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Austerity of a currency union 
as a whole 
 
versus  
 
Austerity of a sub-region 
within a currency union 
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• Exits may be better than  
 austerity 

• The Eurozone needs austerity 
 in the south to realign 
 relative prices 
• Austerity comes from 
 markets; policy softens 
 the budget constraints 
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The bubble 
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The realignment problem 
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Four dismal options 

1. Transfer union 
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Four dismal options 

2. Deflation in the periphery (austerity) 

4. Exits 

3. Inflation in the core 

1. Transfer union 
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Austerity  
or 

soft budget constraints? 
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Bail out with the printing 
press: 
 
Non-investment grade 
collateral for ECB refinancing  
credit 
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= abolishment of risk premia 
 ex ante  
= credit bubbles and 
 overheating 
= lack of reforms and 
 realignment efforts  
 ex post 

Soft budget constraints 
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Harold James, Princeton: 
 
The Hamiltonian scheme of 
federal finance did not 
guarantee a peaceful 
commonwealth. “In fact the 
fiscal union proved to be 
explosive rather than cement.”  

Soft budget  
constraints are  
dangerous 



H.-W. Sinn 

Unsustainable debt 
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Debt sustainability requires 
real devaluations, but real 
devaluations increase the 
debt-to-GDP ratios. 
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The way out 
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Three basic measures to  
rescue the EU and the euro 

1. Debt conference to forgive part of 
 the public debt, the bank debt 
 and the Target debt 

3. Harder local budget constraints for 
 central banks (settlement of 
 new Target balances, internal 
 gold standard like US until 
 1975) 

2. Temporary exits of severely 
 uncompetitive countries 



H.-W. Sinn 

A “breathing currency union” 

placed between  

Bretton Woods and the dollar 

until the 

United States of Europe 

is founded 
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