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How the Eurozone breaks1 

Special report on the possible collapse of the European common currency  

 The Eurozone has hurtled from crisis to crisis during the past nine years. Supported by unorthodox 

measures by the ECB, the Eurozone is facing an existential crisis after they are wound down. 

 In this report, we analyze the state of the European common currency and present a process that could 

lead to its demise, as well as what forms such a failure might assume. 

 We also provide a global economic outlook.  

 We forecast that the economy of the US will grow 2.9 percent, the eurozone will grow 1.8 percent and 

Finland will grow 3.2 percent this year.  

There has been a notable improvement in the global 
economy. This is visible, for example, in the growth 
of global non-financial debt (see Figure 1). In 2017, 
it grew at the fastest pace since 2007 and most of 
the growth came outside China. This is a clear sign 
of dynamic growth, which has been driven 
especially by the increasing economic momentum 
in the US. However, as we have emphasized 
throughout the year, this global economic 
expansion is late-cycle and the growing 
indebtedness of the private sector increases risks. 
Because of ongoing financial tightening in China 
and global quantitative tightening (QT), expected to 
start soon, the ongoing expansion is on its last legs. 
Recent economic woes in emerging markets are a 
sign of this.  

In this somewhat promising, but at the same 
darkening global economic picture, the Eurozone 
(from now on EZ) has a crucial role. The sluggish 
recovery of the EZ (see Figure 2), is momentous for 
the world economy, because it creates a grave threat 
to not just the current economic expansion but also 
to the global financial system. At the end of 2016, 

                                                             
1 GnS Economics wishes to thank Dr. Heikki Koskenkylä and Dr. Peter Nyberg for their insightful comments and suggestions on 

sections dealing with the Eurozone. All errors are our own.  

2 European banks are currently, in co-operation with European authorities, actively trying the get NPL off their balance sheets 

through, for example, securitization. These innovative measures are by no means without risks.   

the assets of the banking sector were around 240% 
of GDP of the EZ. For comparison, the assets of the 
banking sector were around 90% of GDP in the US. 
At  the end of 2016, the share of non-performing 
loans (NPL) to gross loans was nearly 6.2% in the 
EZ, compared to circa 1.3% in the US. The country 
dispersion of NPL is also rather large across the EZ. 
In September 2017, the share of NPL to gross loans 
was 11.8% in Italy, 16.7% in Portugal and 46.6% in 
Greece. Basically, even without an approaching 
economic downturn, the recapitalization needs of 
EZ banks are large, but if the euro area were to face 
a recession, they could easily become 
astronomical.2  

If the euro breaks down chaotically, its financial 
misallocations would likely bring down the global 
financial order. Because it is probable that the 
Eurozone holds the key to determining the depth of 
the coming downturn, it is important to understand 
both the probability and form of its collapse. More 
so as many observers erroneously consider the 
break-up of the Eurozone to be a near- 
impossibility. The ECB is also about to phase-out 
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its bond buying program (quantitative easing or 
QE), which will affect the debt dynamics and the 
likelihood of euro survival in a dramatic way. For 
these reasons, we will publish two “Special 
Reports” in succession.  

Eurozone: the fundamentals 

One could argue that the Eurozone has been built 
on quicksand. The unfortunate example of some 
200+ former currency unions suggests rather 
vividly that a currency union needs to be either 
backed by a political union or it needs to have an 
exit option, that is, countries need to be able to exit 
from the monetary union (MU). The eurozone, 
markedly, has neither. It’s actually rather difficult 
to comprehend why it was designed in such a way 
despite the overwhelming historical evidence of 
failed European currency unions. Speculation on 
this subject is beyond the scope of this report (and 
expertise of the authors), but we provide two 
theories. First: an honest mistake, where European 
leaders thought that the nth time would be the 
charm; second: a conspiratorial one, where the 
monetary union was initially established to finally 
make the dream of a fully-integrated United States 
of Europe, i.e. a federal European Union, a reality 
by forcing countries to then establish a political 
union. We take no stand on whether these have any 
basis in reality or not.  

The reason why the EZ was born is also irrelevant. 
It has been an ever-increasing burden for Europe for 
close to a decade and its problems are likely to grow 
exponentially larger when the global economic 
downturn finally arrives. The reason for this is 
shown in Figure 3 presenting the overall debt 
burden of selected member countries of the EZ, 
which are now clearly larger than in 2008.   

The bond-buying programs of the ECB have pushed 
the yields of sovereign debt to unnatural lows (see 

                                                             
3 See, e.g. Lamoen, Mattheussens and Dröes (2017).  

4 See, e.g., report by the IMF: Drifting Apart. 

Figure 4),3  which is likely to be the gravest threat 
the EZ currently faces. The size of the balance sheet 
of the ECB is now over 41 percent of the GDP of 
the EZ (in the US, it’s about 21 percent and falling 
quite rapidly). If, or when, the ECB is forced to shut 
the program down for technical, legal and/or 
political reasons, the debt crisis will return worse 
than ever. Some governors of national central banks 
of the EZ have already made claims that the ECB 
needs to stay in the capital markets longer, maybe 
even indefinitely. Such a decision, now pondered 
by central banks around the globe, would have 
serious implications for the capital markets and the 
market economy as a whole.    

Divergence and QE: the harbingers of demise 

It was assumed that when countries joined the 
European Monetary Union (EMU), their economies 
would start to converge.  It was thought that the 
poorer countries would start to catch-up to the 
richer ones in well-being and productivity. That 
never materialized.4 On the contrary, the 
convergence that was observable during the first 
years of the euro halted when the financial crisis hit. 
After the crisis of 2008, the economies of the EZ 
started to drift apart. Figures 5 and 6 present the real 
GDP per capita and the growth of total factor 
productivity (TFP) of selected EZ countries. They 
show a notable divergence in the GDP per capita 
after 2008 and a divergence in the TFP after the 
creation of the euro in 1999.  

After the crisis of 2008, capital started to flee from 
the weaker member countries of the EZ. This was 
evident in TARGET2 balances.5 TARGET2 is a 
settlement system, where cross-border bank 
transfers are cleared between national central banks 
and the ECB. In practice, it’s a settlement system 
without making any actual settlements on a 

5 A large value payments real-time gross settlement system. 
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country-by-country basis.6 This feature makes it an 
excellent measure of capital flight. From Figure 7 
we see that the claims of Germany, especially on 
the peripheral countries of the EZ, have expanded 
after 2008.   

In the current era of free movement of capital, the 
flow of capital can abruptly turn away from weaker 
economies. Because countries of a monetary union 
do not have a foreign exchange rate to 
counterbalance this, the private capital of a country 
can be rather easily withdrawn by the markets.7 
When the run on the capital account of Greece, 
Ireland, Portugal and Spain started to accelerate in 
2011, the outflow of capital caused a massive spike 
in their sovereign yields (see Figure 4). They were 
on the verge of an immediate default. Because 
banks tend to use sovereign bonds as collateral, 
sovereign defaults threatened to bring down major 
banks, especially in France and Germany.8 There 
was also a risk that defaulting countries would be 
forced to issue their own currency to support their 
banking system, which would have meant an exit 
from the euro.  

Thus, the 2008 crisis was a classical ‘asymmetric 
shock’ in the EMU, and the European debt crisis, 
which started in early 2010, was in essence a 
banking crisis.  To save face, the European banking 
system, and, apparently, to stop the entire EZ from 
falling apart, political leaders provided bailout 
loans to the crisis countries so that they could pay 
back the money they had borrowed from European 
banks. So, when the IMF, the ECB and Eurogroup 
said they were helping the crisis countries to survive 
with the emergency loans, in essence they were 

                                                             
6 Not just Eurozone member countries, but for example 
Bulgaria, Romania and Poland use the system to settle their 
euro-denominated payments. 

7 These can be diminished by, e.g., capital controls, but in 
MU they imply that the currency of the country applying 
them does not have the same value rest of the MU. Capital 
controls cause also other issues.  

really re-capitalizing the European banking system 
through individual crisis countries. Only miniscule 
fractions of these bailout loans went to help the 
people of crisis-hit countries. This bailout was 
probably the most duplicitous and inefficient bank 
re-capitalization in history.  

There has also been a massive misallocation of bank 
credit in the EZ, which has created a deluge of 
zombie companies. We return to this in more detail 
later.   

The scenarios of a collapse 

The process that leads to the collapse of the 
Eurozone is likely to consist of six phases: 

1) ECB tapering 
2) Economic/political shock 
3) Economic crisis 
4) Political crisis 
5) Legal crisis 
6) Breakup 

The stability of the EZ depends crucially on the 
solvency of governments and banks. In recent 
years, the ECB has supported both by suppressing 
government yields and providing unlimited 
liquidity to banks. The latter of these is within the 
mandate of the ECB, while the former is not. 
Government and bank insolvency are entwined, 
because government is usually the only institution 
with enough funds to save ailing banks. This applies 
also in the EZ, as least until a  banking union is 
completed and a deposit insurance fund is 
capitalized. This is likely to take years, if, in fact, it 
ever materializes.9  

8 There are also reports stating that US based-banks had 
sold CDS (credit default swap) obligations against the 
default of Greece. Thus, Greece’s default would have hit 
them hard also.  

9 One of the main problems of banking union are the large 
country-differences considering the customers and bond 
holders of banks. The bail-in principle would require that 
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Thus, in practice, the fate of the EZ hinges on the 
re-pricing of sovereign risk. Support for the 
common currency remains relatively high across 
the EZ (also in Italy), which makes a purely 
politically-motivated exit from the EZ unlikely (but 
by no means impossible). As long as the yields of 
sovereign bonds stay at their depressed levels, the 
public finances of the member countries will remain 
on a sustainable path and, in the current political 
climate, there will be no pressing need for any 
country to leave. However, it is all but obvious that 
the current prices of sovereign debt in the EZ do not 
truly reflect the actual market estimate  of sovereign 
risk, but only the extent of bond-buying by the 
ECB.10 We have been warning about this “risk-
hiding” strategy of the ECB for several years (see, 
e.g., Q-review:s 2/2014 and 1/2015).   

Now, it seems likely that the ECB will stop 
increasing its balance sheet (taper) at the end of 
2018. However, it will continue to roll over its 
existing sovereign debt pile. Because the ECB 
balance sheet is very large, even only reinvesting 
principal produces pressure on sovereign yields, but 
any increase in (net issuance of) sovereign debt 
needs to find another buyer. Everyone should ask 
themselves, “would I lend to, say, Italy for 10 years 
at three percent?” to find the answer.  

Thus, when the blanket of ECB support recedes 
from the sovereign bond markets, the market 
pricing of risk will return, implying that sovereign 
yields are likely to become very volatile. It is also 
uncertain whether the ECB can restart QE or not 
(see below). If “Eurobonds”, some new common 
financial structure, or foreign central banks do not 
take the ECB’s place in the bond markets to ‘mop-

                                                             
some of the principal of bond holders is wiped out in a bank 
failure, but for example in Italy, households and the retail 
sector hold large swathes of bank debt. Wiping their 
principal out would lead to serious repercussions in the real 
economy and at the political level. There are also many 
technical obstacles hindering the usability of the bail-in 
principle.  

up’ the increased net issuance of sovereign debt 
before the next banking crisis or recession hits,11 the 
debt crisis will make an epic—and generally 
unexpected—comeback.  

When the recession strikes, the over-indebted 
countries of the EZ are likely to face a stark choice. 
Many of them are now even more indebted than in 
2010 (see Figure 3). Either the overindebted 
countries need to subject themselves to the bailout 
programs of the ESM, or default and exit. It is 
questionable whether countries will be willing to 
accept the conditions of the European Stability 
Mechanism (ESM) programs, especially when they 
know how Greece was treated. It seems likely that, 
for example, the current government of Italy will 
not agree to the terms of the ESM bailout loans. It’s 
also rather uncertain how people and politicians in 
Greece, Portugal or Spain would respond, if they 
were forced to ‘tighten their belts’ once again. 
Political ramifications would be likely to be large, 
leading to a political crisis. Political leaders would 
cry to the EU and the ECB for help, and this brings 
us to the legal crisis. 

When the idea of the EMU was laid in the Treaty of 
the Functioning of the European Union (TFEU), 
countries made certain that 

1) they will not be forced to pay one and 
other’s debts, and 

2) the ECB would not monetize the sovereign 
debts in the EZ. 

These principles are defined in articles 123 and 125 
of the TFEU.  

10 The ECB has bought three times the net issuance of 
sovereign debt in the EZ since the start of the QE and, in 
recent quarters, it has bought seven times the net issuance.  

11 The ECB could use its Outright Monetary Transactions -
program to support bond markets of individual member 
countries only if the subject themselves into the bailout 
programs of the ESM.  
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Article 123 states that the ECB or participating 
national central banks cannot extend lines of credit 
or directly buy the credit instruments of “Union 
institutions, bodies, offices or agencies, central 
governments, regional, local or other public 
authorities, other bodies governed by public law, or 
public undertakings of Member State”. 

Article 125 states that member states cannot be 
liable or assume commitments of the “central 
governments, regional, local or other public 
authorities, other bodies governed by public law, or 
public undertakings of another Member State 
without prejudice to mutual financial guarantees 
for the joint execution of a specific project”. 

Thus, the Articles 123 and 125 explicitly prohibit 
countries from assuming the financial 
responsibilities of other member states and forbid 
any financing of member countries or institutions 
by the ECB. It is all but obvious that the current 
large-scale asset purchase program (QE) of the 
ECB and the bailout programs of the ESM have 
come very close to breaching these Articles. We are 
still waiting for the decision of the European Court 
of Justice (ECJ) on the QE of the ECB, which could 
seriously limit the ability of the ECB to continue the 
program. 

Thus, even if there were the will in the rich 
countries (mostly in Germany) to support ailing 
countries by transferring funds to them (transfer 
union) and/or taking some part of their debt in the 
next crisis, this would be likely to lead to a 
constitutional crisis in these countries and in the EU 
by breaching Article 123. Changing the TFEU 
would require a unanimous decision of the member 
countries. Reaching such an agreement would be 
highly uncertain under current political conditions, 
and even if an agreement could be reached, it would 
almost certainly take years. The Eurozone does not 
have such time before the next downturn/crisis 
arrives.  

A compromise would be to facilitate some kind of 
a “rainy-day fund”, which would give financial 

assistance to troubled countries. Only the rich 
members would be able to provide its funding, 
which would effectively made it just another form 
of a transfer union. The example of the US also 
shows that mechanisms by which richer nations 
(states) help the weaker ones, tend to become 
permanent. This would most likely breach Article 
125. An unemployment fund could be used to 
circumvent Article 125, but gathering sufficient 
funds would be likely to take years and it would 
provide only modest help to indebted EZ countries.  

A debt restructuring authority could provide some 
real relief during crises, but how would it function 
in practice is unclear. How would it enforce its 
decisions? For example, Italy is unlikely to accept a 
serious haircut to its domestic bond holders (the 
majority of them are banks and households). An 
option would be to restructure Italian debt held by 
foreign investors (such as European banks) and the 
ECB. Would other member states and the ECB 
accept this, bearing in mind that losses by the ECB 
on its sovereign debt holdings would mean that it 
had directly financed the Italian government 
(breaching Article 123)? Probably not. It is helpful 
to remember that a global debt restructuring 
authority has been in the making for over 70 years 
with very little progress.  

Despite possible debt restructuring, countries 
would also need financial assistance. Decades-long 
experience from the bailout programs of the IMF 
shows that in addition to debt restructuring/relief, a 
country needs a currency devaluation (removal of a 
currency peg), to achieve a proper recovery. This is 
naturally impossible while a country remains in the 
EZ. Greece makes an excellent case-in-point on 
this.  

In many member countries, like Finland, any 
actions that would mean transferring taxpayer 
money to other countries would also be likely to 
face a serious political backlash. Support for 
populist parties would explode. Thus, even if 
European leaders could agree on common 
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European debt and/or income transfers either by 
circumventing the TFEU Articles or directly 
breaching them, they would be likely to pay a heavy 
political price and create a politically-divided 
Europe. In each alternative, the likelihood of an 
eventual breakup of the Eurozone would become 
very high.  

The situation of the ECB is even more difficult. 
Article 123 of the TFEU (see above) says that the 
ECB cannot issue lines of credit to nations and EU 
institutions or directly obtain their debt securities. 
The ECB has done this indirectly and we are still 
waiting for the decision of the European Court of 
Justice (ECJ) on whether this has breached Article 
123 or not. Although a decision denying the QE 
program outright is unlikely, the ECJ is likely to 
issue strict limits to it. Any losses inflicted on the 
ECB from its corporate and sovereign bond 
holdings could also be viewed as direct financing of 
euro area institutions breaching Article 123. 
Moreover, if the ECB suffers large enough losses, 
it needs to be recapitalized (see Q-review 4/2017). 
Therefore, the ECB is treading on thin ice.  

What this all boils down to is that there is a rather 
high likelihood that the Eurozone will not survive 
the next crisis intact. The only solution for its 
problems would be a far-reaching political union, 
but there’s absolutely no support for it, especially in 
rich member countries. During the first stage of the 
debt crisis (2010-2015), politicians and ECB 
officials used all the leeway that current Treaties 
allowed them to take. They are running out of 
‘tricks’. It is of course possible that they decide to 
breach the Treaties and, for example, start direct 
central bank financing of sovereign debt. Such 
means would be very likely to inflame legal and 
possibly political crises around Europe. Thus, 
effectively, the Eurozone is at an impasse with no 
obvious legal solutions. 

                                                             
12 See, e.g. Fixing eurozone with the return of the European 
currency unit.  

The breakup 

In a breakup, we come to a completely uncharted 
water, because no country has ever exited from the 
euro. In a broad sense, there are five scenarios for 
the breakup: 

1) Euro is dismantled in a common agreement. 
2) Eurozone is divided to two or more groups. 
3) Some countries exit the euro. 
4) A country exits the euro. 
5) Euro dismantles uncontrollably 

The dissolution of the euro with a common 
agreement would be the least disruptive process. 
Countries could, for example, agree that the euro 
would continue to exist as an accounting unit, but 
individual countries would revert to sovereign 
currencies. This would imply a return to the 
European Currency Unit (ECU), which existed 
from 1972 till the formation of the euro in 1999.12 
All current euro-denominated contracts would 
remain “as-is”. The ECB would be wound down 
and all the sovereign debt it (and possibly also its 
national subsidiaries) holds would be written down 
as a loss for the ECB. TARGET2 system 
imbalances would need to be settled at the political 
level. However, this scenario is the most unlikely 
because too much political capital has been invested 
in the single currency.  

The Eurozone could also be divided into two (or 
more) groups, where more competitive countries 
(e.g. Austria, Germany and the Netherlands) would 
create their own currency union and the rest 
another. Both groups would need to establish their 
own central banks. The current assets of the ECB 
would need to be divided between the two banks 
according to the countries included in them. This 
scenario also is unlikely, because it could easily 
lead to serious market disruption especially in the 
currency area with the weakest members.  
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A group of countries could exit the euro either in 
common or mutual agreement, meaning that either 
the exit had been agreed with all EZ members or 
among the countries leaving. A single country or 
each member country could return to their 
respective domestic currencies.  

Repercussions and likelihoods 

The uncontrolled breakup of the Eurozone would 
constitute a cataclysmic shock to the global 
financial system. Euro-dominated assets would be 
either wiped-out or redenominated to other 
currencies, which would likely be a massively 
complicated and extended process. Countries, 
banks and corporations would default en masse. 
The ECB would declare bankruptcy due to heavy 
losses from defaulted sovereign bonds. The 
European financial sector would crumble taking the 
global financial system with it. A global financial 
calamity would follow. It could also lead to 
unravelling of the European Union due to serious 
political disputes that would be likely to occur.  

The above is, by far, the “nightmare” scenario. 
However, because of its severely disruptive effects, 
we also consider it to be, thankfully, a very unlikely 
scenario at the moment. We give only a 0.5 percent 
likelihood for a complete uncontrollable breakup of 
the EZ to happen during the next 12 months.  

When the next crisis erupts, we presently consider 
the scenario where one or a group of countries 
(possibly consecutively) exits the monetary union 
to be the most probable. The remainder of the 
Eurozone would continue to operate under a 
recapitalized ECB. Mutually-agreed debt 
restructuring of exiting countries would be 
conducted to uphold satisfactory political 
relationships, financial order, and peace in Europe. 
A crisis involving the large recapitalization needs 
of the EZ banking sector would probably still 

                                                             
13 This was painstakingly shown in Greece in Summer 2015, 
when the government of Alexis Tsipras caved in to the 
demands of the ‘Troika’ (the ECB, IMF and Eurogroup) 

emerge and some banks would be likely to fail. It 
also our view that the exiting countries could 
remain as part of the EU. Destroying the post-
WWII security framework in order to punish those 
who dare to stand against the dream of a federal 
Europe would be just too stupid even for the most 
disappointed federalist.  

The short- to medium-term survival of the EZ 
currently depends on the ECJ decision on QE. It is 
painstakingly clear that if the ECB is forced to stop 
its bond-buying program altogether, the chances of 
the EZ surviving the next crisis intact are slim to 
none. If the ECJ decides that the ECB can continue 
to guarantee the sovereign debt of member 
countries, the likelihood a breakup in the short-term 
would be nullified almost completely. But then, we 
would need to ask, where would we be heading? If 
the ECB acts as the de facto back-stop of losses in 
the capital markets, there would be no “markets” 
anymore. We would slowly but surely drift to a 
socialistic dystopia with all the horrible 
repercussions it would bring (more on those later, if 
needed). Moreover, the decision of the ECJ against 
Article 123 (allowing some form of sovereign debt 
monetization by the ECB) could bring about a 
serious constitutional and/or political crisis in 
member countries.   

Despite all the strong headwinds faced by the EZ, 
one should not underestimate the determination of 
the European political and financial elite to bend 
their own rules and even sacrifice the well-being of 
their citizens to uphold the euro.13 However, the 
current political turmoil around Europe (including 
Germany), which seems no sign of moderating, is 
likely to limit the ability of European leaders to find 
common ground  in the approaching crisis. Taking 
into consideration all this, we estimate that, 
currently, there’s an 80% chance of a complete or a 
partial breakup of the EZ during the five years 

against the (week-old) result of the referendum against 
those same demands.  
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following the onset of the next recession and/or 
economic crisis. 

Global outlook  

China seems to be slowing down clearly, which has 
started to affect EZ exporters. While China is easing 
its monetary policy and lending, again, their 
effectiveness in stimulating growth is likely to be 
smaller than before (see, e.g., Q-reviews 3/2017 and 
2/2018). Despite earlier credit tightening, leverage 
in the Chinese economy has kept growing, 
especially among households. This has reinforced 
our view that the Chinese economy cannot stay 
afloat without credit stimulus (meaning credit 
growth outpacing GDP growth). That is why the 
imbalances in the Chinese economy keep growing 
until they reach (an unknown) breaking point.14 
Still, if China keeps relaxing credit conditions, it is 
likely to support both its own and the global 
economy in the short-term. 

The bright spot of the global economy is the US, 
whose economy is growing fast. The massive fiscal 
stimulus (tax cuts) of President Trump spells 
trouble for the long-run, but for now it works in 
favor of the economy and the US asset markets. The 
other issue that is supporting the US and thus the 
global economy has been the de-regulation efforts 
of the Trump administration. If deregulation of the 
banking sector spurs banks to expand their lending 
more aggressively, it would help growth and at least 
partly offset the effects of the (expected) balance 
sheet reduction of the central banks. The fast 
growth of the US will help also the EZ economy, 
which has been struggling (tariffs, naturally, would 
work the other way).  

However, it is unclear whether highly-indebted 
companies, for example, are willing to increase 
their debt load in face of rising interest rates (see Q-
review 2/2018) in the US. US households are “on 
fire” and they are likely to carry the economy 

                                                             
14 See, for example, our blog The global Minsky Moment.  

forward throughout the rest of the year unless the 
asset markets break (see below). But, they are also 
highly indebted, which eventually will limit their 
ability to drive economic demand going forward. 
President Trump has also recently indicated that 
more stimulus for asset markets are about to come, 
though at this time there are no specifics available 
about this. 

The main problem with President Trump’s policies 
is that, by increasing both federal and private debt, 
they are making the inevitable and unavoidable 
economic ‘hangover’ that much worse. Also, the 
trade war, if escalated, is “digging the sand” from 
beneath the foundations of the US economy. These 
factors, combined with rising interest rates, could 
provide a nasty negative shock for US growth 
during the latter part of 2018. Even while the 
economy has improved, rising interest expenses 
will start to have an impact at some point, and the 
US isn’t an island either. In the modern globalized 
world, if the rest of the world slows down, it will 
have an effect on the economy of the US directly 
affecting, for example, corporate profits.  

Emerging markets have been feeling the brunt of 
retreating dollar liquidity because of the tax breaks 
in the US, which are drawing funds to the US 
through both higher private repatriations and 
greatly increased T-bill issuance by the Treasury.  
The QT-program of the Fed is amplifying these 
effects.  

The growth rate of the economy (GDP) in emerging 
economies has been on average 5.5 percent 
annually, while dollar- denominated non-financial 
sector debt has been growing by around 7.1 percent 
annually between 2000 and 2017. This may not 
sound large, but due to compound interest, dollar-
denominated non-financial debt has grown more 
than 30 % faster than GDP since 2000. Currently, 
non-banking institutions and households outside the 
US hold over 11.5 trillion worth (!) of dollar-
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denominated debt—a record. The “shadow 
banking” sector could conceivably hold the same 
amount. This massive over-indebtedness of the 
private sector in particular is at the heart of the crisis 
in Turkey and other emerging economies. Defaults 
by borrowers in emerging economies would affect 
the advanced economies through losses they would 
inflict on large western banks and investors. It could 
take some time for the effects to materialize, 
though. For example, in 1997 it took close to five 
months before the problems of the Asian crisis 
reached the asset markets in the US and over a year 
before the crisis really hit the US (the near-collapse 
and historic bailout of Long-Term Capital 
Management was a notable result). In the near 
future, the exchange rate of the dollar against EM 
currencies should be followed closely. Whenever it 
rises, the economic woes of emerging markets 
steepen dramatically, and so does the risk of a 
dangerous global contagion.  

Forecasts    

We have been making notes, alongside our crash 
and crisis probability forecasts, on the ability and 
will of central bankers and authorities to uphold the 
asset bubble. We know now that these have been 
realized in full. For example, last March, when the 
European corporate debt market froze over, the 
ECB (ultimately) panicked and cleared the market. 
We also know that the Bank of Japan has been 
propping-up the Japanese stock market by buying 
stock market-linked ETF’s every time the market 
has been at risk of a significant correction. There 
are likely to be many central bank-induced market 
interventions we do not know about yet. The bottom 
line is that there has never been a business cycle that 
has been as manipulated as this one.  

Thus, retrospectively, we have to acknowledge that 
our crash probability forecasts have been too high 
lately or, more precisely, we raised them too high 
too fast. In normal times, the stock market of the US 

                                                             
15 See our blog: The crash of 1929.  

would most likely already be in a bear market, but 
these are not normal times.  

So, while the imbalances in the asset markets and 
the economy are visible and growing, central 
bankers have made serious efforts to stop them from 
correcting normally. They have been “kicking the 
can” continuously, desperately trying to delay the 
consequences of their policies. Now, the question 
is, how long can the can take it?  

The main worry about the world economy is the 
accumulation of vast and unprecedented debt. 
Decade-long zero or negative interest rates and 
other ‘unconventional measures’ have increased 
leverage in both the regulated and “shadow” part of 
the global economy. They have thus effectively 
created a variety of potential ‘Black Swans’ lurking 
in different corners of the global financial system.  

In our thinking, as a consequence of all this market 
manipulation, the likelihood of a 1929-style crash 
in the US stock market (and some sectors of the 
global bond market) has become ever more likely. 
The crash of 1929 occurred after a long, speculative 
bull market when the business cycle collapsed 
underneath the overvalued and over-levered stock 
market. The same factors that led to the 1929 crash 
are basically all now in place in the US capital 
markets.15 Moreover, the leverage (net margin debt 
+ net leveraged ETF’s + net speculative futures 
position) in relation to the market cap is at an all-
time high.  Lastly, over-valued global bond markets 
have been showing cracks lately with the spreads 
between corporate and sovereign debt widening and 
reports of diminishing market liquidity. It remains 
to be seen how long central banks are able to keep 
things going, and whether they have the means to 
limit the impending carnage in the asset markets.  

Thus, although we might have raised our crash 
estimates too high too fast, there’s absolutely no 
reason to lower them either. We estimate that the 
likelihood of a market crash during the next 12 
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months is 95%.16 We estimate the likelihood that 
the crash will start a new global financial crisis is 
75% for the next 12 months.17 We estimate that the 
financial crisis will morph into a systemic crisis 
within the next 12 months with a likelihood of 
40%.18  

In Table 1, we present the nowcasts and the growth 
forecasts for the real GDP of the Eurozone, Finland, 
and the United States under the consensus scenario. 
Compared to our forecasts presented in December, 
it’s obvious that events have rather closely followed 
our optimistic scenarios.19  In it, we forecasted that 
the US economy would grow around 2.7 percent 
this year. The eurozone would grow by 1.9 percent 
and Finland would grow by 2.8 percent in 2018. It 
looks like that we are close to reaching those 
numbers, and Finland may even surpass them.  

Table 1. Nowcasts (nc) and forecasts for the growth rate of 
real GDP in the US, Eurozone and Finland under consensus 
scenario. Source: OECD, Bureau of Statistics and GnS 
Economics. 

Quarter USA Eurozone Finland 

2018:1  0.6 0.4 1.2 
2018:2  1.0 0.4 0.3 

2018:3 (nc) 0.7 0.6 0.9 

2018:4  0.6 0.4 0.8 
2018 2.9 1.8 3.2 

2019 2.3 1.1 1.6 

 

The stimulus and business-friendly policies of 
President Trump and the continuing efforts of major 
central banks to prevent any kind of crash in the 
leading asset markets have paid off. The economy 
of the US has been humming along and carrying the 
eurozone and Finland with it. The forecasts also 

                                                             
16 We define ”crash” as a drop of 10 percent or more within 
two trading days, at least in one of the main markets (US or 
European stock or bond markets).  

17 With “global financial crisis” we mean a run on the assets 
of the banking sector in major economies or globally.   

18 Systemic crisis occurs when the mistrust between 
financial institutions grow so large that credit markets cease 

suggest that the peak of the business cycle is at 
hand.  Without any major new stimulus, this is 
likely to be the case, especially as the current 
growth spurt has been achieved by massive fiscal 
stimulus and a further widening of global 
imbalances, achieved mainly through the growth of 
debt.  

“Stability is destabilizing” is a famous quote by 
Professor H. Minsky. By acting as a market back-
stop, central banks have made the eventual, 
unavoidable unravelling of global imbalances 
worse. The world economy has been diverging in a 
very atypical manner during the past quarters. The 
economy of the US has been accelerating, while the 
rest of the world seems to be decelerating. This kind 
of growing imbalance cannot go on for very long. 
Because of this and the lack of obvious stimulus 
options, not much confidence should be put in  next 
year’s growth forecasts. At this stage, they’re 
nothing more than somewhat-optimistic 
guesswork.   

Conclusions 

The world economy is at the turning point. While 
the unconventional—and desperate— actions of the 
global central banks seem to have fixed everything, 
in reality they have not. It is likely that the “cure” 
was worse than the actual disease. By conjuring 
vast amounts of money into the global economy, 
central banks suppressed risks and distorted the 
allocation of capital, creating overvalued asset 
markets and a “zombified” global economy. This 
applies especially to the eurozone. The yields of 
sovereign debt are at unjustifiably low levels in the 
EZ. How this has affected capital allocation 

to function. This is usually caused by the possibility of 
massive losses to financial institutions. See Q-review 1/2017 
for more details.  

19 These were presented in Trends & Topics 1/2018, which is 
available only in Finnish.  
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remains to be determined, but the price risks are 
clearly biased to the downside. The unconventional 
measures of the ECB have also created an 
unknown, but likely vast, number of so-called 
‘zombie companies’, whose fragile financial 
structures will be unable to cope when interest rates 
rise and/or recession arrives.  

Global quantitative tightening is expected to start 
during the latter part of the year. We do not really 
know whether global central banks will really go 
through with it, but if they do, the Eurozone is likely 
to be at the greatest risk. Unless there is a sudden, 
unprecedented and unforeseen political 
breakthrough resulting in the establishment of a full 
political union, a serious debt crisis will reappear in 
the EZ some point after the initiation of ECB 
tapering and global QT. 

The EZ was a bold, but fundamentally-flawed 
experiment. There can be no other than a political 

solution to its problems. If there were one, the most 
important feature would be to construct an exit 
mechanism from the euro. It would probably first 
lead to uncertainty and some market turbulence but, 
done properly, it would create a safety valve so that 
the possible fragmentation of the EZ will not take 
global financial system and possibly the EU down 
with it.   

The fact is that politicians are the ones who got us 
into this predicament by creating a flawed and 
inherently-unstable currency union despite the 
warnings of many economists and the 
overwhelming historical evidence against the 
success of such initiatives. Let’s see whether they 
are able to get us out of this mess. We’ll know soon 
enough. 

 

 

Appendix: Figures 

 
Figure 1. Non-financial debt of the private sector in 44 major economies. In billions US dollars. Sources: GnS Economics, BIS. 
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Figure 2. Gross domestic product in constant US dollars (base year: 2010). Sources: GnS Economics, World Bank. 

 

Figure 3. Sovereign debt as percentage of GDP. Source: GnS Economics, European Commission 
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Figure 4. Yields of sovereign bonds with 10 -year maturity and the announcement of the Outright Monetary Transactions (OMT) 
program and the QE -program of the ECB. Source: GnS Economics, ECB  

 

 
Figure 5. Real (constant) gross domestic product per capita in selected eurozone countries. Source: GnS Economics, European 
Commission 
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Figure 6. Growth of total factor productivity. Source: GnS Economics, Conference Board 

 

 
Figure 7. TARGET2 balances of the ECB and selected EZ countries from May 2008 to May 2018. Source: GnS Economics, ECB 
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Process descriptions  

The forecasts reported in this Q-review are based on the statistical modeling methods from the most recent academic 
research on predicting business cycle fluctuations. Nowcasts refer to the forecasts of the growth rates of the real Gross 
Domestic Product (GDP) for the current quarter. Nowcasts are needed because the standard measures for the GDP are 
published after a considerable lag and are typically subject to subsequent revisions, indicating that the coincident state 
of the economy is always uncertain. Our nowcasts for the current quarter are based on statistical models where all 
relevant information available at the time of nowcasting is utilized.  

The GDP forecasts for longer horizons (over the current quarter) are based on the dynamic forecasting models where 
forecasts are constructed iteratively. This means, for example, that the three-quarter forecast is essentially based on 
the two-quarter forecasts and so on. Forecasts are constructed for all three economic areas (the Eurozone, Finland and 
the US) indicating that they depend on each other. Finally, note that the forecast scenarios considered in this Q-review 
are based on the expert view of GnS Economics.  
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The next Quarterly Review will be published in December 2018. 
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