in the 

financial system would disrupt trade and investment. The dive in the global economy 

that followed the collapse of Lehman Brothers in September 2008 gives us a taste of 

how damaging this could be.  

3) A plunge in business and consumer confidence would likely be accompanied by a 

renewed dive in asset prices inside and outside the Eurozone. Indeed, since it is 

The margins for error are 

huge… 

…but hopefully the broad 

orders of magnitude are 

plausible 

Five blows to activity: 

Logistical and legal problems 

would be severe 

Capital flight and financial 

systematic distress 

Plunging consumer and 

business confidence 
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unlikely that EMU exit or break-up would be entirely unexpected, these effects might 

begin to build up in advance of the event itself.  

4) The challenge of maintaining fiscal credibility and securing government funding would 

be intensified. This would call for yet more fiscal tightening measures, particularly for 

the weaker peripheral Eurozone countries.  

5) While non-Eurozone economies would be spared the worst of the disruption of the 

creation of one or more new currencies, they would suffer more in one respect: their 

currencies would appreciate strongly, compounding the damage to their export 

growth.  

Although in scenario 1, Greek exit, the impact is clearly heaviest in Greece itself, there 

would be non-trivial effects on the rest of Europe. Greece suffers a deeper recession in 

2012 than in our baseline, with GDP a 10½% lower. Other Eurozone countries suffer falls 

in output of up to 5% (see Figure 10). 

Fig 10 Cumulative output loss of Eurozone countries 
 

Fig 11 Impact on GDP exceeds that of the credit crisis 
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However, the broader impact under scenario II, the complete break-up of EMU, is much 

larger. In 2012 a deep recession across the Eurozone emerges, dragging down the 

global economy. In the Eurozone output falls range from -7% in Germany to -13% in 

Greece. Individual country experiences would vary depending upon their exposure to 

foreign trade and financial inter-linkages. The latter would result in large balance sheet as 

well as income shocks. The large drop in output, averaging 9% for the Eurozone as a 

whole, leads to sharp rises in unemployment, up to 13.2% of the labour force on average, 

compared with 10% in our baseline forecast.  

Further fiscal tightening 

Non-Eurozone economies hit 

also by currency appreciation 

Greek exit might slice 10½% 

off GDP in 2012 

Break-up could depress GDP 

by between 7% and 13% 

 

Neighbours such as the UK 

would be hard hit, too 

US could flirt with recession 
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Fig 12 Cumulative Loss of Output, 2011-16 
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Outside the Eurozone, the impact is particularly large in neighbouring European 

economies. The UK is heavily exposed both through trade and complex financial inter-

linkages, suffering a 5% drop in GDP in 2012. Central and Eastern Europe (CEE) 

vulnerability comes through trade as well as “common creditor” links, hitting the countries 

with higher debt and current account deficits. Poland is less exposed than the Czech 

Republic, Slovakia, and Hungary, and also Romania and Bulgaria, with higher trade with 

the southern EMU states. For countries with large external debts, financing of “normal” 

economic activity and refinancing of past debt would initially be very difficult, forcing 

additional depreciation and demand slowdown. That said, recovery would generally come 

earlier than in the former Eurozone. Currency flexibility, combined with reasonably well 

anchored inflationary expectations in most new EU member states allows for a less 

disruptive adjustment of real exchange rates. 

While the US would be less adversely affected, the combination of lower global growth 

and a strongly appreciating US dollar would send it into at least a mild recession in 2012. 

Similarly, Japan would experience an outright contraction given its trade links, although 

its financial exposure to the Eurozone is somewhat less than that of the US. China would 

experience slower growth too in the break-up scenario; real GDP growth of under 7% 

would be seen as a ‘growth recession’ by its standards.  

Fig 13 Real GDP projections in breakup scenario 
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The UK is heavily exposed, 

suffering a 5% drop in GDP in 

2012… 
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The dramatic drop in output in 2012 would also lead to a substantial hangover for the 

Eurozone in 2013. Not until 2014 would it see year-on-year growth returning to positive 

territory as the initial systemic disruption is resolved and exporters start to capitalise on a 

weaker exchange rate versus the rest the world.  

However, the benefits of the export impetus from weaker currencies are may be muted by 

the lasting damage done to global growth. This is where analogies with previous 

individual country experiences of currency depreciation fall down. For example, some 

have pointed to the example of Argentina in 2001, but in its case it benefited from a 

global recovery and a surge in commodity prices. Greece and the other Eurozone 

peripherals are unlikely to be so fortunate. 

Indeed, the shock to global activity in 2012-13 would create enormous political tensions. 

The EU’s own internal market would be under severe strain and the rest of the world 

would not take kindly to the sharp depreciation in the euro in the midst of a new global 

recession. The risk of a global trade war, which extends the downturn, would be very real.  

Even if protectionism were avoided, with fiscal solvency and financial systems still 

challenged (see below) the recovery through 2014-16 would be muted, leaving output still 

well below its 2011 level (see Figure 13).   

2b. Inflation – peripheral surge, core deflation  
While the impact on activity would be negative across the board, the impact on inflation 

would be more varied (see Figure 14). In scenario I the drop in activity depresses inflation 

in general, apart from Greece where currency depreciation will push up inflation into 

double-digit numbers. In scenario II, the currency depreciation effect would extend to all 

the peripheral countries, in some cases pushing inflation rates to double digits.  

By contrast, the massive drop in activity might lead core European countries to suffer 

from deflation. A soaring US dollar would also impart a deflationary shock to the US 

economy. The sharp drop in global activity, coupled with a stronger US dollar would also 

prompt a sharp drop in commodity prices. In our break-up scenario, we assume that 

crude oil prices would fall to USD 55/bbl. This would serve to depress headline inflation 

worldwide.   

Fig 14 Deflation for the core, Inflation for the periphery 
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2c. Financial sector – fresh systemic distress 
The financial sector suffers in both scenarios. In scenario I, the effects are clearly smaller, 

although the fact that a high proportion of Greek assets are held outside Greece spreads 

 

Weaker leavers could see 

inflation hit double digits as 

their currencies plunge 

 

 

Core Europe and the US have 

a deflationary shock 

 Europe would experience a 

substantial hangover in 2013 

Benefits to exports from 

weaker currencies may be 
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Eurozone output in 2016 
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2011 level 
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suffer from plummeting asset 

prices 
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the pain. In both scenarios, asset prices initially plummet (all the more so to the extent 

that the event is unexpected). Aside from stock prices, house prices will drop sharply in 

markets where mortgage debt was already high and rates go up relatively sharply. The 

plunge in economic activity and corporate profitability also leads to a sharp rise in 

defaults on corporate bonds and loans, compounding the problems for the banks and 

other financial institutions.  

Banks, insurers, mutual funds and pension funds in surplus countries and/or countries 

with mature funded pension schemes, such as the Netherlands and the UK, face a triple 

whammy of collapsing stock prices, immediate currency losses, and increased default on 

their assets in deficit countries. In all, governments would find themselves having to bail 

out banks and insurers again, worsening already fragile government finances. Moreover, 

pension fund losses and sharply lower long term interest rates could lead to premium 

hikes and cuts in benefits, further depressing consumption. 

 

Fig 15 Bank's Eurozone exposure: core vs periphery  Fig 16 High exposure to global assets for Ireland, the 
Netherlands and Belgium 
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Especially in the break-up scenario, severe balance sheet problems in the financial sector 

will arise depending on cross-border imbalances between assets and liabilities. Indeed, 

the same will apply to the corporate sector. In general the core countries are creditors to 

the peripheral countries, leaving them exposed to serious losses. Foreign direct 

investments by companies would be hit as well.  

As a result, adjustment to a new equilibrium will be bumpier for core countries than for 

peripheral countries which will benefit from currency devaluation. However, the ability of 

peripheral countries to benefit from a break up will depend partly on their ability to 

convince market participants that they are implementing credible and sustainable policies 

to both contain inflation and restore fiscal solvency.  

2d. Public Finances – no panacea for fiscal solvency  
Exit or break-up would be no panacea for the Eurozone sovereign debt crisis. For the 

peripheral Eurozone economies that are struggling with their government debts, 

departure from EMU is not a straightforward solution. Indeed, in the short term, it would 

make matters worse. The immediate depreciation in the new domestic currency would 

increase the cost of servicing their euro-denominated debts. Even if, as we believe most 

likely, they chose to address this by re-denominating these debts into their new currency, 

their solvency would be challenged initially by higher interest rates and higher primary 

deficits. The calculation is that currency depreciation would in the longer term fuel 

Peripheral governments 

would have to redenominate 

their debts into their new, 

weaker, currencies… 

 

…and hope that stronger 

nominal growth would reduce 

their burden 

Financial institutions in 

surplus countries face a 

‘triple whammy’ of losses 

Asset and liability 

mismatches will also create 

problems for the corporate 

sector  

 

Peripheral economies will 

eventually benefit from 

depreciation, if credible 

policies are put in place 
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stronger nominal growth and, as result, lower primary deficits. This combination would 

allow them to reduce their debt to GDP ratios.  

However, our scenarios suggest that the peripheral economies would see only a modest 

reduction in their debt-to-GDP ratios. The main benefit from EMU exit would be through 

higher inflation, which would more than offset the hit to real GDP. In the complete break-

up scenario the Italian public debt-to-GDP ratio would fall from 120% in 2011 to 112%, by 

2016, largely as result of inflation surging to 10% and then only subsiding slowly. 

However, the flipside of inflation in the periphery would be the deflationary impulse in the 

core countries. Combined with the big drop in real GDP, this would lead to a substantial 

rise in their debt-to-GDP ratio. In Germany, for example, the ratio would rise from 82% in 

2011 to 93% in 2016, having broken the 100% level in 2013. In other words, while the 

fiscal solvency of the periphery would improve, that of the core would deteriorate sharply 

(see Figure 17).  

Fig 17 Italy vs Germany - Gross debt to GDP ratio, 2000-16 
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2e. Interest rates and bond yields – dramatic divergence  
As we saw earlier, over the past year the intensification of the Eurozone debt crisis as 

resulted in interest rate and bond yield movements closer to our previous EMU break-up 

scenario than our previous base case. Intra-Eurozone government yield spreads have 

widened dramatically. However, these movements have reflected funding rather than 

EMU break-up concerns per se.  

The restoration of national control over monetary policy will turn the responsibility of 

dealing with the economic and financial consequences of EMU exit back to the national 

central banks. For Greece, and in the break up scenario, the other peripheral economies, 

this means dealing with the inflationary consequences of sharp currency depreciation 

(see section 2f below). At the same time, this will have to be balanced against the 

pressures arising from economic and financial dislocation, not to mention a new wave of 

fiscal austerity. For the core countries, the main threat is deflation, albeit partially offset by 

a currency depreciation against non-Eurozone currencies.  

In the Greek exit scenario, money market rates will generally decline, the newly-restored 

official rates in Greece would quickly head towards 10%. As for government bond yields, 

Greek yields would decline from their current stratospheric levels, but contagion would 

drive up yields in the other peripheral countries and drive down yields in the core. Thus 

10 year yields in Germany could nudge 1% in this scenario.  

National central banks of 

weak leavers would have to 

tackle inflation 

Peripheral yields would rise, 

while core yields would fall 

further  

Crucially, while the fiscal 

solvency of the periphery 

would improve, that of the 

core would worsen sharply 

The crisis as resulted in 

yields closer to our previous 

EMU break-up scenario 
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Fig 18 Greek exit = high interests in Greece 
 

Fig 19 Break-up – general interest rate divergence  
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In the EMU break up scenario, interest rates in the core countries will fall even more than 

in scenario I. Ten-year government bond yields in Germany and the Netherlands may 

even temporarily fall below 1%. This reflects not just the massive deflationary shock, but 

also a significant capital flight from the periphery, capital controls notwithstanding. 

Peripheral long-dated yields, by contrast, remain stuck in a range between 5½-12% (see 

Figure 21).  

Fig 20 Greek exit scenario – stubborn yield spreads 
 

Fig 21 Break up - bond spreads slower to subside 
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Overall, significant interest rate differentials between the core and the peripheral 

countries persist through 2012. These may diminish thereafter as peripheral central 

banks seek to rebuild credibility and the initial currency depreciation and inflation impulse 

fades.  

Core bond yields could fall to 

1% 

Massive divergences would 

subside once the periphery 

rebuilds credibility 
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Box 2: The Mechanics of Sovereign Debt Sustainability  

Following the Greek government’s difficulties in financing its debt, the financial 

markets have become sensitive to the ability of all governments to put their finances 

on a sustainable footing. Countries with outstanding public debts in excess of annual 

GDP have come in for particular scrutiny. In the long term, markets want to see the 

public debt-to-GDP ratios stabilise and then fall from the elevated levels sparked by 

the financial crisis.  
 

The key drivers of the change in Public Debt (as %GDP) over time can be derived 

from the following identity:  
 

Change in Debt = Primary Budget Deficit + [(Interest rate – GDP growth) x Debt] 

Note: public debt and deficits expressed as %GDP, primary budget deficit excludes debt interest 
 
Accordingly, the growth in public debt can be reduced in the following ways: 

1. Improved primary budget balance = either lower expenditure or higher taxes 

2. Lower interest rates 

3. Faster nominal GDP growth = either faster real growth or higher inflation 

4. Reduce existing debt = either sell-off assets or restructure/default on existing debt 

So far in this crisis the emphasis of the policy response has been focused on 

tightening fiscal policy (1), the exception being Greece, where restructuring existing 

debt (4) has only recently arrived on the policy agenda. But the emphasis on fiscal 

austerity has been offset by higher interest rate and weaker nominal growth – exact 

opposite of (2) and (3). Although there is talk of boosting growth through economic 

reform, so far progress has been minimal. In any case, the benefits to growth from 

reform can takes years to come through – worse still the short term effects could be 

negative.  

 

Historically, currency depreciation has been a common way of seeking to restore 

fiscal solvency, largely because it offers the prospect of faster real growth and/or 

higher inflation (the mix will depend upon how successful the local central bank is in 

containing inflation and thereby defending the price competitiveness gains arising 

from currency weakness). However, it would not be a panacea. Indeed, in the short 

term, it would make matters worse. For peripheral economies leaving EMU the 

immediate depreciation in the new domestic currency would increase the cost of 

servicing their euro-denominated debts. Even if re-denominate their debts into their 

new currency, their solvency would be challenged initially by higher interest rates and 

higher primary deficits. They would have to rely on the currency depreciation fuelling 

stronger nominal growth and, as result, lower primary deficits. This combination 

would allow them to reduce their debt-to-GDP ratios.   
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2f. Exchange rates – reality bites  
Despite the euro’s resilience in the face of the Eurozone debt crisis so far, the reality of 

departure of Greece alone would be a major blow to the financial markets’ confidence in 

the sustainability of EMU. In establishing the principle that members could exit, the notion 

of the irreversibility of EMU would be shattered forever. Add to that the economic and 

financial hiatus that would ensue, and it is easy to see the euro plunging in both 

scenarios. Indeed, we see EUR/USD slumping to parity (see Figure 29) in the event of a 

Greek exit. In scenario II, there might be a temporary overshoot to below its previous low 

in 2001. This compares to our current baseline forecast for EUR/USD to fall to 1.30 if not 

1.25.  

A noticeable feature of our scenarios is that we disagree with some commentators who 

argue that the new currencies of the former Eurozone core would appreciate against the 

US dollar and other major currencies. Although the new Deutschemark would be the 

strongest of the bunch, we would expect that the heavy blow to Germany’s economy and 

solvency from break-up would weigh on its value against non-euro currencies such as the 

US dollar. In this respect, we are sceptical of analogies with the recent strong 

performance of the Swiss franc.   

Fig 22 FX performance after failed currency regimes 
 

Fig 23 EUR/USD long-term fair value 
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Source: EcoWin, ING calculations  Source: EcoWin, ING calculations 

 

On top of this, we would expect huge volatility in the successor currencies. The markets 

would face enormous uncertainty about the consequences of departure, as well as the 

policy responses of domestic policymakers. Until the credibility of the latter was 

established, currencies would be liable to overshoot.  

Greek exit alone would 

permanently change 

perceptions of the euro 

 

EUR/USD could test the 

previous low of 0.85… 

High volatility and 

‘overshooting’ would be 

likely 

…we disagree with those 

who argue that the new DEM 

would strengthen vs USD  
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Fig 24 Current account positions and changes 1998-2010 
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Source: EcoWin, ING calculations 

 

In assessing the scale of the currency movements, we have examined a number of 

considerations. Aside from immediate cyclical consequences and the policy responses, 

we have examined structural issues. These include the members’ fiscal solvency, their 

international competitiveness and external balance sheet positions. Given the divergent 

performance of different asset classes, we have taken into account the members’ gross 

as well as net foreign asset and liability positions.  

Fig 25 Exports as a % of GDP 
 

Fig 26 Eurozone trade exposure highest for Benelux  
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Our scenarios assume the initial movements:  

Scenario I – Greek exit  

 Given Greece’s large twin deficits we see the new Greek Drachma falling 80% against 

the EUR. 

 

Movements would be 

structural, not just cyclical 
 

Fiscal and external solvency 

as well as competitiveness 

would be in focus 

New Greek Drachma could 

fall as much as 80% 
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Fig 27 DEM/break up FX (T-1 to break-up DEM/Lcl = 
1.00) 

 Fig 28 Devaluation ranging from 7.5% to 80% 
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Scenario II – Complete break up 

 Austria, Finland, Luxembourg and Netherlands devalue 7.5% against the new 

Deutschmark (DEM) 

 Belgium and France devalues 15% against the DEM 

 Ireland and Italy devalues 25% against the DEM 

 Portugal and Spain devalues 50% against the DEM 

 Greece devalues 80% against the DEM 

Fig 29 New Greek Drachma may fall 80% initially 
 

Fig 30 New D-mark would also fall versus the USD 
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Following the initial dramatic divergence, we assume that there would be some 

retracement going into 2013 (see Figure 30). This reflects the weaker former EMU 

members re-establishing policy credibility as well as expectations that the initial economic 

and financial shock will be wearing off. However, given the need for these economies to 

restore growth, this retracement would only be partial.  

2g. Credit spreads – revisiting the peaks 
Our scenarios would also lead to substantial volatility in credit spreads on corporate 

bonds and asset-backed securities (ABS). Lower economic activity, coupled with financial 

2013 could see partial 

recovery as credibility is 

rebuilt 

Shilling, Markka, L.franc, 

Guilder by 7.5% vs DEM 

B.franc, F.franc by 15% 

Punt and Lira by 25% 

Escudo, Peseta by 50% 

Drachma by 80% 

Corporate defaults and 

distress selling could see 

credit spreads balloon 
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system distress could well force distress selling, which might again lead to credit prices to 

fall disproportionately.  

We assume the following effects:  

Scenario I - Greek exit 

 Credit spreads in core countries widen but less than their periphery counterparts. 

General spread widening is muted in comparison to the credit crisis of 2008. 

 Nonetheless, even core German corporate credit spreads widen by 70bp in 2012. 

 Contagion sees spreads rise by some 110bp in other peripheral markets for A rated 

corporate debt. 

 But none get close to credit crisis peaks. Later in 2012 there is some retracement, but 

not towards current levels. 

Scenario II – Complete break up  

 Spreads re-target credit crisis peaks with A rated corporate debt hitting a massive 

320bp widening for the core.  

 In the periphery A rated corporate spreads might widen out by between 450bp and 

800bp versus the base case scenario in 2012.  

 Spreads would fall back from crisis levels in 2013, but the subsequent decline would 

be played out over several years, given the Eurozone’s lacklustre recovery prospects.  

2h. Real estate and stock markets – further downside  
Although the real estate and stock markets have already fallen substantially, our 

scenarios call for further substantial declines. After all, a majority of investors still expect 

policy-makers to come through with the necessary action to keep EMU intact, so any 

fracture would be bound to lead to a further shocking loss of confidence. 

In the case of the peripheral economies, apparently modest declines in nominal prices on 

leaving EMU conceal sharper falls in real terms, given the general surge in inflation 

resulting from currency depreciation. For example, Spanish house prices in 2012 are only 

5% lower than in our base case in the break up scenario, but given that consumer price 

inflation is nearly 12% higher, this implies a much sharper fall of over 15% in real terms.  

Fig 31 House prices under pressure in EMU periphery 

-40 -35 -30 -25 -20 -15 -10 -5 0

Ireland

Italy
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Greek exit Total break-up

Cumulative decline in real house prices to 2014 (in % relative to base)

 

Source: ING 

 

Real estate developments 

 Although residential real estate markets already corrected in the 2007- 2010 period, a 

further decline still looks likely. 

Break up would likely see 

spreads target 2008 peaks 
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 With a deflationary climate prevailing in core countries, real estate prices are 

expected to remain depressed over the 2010-2012 period. Given the rise in general 

(CPI) inflation in the peripheral economies, house prices fall substantially further in 

real terms (see Figure 31)   

 In peripheral countries, nominal real estate prices might recover earlier on the back of 

higher inflation, though in real terms no recovery is expected before 2014. 

Stock market developments 

 The EMU break up will lead to a strong stock market correction in 2012, with the 

peripheral countries suffering most, as capital flight will be hard to contain. 

 However, as central banks try to reflate their economies in core countries some 

recovery might be expected later in 2013. 

 The rebound will be much stronger in peripheral countries benefiting from currency 

depreciation. However, initial huge currency losses will only be partially recouped. 

Conclusion – Pay Now, Pay Later 
Amid the repeated failure of policy-makers to contain the Eurozone debt crisis is putting 

Economic and Monetary Union (EMU) in peril. Key aspects of the break-up scenario that 

we quantified in report last year are already being played out the bond markets. As 

confidence crumbles, the real economy is paying an increasingly heavy price. But even 

as the cost of sustaining EMU in its current form mount, the impact of Greece leaving 

EMU, let alone EMU breaking up completely, would be far costlier.  

Indeed, our revised estimates the impact of exits or break-up show even bigger damage 

on the Eurozone and global economy. In our complete EMU break up scenario, the 

cumulative loss of output in the Eurozone in the first two years is over 12%. This is 

substantially greater than the losses that followed the demise of Lehman Brothers in 

September 2008. The complexity of financial and trade inter-linkages are such that the 

short term consequences would be traumatic. Indeed, these short term losses would 

cause lasting damage to growth potential in subsequent years.  

Events of the past year have proved beyond doubt that the Eurozone is far from the 

textbook ‘optimal currency area’. But this is an omelette that cannot be readily 

unscrambled. As a result, our base case remains that EMU will survive, courtesy of a 

‘Grand Bargain’ that exchanges tighter fiscal discipline and economic reform for German 

support for ECB action aid the funding of peripheral governments and banks and a 

commitment to launch a common Eurozone government bond. That would doubtless be 

greeted with relief by the markets. However, that relief could again prove to be short-

lived. It would soon become clear that the thrust of Eurozone economic policy will remain 

austere and economic growth prospects correspondingly subdued. Europe is already 

paying a price for the failure to quell doubts about the sustainability of EMU. It is likely 

continue to do so.  

mark.cliffe@uk.ing.com 
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Appendix - 
Scenario Tables 
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Greek exit scenario – differences to base 2016..…………… page 31 

Complete euro break up – absolute numbers 2012.........…. page 32 

Complete euro break up – absolute numbers 2013……...…. page 33 
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Calculations for the years 2014 and 2015 are available upon request. 
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