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   In their great book (This Time Is Different, Princeton UP, 2009), Carmen Reinhart and Kenneth Rogoff document, for several centuries and for many countries, that sovereign debt and financial crises are not isolated evils. Once more, current events are not new though contagion risks are possibly amplified by globalization.

 Today there are, however, other novelties to be recognized. The first deals with the existence of the euro, i.e. the first currency that does not involve the same fiscal policy for all participants. The second deals with the way in which causality runs when both crises occur in two different areas of the world (US, EU). A question arises: do financial markets (F) always affect sovereign crises (S) or do sovereign crises always affect financial markets?  Per se, both directions are plausible and, in my view, one case (F ( S) roughly corresponds to the US or “Anglo-Saxon” pattern, while the other  (S ( F) apparently fits more the (Southern) “European” pattern. Let me show you why in a very simplified way. 
  Admittedly, the US crisis started in over-heated financial markets and then propagated to the real economy via housing, wealth reduction, job losses and insufficient private spending as a whole. To stop this malicious sequence, the financial sector was strongly helped by TARP 1 and 2 and also by massive government spending that at least attenuated the size and the length of recession.

  Using annual data to avoid occasional swings, in 2009 - i.e. when the international crisis was everywhere at its peak - the real GDP contraction was in the US  about half of that faced – among the others – by the UK and Germany.  Moreover, the monthly NBER chronology was showing a peak-to-trough interval – i.e. how long the recession lasts – starting in December 2007 and ending in June 2009. This 18 months phase was indeed long, but not much longer than the contraction found in two other US postwar episodes (16 months in the crisis starting in March 1973 and in November 1982, respectively), and certainly cannot be compared to the 64 months calculated for the Great Depression!  
 US data also show that the government debt-to-GDP ratio was not a major concern before last recession occurred. Similarly to what happened in England - and to lesser extent Canada and Australia - after 2008 government debt was strongly increased by large discretionary deficits, mostly made to offset private sector weakness, especially in banking and finance.  Despite the fact that this policy was costly but basically successful, the job recovery was unusually slow by US standards and this made also difficult cutting spending afterwards, i.e. before recovery seems fully irreversible.

  The other side of the story has to do with the eurozone difficulties, especially those related to Greece insolvency on one side and - to some extent – to the contagion risks implied by large sovereign debts, actually more in Italy than in Spain. This second type of transmission differs from the ‘Anglo-Saxon’ case since the sovereign-financial mix mostly stems from permanent excess government spending – not in Spain, actually - i.e. from a government debt which is not a temporary device for offsetting recessions or other temporary shocks.  Further, the euro success in taming inflation also eliminated the most classical way for reducing government debt with respect nominal GDP so that lack of fiscal prudence can be hardly disguised.
  In this ‘Southern-European’ case, government debt does not result from supporting banks to avoid losses for households and firms, government debt rather being the effect of permanent excess spending to achieve policy consensus, not necessarily for the worst reasons only. Among the last, there is surely a de facto tolerance for tax evasion that often coexists with complicated rules and virtually high tax rates.  Government corruption and insufficient competition usually complete a picture that does not favor growth.

  How can all of this also contribute to the same twin crisis?  In this second case, causality apparently runs in the other way, i.e. from the sovereign to the financial side.  Why is it so?  First, one should remember that, before last crisis occurred, the eurozone was considered more homogeneous than it actually was. In part, this was due to political quest for cohesion and also to the fact that recessions reveal and amplify differences that are less visible in normal – and much more frequent – growth phases.
  However, the major reason for having an excess optimism before - and an excess pessimism after -the crisis exploded stems in my view from the lack of a credible stabilizing mechanism in the euro area: i.e. the lack of a mechanism combining fiscal independence in each country with the acceptance of a few common standards. Actually, after the Maastricht Treaty, this mechanism was available under the name of the Stability and Growth Pact (SGP) which constrained, using also sanctions, government deficits to a 3% GDP threshold. In practice, this mechanism stopped working in 2003 when mostly Germany and France broke fiscal discipline without paying any cost, unlike what happened to the smaller Portugal one year before. 
  Since then, the SGP lost any credibility to become just the title of  Brussels bureaucracy notes. Likewise, political pressures coming from orthodox, core, countries like Germany also lost credibility, however motivated they were. As a result, since then a dual fiscal policy actually divided ‘core’ contries from wide-sense ‘periphery’, respectively.

 Without the necessity of sharing a big recession, this dualism should not be per se dramatic if other compensating factors are at work, such as large private wealth accumulation in Italy or the limited size of government debt in Spain. Since the big recession occurred, things notably changed: at least because high debt countries cannot liberally use even temporary, offsetting, fiscal policies as those tried in the US. 
  In the meantime, before the big crisis occurred, the euro-market optimism was probably reflecting the fact that countries sharing the same currency were importing credibility for their government bonds, regardless of what the balance sheets were. This made also convenient – say - for German and French banks lending money to Greece whose debt was surely high but also much more rewarding than safer countries were and still probably safer than other assets traded into the turmoil of financial markets. 
  In this sense, the sovereign crisis is affecting the quality and the risk of the lending banks, reversing the causality way with respect to the US case. A further paradox is that most of these banks belong to countries whose governments treat austerity more as a virtue than as a policy to be relaxed when feedback risks are eventually understood. 
