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Abstract. The current crisis has shown that an economicgiaten through a political and monetary
approach is wrong. It seems to be more appropaiatecial and economic approach, meaning both arbett
preparedness of the new countries joining the atga and more flexibility of the economic structuoé the

old members of the euro zone, in order to makentioee "harmonious" the way of the monetary area
operation. For that purpose, this article has n@adanalysis of the imbalances management issi iatro
area in order to provide a few theoretical soligiéor a better functioning of the Economic and Mang
Union (EMU), based on the observation of developsié@nthe euro area countries. This paper enritthes
economic literature, but also it is relying on tfesearch workings made by the authors in the fifld
European integration. The originality of this aeiarises from the extremely topical issue examized its
way of approach, but also from the conclusionsimed.
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1 Introduction

The euro area is composed of countries that, dveyeéars, have developed divergences caused by
the differences regarding economic structures,afigmlicy conduct, or the level of economic
development. The difficulties faced in the receetarng by the euro area, particularly by those
countries from the periphery, put into the questiba stability of the European monetary zone
functioning. Promoting the idea of monetary unifica has considered both a political goal (that to
boost integration) and an economic one — accortinghich a monetary integration would stimulate
the economic convergence, too. The global finarari@a economic crisis has created new challenges
for the euro area authorities, hampering furthee tesolution the existing macroeconomic
imbalances.
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2 Divergences between the Euro Area Countries before the Current Global Financial
and Economic Crisis

During 1980-1990, the convergence process (theabedc“convergence play”) experienced by the
euro zone countries from the periphery (Spain, B@dt Ireland, Greece) has generated overheating of
these economies, a phenomenon which has maintafitedthe euro adoption, under the common
monetary policy, which has pro-cyclical effects these countriés Furthermore, large economies
such as Germany, France or Italy have not enjogedtacular economic growth, either before or after
euro adoption.

Some divergences, including those regarding econagndwth, have partly reflected economic
catching-up process made by countries from theppery. But within this group, there are also
important differences expressed over a long pevioiime. If in Spain and Irelaidhe employment
rate and economic growth level were above the geefar the euro area both before and after euro
adoption, in Greece the employment rate has remaiglatively low, in spite of a robust economic
growth, after the accession to the EMU. The Gremkegiment has shown, for a long time, a fairly
relaxed behaviour concerning spending, and thiawiebr has been enhanced when Greece joined the
euro area, paying lower interest rates on goverhibends, adapting to this situation by increasing
public spending. The interest rates have beenisastaue to the implicit warranty from the stronger
countries, as they are expected to support poarentdes in difficult times (by reducing the risk
premiunt).

Some euro area countries have not capitalized ghertunity of achieving a sustainable speed-up of
fiscal consolidation. Euro adoption was consideaadeffective and sustainable way to reduce or
stabilize inflation and interest rates, which imntwvould have supported the consolidation of public
finances by reducing the risk premium paid to tbeyvhigh debt service. Also, the macroeconomic
framework of the monetary union, oriented towartdsiity, should have reduced uncertainty and
increased confidence, which would have led to aenefficient allocation of resources and hence to a
greater potential of the economy. Long-term groshiould have also benefit from the development
and the increase of trade within the euro areadas greater transparency of relative prices iaduc
by the existence of a single currency. By contrdktly’s and Portugal's fiscal policy was
unsustainable, because it did not seek mitigatyafjaal fluctuations. In both countries it was dired
towards expenditures, in particular towards perserpenditures, and the effects have been also felt
on the labour market, generating large increasepuiniic sector employment and wages - often
excessive compared to the private sector. By tleeation of resources towards the public sector,
resulting from this process, the fiscal policy baacerbated the fundamental imbalances.

! To stimulate the economies of Germany and Frarite ave faced a recession, the ECB has appliedr loaminal
interest rates, which have affected the economiesoontries like Portugal, Italy, Greece, Spain,ichhalready were
suffering from inflationary pressures due to ecopamerheating. In fact, this contradiction is gexted by the business
cycle divergences: on the one hand, the big casin the region had a period of economic slowdawd, on the other
hand, peripheral countries went through a periodapid economic growth. Although the performancetit® German
economy was not significant in terms of growthhis benefited from the opening of markets of Céraral Eastern
European countries, investing heavily in this regieo that its comercial relations with the outsw@rld has increased
significantly compared to other countries (like figa or Italy).

2 Besides the initial shock of interest rate (in &2®00), connected with the euro area entry, whizh been combined with
a pro-cyclical fiscal loosening, the Irish econohas been influenced by specific shocks of euro ,zcenesed by differences
regarding trading partners, the structure of indesstor sectoral specialization.

3 After the euro adoption in Greece, the risk premaf long-term government bonds against the aveafitfee Euro zone
level fell rapidly from 500 to 100 basis points,iafhaccordingly reduced the cost of the existinigtdgock.
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Another important difference is related to the eoop competitiveness. After 1999, the most
competitive euro area countries were Germany anstria) but France, Belgium, Luxembourg and
Finland have maintained good levels of competitdgmn By contrast, Greece, Spain, Ireland, Italy,
Portugal and the Netherlands have suffered danwdgheir competitive position. The deterioration of
the competitiveness of euro area countries, trggydyy the financial and economic crisis in 2007,
especially of those on the periphery, has seriadsshuggish negative effects on the long-term term.

The euro adoption, instead of leading to an impmoset of conditions in the euro area countries, has
generated a number of divergences, which have witlemacroeconomic imbalances, especially the
fiscal and budgetary ones, as pointed out by théatiens from the nominal convergence criteria

provided by the Maastricht Treaty.

The convergence criterion for inflation is monitdmrenly before the euro adoption and therefore we
may wonder if this criterion has been successfuéducing the inflation permanently.

Greece has fulfilled this criterion shortly befdine evaluation from 2000 and only a few monthsrafte
For seven years, it is above the reference valogugal and Spain have been several times over the
benchmark. In these three countries, like the n@mber states of the European Union, the price level
is below the EU average. Ireland is "more expetisiian the European average, but it has higher
economic growth, compared to the other old EU Man3liates, similar with the new Member States.
This economic growth was accompanied by inflatioften exceeding the acceptable limits. In the
EU15 group, Greece, Ireland and Spain had the kigh#ation rate, and ten of the EU15 countries
had inflation rate over the Maastricht criteriorveral times in 1999-2007. In Belgium, Germany,
Austria, Sweden and UK, the inflation rate haslmxn above the Maastricht criterion in this period.
According to IMF document these countries are not fully successful: thepmed a low inflation,
but on the expenses of a slower economic actifatybelow the potential of GDP. Britain is the only
country, which made exception from this rule.

Developments of the fiscal indicators in the old Elémber States have been mixed. Most of the
EU15 countries have exceeded the reference vakgarding fiscal positions; Denmark, Ireland,

Luxembourg and Finland are the only countries ttegjister levels below these limits for both

indicators (budget deficit and public debt) durthg period 1999-2007.

In 2007, the budget deficit of the EU15 countried bt exceed 3% of GDP, situation which has not
been repeated since 2000. Most exceedings of tihgebuleficit criterion occurred in 2003-2005, and
Germany, Greece, Italy and Portugal have exceddeddlue more often.

The public debt criterion has been exceeded motenofompared with the budget deficit one.
Belgium, Greece and Italy have a public debt on GDfore than 60% in all the years since the euro
adoption, and Austria has registered only a sligitrease in 2007, being very close to the limithwi

a rate of 59.1%. In Denmark, Ireland, Luxembouriglahd and Britain the public debt levels were
below the reference value, throughout the wholéger

Overall, except the interest rate criterion, aleé tbountries have passed over at least once the
benchmarks for rest of indicators (inflation, butldeficit, public debt) during 1999-2007. Dennfark
Finland and Swedehare countries with the best developments, facimg one over fulfilment. On

1 IMF Working PaperThe Maastricht Inflation Criterion: How Unpleasalst Purgatory? Ales Buli and Jaromir Hurnik1,
June 2006.
21n 1999, the inflation rate was 2,1%, comparethé&oreference value of 2%.
3 1n 2000, the inflation rate was 2,9%, compared, ®hb, the reference value.
*1n 1999, the public debt to GDP was 65,6%, congpéwethe reference value of 60% of GDP.
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the next position is Britain which exceeded three times the reference valDéshis group of four
countries, only Finland is a member of the eur@a &Fégure 1).
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Figure 1. Total exceedings of benchmarksin the period 1999-2007

Source: Eurostat statistical data and author’s cddtions

How does this situation affect the entry of the nkl@mber States into the EMU? An obvious
conclusion is that these countries are enteringoddwthat works, basically, a lot differently than
people think. It appears that fiscal disciplinen@t observed, and sanctions were shown not to be
credible once a country was in the Economic and éflny Union. Such a situation may increase the
interest rate and exchange rate volatility that haye adverse consequences for newcomers. This
may weaken the motivation for adopting the taxsutethe new EU Member States. What happened
in the fiscal field makes EMU less attractive fbe icandidate countries to the euro zone. It sekats t
the problem basis lies in adopting some politiedisions inside the ECOFIN Council regarding the
application of the rules. Every minister of finaricepower knows that he can always deal with an
excessive deficit in his country, which can be w@dul incentive to forgive colleagues who currgntl
face such problems, expecting that, in future, baldreceive a similar treatment from tem

If we look at the motivation of introducing fisceabnvergence criteria, they are justified by the fac
that a high public debt may trigger a tendency ¢wec that debt by issuing money, therefore,
engendering inflation; and budget deficit incregeaerates pressure on public debt, and on inflation
too, through the aggregate demand. Therefore,iskalfbudgetary criteria are built on the model to
stabilize public debt to 60% of GDP, in conditiazfseconomic growth of 5% and a level of budget
deficit of only 3% of GDP. This model is no longestified today; the debt level of 60% of GDP, was
representing the average ratio of government deli3@P in the European Community, in the late
80’s. But if we look at the developments in theremmic growth only between 2005-2008, (i.e. until
the explosive manifestation of global financial awbnomic crisis), we see that, on average, it was
around 2%, the budget deficit stood on averagetdo Iof GDP, and public debt was 68,4% of GDP,
on average. In this view, we discover slippagesndigg both of the fiscal-budgetary criteria, being
perhaps more useful to reconsider the values cfetlogiteria at the EU level, or at least for one of
them. As we can notice in the recent years, the@oa growth is very modest in the euro area, and

1 In 2003, 2004 and 2005, the government deficBBP reached 3,3%, 3,4%, respectively 3,4%.
2 A well known case is that of Italy in 2004, wherdid not receive any warning, due the support @iEe and Germany,
which did not enter the excessive deficit procegdtire fall before, thanks to the support of Italy.
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the budget deficits have increased dramaticalllimember states of EMU, and probably will record
also a substantial growth in the coming years. dfoee, it should not surprise us that the publistde
level will exceed the required level in the eurmg@ountries.

The current situation raises the question of mamoemic imbalances management in the monetary
union in order to maintain unity and stability hreteuro area, to determine how the European Central
Bank (ECB) can provide support if one of euro zstages are facing a more or less severe crisis.

3 TheCrisisin Greece - Testing the Viability of the Euro Area Functioning

When the financial crisis began, deficits in eulmne countries have deepened (both those in
developed countries and in those poorer). Develapethtries have their own problems, creating a
mistrust feeling that they could help poorer cowstin such a situation. Moreover, the gap between
the interest rate that Greece must pay for its b@mdl the corresponding rate for German bonds rose,
highlighting the divergent developments in the earea economies. At present, the question which
arises is whether Greece will be assisted by therstmembers of the euro area, considering that it
would be violated the clause of “no bail out” frahe Maastricht Treaty, relating to the nationalttieb
(the relatively easy access to loans or governrieancial aid could create a phenomenon of "moral
hazard").

The Greek crisis has shown that the ECB has nodbimstrument to help any country in difficulties.
Thus, as investors became increasingly alarmed tivéhhigh level of indebtedness of Greece, Spain
and Portugal, the crisis has revealed the fundahemeaknesses of the monetary union. The
European Central Bank, unlike the Fed, can nettagrgovernment bonds nor provide direct support
to national central banks in difficulties. Howevdyring the recent global financial crisis, the ECB
demonstrated that it can be creative in finding svay support the European banking system,
extending massively loans to central banks, helfiiegn to avoid an even worse credit crisis.

The ECB policy permits acceptance of governmentdboas collateral for the lending operations,
based on an assessment of credit rating agennidke Ipresent situation, the ECB helps Greece by
accepting its bonds as collateral, which is use@Ggek banks to borrow money. As long as Athens
maintains its current credit ratings, the Greekdsoissuance is consistent with the ECB rules. But i
the situation will worsen, the European governmexrilisbe those who will have to find a way to help
Greece or other distressed countries. Although Wiglyhold from any gesture that would encourage
borrowing and excessive government spending, Etéstzave left to be understood that they would
do everything they can to prevent any euro zonatrgdo entry into default.

If the ECB would not accept these bonds as colhtfar loans, countries with fiscal-budgetary
problems would have to pay higher interest. Thusiight be considered that they are supported by a
process of bail out, other countries paying thd™bf their debts.

For euro area countries, the costs of a recklessalfibehavior may also be outsourced to a certain
extent. Any government whose bonds are accepteslkderal by the ECB may use this method of

! Under the “no bail out” clause, the European Gerank is prohibited to assist a country facirsgdil difficulties, through
an accommodative monetary policy. Such a measurgesded to eliminate the possibility of a liquidcrisis throughout
the euro zone, when a country becomes insolvedttl@ ECB would be forced to inject an amount diaitionary liquidity
across EMU.
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"printing money" to finance its spendingrhe costs of this strategy are partly outsourcedther
countries, when the newly created currency causésflammation of prices throughout the monetary
union, encouraging governments to accumulate biglgicits than the rest of the euro area.
Therefore, in the Eurosystem there is an incorpdréndency toward a purchasing power decrease,
which can eventually cause the collapse of the.euro

Solving these problems requires a strong politstgdport to ensure that member states comply with
the limits imposed by the Treaty (the need for mll uniorf). Otherwise, the responsibility for
solving the problem is to the ECB President, simtlg he has the authority and expertise necessary t
manage the crisis. The Maastricht Treaty does o aformally, the ECB to help individually any
euro area member when it has problems. This pawisi for the reason that countries should not be
tempted to spend more than their means, thus gausiation that would be supported by the other
member countries. The underlying EMU Treaty doetscoatain rules on how to tackle the situation
in which one member is having difficulties. The ntries that have adopted euro gave the ECB all
powers related to developing and implementing thednetary policy. They have kept only those
attributions related to the fiscal policy, whichoedination and monitoring is set by the Stabilihda
Growth Pact (SGP). Related to this, it is importenhote that each country needs to have a sound
fiscal policy. The same Treaty does not allow thpaintment of a single finance minister for the
whole euro area. Trichet has not at its disposatrang central government to support the euro.
Currently, the European Council, which represemésgovernments of the EU27 member states, has -
for the first time in the history - a stable presitin the person of the Belgian Herman Van Rompuy.
But he has little power to "discipline" the 16 ear@a members.

Furthermore, the ECB has no authority to managedtieate mix of incentives and threats that

should accompany the measures to assist the EMbltréeal In 2009, while in some countries from

Eastern Europe (Latvia, Hungary and Romania) ecangmowth had collapsed, the authorities in

Brussels have let the International Monetary Funfidlp them. Instead, EU leaders do not want the
IMF bailout, when the euro area countries are fagnch problems. A solution of the European
Commission is to bring into existence a Europeamé&fary Fund (EMF) to assist countries in the euro
area, when a member state enters into the insglverareedings. This institution should have the
same power of intervention as IMF. Creating EMF ldotepresent an important step towards
European economic integration, which currently attle “technical device" to support those countries
in need, especially in the fiscal budgetary area.

Greece’s placement under the guardianship of the@dean Union, due to the debt crisis, is an
unprecedented act in the EU, and could mean theictesn of the member states budgetary
sovereignty. Thus, we are in the "phase of inveritiavhich could create a precedent in budgetary
surveillance. The question is whether the same position will be adopted in the case of large
countries such as France or Germany.

Although there are concerns that one of the impboa of this global financial and economic crisis
would be the reduction of budgetary sovereignty &MU countries, however, a country’s
surveillance may represent a materialization @frgjthened economic governance.

The Stability and Growth Pact, which limits theioatil budgets deficits, has not so far produced the
expected results. In fact, the effectiveness of36® was cancelled by the economic crisis.

! Similarly, FED usually finances government deficiThe difference between the U.S. and Europe as e U.S.
government is the unique government who calls &P B finance its expenditure.
2 This is regarded as the biggest reason behirideburo area problems.
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Another consequence of the budget problems for seume area countries (Greece, Italy, Portugal,
Spain, Ireland), is the enhanced speculations mam&ial markets, which put pressure on the single
currency (euro) by its depreciation, and dimintsh tonfidence in this currency.

Thus, in recent years there has been an appar@nbfstiargets” of the speculative operations,rfro
the individual situation of the member states ef ¢aro area with problems, to the euro currencg. Th
fears and the speculations of investors regardirgg€g’s ability to refinance its debt hit the euro
currency, contributing to its depreciation agathstU.S. dollar at a minimum level of the last year

Speculative investment funds have made signifigaofits from transactions involving securities
issued by Greece and from providing “insurance’irrggahe default risk of Greece, complicating even
more the difficult financial situation of this camy and generating additional pressure on the euro
exchange rate.

Another effect of the debt crisis of Greece referthe delay, with at least one year, of joining guro
area for emerging EU countries; it is anticipateat timost of them will adopt the single currencypin
after 2015.

A reference point (benchmark) for a better manageratthe problems of the euro area countries is
to create a special unit inside the European CeBtak (ECB), which should be responsible for
granting the ratings (both for countries and fompanies), creating, in the euro area, an altermadiv
the large rating agencies such as Fitch, Moodysks Stlandard & Poor's. The motivation of such a
solution means that the rating agencies that hamem@opoly in this area put a lot of pressure on
markets. It does not exist yet a timetable forithplementation of this project. Although this idea
currently only an intention, there are importamgnsils about the reliability of such concerns, which
would end the current domination of rating agencads North American. We believe that is not
normal that the stability of a euro area country ahthe monetary union, as a whole, to dependhen t
decisions of some rating agencies, especiallyttigat are from outside the euro area.

As a conclusion of the above ideas, we emphasa&etie management of problems in the euro area is
difficult, taking into account the solutions propdsby the European authorities. It can be foreseen
bleak future of this monetary area, since theresang incentives for imprudent fiscal behaviast n
only from Greece, but also from other countries§prin, the official unemployment is almost 20%
and the public deficit is 11.4% of GDP; Portugah@amnced a plan to privatize national assets, with
the budget deficit reaching 9.3% of GDP; in Irelatite burst of the real estate bubble led to a
growing public deficit, which reached the 11.5%€dRvThe reckless fiscal behavior of these states i
characterized by the tendency to pass the natlmmalen outside the country. In this way it is more
convenient to issue government bonds on no ecombivésis than to increase taxes.

4 Conclusions

The results registered, over the years, by the amea countries show that a politically forced
accession, of those countries that are not ecoraiynjorepared to meet on the long-term the rigorous
and super-strict regulated climate of the euro,azaases significant disruption in the functionisfg
the economy.

The Greek crisis is, so far, the most significdrdlienge for the single European currency andter t
economic unity of the continent.
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The first major EMU crisis caused by Greece rewkeaestructural problem of the euro area that is
considered to be solved, namely, through a singlejfiean government to support the ECB decisions.

The current situation in the euro area splits #ggan in two parts: on the one hand, poorer coesitri
consider that, in this difficult period, it can bested the solidarity of the monetary union, andhen
other hand, the developed countries of the eura poént out that it should not be violated the tyrl
out” clause.

In the context of the global financial and economiiisis, on the medium and long term, it can be
drawn a number of risks which could seriously d@ftee economic growth in the EU and in the euro
area, in particular. Among these risks can be roeat the following: the possibility of an economic
recovery without an improvement of the job creatitwerefore a persistent long-term unemployment;
maintaining or widening imbalances in public finangy increasing debt and budget deficit in the
member countries; the inability to return to premsolevels of the potential economic growth,
registered before the crisis, by permanent chahd@ancial and banking landscape, in which it can
be noticed tighter financing conditions, in the dions of an increased risk aversion and of a need
for debt recovery.

The current economic development in the euro aigddights the need for a sound fiscal policy in the
euro area countries and for a better coordinati@tonomic policies within EMU.

The analysis results show that forming a curremeg & neither a necessary nor a sufficient caoriti
for a healthy economic growth. The convergenceegatunderpinning the EMU edifice seem to be
rather a stiff monetary arrangement, which afféwgsflexibility of the macroeconomic policies.
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