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The Euro Zone vs. US

Source: BEA, ECB
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What’s Wrong with the Euro Zone?

Source: Goodman, NYT April 29, 2016



Not All of the Euro Zone Suffers

Source: IMF, World Economic Outlook, April 2017



How Did They Get There?

• The eurozone is not an optimal 
currency area

• Fiscal profligacy (sometimes)
• The (seeming) disappearance . . . 

and reappearance of risk



Asymmetric Supply Shocks

• Growing trade integration (a la Frankel and 
Rose) was not  sufficient to overcome this 
asymmetry
• Enhanced factor mobility via reductions in labor 
segmentation was also insufficient



Fiscal Profligacy…sometimes

Source: Bullard, “End of a Theory,” FRB KC Review 
(2012).

Note: Starting points for Spain and Ireland.



Contingent Liabilities: The 
Disappearance and Reappearance of 

Risk
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The Self-Reinforcing Crisis

Source: Shambaugh, “The Euro’s Three Crises,” BPEA Spring 2012.



Indebted Private, Public Sectors
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Austerity Is Counterproductive

Source: Shambaugh, “The Euro’s Three Crises,” BPEA Spring 2012.



Back to the AD-AS Framework
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Equilibrium in the Short Run and in the Medium Run

An increase in the price level 
leads to a real appreciation 
and a decrease in output: The 
aggregate demand curve is 
downward sloping. An 
increase in output leads to an 
increase in the price level: The 
aggregate supply curve is 
upward sloping. 

Aggregate Demand and 
Aggregate Supply in an 
Open Economy Under  
Fixed Exchange Rates 

Figure 21 – 1
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Devaluation

A devaluation of the right size 
can shift aggregate demand to 
the right, moving the economy 
to point C. At point C, output is 
back to the natural level of 
output. 

Adjustment with a 
Devaluation

Figure 21 – 3
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The Medium Run Price Adjustment 
in Monetary Union 

The aggregate supply curve 
shifts down over time, leading 
to a decrease in the price 
level, to a real depreciation, 
and to an increase in output. 
The process ends when 
output has returned to its 
natural level. 

Adjustment under Fixed 
Exchange Rates

Figure 21 – 2



Source: Peter Praet, Member of the Executive Board of the European Central Bank, at the afternoon 
session “The challenges ahead Apr 17, 2013

And Competitiveness Problems Persist



ECB Intervention



ECB Drives Down Sovereign Yields
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Capital Market Fragmentation

Source: IMF, World Economic Outlook (April 2015), Figure 2.3



Diverging Inflation, 
Unemployment

Source: IMF, WEO, April 2015, Figure 2.3



A Solution Foregone Thus Far

Source: BLS and ECB via FRED. PCE deflator for US, HICP for Euro area
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