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Time and time again over the past 18 months, European
leaders have pledged to do “whatever it takes” to
preserve the single currency. Just as often their
subsequent actions, or lack of them, have belied these
fine words.

The failure to fill in the gap between rhetoric and reality
has taken the eurozone, and the world, to a perilous
place. Fear about the ability of states to service their
debts has become self-reinforcing. Absent a radical shift
in market psychology, the very core of the eurozone is at risk. The break-up of the single
currency, once dismissed as unthinkable, is now openly spoken of as a possibility.

In a currency area where the money supply has been collectivised but fiscal policy and banking
systems remain national, sovereign fragility has infected the banks. Across much of the
eurozone, banks are both undercapitalised and facing a growing funding shortfall, making them
unhealthily dependent on costly funds from the European Central Bank. This vulnerability is
forcing them to pull money back from around the globe. Such is the size of the European
banking sector that credit rationing on this scale could tip the world back into recession.

Much ink has been spilt since the crisis started on the inadequacies of the euro’s design, and its
. mismanagement in practice. Many of these criticisms are valid and must be acted on when the

crisis has been overcome. But they are not the most pressing questions now. We are at a point

where politicians must do more than talk about their commitment to the euro. It is time to act.

Repairing monetary union will take years of effort. But the alternative is worse. The economic
consequences of a break-up would be staggering both for creditor and debtor nations. Huge
uncertainty about the value of any outstanding euro-denominated contracts could paralyse
commerce within Europe and beyond. Political relations would be poisoned for years.

It borders on hysterical to say there are but hours to save the euro, but there is a risk that if the
crisis is not now tamed the price of a rescue might start to spiral out of politicians’ grasp. The
stakes are therefore very high at Friday’s summit. The world cannot afford another half-baked

solution.

The overwhelming challenge is to stabilise markets — preventing a refinancing crisis for a large
European sovereign, and putting the solvency of systemic financial institutions beyond doubt.
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So badly have European governments undermined their own credibility that the only way to
shock markets back to confidence is by putting hard money on the table. The straightforward
way would be to use the European Financial Stability Facility to the hilt. The EFSF would raise a
large warchest to support the prices of new bonds issued by any sovereign that is solvent, at the
lowest rates it can afford to charge.

The worry is that the EFSF may not now be able to raise enough money to stop the rot. Given
the urgency of the crisis, therefore, it may be necessary to turn to the ECB for assistance. The
Financial Times remains very uncomfortable about the legality and political consequences of the
ECB exposing as much of its balance sheet to the sovereign debt market as it takes to keep bond
prices up for good. It would be better if its involvement were routed through less contentious
mechanisms. One would involve turning the EFSF into a bank which the ECB would then help
to finance. But given the pressing nature of the situation, nothing can be ruled out.

The eurozone’s leaders must act fast to stabilise the crisis. But they have more time to consider
. the final destination. What the markets want is a road map — an indication of the direction of
travel and assurance that there is the political will to malde the journey.

This week’s declaration from the German chancellor, Angla Merkel, and the French president,
Nicolas Sarkozy, was an unpromising start. What they lai{l out was little more than a stability
plan on steroids, based on a misdiagnosis of the crisis that divides the eurozone into nations
that are fiscally virtuous and those deemed to be profliga le “sinners”.

\

A politically sustainable plan needs a more imaginative approach, and one that holds out the
hope of rebalancing within the eurozone, not just an endless vista of austerity. It also requires

the input of all eurozone countries, and not just Germany and France.
/

What is important is that leaders create the political conditions for good policy. Monetary union
can only survive if all of its members want it to. They must decide on this now — and show they

. mean it.
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