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European sovereign debt crisis revisited:

How does incomplete monetary union destabilize the economy?

NISHIMURA, Yozo

European sovereign debt crisis since 2010 was exacerbated by the contagion of crisis from
one country to the other countries as well as the vicious circle of financial crisis and
sovereign debt crisis in Euro zone. When entering monetary union, governments have to
issue debt in a single currency over which they no longer have control. Each government no
longer have its own independent authority to implement monetization (purchase of
government debt by central bank without limit), consequently become vulnerable to
speculative attacks on its debt, leading to the contagion. Monetary union also gives rise to
the deviation from the equilibrium level of the real interest rate in each member country.
When the real interest rate is less than the equilibrium level, it can give rise to asset price
bubbles and damage fiscal discipline, leading to the vicious circle. Thus, incomplete

monetary union without fiscal union destabilizes the member economies.

Keywords : European sovereign debt crisis, monetary union, fiscal union, monetization,
contagion
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