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Paris Wishes, Berlin Decides:  Why We Should Understand the German Way 

of Solving the Crisis 

By Stephen L Jen (London) 

The European Crisis is more than 2½ years old.  During this time, there have been 

several policy initiatives that were, at the time of the announcement, considered 

‘game-changers’ but eventually turned out to be ineffective in halting the Crisis.  

Examples include the establishment of the EFSF, LTRO, PSI for Greece.  The 

latest policy initiative began with Mr Draghi’s bumblebee speech in London, and 

formalized at the ECB meeting on August 2, 2012.  While the nuclear deterrence 

declared by Mr Draghi has already contained some of the tail risks in Europe, at 

the end of the day, real progress will need to be made by the crisis-hit countries to 

restore investor confidence.   

In trying to process the stream of comments from the various European politicians 

and policy makers, I keep in mind the following.  What the non-Germans say is 

about what they wish to do, but what the Germans say is about what can be done.  

Messrs Hollande, Monti, and Rajoy could say what they want, but their comments 

reflect their wish lists.  At the end of the day, Berlin will decide what can be done; 

the latest promises from the ECB do not change this balance of power.  This 

dichotomy is one of the key reasons why European officials, collectively, have 

tended to over-promise, but under-deliver, because the people doing the promising 

tend to be non-Germans.   

It is important that investors appreciate the German mindset.  Here are some 

thoughts. 

(1) Moral hazard.  The core policy concern in Europe is moral hazard (i.e., a 

fundamental distrust between governments… sorry to be blunt):  if everyone were 



certain that the peripheral countries will be relentless in pursuing aggressive 

structural reforms and austerity, then policies in Europe would be much more 

straightforward.  Because the ECB does not want to create a moral hazard problem 

by removing or reducing the incentives for the governments to stick to their 

commitments, it has a preference of conducting SMP operations only in parallel 

with bond buying by the EFSF.  Before the EFSF is activated to buying bonds 

from a member country, that country must (i) formally request help and (ii) sign a 

MOU (Memorandum of Understanding), which is sort of like a light version of an 

IMF program, showing their commitment to certain measures.  The reason why 

Madrid has not formally requested help from the EFSF, despite the intense 

pressures in their bond markets, is that it prefers not to have more conditionalities 

tied to the financial aid it is getting.   

(2) Ex ante versus ex post.  There are two ‘temporal’ perspectives in dealing with 

the crisis.  On the one hand, the ‘ex post’ view is about what to do to clean up the 

existing mess.  On the other hand, the ‘ex ante’ view is about what to do to make 

sure that the same crisis does not happen again.  The Germans and the non-

Germans seem to have diametrically-difference focus, with the Germans being 

much more focused on the ‘ex ante’ view of the Crisis, while the Southern 

Europeans, including the French, tend to believe that that fires (financial, 

economic, and political) should be put out immediately, even if there are longer-

term negative side effects.  This point is related to the moral hazard issue 

mentioned above, that Germany does not want to put out the fires today only to 

increase the probability of new fires in the future.  Again, this is why Berlin has 

steadfastly insisted on strong conditionality for all bailouts.  Beyond the moral 

hazard problem, the ex ante versus ex post debate also applies to the conduct of the 

ECB: should the ECB compromise its inflation-fighting mandate and its no-bailout 

Maastricht pledge only to put out the fires today?  Berlin does not think so, but 

Paris, Rome, and Madrid seem to have other ideas.   

(3) No pain, no gain.  In the past decade, total factor productivity (TFP) growth 

has been vastly different between countries within the EMU, but even more so 

between the European and non-European countries.  In the past decade, Germany’s 

TFP increased by around 5%, while Portugal and Greece saw a net decline in their 

TFP by more than 15%.  In other words, Portugal and Greece not only did not 

experience gains in productivity since joining the EMU, they have actually 



experienced an outright reduction in their productivity.  The competitive gap 

between Germany and these countries has therefore widened by 20% in the last 

decade.  But there may have been excessive focus on the intra-EMU differences in 

productivity.  At the end of the day, every member of the EMU is not just 

competing against Germany but also against the rest of the world.  China, in the 

past decade, saw its TFP improve by around 45%, while Taiwan and Korea 

experienced 25% improvement in their TFP.  This competitive gap is not 

something that can be resolved by money printing by the ECB.  Therefore, there 

can be no gain without pain – a view strongly held in Germany.  The problem is 

that most Southern European countries don’t like pain.  Germans are puzzled by 

why Ireland and Portugal have been able to quietly carry out their reforms, but 

Greece, Spain, and Italy have been so vocal and recalcitrant.  It is clear to the 

Germans that the bond markets have rewarded Ireland and Portugal with low bond 

yields, while punished the latter countries with high bond yields.  In other words, 

the Germans tend to think the bond markets have been reasonably fair, while the 

Southern European countries tend to think the markets are irrational and must be 

overwhelmed.   

(4) Martin Luther.  Martin Luther has had great influence on Germans’ 

fundamental belief that one should live within his means.  At a macroeconomic 

level, Germans tend to have the view that economic growth is determined by 

supply-side factors, such as productivity, labour input, and the structural efficiency 

of the economy in question.  Growth cannot be ‘bought’ by sustained deficit 

spending.  At a fundamental level, the ‘growth versus austerity’ debate is a false 

debate, as far as Germans are concerned.  The bond market seems to share this 

Germanic view.  If one looks at the chart for the Spanish bond yields, one clearly 

sees that the recent rise in yields began in early-March.  What was the trigger for 

this?  On March 2, 2012, Mr Rajoy surprised the world by not only announcing 

that Spain had fallen behind on their fiscal obligations, and that Madrid had 

unilaterally decided to adopt a new, higher, fiscal deficit target.  Brussels were 

merely informed of Madrid’s unilateral decision.  Some may even recall the angry 

reactions by Mr Monti, who immediately realised that that may mark the beginning 

of a very difficult period for Italy’s bond markets.  My point is that Spain’s failure 

to honour its fiscal commitment was the beginning of the selloff in Spanish bonds.  

It was not irrational speculators aiming to destroy a proud kingdom, as some policy 



makers have claimed.  Nor did it have anything to do with the growth-versus-

austerity debate.   

The path ahead for Europe will not be a smooth one, partly because of the 

fundamental differences between the mindsets of the Germans and the French (or 

the Southern European countries).  These differences of opinions are firm, because 

of their cultural and historical underpinnings.  In my opinion, the markets are more 

aligned with the Germanic view of the Crisis, that only when investors are 

convinced that Europe is resolving its long-term issues will lasting stability return.   


