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Chapter 1

The Dream

In the late afternoon of 9 November 1989, in a hall in East Berlin, a communist party official, Guenther Schabowski, baffled and intrigued his audience. ‘If you want to go,’ he said, ‘you are free to leave.’ Journalists who were present huddled together, trying to unravel what the official meant, but the implication was clear: the people of East Germany, penned in behind walls and barbed wire, could travel. 

By mid-evening there were cries echoing through the streets of East Berlin. ‘Freiheit,’ ‘freedom’ was shouted over and over again. People, couples, groups tumbled out of apartment buildings. Many were young, their faces alive, daring to believe. They surged through dimly lit streets towards Checkpoint Charlie, one of the crossing points to West Berlin. 

At the checkpoint, the crowd slowed. From the West German side there was the buzz of a party, of celebration. In that moment, defined by a distant sound, some sensed their world had changed and they embraced, their tears running onto the shoulders of friends. 

Ahead of them were guards, edgy and uncertain, standing back in the shadows. On the Western side of the crossing was a bear, a dancing bear. Someone placed an East German border guard’s cap on its head and the crowd laughed and drank from the necks of bottles. 

Then on the East German side, a middle-aged couple sauntered towards the security post and just kept walking. Two ordinary, anonymous people. The crowd fell silent and watched a slow, agonising walk into history. The guards did not stop them. They just checked out. On the West German side there was a roar, and the couple were swallowed up by a crowd fêting them.

At the Brandenburg Gate there was a line of East German police. A man in a black leather jacket and blue jeans climbed on top of the wall. He stood there, legs apart, his arms outstretched, his fingers shaped in a gesture of victory. Some East German guards turned a fire-hose on him but they appeared half-hearted enforcers, and soon others were on the wall, stamping on it, revelling in their defiance.

Army trucks arrived and the disembarking soldiers stood in groups, back-lit by orange street lights, waiting for orders. Then some young men jumped off the wall, into East Berlin, and walked towards the police lines. They were smiling and offered their hands to the police, whose faces betrayed fear and bewilderment. And in those gestures of hesitation, of uncertainty, the authority of the German Democratic Republic, with its feared secret police the Stasi, crumbled. 

It is the curse of authoritarian regimes that at the very moment they embrace reform and relax their grip, they are at their most vulnerable. The crowd sensed this and was no longer afraid. A couple with a sparkler walked towards the wall, shrugging off police requests to stay back, but the request had been polite, more pleading than an order, and it only encouraged others to follow. They showed no hostility to the police; they just humiliated them.

The police attempted to hold their lines but the people streamed through. They were pulled up onto the wall and stood there looking down on the two sides of a divided city. A man was passed a pickaxe and began chipping pieces off the wall. It was the moment when force might have been used, but the crowd had tasted freedom and not without terrible bloodshed could it be wrested from them. So, in a long night, where every stranger became a friend, the curtain that divided Europe was lifted and the history of the continent changed. 

The following day there was a great migration. Tens of thousands of people headed for the crossing points into the west. Most of them had no plans. They were driven by curiosity and the irresistible lure of liberty. At the border they bunched close together, urging on the person in front, as if they feared that at any time East Germany would be sealed up again. It was like a herd driven by a strong, compelling instinct. Many of them clutched Ostmarks, a currency that would be of little use to them. They window-shopped at KaDaWe, strolled down the Kurfürstendamm, and stared at the sex shops. It was a bright, shining, unknown world and wherever they went, they were fêted and embraced as fellow Germans.

As they crossed into West Berlin, most of them said that they would return that evening and most of them did. Many were cautious, mindful that the secret police had not been disbanded, but amidst all the exhilaration of that day the future of a divided Germany was sealed. It could not survive. The West German government was careful with its words, determined not to alarm Moscow. It was too soon to discuss reunification said officials, but on the streets, in casual encounters, everyone spoke of it. At the crossing points there was the occasional cry: ‘We are one people.’ 

The world sensed history turn. It had been on 5 March 1946 that Winston Churchill had taken the stage in the small town of Fulton, Missouri and declared that ‘from Stettin in the Baltic to Trieste in the Adriatic, an iron curtain has descended across the Continent’. Now it had been torn down. Not through war or violence, but because Moscow had lost the will to maintain its empire. Europe was no longer divided. 

For forty-five years, West Germany had been a model democracy, firmly planting its identity in being European. Yet for all that, the fear of a united and powerful Germany had not disappeared. It lurked there in the minds of leaders like Margaret Thatcher. She was nervous. Helmut Kohl, who was the German Chancellor at the time, recalls her saying, ‘We beat the Germans twice and now they’re back.’ One of her ministers, Nicholas Ridley, described reunification as a ‘German racket designed to take over the whole of Europe’. 

Mrs Thatcher was not alone with her fears. On 20 January 1990 she went to lunch at the Elysée Palace with the French president, François Mitterrand. He warned that reunification would result in Germany gaining more influence in Europe than Hitler ever had. He even expressed a concern that the ‘bad’ Germans could return. According to a British official, the French president said, ‘They might make even more ground than Hitler.’ The year before the wall came down, Mitterrand had said that ‘the Germans are a great people deprived of certain attributes of sovereignty, with reduced diplomatic status. Germans compensate for this weakness with economic power. The Deutsche mark is to some extent its nuclear force.’ Yet for all his doubts, Mitterrand understood there was a ‘logic to reunification’.

During this period, the British prime minister dusted down old maps and pointed to names like East Prussia, Silesia and Pomerania and questioned whether the new Germany would want those places too. On 18 November 1989, she had had a furious row with the German Chancellor, who told her, ‘You will not stop the German people following their destiny.’ 

For Germany, however, the most important European leader was the French president, François Mitterrand. He had developed a strong bond with Helmut Kohl. War to them was not a distant memory. It shaped their politics. On 22 September 1984, they had gone together to the Douaumont cemetery in Verdun. It was there, amidst the hilly terrain, that in 1916 nearly 800,000 French and German soldiers were killed or wounded in one of the fiercest battles on the Western Front. The two leaders stood in the rain in front of two wreaths and a casket wrapped in the French and German flags. Behind them were hundreds of veterans. Mitterrand reached out to Kohl and for minutes they stood there holding hands, remembering the sacrifices that had been made to feed the bitter rivalries between their two countries. Mitterrand had fought in the nearby hills in World War Two and had been taken prisoner. Kohl’s father had fought in the same area in World War One.

Both men were committed to a united Europe that made war impossible. Even so, there were suspicions and tensions between them. Over time, the French president softened his opposition to German reunification. In any event, he understood it could not be opposed: the German people wanted it. Helmut Kohl was wary of his French ally. He suspected that Mitterrand had become more relaxed because he believed that the Soviet leader, Mikhail Gorbachev, would block Germany becoming one nation once again. Thatcher, too, saw the Soviet leader as an ally. In early 1990 she told him that ‘all Europe is watching this, not without a degree of fear, remembering very well who started the two world wars’. Gorbachev, however, had decided that Moscow neither had the means or the desire to hold the Soviet empire together with force. 

Mitterrand believed the Germans needed to be bound more tightly into Europe, through deeper European integration. ‘I believe,’ he said, ‘it is the EU, and only the EU, that can contain this German power.’ Mrs Thatcher was less sure. She had told a French minister that European integration would increase Germany’s dominance by giving Germany ‘Europe on a plate’. The German Chancellor understood a price would have to be paid for German reunification, and that the rest of Europe would only be reassured by Berlin committing to a closer European union.

There was already a blueprint for the next stage of European integration. It was economic and monetary union, with a shared currency. Mitterrand and Kohl had already discussed it in 1987. No one underestimated the scale of the ambition. The French franc and the German mark had been linked, but not since the Roman Empire had a large part of Europe had the same currency. 

Mitterrand now wanted urgent negotiations on creating this new currency. In 1991, at a summit in Maastricht, the two leaders committed themselves to an ‘irreversible deadline for the start of monetary union’ and the introduction of a single currency. They set a target date of 1999, with the new notes and coins in circulation by the start of 2002. The French leader understood the trade-off. At the time it was described as Mitterrand saying to Kohl, ‘You get all Deutschland and I get half the Deutsche mark.’ 

For the Germans there could be no greater commitment to the future of European unity than giving up their currency and reducing the power of their admired central bank, the Bundesbank. There was such pride in the Deutsche mark that it was seen as a substitute for the flag – history having left Germans wary of flag-waving. Jacques Delors, the French politician, who was one of the architects of the euro, said that, ‘not all Germans believe in God, but they all believe in the Bundesbank’. 

There were many obstacles. Europe’s economies were very different and so were the political cultures that guided them. Some were wary of debt; others more relaxed. Some ran tight accounts; others had a tradition of easy spending and tax evasion. Some, like Italy, had taken refuge in devaluations. In order to qualify to use this new currency, states had to pass economic tests and to bring their economies closer together. Deficits had to be lowered, budgets tightened and debt reduced. 

From the very start there were doubts that this could be done, and these doubts would only deepen as the launch date grew closer. As early as 1990, the Central Council of the Bundesbank had questioned whether a monetary union, with a European central bank setting interest rates, could survive on its own. It believed that political union was needed to control economic policy. Monetary union, it said in a statement, ‘is an irrevocable joint and several community, which, in the light of past experience, requires a more far-reaching association, in the form of a political union, if it is to prove durable’. There had been two European reports in the seventies and the eighties, which had concluded it would be rash to set up monetary union without political union. 

There were many other warnings that the design of the monetary union was flawed. How could you have monetary union without central control of budgets and spending? How would states that violated the limits on debt and deficit spending be disciplined? Even the German Chancellor said that monetary union without political union would be a ‘castle in the air’. Much later, when the currency was in operation, Helmut Kohl said that, ‘Recent history, and not just that of Germany, teaches us that the idea of sustaining an economic and monetary union over time without political union is a fallacy.’

In July 1998, a poll conducted by 34 out of 42 economists found that the ‘discipline needed to make the euro work was completely lacking’. That same year, 155 German economists signed a letter saying ‘the euro is coming too early’. It said that insufficient progress had been made in improving public finances, and labour markets were too rigid so that wages could not adapt to changing conditions. Wolfgang Schäuble, the German finance minister during the euro-zone crisis, said in December 2012 that, ‘If we had waited until we had achieved political union we would never have introduced the single currency. That is one of the basic principles of how European integration works. You always start with imperfect solutions. If you want to wait until you have the perfect solution you never go ahead.’ There was a reason why they never sought political union; the people in Europe had shown no desire for it. However determined France’s leaders were to bind Germany to Europe, they could not imagine selling political union to the French people. Schäuble said, ‘We knew when we decided on the single currency that it would be better to have a political union ahead of it, but we knew also that we wouldn’t get it.’ 

The president of the European Council, Herman Van Rompuy, said that for Kohl and Mitterrand, the currency was never, at heart, an economic project. ‘The euro was not created,’ he said, ‘because there was an economic necessity. Not at all. The euro was created as a major step in European integration.’ He believed that if you analysed this creation with only the eyes of an economist then you understood nothing. The trouble was that the dream, so enticing to a European élite, obscured flaws that were starkly obvious. 

Those countries that planned to use the euro were told to bring their deficits down, and targets were set. In the event, the criteria for joining the new currency were fudged. There was creative accounting. Countries used the proceeds of privatisations and profits from the sale of gold to boost their accounts. There were numerous warnings that Italy was not ready to join the euro. Italy’s figures, it was suspected at the time, were based on a fraud: the country was selling gold reserves from one branch of government to another. The German Chancellor, Helmut Kohl, was told but he did not heed the warnings. He felt, he said, the ‘weight of history’ and insisted the project could not go ahead ‘without the Italians’. His closest adviser said at the time, ‘We all shared a certain love for Italy.’ Reunification gave urgency to the introduction of the new currency, but the leaders were caught up in the romance of their ambition. Some hoped the euro would prove a match for the dollar and that, in time, it would propel Europe into being a global power. It was a project driven not by the dreams and hopes of the people, but by an élite that believed that destiny lay in building an ever-closer European union.

Greece, too, caused concern. On 3 May 1998, the European Commission judged that Greece had not met the criteria for joining because the deficit of its public sector was too large. However, in the following year, the officials dropped their objections and the criteria were eased: it was enough for Greek public debt merely to be heading in the right direction. 

Miranda Xafa was an economist working at Salomon Brothers in London at the time. She knew – and advised her clients – that Greece’s economy was not ready; that the statistics its government was publishing did not reflect reality. ‘I’d come to Athens from London with clients,’ she said. ‘We always saw the head of the statistical agency of Greece who compiled statistics on the debt, the deficit and so on. We’d call him the magician because he could make everything disappear. He made inflation disappear. And he made the deficit disappear.’ 

She used the example of the Greek state railway. Its accounts were impenetrable, as if a mist had fallen on its books. The suspicion was that there were more employees than passengers. A former minister, Stefanos Manos, said publicly at the time that it would be cheaper to send everyone by taxi. Manos said the railway company issued shares that the government would buy ‘so that it was counted not as expenditure but as a financial transaction’. The whole point of the ruse, he said, was that it did not appear on the budget balance sheet.

Monetary union was launched on 1 January 1999. Otmar Issing, who would serve at the European Central Bank, said it was a ‘milestone in history’. ‘Never before,’ he said, ‘had sovereign states ceded their responsibility for monetary policy to a supranational institution.’ In 2002, 8 billion new banknotes and 38 billion coins were put into circulation. It was a giant undertaking, performed efficiently. According to the financial analyst, David Marsh, the notes, if laid end to end, would have reached the moon and back two and a half times.

The moment itself was curiously flat. It was a historic day but with little sense of occasion. Eleven national currencies were being discarded. After over 2,500 years, the Greek drachma was no more. Other currencies that had helped define nations, like the franc, the guilder, the mark, the peseta and the lira were consigned to history. There were fireworks and music at the Brandenburg Gate in Berlin, and some Italians drowned their lire in the Trevi Fountain, but the celebrations were muted.

Most notably, the German public was unenthusiastic about the new currency: 60 per cent of them opposed it. One of their fears was that they would become responsible for the debts of other states. Others warned that one interest rate for such different economies would create havoc. To reassure the Germans, the European Central Bank – which would set the rate – would be modelled on the Bundesbank and based in Frankfurt. 

Many of Europe’s leaders, however, saw it as a foundation stone of the European dream. Gerhard Schröder, who would later succeed Helmut Kohl as German Chancellor, said, ‘We are witnessing the dawn of an age that people of Europe have dreamed of for centuries – borderless travel and a payment in a common currency.’ A former Italian prime minister, Carlo Azeglio Ciampi, saw the euro ‘as a decisive step towards ever-closer political and institutional union in Europe’. 

On the Champs Elysées, the EU’s top monetary official, Yves-Thibault de Silguy, went shopping with his pristine new euros. He spent 141 euros on CDs and declared the occasion ‘dynamic and full of gaiety’ but, unlike others, he was more cautious with his dream. ‘We can never be an American melting pot,’ he said, ‘even with a single currency . . . people here are firmly attached to national ideas.’ 

For some, the new currency was just a more convenient means of exchange; for others, it heralded a new Europe. None more so than the Portuguese prime minister, Antonio Gutierrez, who had declared in 1995 in a fit of exuberance that, ‘When Jesus resolved to found a church, he said to Peter, “You are Peter, the rock, and upon this rock I will build my Church.” ’ Turning to the single currency he continued, ‘You are the euro and upon the new currency we will build our Europe.’

It was the stuff of dreams, potentially dangerous dreams. The biggest myth was that these ancient and separate countries, fashioned and shaped by their own history, had become a cohesive economic and political bloc. They had not, but they could borrow on near identical terms regardless of the strengths and weaknesses of their economies. 

There were other flaws too, which would be revealed later, but Europe’s leaders had embarked on the giant undertaking – which would transform their continent – knowing that it was flawed. As one economist said, the currency ‘offered every facility to a country to get into trouble’.





Chapter 10

The Turning of Frau Nein

A soft haze fell across the Bavarian lake at Waging am See. In the autumn sun, the crowd sat at long tables enjoying beer and currywurst served by young women in dirndl dresses. It was more like a giant cook-out than a political rally. When Angela Merkel arrived the applause was polite, even though these were her supporters; some even seemed reluctant to look up from their food. A few posters with the word ‘Angie’ printed on them were waved and they played the Rolling Stones song, ‘Oh, Angie, don’t you weep, all your kisses still taste sweet. I hate that sadness in your eyes.’ It had become the unofficial soundtrack of her campaign although nobody, it seemed, had listened to the lyrics. She was just Angie on the stump, a few weeks before Europe’s crisis broke.

Merkel did not know how to work a crowd, certainly not in the American style. She moved through the tables with a few perfunctory waves. Her smile was almost shy and self-effacing. She stood on the stage impassively, in her trademark trouser suit, waiting for the introductions to pass. At one point she received a text message and put her hand in her left pocket to examine her phone. So many politicians would have tried to conceal the move, wary of being seen as distracted or uninterested. Merkel just read the text, as if alone, away from the crowd. She was not a needy politician who sought an audience’s approval, neither did she come to inspire or to pump up. This was a lakeside conversation on a still-warm Sunday afternoon in Bavaria.

Thomas de Maizière, her chief of staff, said, ‘Her charisma is a special one . . . it is quiet, persuasive, full of conscience . . . a dialogue with the people, not shouting to the people.’ She rarely spoke about herself or her political journey. She offered to continue as Germany’s office manager. There was little ideology in her politics; she was a pragmatist shaped by solid, old-fashioned virtues. The recession had been caused, she told her audience, ‘because the world did not behave like we did in Germany’. She got the biggest applause when she turned on the bankers and said, ‘Greed won.’ Her explanation for the recession was that ‘the crisis did not take place because we were spending too little but because we were spending too much’. Her speeches were imbued with a strong sense of right and wrong. Angela Merkel would apply the same German virtues to fighting the crisis in the euro-zone but, over time, what made her popular at home would draw hostility abroad, and some would even question her loyalty to the European project. 

The euro-zone crisis made Angela Merkel the most powerful woman in the world. Her impassive face stared out from countless magazine covers. There were others like Hillary Clinton, who vied for the honour, but indisputably the German Chancellor was the more influential. In her hands lay the future of Europe and the global economy. Forbes magazine liked to classify powerful women but there was no contest. They crowned Angela Merkel year after year. She was not just the ‘Iron Lady’ of the EU but the ‘undisputed’ leader of Europe and the head of its only ‘real global economy’. She did not mind that in German political circles she was known as ‘Mutti’ or ‘Mom’. The more she was underestimated, the more space it gave her. She often eschewed the symbols of power: in mid-evening, she could be spotted being driven in an unmarked Audi along Friedrichstrasse; there were no sirens – she was just another professional returning to her modest Berlin apartment to join her husband. 

She had not sought the role of Macht frau, a woman of power. Neither had her country. Economic strength made Germany the dominant player in Europe. In 2010, just as Europe was struggling with its debt crisis, the value of German exports rose by nearly 20 per cent in a year. It was the strongest performance in more than twenty years. After China, Germany was the world’s largest exporter. The gap between Germany and most of the southern European countries was widening. For sixty years Germany had recoiled from a leadership role. The very word ‘leader’ came with flashbacks to the past. Now the country had leadership thrust upon it and that led to soul-searching. ‘Scarcely a people is less suited to this task than the contrite Germans,’ opined the paper Die Welt. This was a country that would have much preferred to have been left as a bigger version of Switzerland. 

The longer the crisis continued the more it confirmed Germany’s role as the indispensable nation. It alone had the economic and financial power to convince markets. Before any vital meeting the question was always posed: ‘What is Germany’s position?’ From the outset, Angela Merkel would not be hustled into quick decisions. That was not her way. Appeals to act the good European did not move her. Those close to her say that in the midst of a crisis she liked to slow events down to buy her time to think, to weigh the arguments. She approached her politics with the mind of a trained scientist who valued calm analysis. She sounded out economists and business leaders. Often her closest aides would not know which side of the argument she would come down on. 

It frustrated other leaders. They saw a German Chancellor hobbled by her instinctive caution and her core beliefs. Initially, she believed that Greece needed some energetic housekeeping. When it was apparent that Greece was broke and lacked the means to raise money she said ‘no’ to a rescue. She resisted until the last moment, until her aides explained that if Greece was allowed to go bankrupt, the crisis would spread across Europe: other countries would be drawn in and it would trigger a crisis in the financial system. She was shown the figures: German and French banks had lent nearly a trillion euros to Greece, Ireland, Portugal, Spain and Italy. 

So during 2011 a pattern began to be established. By now Europe’s politicians knew that Merkel’s initial instinct was to say ‘no’. She said ‘no’ to the European Central Bank buying the bonds of troubled countries in order to lower their borrowing costs. She said ‘no’ to the idea of setting up a permanent bail-out fund. She said ‘no, to increasing its size. At the last moment, however, she would bend and compromise, particularly if the alternative was the risk of chaos. It led to her being called ‘Frau Nein’. President Sarkozy believed that her dithering over Greece ended up costing Europe billions; swift action might also have prevented the markets questioning the will of Europe’s politicians to defend their currency. Others railed against Germany’s caution. The financier George Soros said that, ‘Germany would only do the minimum necessary, so every opportunity was missed.’ The Polish foreign minister, Radoslaw Sikorski, went to Berlin and demanded that Germany help the euro-zone survive and prosper. ‘No one else can do it,’ he said. ‘I will probably be the first Polish foreign minister in history,’ he said, ‘to say so, but here it is: I fear German power less than I am beginning to fear German inactivity.’ The lessons from the past were being turned on their head. 

Angela Merkel was under relentless pressure in 2011. The Europeans questioned why she did not explain to the Germans that they had done well from the euro and that it was in the country’s interest to save it. President Obama called frequently. He, like others, wanted her to show leadership but, when she did, she was often vilified for insisting on reforms and austerity. Greece needed to atone for its extravagance, and bail-outs would come with harsh conditions attached. ‘It was not an economic or strategic issue,’ said the French finance minister, François Baroin, ‘but moral . . . The German position,’ he continued, ‘is a heritage of World War Two . . . they have never forgotten that. So they learn to fight against inflation as they learn spelling and grammar in schools.’ 

Angela Merkel’s insistence that indebted countries must cut costs and reform their work ethic led to accusations that she was trying to redesign Europe in Germany’s image. Soros pointed an accusatory finger and said, ‘Germany dictates policies which lead to a spiralling debt.’ For sixty years there had been peace in Europe and Germany had been a model democracy, but just beneath the surface suspicions remained. The French foreign minister, Alain Juppé, warned against a ‘reawakening of the old demons of Germanophobia’ but they resurfaced all the same, and old stereotypes returned. One Italian TV station portrayed the Chancellor wearing the spiked helmet of the Kaiser. A British columnist warned of ‘the rise of the Fourth Reich’ in which Germany was ‘using the financial crisis to conquer Europe’. One of Greece’s best-known journalists said his country had become ‘a German protectorate of the Fourth Reich in southern Europe’. Another British columnist wrote that it ‘was a massive irony that old Europe’s last gasp should be to seek . . . German supremacy’. When the European Commission sent a technical task force to Greece to help with reforms it was led by a German, Horst Reichenbach. It did not take long for him to be called the ‘Third Reichenbach’. A Spanish paper discussed the ‘Germanisation’ of Europe. When Mariano Rajoy was elected Spanish prime minister, Angela Merkel sent him a letter. It began ‘Dear Mr Rajoy’ and the formal tone continued with what was seen in Madrid as a virtual order: now that he had won a clear mandate from the people, the letter read, he should ‘rapidly’ take action to reduce the deficit. Some saw this as an example of Germany laying down the law to Spain. 

A prominent French politician, Arnaud Montebourg, and a man who would later become industry minister under President Hollande, said, ‘The issue of German nationalism is returning through Bismarckian policies championed by Mrs Merkel.’ 

It led the French prime minister, François Fillon, to intervene. He denounced it as ‘irresponsible and indecent’ to play with nationalistic ideas that belonged to the past. Merkel was reluctant to be drawn into such a sensitive arena but she, too, appealed for the old stereotypes to be buried. ‘There are lazy Germans and hard-working Germans, left-wing Germans and conservative ones,’ she said. ‘Germany is just as varied as the rest of Europe.’ 

President Sarkozy was acutely aware of the dangers of opening up a rift between Germany and France, and awakening what an aide called ‘the spirits of history’. He was frustrated by Merkel, but the Elysée Palace was determined to understand her thinking. ‘She is something very calm, very cool, very professional,’ said Xavier Musca, Sarkozy’s chief of staff. ‘She is an excellent chess player. She always has a lot of options on the table and she keeps secret what she will do until the last moment, and that’s also because she has to strike two deals at the same time, with the Europeans and with her Parliament.’ Certainly Sarkozy had understood this since early in 2010 that Merkel was always manoeuvring between two audiences: her tax-payers and her European partners.

At home she was accused of making too many concessions, that gradually Germany was becoming the pay-master of Europe, bankrolling countries that had mismanaged their finances. Her critics detected little or no passion for the European project. She was not from the war generation, which had over-seen the rebuilding of Europe and dreamed of an ever-closer union. The former Chancellor, Helmut Kohl, who had been her mentor, was reported to have said, ‘She is ruining my Europe.’ He reminded her that Germany’s future lay with its neighbours. He wanted her to show solidarity and urged her to stick with the Greeks, ‘even if it costs us something’. 

In June 2011, Angela Merkel went to Washington. Barack Obama had awarded her the Presidential Medal of Freedom. It is the highest civilian honour that a US president can bestow. He saw both of them as political pioneers: she the first female Chancellor of Germany and he the first African-American president of the United States. She arrived in a black evening gown and the President gushed, ‘You look wonderful tonight.’ The White House had identified the euro-zone crisis as ‘one of the headwinds’ affecting the US economy. The Americans were impatient for action and, on this night, they showered the German leader with affection. They were careful that the Maryland crab ravioli was followed by a more German offering of apple strudel and schlag. The musician, James Taylor, was summoned to sing ‘You’ve Got a Friend.’ 

Angela Merkel told the audience in the Rose Garden about the moment when Berlin was split. By a wall. ‘I was seven years old at the time,’ she said. ‘Seeing grown ups, even my parents, so stunned that they broke out in tears. It shook me to the core. My mother’s family, for example, was divided by the building of the wall.’ It was a reminder that she had lived history, that freedom for her was still new and precious. But, back home, it was noted that in her thank-you speech she did not mention the European dream. So to many, Merkel was the reluctant European who was more attentive to the fears of




























Chapter 19

Cyprus: A Broken Shell

In springtime, forgetting is easy in Cyprus; a soft sun returning, fields of yellow flowers, pink and white blossom on the trees. But history and geography have often conspired to make it an island of ‘bitter lemons’.

By March 2013, Cypriots had grown used to their country being broken. It had been repeated so often that the country was heading for bankruptcy that the words had lost their potency. It had been established the previous June that Cyprus would need some kind of rescue. In the intervening months, negotiations with Brussels had meandered and stalled. Then there was the waiting for a new government. So the island had drifted through the winter immersed in its usual business of beckoning sun-seekers and enticing the internationally wealthy to park their money there.

A date was approaching, however, when the government would be unable to service its debt: the island was running out of money. On Friday, 15 March, the new Cypriot president, Nicos Anastasiades, headed for Brussels to have a meeting with the finance ministers of the euro-zone. He knew the country needed a bail-out; the only doubt was the terms. The expectation in Cyprus was that the conditions would be similar to those offered to Greece, Ireland and Portugal when they had been rescued.

The meeting – as so often in Brussels – extended into the small, weary hours of the morning. When it broke up, the press was briefed that a bail-out had been agreed, but scant attention was given to what lay at the heart of the deal. Only later on the Saturday did the details of the deal trickle out. For the first time in the long European crisis, the bank accounts of ordinary depositors would be taxed. The other European countries had agreed to help Cyprus but only up to a point. Europe would offer a 10 billion euro loan but a further 5.8 billion euros would have to be raised from a levy on ordinary depositors. Those with over 100,000 euros in their accounts would face a 9.9 per cent tax. Even those with less than 100,000 euros would have to pay a 6.75 per cent charge on their savings.

The Cypriot people were stunned. They were told the banks would remain shut for several days to prevent a bank run, while internet banking transactions were frozen to stop funds being transferred out of the country. The Cypriot president said ‘it was the least painful option’. Like other European leaders before him, he painted a stark picture. If the deal were to be rejected, it would lead to an exit from the euro-zone and bankruptcy.

The news took time to percolate. It was dissected by families and friends over what was a holiday weekend. And then, gradually, groups of people began gathering outside the Parliament in Nicosia. It is a modern, unremarkable building set in a tree-lined street. The people stood in clusters, without leaders. They felt ambushed and powerless. ‘We do believe that Europe has betrayed us,’ said one young woman. Protestors queued up to vent their rage. ‘We were asleep,’ said one man. ‘We woke up in the morning to learn we were significantly poorer and also knowing that our dignity had been sold to Brussels.’ Another young man pushed to the front of the group and said, ‘It has taken us forty years to build up the economy and in one day they have shot it down. They have betrayed us.’ The crowd demanded to know why this was being done to Cyprus when it had not been done elsewhere. They asked what had become of European solidarity. They declared it the worst event to befall Cyprus since 1974.

That date is like a scar that every Cypriot carries. It is the moment when the country was divided. In 1974, after Greek nationalists attempted to forge a union with Greece, Turkish forces invaded and the island has been split ever since. It is one of the reasons Cyprus joined the European Union in 2004: they needed friends in a dangerous neighbourhood, and they longed for their island to be reunited.

The north and south of the island remains separated by the so-called Green Line. It weaves its way through the capital, Nicosia. It is a makeshift border marked by fortifications, barbed wire, drums of concrete and tattered sandbags. On the one side are mosques with their pointed minarets; on the other, a modern capital with banks and designer shops. After forty years, a third of the island is still occupied by Turkish forces with tens of thousands of people displaced. Each evening, the Cypriot president is reminded of the presence of the Turkish soldiers a short distance away: they have painted a vast Turkish flag on the mountainside opposite the presidential palace. It is lit at night, twinkling in defiance.

Many Cypriots ranked the bail-out as another disastrous day for their island, where their future had been decided by others. They suspected they were being singled out for special treatment, and they were right. 

Once in the European Union, the Cypriots developed the island as a financial centre. With its British-based legal system, Cyprus was seen as a safe-haven for Lebanese money and, in particular, for the Russians. Limassol, on the coast, had become a little Moscow. Some even called it Limassolgrad. It has a Pushkin statue, a Russian radio station, Russian markets, apartment signs in Cyrillic and a slew of night clubs where looks and money meet and trade. Around 30,000 Russians live in the city, but the number swells to 150,000 in the summer.

This Russian outpost goes back to the fall of the Soviet Union, when new money needed a place of safety. ‘They came here,’ says the mayor, ‘because Cyprus had a reputation as a serious and reliable business centre.’ As much as 30 billion euros of Russian money found its way to the island. Over time, between a third and a half of all bank deposits were Russian.

And that became part of Cyprus’s problem. Its reputation, like its money, was tainted. In the European imagination, particularly in Germany, the island’s wealth had been built on dirty money; there were stories of private planes landing with suitcases stuffed with cash.

In the period leading up to the rescue, a German paper had quoted a leaked report from the German Foreign Intelligence Service. The main beneficiaries of a rescue, the report made clear, would be Russian oligarchs, businessmen and mafiosi. It forced the German Chancellor, Angela Merkel, to take a tough position. The bail-outs of other countries had been unpopular in Germany but the suspicion that hard-working Germans were bailing-out Russian mobsters was impossible to sell to the voters. The Chancellor insisted that ‘anyone having their money in Cypriot banks must contribute to the Cypriot bail-out. That way, those responsible will contribute to it, not only the tax-payers of other countries [like Germany] and that is what is right.’

The Cypriot people did not see it that way. They poured onto the streets around the Parliament. Hundreds of them had painted the word ‘No’ on the palms of their hands, which they waved at MPs and the cameras. Older people hired buses and came to the capital from across the island. They carried placards denouncing Europe and the deal. These were not high-rollers, but ordinary people who could not understand why they should be taxed for the sins of the bankers. And it rankled that other countries had been rescued without going after savers.

As the resistance to the deal mounted in Cyprus, so unease spread through Europe. The sight of ordinary people protesting rattled officials in Brussels. Sharon Bowles, who chaired the European Parliament’s Economic and Monetary Affairs committee, said ‘this grabbing of ordinary depositors’ money is billed as a tax so as to try and circumvent the EU’s deposit guarantee laws. It robs smaller investors of the protection they were promised.’ Others, too, suspected the tax was a way of by-passing legislation which guaranteed deposits under 100,000 euros. 

The Cypriots said that the German finance minister, Wolfgang Schäuble, had been a strong advocate of taxing savers. He then told German TV that it was the European Commission and the European Central Bank that ‘had decided on the solution and must explain that to the Cypriot people.’ Very quickly, the bail-out became an orphan; no one wanted to claim credit for it.

On the Monday night, three days after the deal had been agreed, there was a conference call between the euro-zone’s finance ministers. They backed away from taxing small savers and agreed instead that no one with deposits under 20,000 euros should be penalised. 

This horse-trading exposed a fundamental dilemma at the heart of the Cypriot government’s strategy. They had entered the negotiations determined to protect Cyprus as a financial centre. They understood that if small savers ended up paying less, then the big depositors would have to pay more, which would mean that the Russian investors were likely to turn against Cyprus and withdraw their funds. The reputation of Cyprus as a safe-haven would be tarnished.  

The bail-out deal had to be approved by the Cypriot Parliament. But even with the concession to small savers, it was apparent that the mood in the country had hardened against any tax on depositors – apart from the wealthy. As the vote neared, an MP sought out a TV camera and, staring into the lens, said, ‘This is an injustice. It will not pass.’ The Cypriot Parliament rejected the deal. Not a single vote was in favour. Even government MPs knew there was no support for it.

Europe once again was mired in crisis. After five days, the banks in Cyprus were still closed. The bail-out deal had been thrown out by MPs and the country was heading for bankruptcy. The fear of a euro-zone break-up which had haunted Europe’s leaders for so long had eased in the early part of 2013; now it returned. Depositors in other troubled countries questioned whether their accounts might be vulnerable. The American economist, Paul Krugman, wrote, ‘It is as if the Europeans are holding up a neon sign, written in Greek and Italian, saying “Time to stage a run on the banks”.’

Europe’s leaders felt rebuffed and were resistant to renegotiating the deal. The 10 billion euro loan remained on the table, but Cyprus had to find nearly 6 billion euros itself to complete the bail-out. So the government in Nicosia began scrambling around for alternative sources of funding.

In the heart of Nicosia’s old city and close to the Green Line is St John’s Cathedral. It was built in 1662. It is a tiny church studded with ancient icons. In troubled times, the Cypriots are drawn there and to the courtyard outside. A smartly dressed woman who was leaving the morning service said ‘people are so concerned, they are clinging on to every penny’. 

Almost next door to the cathedral is the archbishop’s palace. It was built in 1960 in the style of the grand Byzantine buildings and is a reminder of the power and continuing influence of the Orthodox Church. In open view there are the cars of former Archbishop Makarios: a Mercedes-Benz 600 and a Cadillac Fleetwood 75. Makarios led the struggle against British occupation and gained international recognition as an anti-colonialist fighter.

The present head of the Orthodox Church is Archbishop Chrysostomas II. He is a thoughtful man, with an easy chuckle, and who is not afraid to be unpopular. In a sweeping gesture, he offered the government the wealth of his Church if it protected ordinary depositors. ‘All small cities, all villages, and churches, all the monasteries, will provide their assets’ to help the country, he said. When asked about the wealth of the Church he was not precise, but he thought that its land and properties were worth billions – perhaps five. He also concluded that, ‘In my view, it is better we leave the euro-zone and fend for ourselves.’ The government, however, was wary of the Church’s offer. They were uncertain that officials in Brussels would trust it.

The government despatched the finance minister, Michalis Sarris, to Moscow. The Russian government had lent the island 2.5 billion euros in 2011, and now the Cypriots wanted to know whether they would help again. The Russians were in a prickly mood. Their prime minister, Dmitry Medvedev, had accused the EU of behaving like a bull in a china shop. If taxing deposits ‘can be done in Cyprus, why not in Spain or Italy,’ he asked. ‘Tomorrow they will start to confiscate deposits there.’ He said they were reconsidering their holdings of euros.

On the other hand, the Russians were willing to explore what they might gain in return for helping Cyprus. They had an eye on the oil and gas deposits that Cyprus had discovered off its coast, or access to a Mediterranean port. Europe’s leaders, in the meantime, were offended that an EU country should so quickly turn to the East for help. Angela Merkel phoned the Cypriot president and insisted that negotiations should only be conducted with the troika of the EU, the IMF and the ECB. She told a meeting of her party that Cyprus was ‘exhausting the patience of its euro partners’. 

Despite many meetings, the Cypriot finance minister left Moscow empty-handed. The Europeans now turned the screw. An official from the European Central Bank said that ECB support for Cypriot banks would be withdrawn the following week. The stark reality was that without outside support, some of the Cypriot banks would collapse, with the risk that others would be brought down. The Germans were unyielding. Cypriot debt, in their view, was too high. ‘For now,’ said Wolfgang Schäuble, debt ‘must be reduced. It must be sustainable.’ They also made it clear a scythe needed to be taken to the Cypriot banking industry. The Cypriot banks had assets that amounted to eight times the island’s national output. Schäuble said the banking system was ‘bloated and unsustainable and someone needs to explain that to the Cypriots.’ The French finance minister, Pierre Moscovici, was equally implacable. ‘To all those,’ he said, ‘who say we are strangling an entire people . . . Cyprus is a casino economy which was on the brink of bankruptcy.’ The Germans said that some of the banks on the island may never re-open if no deal was agreed.

The Cypriots realised that their European partners sought the end of Cyprus as a financial centre. ‘Cyprus must realise its current business model is dead,’ said the German Chancellor. Europe did not just want Cypriot deposit holders to reduce the size of the bail-out; they also wanted to end what they saw as a haven for hot money.

Whilst the government in Nicosia was trying to raise funds, the island’s banks remained shut. Some of the cash machines were being refilled, but withdrawals were limited to 260 euros a day. When a bank stuck a note on an ATM machine that cash would be delivered at 12.30 p.m., a line formed with 150 people. Stores began refusing cheques. Petrol stations hung notices around the pumps that read ‘Cash only’. They would not accept credit cards. Taxi drivers ran out of coins. Restaurants insisted they would only accept cash. The stores in Nicosia’s main shopping street stayed open but no one was buying. The economy of a European country was slowly running out of cash. The director of a frozen food company, Costakis Sophoclides, said bluntly, ‘We cannot buy. We cannot sell.’

There were frequent demonstrations, but time was not on the side of the Cypriot government. The economy was seizing up and when the European Central Bank stopped financing the country’s banks, some of them would collapse. Attempts to source alternative funds and so avoid the EU’s conditions had failed. Europe’s leaders had refused to yield. They believed they could stand up to the small island of Cyprus without threatening the survival of the wider euro-zone.

So, a week after he had agreed the original bail-out deal, the Cypriot president returned to Brussels. At one point, he threatened to resign and pull Cyprus out of the euro-zone. His gesture was conveniently leaked and seemed intended to persuade his voters of how hard he was fighting on their behalf. Germany and the other countries would not back down. They would not support a bail-out without investors sharing in the pain and the banking sector being reduced.

In the event, the Cypriot government bowed to the pressure. Those with deposits under 100,000 euros escaped a levy. One bank – Laiki – would be wound up and the Bank of Cyprus would be restructured. Uninsured depositors with savings above 100,000 euros stood to lose 60 per cent of what they had in the bank. It was a charge that was much steeper than in the original plan.

Mike Orphanides is an architect. He had been successful in the UK and had returned to Cyprus bringing his savings with him. Much of his money was in the Bank of Cyprus. He had very considerable sums in the bank and his losses would be steep. ‘After half an hour I was in a state of shock,’ he said. ‘It is downright stealing. It’s legalised stealing and I think it is atrocious.’ All over the island, individuals and families were counting what would never be recovered. That Sunday, at a family barbecue among the orange groves, a businessman exploded in anger: ‘I didn’t cheat nobody,’ he said, ‘and I lose a million just like that.’ 

Cyprus had been saved but it would be a changed country. One paper said the deal ‘will push us into a prolonged slump that will shrink the economy beyond recognition, as businesses will close down and the number of unemployed keeps rising.’ The fear was that the rescue had destroyed the country’s means to renew itself and to find growth. The painful truth, which was ignored by many, was that the island’s financial centre had brought the country down and could not easily be revived. It was predicted that the economy would shrink by 10 per cent in the following year. Countries had been bailed out, but the spending cuts and the tax increases had seen them locked into a cycle of decline.

The Cypriot people were angry but they were not violent. They protested but the resistance drained from them. One morning, soon after the bail-out deal had been completed, a group of high-school students marched to the Parliament. Some of them unfurled a banner that read: ‘Angela Merkel is a whore’. Even after three years of protests, it seemed shocking. A new generation was growing up, blaming the German leader for their uncertain future. The students left the Parliament and marched to the presidential palace. On the way, they passed the offices of the European Union in Cyprus. It was protected by riot police. Inside, behind darkened windows, an official was videoing the protestors. It was what authoritarian countries used to do. Here in Cyprus, European officials hugged the shadows, uncertain of the reception they would receive. There was lasting bitterness towards the European Union.

The banks re-opened but with tight controls over transactions: individuals could not withdraw more than 300 euros a day from any one bank; cheques could not be cashed; money transfers above 5,000 euros had to be approved by the central bank. There were capital controls in place for all accounts, payments and money transfers in any currency. Those leaving the island had to declare what funds they were carrying. For a period, the euro became a hybrid single currency where, in one country, there were controls on what funds could be moved. 

Within three months, the Cypriot president had spoken out against the bail-out deal. It had been ‘implemented without proper careful preparation,’ he said. It had damaged the nation’s economy. He described the conditions imposed as ‘bitter’ and ‘unfair’.

Some time later, it was revealed that in the two weeks before the bail-out, 3.6 billion euros had been taken out of Cyprus by big depositors: 129 of them transferred 5 million euros or more. On the day before the first bail-out package was announced, one Russian company had removed 2 billion roubles.



There had been warnings in Cyprus, as there had been elsewhere, that the remedy risked killing the patient. It was not just in Cyprus that unease surfaced about the management of the crisis.

It was revealed that the International Monetary Fund had had doubts about the rescue of Greece in 2010. In a leaked internal document marked as ‘Strictly Confidential’, the IMF acknowledged it had underestimated the damage its austerity programmes would do to the Greek economy. All in all, it had misjudged the impact of its own policies. Across Europe, doubts about austerity intensified. Everywhere were signs of countries hurting as they sought to regain competitiveness within a monetary union. Portugal was enduring its worst recession in forty years. Italy’s youth unemployment was at its highest level for thirty-six years. In Greece, a ratings agency demoted the country from being a ‘developed nation’ to the status of ‘an emerging market’. Also in Greece, 10 per cent of children were judged to be at risk of hunger. In Spain, eleven jobs were advertised at the Prado Museum, looking after the Picassos and El Grecos. Even though the pay was just 13,000 euros a year, over 18,000 people applied.

In 2013, Berlin and Brussels sounded the retreat from austerity. Deficits still had to be cut but country after country was given more time. Officials had become scared at the impact of their own policies. Part of the reason for the softening was the growing unemployment, particularly among the young. The fear was that a younger generation would turn against the European idea. President Hollande of France had spoken of ‘hatred and anger’ with ‘citizens turning their backs on the European project’. In his view, ‘the idea of Europe was being challenged’. Meanwhile, Wolfgang Schäuble was quoted as saying, ‘If we don’t act now, we risk losing an entire generation in Southern Europe.’

Research done by a respected international polling organisation found that ‘the European project stands in disrepute across much of Europe’. No country, it found, was more disillusioned with Europe than France: 77 per cent of those polled believed European economic integration had made things worse.

Privately, Europe’s leaders questioned what impact the cost of saving the single currency would have on European democracy. Would the people be trusting and patient, or would they lose faith in the face of recession and wasted lives? 
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