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Abstract

The introduction of euro in 2002 was consideredéoa risky “experiment.
Even before its actual existence, many economiat® lloubted the success of the
Economic Monetary Union (EMU) emphasizing the pts#ncosts of such a bold
action. The traditional Optimum Currency Area by rMdell (1961), Mc Kinnon
(1963) and Kenen (1969) has pointed out the losth@fexchange-rate mechanism
and the structural differences among the membégsstss the main sources of costs
within a monetary union. Ten years after the catioh of euro, the ongoing Greek
debt crisis has revealed the imperfections of tReJEGreece has become the “black
sheep” of the union, having accumulated unsustinkvels of public debt and
deficits that could pose a threat for the futurah@f Eurozone. It is widely believed
that the profligate fiscal policies of the Greekvgmment and the domestic flaws of
the Greek economy have played an important rolethen country’s debt crisis.
However, the impact of Greece’s accession to th&JEM the current crisis is still a

moot question.

Key words monetary union, optimum currency area theory,liputebt and
deficit, Greek debt crisis.



Abstrakt

Predstaveni eura v roce 2002 bylo povazovano jakamisi experiment. Jiz
pied svym poatkem mnoho ekonofnzpochyhiovalo UsgSnost Evropské smové
unie (EMU) s poukazem na potenciélni naklady tébofalé akce. Tradni peistup
teorie optimalni ranové oblasti Mundella (1961), Mc Kinnona (1963) ankna
(1969) zdirazioval jako kltovy zdroj naklad ménové unie ztratu kurzového
vyrovnavaciho mechanismu a existenci strukturalmgzdili mezi¢lenskymi staty.
Po deseti letech existence eura ukazala probiltefké dluhova krize nedokonalosti
fungovani EMU Recko se akumulaci neudrzitelné Grdweiejného dluhu a defidit
které ohrozuji budoucnost Eurozony, stalerhou ovci” unie. Ma se vSeobéama to,
Ze rozmala fiskalni politikafecké vlady a chyby vecké ekonomice hralyatezitou
roli v dluhové krizi této zet Na druhé stranvliv piistoupeniRecka k EMU na

souwasnou krizi je stéle spornou otazkou.

Kli¢ova slova: minova unie, teorie optimalnidnove oblasti, viejny dluh a

deficit, fecka dluhova krize
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Introduction

The process of integration in Europe went througinynphases during the
20" century. The most important step towards thatctiva was the implementation
of the Treaty of Rome on®lof January 1958, establishing the European Ecomomi
Community (ECC). Its objective was to create a cammarket between Germany,
Italy, France, Belgium, Luxembourg and the Nethetta It involved both the
creation of a customs union and the convergencentdin economic policies such as
the free movement of goods, services, capital abdur. By January 1986, six more
countries had joined the ECC, including Denmarklaind, the United Kingdom,
Greece, Spain and Portugal.

The decision for the formation of an Economic andnigtary Union (EMU)
was taken by the European Council in Maastrichthiidéands in December 1991 but
the Maastricht Treaty was signed by the twelve mamnlof the ECC in February
1992. By signing that Treaty, the countries of #@&C agreed on gradual evolution of
the ECC into the European Union (EU) and finallioian Economic and Monetary
Union. The evolutionary path included three stagih a total duration of ten years,
resulting to the replacement of the national cutiesiby the euro on®lof January
2002. During the ten-year period the economieshefrhember states were under a
convergence process based on the following five sti@ht criteria (European
Commission):

* Price stability — Inflation rate no more than 1g¥qentage points above the average
of the member states with the lowest inflation rate

» Sound public finances — The annual public deficitGross Domestic Product
(GDP) ratio must not be more than 3%.

» Sustainable public finances — Public debt to GO raust not exceed 60%.

» Durability of convergence — Long-term interest sateust not be more than 2
percentage points above the average of the threebarestates with the lowest
inflation rate.

» Exchange rate stability — Participation in the exaye rate mechanism (ERM II) for

at least two years without serious variations.



Currently there are 17 member states that haveteddipe euro including Belgium,
Luxembourg, the Netherlands, Germany, France, ,ltAlystria, Ireland, Finland
Spain, Portugal, Greece, Slovenia, Cyprus, Malaekia and Estonia.

The creation of the EMU was considered to be alfigsky “experiment” by
many economists. Ten years after its circulatibe, éuro is going through a critical
period confirming the doubts of scholars for thecass of the union. The excessive
public deficits and debt of Greece, resulting teogereign debt crisis, have affected
the economy of the whole union. The potential gfeaeralized crisis in Europe and
the austerity measures that have been massiveljjedpwithin the union has
increased the concerns regarding the costs of matrgtal participation in a Monetary
Union (MU).

The ongoing Greek crisis has attracted the inteoéthe European mass
media which has divided and in some cases miskegtiblic opinion regarding the
causes of the crisis and the future of the EMU.Widdame has been attached to the
Greek government’s policies and to the Greek ai8z&ho under the threat of losing
their national pride and rights have surged aldmgstreets. The economic and social
impact of the crisis has been very strong in Gregoere unemployment reached the
unprecedented level of 21,8% in January 2012 (Giatkonal Statistics), salaries
have been shrinking, suicide rate increased by #0% 2010 to 2011 according to
the Ministry of Health and many families have béanced to live in poverty.

The huge dimension of the crisis at a Europeam!lewnd especially its
tremendous consequences on the quality of lifereeGe have triggered the interest
for writing this paper on the topic “Costs of eimgrthe EMU and the case of Greece
in Eurozone”. Additional motivation for choosingetBpecific topic was the ignorance
of Greek citizens on the implications of the couistiparticipation in the EMU which
was proved by a personal research and could pgréttibuted to the focus of the
Greek mass media on the endogenous causes ofdise There seems to be a lack of
connection between the domestic weaknesses of riisek@conomy and the EMU’s
contribution to them. The main challenge of thigsis is to bridge this gap by
applying the existing theoretical background foe ttosts of a MU in the case of
Greece.

The primary objective of this work is to analyzee tcauses of the current
Greek debt crisis and find out to what extent tbeeasion of Greece to the Eurozone

has contributed to this crisis. It also aims teo#mpirical knowledge on the already
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existing theory regarding the costs of monetaryonsi The achievement of these
goals requires firstly a deep analysis of the mhvtheoretical framework and
afterwards a detailed elaboration on the endogeandsexogenous factors of the
Greek crisis.

To be more specific, the first chapter provideseaplanation of the main
sources of the potential costs due to a countrgiission to a monetary union. The
basis of this analysis is the traditional Optimurar@ncy Area (OCA) Theory,
developed by Mundell (1961), Mc Kinnon (1963) andcenén (1969). The
fundamental OCA theory is reinforced by the viewsGorden (1972), Giersch
(1973), De Grauwe (1975) and the contribution airiérand Sachs (1985), Calmfors
and Driffill (1988) to the potential risks of a Mélemming from structural differences
in the member states’ economies. In addition, thapter includes examples and
graphs that clarify the theoretical arguments.

The second chapter is a critical approach to tieeretical framework of the
first chapter. It examines the importance of tmacitral differences in the economies
of a MU as well as the effectiveness of exchange-molicies as a balancing
mechanism. Paul De Grauwe’s “Economics of Monetdmjon” has drawn up the
basic guidelines for this chapter. The startingnpds the examination of two
contradictory opinions concerning the frequencyasymmetric shocks in the EMU
by Krugman (1991) and the European Commission (19Bi@en, the McDonald —
Solow (1981) model is used to evaluate the insbimatl differences in the national
labour markets of a MU while the Barro-Gordon (1P83odel demonstrates the
influence of the governments’ preferences on tlemey. The chapter also provides
a cost — benefit analysis of a MU from a monetarishd a Keynesian point of view.
The analysis is enriched by empirical studies (Amge Ehrmann 2003, European
Commission 1990, IMF 1981-1998) and graphic illastms of examples.

The third and last chapter, which is the empirjait of the thesis, examines
the case of Greece in the Eurozone. It begins thehevolution of the Greek debt and
deficits through the years and their impact ondentry’s economy. The results of a
personal research from December 2011 to March 20&2also included in this
chapter. The purpose of the specific research walistover the public opinion on
the causes of the current crisis through face-te-fand phone interviews. The next
step of the analysis is the division of the caus&s endogenous, e.g., government

fiscal policies, tax evasion, corruption and exagensuch as the global financial
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crisis of 2008, Greece’s participation in the EMtblahe imperfections of the union.
Then, all the above mentioned factors are examinedonnection to the theory
presented in the previous two chapters. The negedata are taken mainly from the
statistical database of the Organization for Ecandbo-operation and Development
(OECD), the Greek and the European Central BankBjE@e Eurostat and the
Greek National Statistics Organization as well las World Trade Organization
(WTO) and the International Monetary Fund (IMF).effid information is also taken
from articles in the international press such a£Bte Economist, Reuters and from
academic papers published on the internet. In iatdiinteresting ideas are found in
the online documentaries “Debtocracy” and “Catak#ty directed by Aris
Hatzistefanou and Katerina Kitidi. In general, fgre —especially European-
institutions and press are the main source of #exldata in order to reach more
objective conclusions. However, in some cases duessary data are only available
in Greek sources.

Finally, the results and the findings of the congoi empirical and theoretical

analysis are presented in the end of the papeinig#&ol conclusions and suggestions.



CHAPTER 1

The main costs of a Monetary Union
- The Optimum Currency Area Theory

Source: Shooty



1. The main costs of a Monetary Union
The entrance of a country in a monetary union Ig@Efecant impacts on its

market and economy. The replacement of the naticuraéncy with the common one
is the beginning of a series of changes that td&eepin the society. In this crucial
period, is created the reasonable question of ribeease or reduce of the citizens’
welfare after a country’s admission to a Monetanjidd (MU). In the first part we
will focus on the most important costs that a counbuld face as a member of a MU
and we will continue our analysis based on the @yt Currency Area Theory.
= Loss of sovereignty over monetary policy
The main cost for the economy of a country thatobezs part of a MU stems from
the consequences on the monetary policy, causedebgbandonment of its national
currency. The national central bank can no longerase an independent monetary
policy, as the price of the common currency, itargity in circulation and the interest
rates are determined by the union’s central bamkelheless, what benefits would a
country gain from implementing an independent eoaaingpolicy? It is proved that
the changes in the exchange rate (currency dei@tuatr revaluation) and the
management of the domestic interest rates can ibotdrto the achievement of
economic goals. For example, in 1992 United Kingdefhithe European Exchange
Rate Mechanism in order to overcome the recessiaetiing lower interest rates. In
addition, governments cannot devalue the exchaage to deal with balance of
payments problems. Suppose that a member statévidtd &as lost its international
competitiveness due to high unit labour costs tegulto current account deficit.
Currency devaluation would help the country to iayer its competitiveness in the
world market but this is impossible for a memberaoMU. Indeed, as it will be
discussed in the chapter 3 of this paper, Greesddwed such a problem due to its
participation in a MU.
= Partial loss of independence over fiscal policy

The participation of a country in a MU does not iynphe end of its
independent fiscal policy. It is possible that thembers of a MU maintain their
fiscal policies independent, although some cem@ibn and common goals of fiscal
policies are necessary and could be an importanhamesm to handle an asymmetric
shock. For example, in the case of the Economic ety Union (EMU) the

countries try to maintain to a large extent thetrover their fiscal policy but the

10



Stability and Growth Pact imposes certain limitsdaficits and national debt. All the
members of the Eurozone must respect these lihitrwise they will face sanctions.
According to the Pact the yearly deficit of eachnmber state should not be more than
3% of its GDP. However, the authorities have adbmpt®re reforms in order to take
into account the economic conditions of each meratae. Maybe for this reason, no
fines were imposed in 2002 when Germany and Frahadeviolated the 3% rule.

=  Asymmetric shocks

Asymmetric shocks are unexpected changes in the roe@momic
environment that affect the countries unequally ead cause serious imbalance of
trade, production, investment, consumption and gowent spending. This kind of
shock has a negative impact on the economic groféhcountry while in another it
can enhance the economic development or it mighg ha impact to other countries.
In the case that a country maintains its nationatency it can use monetary and
fiscal policies to face the asymmetric shock. Hoare¥f a country is a member of a
MU it cannot change its monetary policy and hagind other ways that might be
more costly, to handle an asymmetric shock. Latervee will explain further the
effects of an asymmetric shock with the help of@imum Currency Area Theory.
= Loss of seignorage

Governments can make an economic profit throughtipg money when the
value of the money that is created is higher thaosts to produce it. This seignorage
revenue can be used by governments as an alternafily of financing their budget
deficit without having to collect additional taxesto sell debt. Seignorage is widely
also known as the “inflation tax”.

According to the theory of optimal public financeational governments will
use the alternative sources of revenue so thantrginal cost of raising the last unit
of revenue from each source is equalized. Wheruatopdoes not have a developed
fiscal system, it is more costly to raise revenyeircreasing taxes than through
inflation.(Tavlas 1993: 673; De Grauwe 2003: 20-ZIherefore, countries with
underdeveloped tax systems are said to underggrafisant cost by joining a
monetary union that has a stable price level (Daesob 1988, Artis 1991). Such
countries will experience a loss of welfare as thély have to increase taxes or let
their budget deficits rise.

Despite the fact that the loss of seignorage igsh for a country participating

in a MU, it is very difficult to calculate the sigicance of this type of cost. In the
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case of the EMU we must not forget that seignomag@inues to exist, although in
modest amounts, and is shared among the membes.shataddition, the use of the
euro as an international currency brings extrarnsgage, beyond the union’s borders.
These additional seignorage revenues that cometirermternational use of the euro
were not available for the majority of the membuersen they were using their

national currencies. A country should also tak®e iconsideration that the loss of
seignorage must be compared with the increaseximetgenue resulting from any
future increase in growth attributable to a morabk&t economic environment
(Antinolfi and Keister 2001: 31). Finally, the calation of the future loss of

seignorage should not ignore the reduction in jputidibt service costs resulting from
lower real interest rates due to the more stabbm@wic environment - that is, to a
lower risk premium on the real interest rate (Daisdh 2001).

The significance of the loss of the seignorage magevaries from country to
country, based on the dependency of the countovgmpment on this type of revenue
before entering the MU and on the size of the aboeationed benefits for each
member state. In Western Europe, for instance, omngome southern countries the
seignorage revenue was estimated to be higherlt#taaf GDP in 1997 (De Grauwe
1997). Maybe, the most reasonable question is heignsrage revenue will be
distributed inside a monetary union.
= The costs of introducing the common currency

Adopting the common currency involves changeovestséor each member
state for switching from the old to the new curenthese costs include legal,
administrative, communication and information temlbgy system changes. The
public and private institutions of the members htvepend a huge amount of money
in order to adjust bank accounts, payrolls, prists| contracts, databases, software,
vending machines, etc. Despite the fact that thisn enormous cost, it is not as

important as the previous ones because it is ohesst, i.e. it is only paid once.

1.1 The Optimum Currency Area (OCA) Theory
The Optimum Currency Area Theory (OCA), like it wadsveloped by

Mundell (1961), Mc Kinnon (1963) and Kenen (196f8berates the criteria for the
evaluation of both the costs and benefits of a ttgisentrance in a MU:
- Degree of opennessthe higher the degree of openness of a countryntire the

benefits from joining a MU. In order to assess a@penness of a country, one should
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take into consideration the overall openness afunty to trade with the world and
especially the degree of openness vis-a-vis thatdes of the union. In general, a
country is considered open when the trade accdants high proportion in domestic
output.

- International factor mobility: High factor market integration and factor (capital
and/or labour) mobility among the countries of a Mah reduce the need to change
real factor prices and nominal exchange rates spaese to external shocks. If a
country suffers from an asymmetric shock then factd production may move from
this country to another that is positively affecbgdthe shock. Therefore, the prices of
these factors will not have to decrease and rigaifsgiantly in the badly and
positively affected economies. For better undeditanrefer to the example in the
part 1.1.1 where shift in demand between two caesitcan be balanced either
through labour mobility or changes in wages.

- Product diversification: A country is less vulnerable to sector-specific ciso
when its exports include highly diversified prodictTherefore, diversification
reduces the need for changes in the nominal exehiatg and can provide protection
against a variety of external shocks.

- The degree of fiscal policy integration and similaties between rates of
inflation: Different rates of inflation among the member "gatéa MU can lead to
loss of competitiveness in countries with higheftation. For this reason, policy
integration is necessary, maybe even before thatioreof the union, in order to
achieve low inflation within the MU.

- Similarities of shocks and business cycletlnsynchronized business cycles and
asymmetric shocks increase the need for countrgfgpedjustments in monetary
policy which is impossible within a MU.

- Real wages flexibility: When the real wages are flexible among the cowmnbie
MU, the process of adjustment to an asymmetric lsh®daster and less likely to
involve sustained unemployment in one country afidtion in another. Furthermore,
this implies a reduced need for nominal exchantggeadjustments. (Friedman 1953).

- Fiscal transfers among the member states counteract asymmetric shack
MU. Furthermore, in case that a member state otahds experienced a big loss of
its world competitiveness, a mechanism of fiscahsfers would imply huge fiscal
transfers to that country. These transfers woullh hiee country to stabilize its

economy but not to really retrieve its lost comipetness.In order to achieve these
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transfers, countries should create a supranatifiszdl transfer system that would
manage the redistribution of funds to the countiiied are negatively affected by an
asymmetric shock. However, this requires a higlellef political integration and
risk-sharing.

The loss of control over the exchange rate in coatibn with the different
political and economic priorities of a country, otiene, constitute the main source of
cost of a common currency. In the following parpiiawe will analyze the cases that
the cost of a MU is so high that it would have bbetter for a country to maintain its

own currency.

1.1.1 Shifts in demand
We will examine the case of a shift in demand, yred by Mundell (1961) in

his Optimum Currency Area Theory. Suppose thatdauntries, for instance France
and ltaly, replace their national currencies witlc@anmon one, controlled by a
common central bank. In addition, suppose thattmsumers within this union — for
some reason- start to prefer more the Italian ptsdio the French ones, leading to a
permanent asymmetric shock of aggregate demanhirceé.

For the graphic illustration of this shift we wilse the macroeconomic model
of aggregate demand-aggregate supply (AD-AS). Téraathd curve has a negative
slope because an increase in the domestic prie¢ dauses a decrease in the demand
of domestic output. On the other hand, the supplyechas a positive slope because a
rise in the domestic price level increases the Isupp domestic output, as the
businesses increase their production and supplyrder to take advantage of the
higher prices.

This shock is represented by a shift of the agggeedemand curve upwards to
the right in Italy and downwards to the left in kea (figure 1). These shifts have as a
result the decline of equilibrium level of output France and the increase of
equilibrium level of output in Italy. So, Francesh& face a rise of unemployment
level while in Italy the boost of production activiexerts upward pressures on price
level with a decrease of unemployment at the same t

The consequences in the countries’ current accbal@nces, which is the
difference between domestic product and nationpeediture, are the following: in
France the shift in aggregate demand results iacaedse of its domestic product’s
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value. If French expenditure is not equally redydee country will face a current
account deficit. This will most likely happen besauthe social security system
automatically pays unemployment benefits and tlea¢hr disposable income will not
be reduced the same as the production, leadinghtin@ease of public deficit.

Exactly the opposite situation prevails in Italyheve the value of production
increases while the value of the total Italian expeire might not grow as much
resulting in a current account surplus (Paul Deu@s 2005, “Economics of

Monetary Union”)

Figure 1 Aggregate demand and supply in France and Italy

France Italy

Pr

Source: Paul De Grauwe, 2005, “Economics of Monethrion”

According to the OCA theory, there are two cradhat can act as automatic
mechanisms of counterbalance and allow the cousntige face the asymmetric
demand shock with the least possible adjustinglpno. The first one is based on
wage flexibility and the second on labour mobility.

If the wages in the two countries are flexibleg tmemployed in France will
accept the necessary cut in their wages. In Ithly,boost of production will create
excess labour demand, pushing up the wages. Gedighitie wage decline in France
shifts the aggregate supply curve downwards taighe. Correspondingly in Italy the
wage rise shifts the aggregate supply curve upwdodsthe left (figure 2).
Furthermore, the secondary effects on aggregateam@nmwill reinforce the
counterbalance mechanism. The rise of wages arwbsiin Italy enhances the

competitiveness of French products over the ltaleres, shifting the aggregate
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demand curve of France upwards to the right anédgigeegate demand curve of Italy
downwards to the left. These shifts will restore Halance. However, it is a question
how fact this mechanism can reverse the impacth@fdemand shift in the two
countries.

Figure 2 Process of automatic adjustment
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Source: Paul De Grauwe, 2005, “Economics of Monethrion”

The second mechanism is related to the labour lityolbetween the two
countries. The gap that is caused by the excessiiaemand in Italy can be covered
by the French unemployed. This drift of labour castrict the decline of wages in
France and the rise of wages in Italy. By this wg, problem of unemployment in
France will be solved and the inflationary pressuneltaly will be disappeared.

In case that the above-mentioned criteria aresabsfied, France will face a
persistent problem of unemployment and lastingesuraccount deficit, public deficit
as well as public debt that could only be solvebugh a deflation policy. The
consequences of the specific policy on productimh @nployment reflect the cost of
participation in the MU when the country faces tiegative impacts of a demand
shift. On the other hand, the participation in litle bears some cost also for Italy, as
its economy is under strong inflationary pressui®® have to mention that the
European Central Bank (ECB) would not react to #iieck because it takes place in
Italy and not in the whole EMU.

1.1.2 Insurance against asymmetric shocks
When the countries of a MU suffer from asymmettodcks, help may be

provided by the mechanisms of fiscal transfers fama country to the other. Income
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redistribution, aiming at cushioning the adversiea$ of the shocks in the country
affected the most, can be organized either thrahghgovernments and the supra-
national budget (public insurance systems) or tinothe “integration” of private
markets (private insurance systems).

One way of organizing a public insurance systeny ima that of a central
budgetary planning by the countries participatinga MU. We will make the
assumption that there exists a central governnvemich collects taxes (e.g. social
security taxes) and makes transfer payments (swchureemployment benefits
payments) to the citizens of France and ltaly. berease in the output of France as
a consequence of the shock in demand will redueeémtral government’s income.
Correspondingly, the increased output of Italy witrease the Italian government’s
tax revenue. The central budget will transfer inecimom Italy to France, allowing
the latter to increase its consumption expenditlings way, France and Italy will be
able to stabilize their consumption expenditurbastabsorbing the consequences of
an asymmetric shock and at a lesser cost. Thetrnssalso a less costly MU. The
motive on the part of Italy to participate in swaihinsurance system is the probability
that its own economy could experience a similackhio the future.

The main drawback of public insurance systemshat their efficiency
depends on the kind of the asymmetric shock. Whisng temporary, a fiscal transfer
to the country experiencing the negative effectersally helps the country tackle
the adjustment problem it faces. However, whenaganmetric shock is permanent,
as is the case in the example of section 1.1.1h, tthie transfer mechanism is expected
to become permanent too. In France, which is e&peimg the negative effects of a
permanent shift in demand, the transfer of incornenfitaly will weaken the forces
pushing its economy to balance. This mechanismassluage France’s adjustment in
the short run, but will gradually become the sowtan even bigger problem. If the
revenue transfers obstruct (through changes in svagel labour mobility) the
functioning of the adjustment mechanism, then Feaiscgoing to find itself in a
constant state of imbalance, watching its budgditidend public debt rise. The
above mechanism is based on ex-ante approach aanprgventing a default. At this
point one could think of an alternative mechanisaedal on ex-post approach. Such a
mechanism would help in time of default, where nuddbsses are suffered by private
investors, with some limited funds provided by palsiectors in order to stabilize the

financial system and fiscal policy. However, it as question which of the two
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approaches is more effective. Anyway, nationalgedi of managing national budgets
generally provide some insurance against asymmstiocks within a MU, but their
efficiency is limited by the presence of a high lpmbdebt in the members of the MU.
The organization of a private insurance system ftanrction through the
financial markets. We will assume again that armasgtric shock hits France and
favors Italy. We will also assume that their finehenarkets are fully “unified”. This
means that there is one bond market, one equitikghand the banking sectors of the
two countries are also completely “integrated” Fiance, firms will make losses due
to the adverse effects of the shock and their spoides will be pushed down. On the
contrary, in ltaly, firms will make bigger profitand their stock prices will rice.
However, since the stock markets are “integratde, French firms’ stocks are also
held by Italian citizens and the Italian firm’s cks are also held by French citizens.
This implies that all the owners of Italian assats going to make a profit while all
the owners of French assets are going to make @ Tdsus, part of the losses
sustained by the French and which are attributeti@aifficult economic context of
their country, are counterbalanced. There is aipesmpact on the financial account
of balance of payments and the net investmentipaositf France. The “integrated”
stock market and the “unification” of the bankingctors facilitate in a similar way
the adjustment process, functioning as a mechaoisnsurance against disturbances.
A disadvantage of private insurance systems isetherging accumulation of
wealth on the part of the financially powerful zéns of France, who manage large
stock market portfolios and reap the biggest phiti@ benefits created by the revenue
transfers of the private insurance mechanism. Whemprivate system of insurance is
not coupled with a public one, the majority of tbkizens of France cannot be
protected by the effects of a shock. However, thestnserious problem in the
organization of private insurance system arisgbénrealization of the assumption of
the existence of “unified” markets. To many econsiB)i the co-existence within a
union of nations-states with different economic teats, with differences in their
markets, as well as in the types of their traddgosecwill be a constant source of
asymmetric shocks. Under such conditions the cbst anion is high, since the
participating countries would have benefited frosing their exchange rate as an
instrument for corrections. Therefore, in order MU to function effectively and
bring about a further “unification” of markets & necessary that a deeper political

unification between the participating countriegiplace.
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1.1.3 Preferences of countries concerning inflatioand unemployment
For any country considering joining a MU, an aduditil cost resulting from

the voluntary abandonment of its exchange ratenéslimited freedom of choice
between inflation and unemployment.

As Corden (1972), Giersch (1973) and De Grauwe FL9aAve shown, two
countries with different priorities concerning itilon and unemployment will face
problems as members of a MU. The exchange rateeotémmon currency will be
fixed at such levels so that the inflation rateshafse countries shall always be equal.
If though a country’s fair inflation rate is highehis country will have to accept a
lower inflation rate and higher unemployment. Ietlower inflation will not be
accepted then the country’s unit labour cost wakrresulting to a decline of its
competitiveness in the world market. Consequemntlgyder to keep the real exchange
rate between the two countries stable, a flexiboitthe goods markets is required or

in other words, a sustainable price competitiveoésiseir goods.

1.1.4 Differences in the institutions and laws ofbour
As Bruno and Sachs (1985) and Calmfors and Dr{ffi#88) have shown, the

creation of a MU among countries with institutiondifferences in their labour
markets may bring extra costs. These costs arie® wbuntries face the same supply
shocks. When, for example, two countries experi¢gheesame oil price increase, the
effect of this increase on wages and prices dependke way labour unions react to
the shock.

Countries that follow centrally controlled or detratized bargaining about
salaries, namely countries with “extreme” labourke& systems, are better equipped
to cope with a supply shock. In these markets, Ualhmions take into account the
inflationary effect of wage increases and are awhaat their excessive claims will
lead to more inflation. Hence, a supply shock is gounterbalanced by increases of
nominal wages. On the contrary, in countries withtérmediate” labour market
systems, despite the consequences of the supplk,shime conditions and the
competition among labour unions do not incentivitzem to moderate their demands

concerning nominal wages.
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We conclude that countries with quite differentdabmarket institutions may
consider their accession to a MU costly. A suppigck can have different effects on
prices and wages, resulting into more serious prabl(inflation or unemployment)

in the process to rectify these differences.

1.1.5 Differences in economic structures
The way a country’s economy operates in the lomgmay create problems

upon its accession to a currency area. Countrias tthditionally follow different
monetary and fiscal policies exhibit structuralfeliénces in the operation of their
financial markets. These differences generate ighkeaf a monetary shock affecting
differently each MU member.

More specifically, the different legal systems d&fetmember states of a
monetary union have a significant effect on the wlagir markets function. For
example, within the EU, countries with an Anglo-8axlegal tradition have
sophisticated capital markets, with the result firats can finance their investment
programs either through the bond market or thrailnghstock market. On the other
hand, countries with a continental legal traditame based primarily on the banking
system. With less developed capital markets, fiattrsct financial resources from the
banking system. Taking these into account, an as&én the interest rate by the ECB
will affect the countries with an Anglo-Saxon legadition through the wealth effect
for consumers and firms. An interest rate increafidower bond and stock prices, so
that the wealth of consumers will decline. On tlteeo hand, the wealth effect in
countries with continental-type financial marketd fae less noticeable as the interest
rate increase affects consumer spending mainlygirehe channel of bank loans. A
significant enough increase of the interest ratswotivate banks to restrict credit.

Moreover, countries that are about to join a cuwyearea, shape - through
their fiscal systems - different optimum inflatioates. When developing countries
with not very developed fiscal systems become mesnloé a MU along with
countries with better organized fiscal systemsy theust increase net taxes on a
certain amount of expenditure in order to lowefatidn. This increase in taxes will
bring about a relative loss of prosperity. Dorntbu§t987) has shown that southern
EU countries, by joining the northern low-inflatiomonetary zone will need to raise

taxes or let their deficit increase further.
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1.1.6 Different growth rates
Some countries grow faster than others. The diftegrowth rate in the

national incomes of countries about to form a MUynmaluce significant costs for the
countries with a higher growth rate. If we assuima two member states of a MU
have the same income elasticity of imports, thencttuntry growing faster will face a
deficit in its trade balance. This is because dirae, the faster growing country’s
imports will grow faster than its exports.

If this country had not been a member of a MU, tilaele balance problem
would have been solved by a voluntary depreciatibits currency. This way, the
faster growing country would have lowered its exp@rices and its products would
have remained competitive. However, if this countins slower growing countries
in a MU it must follow deflationary policies, whicim turn constrain the growth
process. Consequently, a MU means some extra foodtse faster growing country.
This country will realize that it would be more f@ble to keep its national currency

when it has to face such unfavorable developmenis irade balance.
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CHAPTER 2

A critical approach to the Optimum
Currency Area Theory

Source: Shooty

22



2. A critical approach to the optimum currency areatheory
In the previous chapter, the different sources adts that result from a

country’s to a MU were discussed on the basis efgptimum currency area theory.
In the present chapter, we examine the significarfceifferences among countries
that are planning to form a union and the effectess of the exchange-rate policies

as an instrument of correction of such differences.

2.1 Differences between countries
It is clear that differences exist in the structu the economies of the

European Union countries. Over the years, the rdiffiepolitical regimes have created
different contexts for the economy of each counffp what extent do such
differences obstruct the process of economic iatemr?

2.1.1 Economic shocks and trade integration
The starting point of Mundell’s analysis of the tsosf a MU is the following

assumption: A change in the preferences of consunoauses a permanent
asymmetric shock in France and results in a deermathe demand of the country’s
products, while it favors the products of Italy. ¥¢hs the likelihood though of such
shocks to occur frequently across European cousntn@ intend to form a MU? Two
completely different opinions have been formulatedhe matter by: i) the European
Commission and ii) Krugman.

In the European Commission report with the titlen&OMarket, One Money”
it was supported that a future monetary union egluce asymmetric demand shocks,
due to the fact that trade between the industgdlizountries of Europe is mainly
intra-industry and is based on economies of scatkimperfect competition. With
countries trading mainly differentiated productstioé same industry, most demand
shocks are bound to affect economies in a simianmar. Thus, with the integration
in a common market — the result of a MU — asymmethocks that are related to
demand will tend to become symmetric.

On the other hand Krugman (1991), points to the faat the presence of
economies of scale leads also to a regional corateat of industry. The presence of
economies of scales within a country is influentgdvarious factors such as the

country’s size, quality of infrastructure, acceestlte latest technologies, qualified
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labour etc. In this way, firms can produce clogefimal demand, but this condition
also allows concentration of activities in order tmake dynamic profits from
economies of scale. Economic integration leads ftr@msn to even greater
specialization and makes them susceptible to evame nasymmetric shocks.
Krugman'’s point reinforces Kenen’s opinion (1968ho claimed that countries with
a less differentiated industrial production and @k structure suffer from more
asymmetric shocks and thus are less suitable fticipation in MUs.

Despite the fact that economic integration can leadconcentration and
agglomeration, at the same time as market integratmong the countries increases,
national borders will be eventually losing theirpontance regarding the decision of
the area of economic activities. As a result, thfeces of concentration and
agglomeration will be independent of the existeréeborders making it more
possible that the concentrated economic activitidisexceed national borders. For
instance, the automobile industry could be conedsdr not only in Germany but in
the region that includes Southern Germany and Maonthtaly. Therefore, shocks in
the auto industry would affect both countries anel ise of exchange rate between
their currencies would not be able to absorb theclsh (Paul De Grauwe, 2005,
“Economics of Monetary Union”).

Although it is difficult to conclude on the valiglitof the two points, we can
argue that the European Commission’s point of vies found a wider acceptance
The results of empirical studies on the countrieEwrope show that the EMU has
increased the volume of trade transactions amonghbeestates by 20% to 40%,
which is a proof that the monetary union has acatded the economic integration
process. Moreover, based on other empirical studiesan be deduced that the
development of strong commercial relations betwegn countries enhances the
correlation of their economic activities and platesir economies on parallel tracks.
On the basis of the above data, we can say thdbth®ation of an MU creates the
appropriate conditions that facilitate its opematioThe higher the degree of
commercial integration among the countries, the ldisergent their economies are
going to be. However, it is still important to enagize Krugman’s distinction
between countries focusing on goods production@nuhtries focusing on services.
Since services are less transferable than goodsulitl be more difficult to find new
markets for services than for goods in case of asgimc shock. Therefore, the

service-oriented countries, like Greece, have #édunincapacity for export growth and
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face big difficulties to create current current @aat surplus in case of asymmetric

shock.

2.1.2 Asymmetric shocks and the nation-state
A significant source of asymmetric shocks is thigedent economic policies

of the member states of a monetary union. AlthotinghEMU’s economic policy is
determined by the European Central Bank (ECB)ggphrt of the budget that has to
do with expenditure and taxation is managed byatltborities of the member states.
A change in the budgetary policy of a country isifmb to bring about shocks in the
economy of this country that may affect the econafniyre union.

The absence of an integrated policy across the reesthtes could impose
difficulties in the adjustment process of their eamies during shocks in the frame of
a future MU. Despite the fact that economic intégra as already discussed, reduces
the frequency of asymmetric shocks, differencethénpriorities of the nations-states

that comprise the union, constitute a threat tdotidance of the union’s economy.

2.1.3 Institutional differences in the labour marke
Heterogeneities among the labour markets of the lmeesstates of the EU are

significant. To what extent can monetary integratatieviate these differences? We
will try to answer this question using the modeleleped by McDonald and Solow
(1981) in the case of two countries. Figure 3 shdkes labour markets of two
countries that are candidates for joining a MU. Wssume that there is only one
labour union in each country. The vertical axisrespnts the real wage level and the
horizontal axis represents the level of employm@ht The convex curves are the
indifference curves of the labour unions. The laboenion maximizes its utility as
long as the real wage level and employment of gsnivers increase. The negatively
sloped curve is the aggregate labour demand ctiwethe union, which maximizes
its utility, the labour demand curve is a constrairhus, the union will select a point
on the curve which maximizes its utility. This epresented by the points A and B.
The interesting feature of this model is the relaghip between the actions of
the labour union and the reaction of the authaitle we make the assumption that
the authorities put more weight on employment girtiatility function than the labour

unions, when the latter set a wage that reducesrtioyment level below the level
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that the authorities consider optimal, they wilact by changing their policies. For
example, they will implement expansionary monetamg fiscal policies in order to
create new jobs. The steepness of the employnmentdiflects the willingness of the
authorities to engage in employment policies. Wiehdrawn the employment line of
country B steeper than that of country A, assuntivag the authorities of country B

are more willing to accommodate the behavior ofiéi@ur unions.

Figure 3 Solow - Mac Donald model for two countries

Country A Country B
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Source: Paul De Grauwe, 2005, “Economics of Mogethrion”

When the two countries decide to form a MU, theanetary policies are not
going to be independent. The labour unions of W ¢ountries will face the same
reactions on the part of the monetary authorifié®e labour demand curves in figure
3 will be similar, so that the labour unions wilive to select a similar combination of
wage rates and employment levels.

Although national governments have alternative eypent policies at their
disposal, the differences between the labour uniares unlikely to disappear
completely. In our analysis of the model, we malde assumption that in each
country there is only one labour union which is ptetely centralized in its structure.
However, in reality, labour unions differ due tdfelient degrees of centralization.
The institutional differences in the national labawarkets will continue to exist even
after the formation of the MU. This can lead toatyent wage and employment
tendencies and to serious adjustment problems enntember states, when their

exchange rate instrument will not be availablede.u
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A potential source of problems could be the ddferes in the growth rate of
productivity. If country A has higher growth raté mroductivity than country B and
they decide to form a MU then the nominal wagesikhmcrease more in country A
than in country B. However, the centralization loé tountries’ labour unions within
the MU could achieve equal increases in the nommaties of both countries
resulting to higher unit labour costs (= wage gfowt productivity growth) in
country B. Therefore, country B will experienceigngficant loss of competitiveness
and current account deficits.

The problem of productivity and wage growth diéfetials is linked with the
inflation differentials within a MU. According tché Balassa — Samuelson effect,
countries of a MU that have different growth ratégproductivity should also have
different inflation rates. To be more specific, ooy A that has higher productivity
growth rate than country B should also have high#@iation so that the nominal
wages in country A will grow faster than in coun®y Such a mechanism would

prevent the loss of competitiveness in country B.

2.1.4 Differences in legal systems and financial mieets
The differences in the way the financial marketstted countries of a MU

function create the risk that the same monetaryclshare transmitted differently.
Apart from the legal systems, different monetaryguees implemented by the national
governments play a significant role in the operatid their markets. The following
example will clear this up. Some countries, liker@any, manage to keep inflation
low. This enables their economies to finance tipeiblic debt through long-term
bonds. On the opposite side, countries like Itadyen experienced relatively high
inflation rates. For these countries, debt finagamvolves almost exclusively short-
term bonds, since the prices of long-term bondd terfall within an environment of
long-term high inflation.

The different conditions in the financial marketk tbese countries have
influenced their economies quite differently whdreyt faced similar interest rate
changes. The interest rate increase in Italy caiisetational debt to increase sharply
and as a consequence the Italian government hggetad more on interest payments.
This led to increased budget deficits. In Germaing,consequences of the increase in

interest rates were felt much later.
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Within a MU, divergences in inflation cannot be swmlerable. A relevant
study by Angeloni and Ehrmann (2003) has shown thatmaturities of national
bonds have converged within the EMU. The unionlfitsgnuls some of the
institutional differences that are present acrassonal financial systems. However,
the differences arising from the different legasteyns will continue to exist as long

as a deeper political integration is absent.

2.1.5 Different growth rates
According to the OCA theory analysis, countried eizhieve fast growth rates

will suffer losses when they join a MU along witbuntries that grow at a slower
pace. Increased imports in combination with thd laican exchange rate policy will
create a deficit in their trade balance and wiltolct their growth process. However,
this view is supported more on a theoretical besiser empirically.

Data from the European Commission and the InteynatiMonetary Fund
(IMF) for the countries of the European Communitythe period 1981-1998, show
that essentially there is no relationship betweeonemic growth and the real
depreciations (or appreciations) of their exchamg#es. Indeed, the “highly
developed” countries saw their currencies beingexpated, contrary to what was set
out in the previous chapter. Krugman (1989) showet, as a rule, the income
elasticity of the exported goods of the “fast gnogvi countries is higher than that of
“slow growing” countries. In particular, the incoreéasticity of exports of the “fast
growing” countries, will be higher, as a rule, ththat of their imports. Consequently,
these countries can grow faster without facingaiksfin their trade balance.

Moreover, a “fast growing” country’s accession tarm@netary union may
increase its potential for growth. And this is hesa these countries’ difference in
capital productivity compared to the “slow growingguntries will induce investment
flows to the “fast growing” ones. The stabilizatiohthe exchange rate will increase
the investors’ willingness to move their capitaltte “fast growing” country, thus
profiting from the larger returns. However, if highvestments are not accompanied
by high saving rates, the country’s high growthl wduse net export deficit and real

exchange rate epreciation.
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We conclude that growth rate differences amongdifierent states are not a
constraint imposed on economic integration. Thest“igrowing” countries will not

have to lower their growth rate once they join a.MU

2.1.6 Different policy priorities
Another source of cost for a MU, as presented m first chapter, is the

difference in the governments’ priorities aboutatibn and unemployment. With the
stabilization of the exchange rate of the commameticy, some countries will have
to accept higher (or lower) inflation rates and éoor higher) unemployment rates,
respectively.

This view was supported on the basis that the ipsitiurve is stable and that
is not affected by the changes in the expectatemsut the future inflation rate.
However, the monetarist critique of the Phillipsvahas changed economists’ view
in regard with its form. Following Friedman’'s (1968nd Phelps’s (he was not
monetarist) criticism, today it is generally ac@zpthat the Phillips curve is shifted in
response to future inflation expectations. In gl run it is impossible to select an
optimum combination of inflation and unemploymesitice the latter is determined
by the natural unemployment rate and is indepenakmiflation. Thus, the long run
Phillips curve is a vertical line at the naturdkraf unemployment.

Two countries that are about to form a MU can egadheir inflation rates by
stabilizing their exchange rates at no cost tortheemployment levels. The fact that
they cannot implement an independent monetary ypd¢hnd therefore inflationary
policy) within a MU does not have any cost sinceiraaependent monetary policy
cannot reduce the level of unemployment. Howevee, short run shape of the
Phillips curve still implies that a country’s eftdo reduce inflation is likely to result

in a temporary increase of unemployment.

2.2 Nominal and real devaluations of the currency
The loss of the availability of exchange rate amjgnts to counteract

different developments in the economy is consideretgnificant cost for a country
upon entering a MU. Is it however possible thahange in nominal exchange rate

will cause a permanent change in a country’s necth@nge rate?
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2.2.1 Dealing with asymmetric demand shocks
We will examine the effectiveness of exchange makcy in the different

cases of demand shocks, using the two-country nafd&ly and France, introduced
in chapter 1.

A shift of consumers’ preference to the productstally causes a permanent
asymmetric demand shock in France. We assumettigtand France have pegged
their national currencies to a system of fixed exaje rates, enabling their economic
authorities to change the exchange rate betweemvtheurrencies.

France, in order to cope with the asymmetric shedk,devalue the franc.
The effects of the devaluation are depicted infifpgre 4. The relative prices of the
French products are decreased and as a resultehehFeconomy’s competitiveness
is increased. The aggregate demand curve is sHiftdde right, counteracting the
decrease in aggregate demand induced by the asyimsisdck. The devaluation of
the currency seems, at least initially, to be ceratting the negative effects of the
permanent asymmetric demand shock, as the totalibat France shifts to the point
A.

Figure 4 The effects of the devaluation on prices and protlan cost
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Source: Paul De Grauwe, 2005, “Economics of Mopdthrion”

However, this state of balance for the French esgnoannot be maintained
for a long period of time. The depreciation of frenc makes intermediate products
imported from Italy more expensive. Moreover, th# in the purchasing power of
the French causes pressures for wage increasese Témctions cause the aggregate
supply curve to shift upwards. This shift causesrenease in the price level and a

decrease in the total output of France.
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Due to the price level increase, the French worklereand new increases of
their wages. The parallel increases in prices aagew shift the aggregate supply
curve to A'. As the French economy moves from pdinto point A’, the initial
positive effects of the depreciation of the framctotal output and relative prices are
weakened.

We conclude that in the long run, the changes énnbminal exchange rate
cannot affect the real exchange rate. Empiricallistuconducted by the European
Commission (1990) lead us to the conclusion that time, the initial positive effects
of the devaluation of the currency were cancellat in most European countries.
This is logical because there were no reforms lmdlia markets that could support the
country’s position in the foreign trade in the lorgm. Consequently, relinquishing
the exchange rate instrument does not incur saggmficosts for a MU.

We should not however forget that there have beemmaber of successful
depreciations of national currencies during theOE98 he effects of the devaluation
of a currency depend on how developed the tradéi@akhips of the country affected
by the shock with the rest of the world are, asl @elon the speed of adjustment of
nominal wages to the price level increase. In o@nwple, France, either in a MU
with Italy or financially independent, will not bable to deal with the asymmetric
shock if the French workers do not accept decremséseir real wages. Restoring
economic equilibrium after a permanent asymmetraxck is difficult, irrespective of
the monetary environment.

Restoration of equilibrium would be different inetlttase of a temporary
asymmetric shock. When the economic cycles of teenber states of a MU are not
synchronized enough, temporary demand shocks @am.oc

Using the figure 1 from the previous chapter, weuase that the French
economy is in a phase of recession and the Itafiaa phase of expansion, as the
result of a shock to their economic cycles. We milleeobservation that if the two
countries form a MU, their economic authorities Iwihve to face hard-to-solve
problems. When the common central bank lowersrterast rate, aiming at helping
out France go out of its recession phase, will eaars increase in the inflationary
pressures to the Italian economy. At the same twhen it raises the interest rate in
order to avoid inflationary pressures in lItaly, @ssion will deepen in France. Also,
due to the temporary nature of the shock, the lllexivages and labour mobility

mechanism is not applicable.
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Within a MU, the problem of a temporary asymmesiiock is impossible to
be tackled. The common central bank cannot stab@dconomic activity on a national
level. On the contrary, when France and Italy rethieir national currencies, they
have at their disposal policy instruments to siabitheir output at a national level. As
we have seen in the case of a permanent asymrabtak, the French central bank in
its effort to deal with recession is in positiondoost aggregate demand by lowering
the interest rate and devaluating the French fr@muilarly, the Italian central bank,
by raising the interest rate and revaluating th&alh lira, can cope with inflationary
pressures. Of course, the question of macroecongmiicy effectiveness on a
national level arises at this point. In the nexttiea of this chapter, we will show that

the more active monetary policies may cause greammomic imbalances.

2.3 Time consistency and economic policy credibilit
The exchange rate mechanism may be ineffectiveandng run; still it is a

policy instrument in the hands of governments.higirt papers, Kydland and Prescott
(1977) as well as Barro and Gordon (1983) stressaiéty in which the economy is
influenced when governments aim to implement theoanced policies. In order to
understand the impact of the government’s strasegie will start with the Barro-
Gordon model for a closed economy. Then, in ordeexXamine the choices of the
countries as to whether they should join a monetaign or not, we will apply this

model to an open economy.

2.3.1 The Barro-Gordon model for a closed economy
Our starting point is the definition of the clasdi®hillips curve, where the

expectations about future inflation rate are takém account:
(equation 2.1) U=Uy+a({@-p)
where U is the unemployment rate, UN the naturanysloyment rate, p is the
observed inflation rate and the expected inflation rate. From the above equaitiis
derived that when the inflation rate is higher th#me expected inflation,
unemployment falls below its natural level.

We are also going to make use of the rational éspfieas hypothesis.

According to this, economic agents use all relaiinfermation in order to predict the
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inflation rate and these predictions cannot beesyatically wrong. Therefore, on
average p=pand U=UN.

Figure 5 Phillips curve and natural level of unemployment
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Source: Paul De Grauwe, 2005, “Economics of Mogethrion”

Figure 5 shows the long-term vertical Phillips a@urvlhis curve is the
collection of all points for which p=pThe vertical line defines the natural rate of
unemployment UN or in other words that unemploymewel at which inflation does
not accelerate.

The second element of the analysis is made upeqgbtiorities of the monetary
authorities. We will assume that the monetary aitibe have an interest both in
inflation as well as in unemployment. The authesti preferences are depicted
diagrammatically in figure 6 in the form of indifence curves. We have drawn these
indifference curves concave, expressing the idatas the inflation rate declines, the
monetary authorities tend to attach more weightitemployment. Moreover, the
indifference curves closer to the origin represetdwer loss of welfare and are thus
preferred to those farther away from the origin.

Figure 6 Priorities of the monetary authorities
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Source: Paul De Grauwe, 2005, “Economics of Monethrion”
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Figure 7 “Hard-nosed” and “Wet” Government
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Source: Paul De Grauwe, 2005, “Economics of Monethrion”

The slope of the indifference curves expressesdala¢ive importance that the
authorities attach to combating inflation or uneoyphent. The “wet” authorities,
which care more about unemployment, have steefffeneince curves and are thus
willing to accept a higher inflation rate in orderreduce the level of unemployment.
On the contrary, “hard-nosed” authorities are wglito let the unemployment level
increase considerably in order to reduce the ioftatate. The indifference curves in
this case are almost horizontal and are depictédune 7.

We can now bring together the Phillips curves amel preferences of the
authorities to determine the equilibrium of the mlod his is done in figure 8.

In order to find out where the equilibrium will becated initially, we assume
that the government announces that it will follomanetary policy rule aiming at an
inflation rate equal to zero. We also assume thateconomic agents are convinced
by these governmental announcements and set #¥pEcttions for inflation equal to

zero. If the above are in place, we move to point A
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Figure 8 The equilibrium inflation rate
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Source: Paul De Grauwe, 2005, “Economics of Mogethrion”

Now, we see that the government may break what prasised. An
unexpected inflation rate increase would lead ttememy to the point B, located on a
lower indifference curve. One could support th& government has the incentive to
change its policy. However, it is known that tltem@omic agents are likely to react,
raising their expectations about inflation. Thigtshithe Phillips curve upwards in the
long-term period. The government must weigh thetsteom gains from this policy
change against the future losses that will resolinfthe shift of the Phillips curve
including the loss of the citizens’ trust to itdipi@s.

Now, let us assume that the government is made fupstwortsighted”
politicians and attaches more weight to the sheritgains and thus unexpectedly
raises the inflation rate. The economy moves toitpBi This “cheating” on the part
of the authorities will cause the Phillips curventove upwards and to the right. With
the new expectations of the economic agents, theetaoy authorities will realize that
it is more preferable to move to point C. Due te government’s inconsistency in
regard with its initial announcements this game g6l on until equilibrium point E is
reached. At that point, the government will no lenpave the incentive to raise the
inflation rate any more. A movement upwards aldmg Rhillips curve will lead to a
higher indifference curve and therefore to lossveffare. Also, point E is located on
the vertical Phillips curve and therefore the agepkpectations are fulfilled. The
latter will have no incentive to make any furthbanges to their expectations.

Given the assumption that the government attactesgay weight to the short-
term gains of inflationary strategies, point Ehe tinique point of equilibrium. Under
different conditions, the economic authorities vebbhve the incentive to fulfill their
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promises, since equilibrium would have been achlievgh a much lower inflation
rate. However, in many countries political insiibas do not allow politicians to
make long-term policy planning and they are thulgged to attach excessive weight
to the very short-term results.

Figure 9 Equilibrium with a “hard-nosed” and a “wet” governnent
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Source: Paul De Grauwe, 2005, “Economics of Monethrion”

Before we expand our analysis by adding the paremwdtthe MU, it would
be useful to distinguish the factors that affeatildorium at point E. Figure 9 shows
the different equilibrium points as determined the tdifferent priorities of the
monetary authorities. Assuming that the Phillipsves have the same slope, we
observe that the equilibrium inflation rate is heghn the country with a “wet”
government than in the country with a “hard-nosgalVernment.

The second factor determining the discretionaryilbgum is the level of
natural unemployment. With the help of figure 10 sa@ easily see that if the natural
rate of unemployment is increased and the prefesemd the authorities remain
unchanged, the rate of inflation will increase. $hequilibrium point is shifted from
point E to point E’. Some possible factors thatlddwave caused a rise of the natural
rate of unemployment include generous unemployrbentfits, low labour mobility
and/or wage rigidity due to high levels of uniortigaa. Another potential cause of
such an increase is the Hysteresis hypothesis vdfeams that higher unemployment
due to a recession can rise the natural rate ahplsg'ment because workers become
demotivated and deskilled while they are unemplayad#ting it more difficult to find

a new job.
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Figure 10 Equilibrium and natural level of unemployment
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Source: Paul De Grauwe, 2005, “Economics of Monethrion”

2.3.2 The Barro-Gordon model for open economies

In the previous section we saw that a governmeetasted both in inflation
and unemployment will not be able to be crediblemwit announces a zero inflation
policy. It will therefore have to accept a diffetehan the optimal equilibrium, where
the inflation rate is much higher. In order to fiadt how the economy of a country
would be affected if it made the decision to forrivld with another country we will
extend our analysis to the case of an open economy.

We will make the assumption that Germany and itatgn a monetary union.
Let us also assume that the government of Gerngmayhard-nosed” one and that of
Italy a “wet” one. Moreover, we will add the pursivag power parity condition, i.e.

(equation 2.2) e=p-pe
where e is the rate of depreciation of the Italiemvis-a-vis the German mark. Figure
11 shows the equilibrium inflation of the two coues. In Italy, the inflation rate is a
lot higher than that of Germany and therefore, iistndepreciate its currency
continuously. The Italian government could achiesguilibrium with a lower
inflation rate if it could convince its citizensathit would not attempt to go from point
A, where it stands, to point B.

We notice that if the two countries form a monetamyon, Italy has the option
to achieve equilibrium with a much lower inflatioate. If Italy keeps the lira
exchange rate fixed, given the purchasing powetypdhe Italian inflation rate will
be reduced to the inflation level of Germany (pdtht However, the fixed exchange

rate is not the most credible rule for solving gireblem. The moment the Italian
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monetary authorities find themselves at the newliegum point F, they have the
incentive to implement a surprise devaluation eflire. The increase of the inflation
rate, as a result of this devaluation, will enadt®nomy to move to point G. Over
time, the economic agents will adjust their expiates and the inflation rate will thus

end up being the same as it was before fixing Xicbange rate.

Figure 11 Inflation rate of equilibrium in two countries
Germany Italy

Source: Paul De Grauwe, 2005, “Economics of Mogethrion”

The Italian inflation problem could be solved byaatoning the lira and
adopting the German mark. Given the fact that Itadylonger has an independent
monetary policy (with “wet” preferences), point Fllwepresent the new Italian
equilibrium inflation rate. Thus, Italy may benefteatly by entering a MU with
Germany, while the latter experiences no welfasds. However, even efter the
formation of the MU, the Italian government migtgelp the “wet” preferences in its
fiscal policy. In other words, the government might to achieve growth (lower
unemployment) by fiscal expansion. In this casetdltould be a conflict between the
“hard-nosed” policy of the union’s central bank aih@ preferences of the Italian
fiscal policy, resulting to high growth of publielit.

We conclude that only a completely integrated Md gave Italy the required
credibility. An arrangement to fix the exchangesrbetween the two currencies will
be questioned as long as the exchange-rate palizythe hands of the inconsistent
Italian authorities. Indeed, the participation loé ftalian authorities in the new central
bank will negatively influence the cost of the MWIlore specifically, if the new
central bank is considered less “hard-nosed” tincentral bank of Germany, the

new equilibrium inflation rate of the monetary umiwill be higher than the one of
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Germany before union. This will probably be benefito Italy, but not to Germany

which will not be too keen to participate in suctraon.

2.4 Optimal stabilization policy and monetary union
In the previous section we discussed the diffiesltithat the economic

authorities of a country will face within a MU, foling a temporary asymmetric
demand shock. At this point, we will examine thdeetiveness of the national
stabilization policy, using the Barro-Gordon modeanalysis.

In figure 8, we presented the inflation rate thaargntees the equilibrium. In
figure 12, we will take into account the reactidrtiee central bank to a shock in the
short-term Phillips curve. We assume that the sieond Phillips curves shift up and
down due to temporary shocks. Suppose that a temppositive shock occurs which
shifts the short-term Phillips curve from positibhto position UU. The monetary
authorities react to the increase in unemploymegniniplementing an expansionary
monetary policy, thus raising the inflation ratethie pointll;. The intervention of the
authorities constrains the increase in unemployrteebk. If the monetary authorities
had not reacted by implementing an expansionary etaoy policy, the
unemployment would have increased to U2. Followagsimilar rationale, we
conclude that the monetary policy authorities imp@t a contractionary monetary
policy and choose the point C when they face a tearyg decrease in the
unemployment rate.

Figure 12 Optimal stabilization policy with the priority oftabilizing the level of
unemployment
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Source: Paul De Grauwe, 2005, “Economics of Monethrion”
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The dashed line that includes all the points oérsgction of the short-term
Phillips curves with the indifference curves is time of optimal stabilization policy.
The slope of this line, in this case, is determitgdthe weight attached by the
monetary policy authorities to the stabilizationuolemployment. To every change in
the unemployment level the authorities react withekatively powerful monetary
policy.

Figure 13 shows the optimal stabilization policy emh the monetary
authorities attach less weight to the stabilizatbbrunemployment. In this case, the
optimal stabilization policy line has a lower sloggomparing the two figures, we
observe that the more the weight the monetary atig®attach to the stabilization of
the unemployment rate, the higher the inflatioe w@ftequilibrium. This is the cost of
the effectiveness of the stabilization policy.

Figure 13 Optimal Stabilization policy with low inflation apriority
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Source: Paul De Grauwe, 2005, “Economics of Mopethrion”

Based on the above analysis, we conclude thatdbatiges entering into a
MU lose an instrument of stabilization policy impientation, which contributes to
combating the temporary asymmetric demand shoaobweMer, the cost of this loss is

not high, since in the long run this policy lead$igher inflation rates.

2.5 Mundell’s revised analysis
In his first article, where he laid the foundatioof the cost and benefits

analysis of a monetary union, Mundell questioned tihances of a successful

monetary union of Europe. However, in another Ertmublished in 1973, Mundell
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stressed the benefits of the MU focusing on twanioii) the effectiveness of an
exchange-rate policy and ii) insurance against asgtric shocks.

As we have showed in this chapter, the changekearexchange rate are not
related to fundamental economic variables, suckhasmges in the inflation rate or
economic growth. Indeed, in many cases, the motiveaconetary policies are
influenced by psychological factors, such as “heetiavior”, whereupon these same
policies cause asymmetric shocks and trigger dfalences in national economies.

Mundell’'s second argument is that an insuranceesysigainst asymmetric
shocks can be organized more effectively within tfeane of a MU. When, for
instance, a country is hit by a temporary demarutight is easier for this country to
borrow capital funds as a member of a monetaryryras opposed to the case where
this country is in an environment of exchange rateertainty — by keeping its
national currency. Capital flows (from the “sufgaitly” integrated capital markets)
will help the country stabilize its consumptiorogtimal levels.

According to Mundell’s revised analysis, a MU caoderate the economic
imbalances occurring in the member states and oatrilgute to insurance against
asymmetric shocks. However, the analysis of theaunes of a MU does not stop
here. Although exchange rate fluctuations can be iradependent source of
asymmetric shocks, the major asymmetric shocksbatter faced with fluctuating
exchange rates. Moreover, Mundell’'s second argurhast to do with insurance
systems against temporary asymmetric shocks. Iicdke of permanent asymmetric
shocks it is questionable whether the countriesadflU will be willing to be
transferring capital funds for a long period orefiditely towards the country that is
in need of them. Therefore, the adjustment of ¢hisntry must necessarily be based
on price and wage changes. In this case, we turk tsaMundell’s initial analysis

(1961) and his more pessimistic view of MUs.

2.6 Cost-benefit analysis of a monetary union
Previously, we focused on the OCA theory in ordenrderstand the potential

costs of a MU for its member states. However, tieere doubt that the participation
of a country in a MU brings a variety of benefitainly due to the decrease of both
transaction costs and exchange-rate risk. The evstsbenefits of a MU vary from

country to country, influenced by different factwach as a country’s degree of
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openness, the level of labour mobility and flexiiilof wages etc. Therefore, each

country is necessary to make a cost-benefit arsabefiore deciding to join a MU.

2.6.1 Cost-benefit comparison and the criteria of@imum currency areas
One way to compare the costs and benefits of aetapnunion for a country

is through the graph of cost and benefit curvesjngaas criterion the country’s
degree of openness. In figure 14 that was intradluoe Krugman (1989), the
intersection of the two curves determines a cotsteyitical degree of openness
which is necessary for its beneficial entrance Mla

Figure 14 Costs and Benefits of a MU
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At the left of the intersection point, a countryshiaterest to maintain its
national currency while at the right of this poibtwill obtain benefit from the
replacement of its currency. The shape and thdipowf the cost curve depend on
how efficient is considered the tool of exchange-rpolicy for the adjustment to
asymmetric shocks.

According to the monetaristic point of view, theeuof the exchange-rate
policy and inflation cannot affect real variablascls as output and employment.
Therefore, monetary policies are ineffective forreoting the different developments
within a MU and the cost of a union is really lo8taphically, the cost curve is closer
to the origin and is also steeper (figure 15). The&ans that many countries would be
benefited by abandoning their national currencyjaming a MU.

On the other hand, the Keynesian point of viewpsuis that the exchange-
rate policies can eliminate the rigidities of tladdur markets. Thus, many countries
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not only would face high costs from participating a MU but also some large
countries would gain much higher benefits by isgumo or more different currencies
within their own territory. In this case, the castrve is far from the origin and is
more horizontal (figure 15).

Mc Kinnon (1963) claimed that the high degree éragenness is a necessary
condition for a country’s beneficial entrance iM&. However, it is clear that in the
1980s many economists were in favor of the morsttanpoint of view, encouraging
the creation of the EMU in the 1990s.

Figure 15Two points of view for the costs and benefits di&)
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Source: Paul De Grauwe, 2005, “Economics of Mogethrion”

According to empirical data, the economic autlesitof countries such as
Italy, Greece and France, have considered benletic@r entrance in the EMU
despite the low level of trade (as percentage @f 8DP) with the rest of the union’s
member states. This fact indicates that the caséfiteanalysis of a MU should take
into account additional important parameters.

One of these parameters is the degree of rigadityages and price. As it was
shown in the first chapter, the encounter with @aremt asymmetric shocks under a
regime of fixed exchange rate makes harder thesadpgnt of the economy to the
equilibrium. Therefore, the countries with low degrof wages and prices rigidity will

face a lower cost in a MU. Thus, a decrease ddlitigin prices and wages, as well as
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an increase of labour mobility (Mundell 1961) witta MU, shifts the cost curve of

the figure 14 downwards to the left, making thetipgration in a MU more attractive.

2.6.2 Asymmetric shocks and flexibility of labour narkets
One factor that increases the participation cosa @buntry in a MU is the

asymmetric shocks within a union. Countries thatehaery different industrial
structures will also face much different demand sungply shocks. This fact shifts the
cost curve of the figure 14 upwards to the righd #me entrance in a MU becomes
less attractive.

The main conclusion of the OCA theory is that caestwith high divergence
in the growth rate and employment need a high @egfdlexibility in their labour
markets in order to form a MU without asymmetriev@dad or supply shocks. The
size and the frequency of these shocks are pdyito@related with the degree of
heterogeneity in the production structure of thentoes that are about to form a MU.
The correlation between a flexible labour market asymmetric shocks is described
by an ascending linear function (figure 16). Thertical axis represents the
divergence in the growth rate of production and leyment as a result of asymmetric
shocks while the horizontal one represents theesegf wages flexibility and labour
mobility.

Countries that are placed below the line AA camfa MU without a big
adjustment cost. Therefore, they form an optimatency area. On the other hand,
countries that are placed above the line AA wowdbtter to keep the independence
of their exchange rates, as the participation cost MU would be higher than the

benefits.
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Figure 16 Real divergence and flexibility of labour market thin MUs
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Source: Paul De Grauwe, 2005, “Economics of Monethrion”

According to empirical researches, the EU of then#mber states does not
form an optimum currency area. From an economiaotpufiview, for many countries
the costs outweigh the benefits of participatiorthe union. Therefore, in the figure
16 it is placed above the line AA. Other empiriaablyses prove that subgroups of
the EU of 25 member states, such as the EU ofdt®) &in optimum currency area.
The main criterion for the optimum size of MUs isetsize and the type of
asymmetric shocks. As it was analyzed in the fiteipter, the presence of member
states with independent expenditure and tax pslices well as with their own
particularities regarding the economic authoritiesgates a significant source of
asymmetric shocks. However, in the framework ofld tdlese shocks can be reduced.
To be more specific, the study of Artis and Zhah§96) shows that the business
cycles of the EU member states are much more ebecethan in the beginning of the
1980s. Thus, today there are less asymmetric shamokséig the member states of the
EU than 20 years ago.

The difficulty of a quantitative measurement ofauetry’s participation cost
in MU cannot lead us to absolutely objective arehckonclusions. There is a conflict
of opinions even about the optimum size of the El2member states. The higher
the divergence among a union’s economies, the rddfieult is to achieve full
integration. The challenge for the EU of the 25 rhemstates to form a less costly

monetary union can be succeeded through politicaégration. Apart from
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institutional and legal adjustments, it will be aisecessary a higher coordination of

the economic policy in order to reduce the freqyesfasymmetric shocks.

2.6.3 Costs and benefits in the long-term
There are two contrary views about the long-teasts and benefits of a MU.

One is supported by the European Commission andotiher by Krugman, both
presented in the 2.1.1 part. Figure 17 represeert&tropean Commission’s point of
view which claims that as the trade integratiorreases, the countries become more
similar and they face less asymmetric shocks. T@8& Gne represents all the points
where the costs are equal to the benefits andsipbaitive slope for two reasons: i) as
the economic integration increases, the net profita MU go up, while ii) as the
economic divergence increases, the cost of a Ml lggher.

All the points that are at the right of the OCAdiare points where the
benefits of a MU outweigh the total cost. The EUhaf 25 member states is placed on
the TT line with negative slope and towards thé défthe OCA line, confirming the
conclusion of the part 2.6.2. From the figuresitclear that as the trade integration
goes on, the EU-25 will inevitably move at the tiglfi the OCA line. Therefore,
according to this point of view, the MU will be kefitial in the long-term for the
countries of EU.

Figure 17 The European Commission’s view
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Source: Paul De Grauwe, 2005, “Economics of Mopethrion”

Figure 18 depicts Krugman’'s opinion which statésttthe economic
integration leads to higher divergence, resultmgnibre asymmetric shocks. This is
represented by the two lines, TT and T'T’, thatddifferent positive slope.
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Figure 18 Krugman’s view

A
, 5 / OCA
Divergence

T

=

Tradeintegration

Source: Paul De Grauwe, 2005, “Economics of Mogethrion”

Now, there are two scenaria for the union’s loagrt evolution. The first one
is presented by the line TT that has lower slop tthe OCA line. In this case, the
EU of the 25 member states will achieve to become@imum currency area in the
future. Despite the fact that higher integratioade to higher specialization, and
therefore to more asymmetric shocks, it also ireweahe benefits of a MU. As a
result, the higher economic integration will mowe £U-25 at the right of the OCA
line.

The second scenario is represented by the line that is steeper than the
OCA line. Here, the prospect of an optimum curreaa is impossible. The degree
of integration increases faster than the beneffta dVMU, resulting to dreadful
divergence cost. It is important to emphasize th&t case leads to a paradox. It
shows that the decrease of economic integratiomgntiite member states of EU-25
makes the MU more attractive. However, the thecaéthypothesis that Krugman
based his opinion was not confirmed by the recesults of empirical researches.

Finally, a significant element for a MU’s long-terevolution is a country’s
own decision to join the union. Since figure 18 idep the current situation, a
country’s decision to participate in a MU, eventitloes not meet the OCA criteria,
will accelerate the process of economic integratibrs supported that the criteria of
the OCA theory have endogenous characteristics.nvédhgroup of countries decides
to form a MU, the OCA criteria are better fulfilled
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CHAPTER 3

Case study: Greece in the European
Monetary Union

Source:Shooty
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3. Greece in the European Monetary Union
Greece became the 12th member of the EurozoneQh after dramatically

cutting inflation and interest rates. Although tBeeek government promised greater
stability and prosperity, many analysts were afthat the euro could suffer from the
inclusion of weaker European nations. In 2004, nemfbdge was revealed after a
close scrutiny of Greece’s budget figures. The m@wernment (New Democracy)
that was elected in 2005 imposed an austerity Hudgeorder to decrease the
country’s deficit and to cover the cost of hostthg Olympic Games in 2004. Just a
year after the Greek economy appeared to be rdogvand growing again with a
GDP up to 4.1%. Despite the fact that the economy performing well, the citizens
were dissatisfied with the austerity measures. Asesult, in the October 2009
elections the Panhellenic Socialist Movement (PA$@#&ty won the power. At that
time the Greek economy has contracted by 0.3% lamchational debt has increased
to €262bn, from €168bn in 2004. The deficit wasested to reach 6% of GDP by the
end of 2009 but in reality it reached 15.4% of GID¥PNovember 2009 the fear of
default grew while the Prime Minister said that #mnomy was in “intensive care”.
From that point, different scenaria of bankrupteyd gpanic were spread through
international mass media. In December 2009, radiggncies degraded Greece from
A- to BBB+ which raised the cost of borrowing arst@&ated the crisis.

3.1The public debt of Greece
In order to have a better understanding of theofacthat led to the current

crisis it is necessary to have a look at the past t® identify the origin of the
problems. A very important question is how and wttencountry’s huge public debt
was accumulated. Before we start the analysishetter to make clear the difference
between debt and deficit. Every year, a governnhast a certain level of revenue
mainly from tax collection and a certain level okpenditure for education,
healthcare, payments of public servants etc. Ircse that the expenditure is higher
than the revenue then the government has a dafidithas to borrow money, which
creates debt. If the government has accumulatetl fdedm previous years due to
consecutive deficits then a new deficit in the entryear increases even more the
existing debt. There is a bidirectional relatiopshetween debt and deficit: not only a

new deficit raises the already existing debt, lbsb $he accumulated debt of previous

49



years increases the deficit of the current yeais Happens because the interest
payments on the existing debt consist part of tineeat year’'s expenditure, thus
contributing to the year's deficit. There is albe toncept of primary deficit which is
equal to the annual deficit without the interestrpants for the public debt.

We can now proceed to the actual analysis of tleekspublic debt. In 2011,
the country’s total debt was around €350 billiort60% of GDP, representing 0,57%
of the total sovereign debt in the world (OECD istats).

Figure 19 Public debt over GDP ratio
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Source: European Commission, IMF

According to the figure 19, the debt increaseddigpduring the 1980s and
continued rising with a lower rate during the 19%0sl 2000s. We can notice that
between 1993 and 2007, the ratio was quite stahlkthe deficits were very high.
This could be attributed to the high GDP growthceirmid-1990s. The nominal
growth was higher than average rate of interestleint favoring a decrease of debt
(Kevin Featherstone, Hellenic Observatory, 2010,e%8e and the crisis”). However,
the high deficits had obstructed that decline tesylto a stable debt/GDP ratio. The

accumulated debt caused a decrease of the productigstments and an increase of

the consumption. The evolution of the public dehteflected into the evolution of the
deficit.

Table 1 Public Deficit
Decade 1960-1969 1970-1979 1980-1989 1990-1999 2000-2009

Public
deficit -0.6 1.2 8.1 8.4 5.9
(% of GDP)

Source: OECD
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Table 2Public Debt

Public Debt
(% of GDP)

26 71 101,5 1151

Source: OECD

It is obvious that the high deficits during the 088ed to a dramatic inrease of
the debt. As we can see in the table 2, the delvbsketed from 26% of GDP in
1980 to 71% of GDP in 1990. In the 1980's expemnei{®oGDP) rose by 19 points
from 24% in 1980 to 43% in 1988, while revenue rbgeonly 7 points form 20% to
27%. The debt continued to rise during the nexiades as a result of high deficits
which were in high levels partly because of thenest payments of the accumulated
debt.

A crucial issue is how the economy was affectedhieypublic debt. The table
below shows the average consumption and investaseatpercentage of GDP in each
decade.

Table 3Consumption and Investments

Decade 1970-1979 1980-1989 1990-1999 2000-2009
Consumption
77.2 85.1 90.1 88.8
(% of GDP)
Investments
30.7 23 20.6 22.6
(% of GDP)

Source: OECD
In comparison to the 1970s, the consumption ineeasgnificantly during
the 1980s while at the same time the investmerdsicexl by the same almost
percentage (8% of GDP). This means that the Grégers were consuming more
while only a small amount was used for productimeestments. Both these effects
were mainly due to the dramatic rise of the puldibt during the 1980s as well as
due to the way that the governments spent the mthvaythey had borrowed. In fact,
the amount of money that was spent for productivestments was not more than
25% of the total amount. The largest portion of theney was spent in order to
increase the salaries in the public sector andp#resions. The higher consumption
(table 3) was the consequence of increased saldres lower investment was the
result of fewer available private savings to finauitc This was due to the fact that the

Greek citizens were investing their savings in betiblic and private bonds.
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Therefore, private firms had access to fewer savifiy financing productive
investments. As the government was not investirg rttoney that has raised by
issuing bonds on public infrastructures, the tqiablic and private investment
reduced.

Furthermore, it is necessary to examine the exiteiela of the country which
is the amount of money that Greece owes to foreggra 2009, the external debt
came up to 82.5% of the GDP. A country accumulaeternal debt when its
government or its private sector (businesses atidens) borrows money from
abroad. In the case of Greece, the private sedtbrndt borrow money from
foreigners but it was the government that didrilded, the external public debt was
up to 79% of the total public debt in 2009. Thisamethat the external debt of Greece
is public debt (Costas Meghir, Dimitri Vayanos, biskVettas, 2010, “The economic
crisis in Greece: a time of reform and opportunifyége 6).

When a country borrows money from abroad then itsames more than it
can produce. The additional consumption comes fileenimports. The situation in
Greece was that its citizens were consuming imgagt®ds with the money that the
government had borrowed from abroad. The monewtaatcoming from abroad was
passing from the government to the citizens inedéht ways such as salaries and
pensions. Because of the higher salaries the peggke consuming more and in total
the country was consuming more than it could preduc

Table 4 Trade balance and external debt
Decade 1990-1999 2000-2009

Trade Balance
-10.7 -11.4
(% of GDP)
Net lending
4.1 10.2
(% of GDP)
Net transfer payments
5.9 2
(% of GDP)

Source: OECD
According to the table 4 the last two decadestthde balance (exports —

imports) was negative. This means that the coumtas importing more than
exporting as well as that Greece was investing @rmbuming more than it could
produce. The external lending increased becausedbetry was importing much

more than exporting but also because the transtgmpnts from abroad decreased.
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One reason was that the payments from EuropeamUattuced because of the new
members that were less developed than Greece.

In the period 2000-2009 the external lending iasesl even more because of
the increased imports and the reduced transfer @atgrfrom the EU. One possible
reason of this high external lending was the reglinvestments for the Olympic
Games. However, the main reason was the declinimgtp saving during this period
as the interest rates were quite low and consupaaislfrom banks high available.

Figure 20 Domestic saving (%0GDP)
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As we can notice in the figure 20, domestic sawn@reece was consistently
decreasing after 2003. That decline was mainly tudower private saving and
partially due to increasing public deficits (OECBJthough Greek citizens were still
saving in 2000s, those savings were not enougluyahe governmental bonds. This
means that saving plus taxes were lower than gowamh expenditure plus
investment. As a result, the government was fotodzbrrow money from abroad.

After a description of the Greek public deficitdadebt, we need to identify
and explain the factors that have contributed ® dbuntry’s fiscal crisis. We can
distinguish between endogenous factors relatedot@rgmental fiscal policies and
the structure of the Greek economy, and exogenact®rs concerning the global
crisis of 2008 and the function of EMU. Then welathalyze these factors under the

prism of the theory provided in the previous twaoters.
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3.2 The main causes of the Greek fiscal crisis
Before actually analyzing the causes of the crisispight be interesting to

present the results of a personal research thatereducted between December 2011
and March 2012. During this period, 5000 Greekzeits from 17 to 70 years old that
live in different regions of Greece were callechtswer the same question -“What do
you think that are the causes of the fiscal ciisiGreece?”. Each participant gave one
of the following answers:
A. Bad governments (2850)
. Tax evasion (550)

. Corruption (1000)

B

C. Huge public sector (500)

D

E. Participation in the Eurozone (100)

Figure 21 Causes of the fiscal crisis based on the samplgismimn
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Source: Author’s research

According to the figure 21, more than half of geaticipants (57%) blame the
governments for the current crisis. Greek citizaresfrustrated with the government’s
lies and mistakes. There is a general anger foatiséerity measures because most of
citizens feel that they have to pay a debt thay gre not responsible for. In total,
98% of the sample believes that the causes ofribis are endogenous while only 2%
thinks that the participation in the EMU could beeason of the crisis. The second
most important factor is considered to be corruptsupported by 20% of the
participants. At the same time, tax evasion anchtige public sector have almost an
equal contribution to the crisis, representing 1d8d 10% of the sample respectively.
The results of the research point out that the samwas well informed about the
conditions of the Greek economy while it only hadinsited knowledge about the

implications of the EMU participation. Actually,dbe are the factors that have been
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highlighted from the mass media and they are path® main causes that will be

analyzed in the next section.

3.2.1 Endogenous causes of the Greek fiscal crisis
We will first examine the endogenous causes ottlses that according to the

previous research are considered to be the masomeaof the Greek crisis. There is
no doubt that the increasing public deficits in tomation with the declining
competitiveness played an important role on theoorggdebt crisis.

= Governmental fiscal and monetary policies

Figure 22 Evolution of the Greek public debt
Greek public debt
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(Source: Georgios P. Kouretas, The Greek Crisisesiand implications, page 13)

Figure 22 depicts in a very clear way the relatmmsetween the Greek
public dept and the different governments fromehdy 1970s till 2010. As we can
notice, after the fall of dictatorship (Junta) @74, the first government managed to
maintain the debt/GDP ratio at a low level, aro@586. In 1981, the election of the
socialist government, led by Andreas Papandre@auguarated an expansionary fiscal
policy heavily based on borrowing from the markatsl with the goal of increasing
the income of the average Greek household. Theoworg was part of the
government’s policy to improve the standard ofrltyin Greece through higher levels
of consumption. This process was further suppdoiethe EU funds e.g. agriculture
subsidies, financing of infrastructure projectsmifar expansionary fiscal policies
were followed by all the next governments leadimginsustainable development of a
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consuming society and augmented public debt as agefpublic deficit due to high
interest payments.

At this point someone would pose the reasonabéstopn of how did Greece
was accepted in the EMU while having such a higblipudebt. In reality, as it was
revealed later in 2004, the country has never lkedfi the criteria for joining the
Eurozone. (Howden, Daniel. 2004. “Greece admitsciefigures were fudged to
secure euro entry”. The Independent, 16 NovemB&®.Greek government admitted
that its deficit has never been below 3% since 1@®ece had some difficulties to
meet the requirements of the Maastricht Treaty,e@sfly regarding inflation.
However, the government was highly motivated teetiie EMU as fast as possible
and focused its monetary policy on cutting inflatiboom an average of 20% in 1991
to 3.15% in 2000. This huge decrease was achidwedigh the “strong drachma”
policy which was a strategy of intermediate excleargje targets, involving nominal
depreciation of the Greek drachma against the Eftdeasingly lower than the
inflation differential between Greece and the Eldrage (Michael G. Arghyrou 2006,
Monetary policy before and after the euro: Evidefioen Greece, page 4). The result
was a gradual appreciation of the Greek drachmansigthe ECU. The following
graph depicts the real exchange rate of drachmedb@sthe consumer price index. A

rise of the index corresponds to real appreciation.

Figure 23 GDP and real exchange rate 1980 — 1997 (1990=100)
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Since 1988, when the Bank of Greece had startefficinlly applying the

“strong drachma” policy, the real exchange rateabelg appreciate. That
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appreciation lasted till 1997 resulting to a lossampetitiveness for the country’s
exports.

Although the *“strong drachma” policy managed itifla convergence,
allowing Greece to join the Eurozone, it only hashart-run effect. The government
was more focused on numbers than on real refornflation decrease was not
supported by developments in the real side of dom@my. As a result, Greece faced
strong inflationary pressures after joining the ami increasing the inflation
differential between Greece and the EMU average.

Figure 24 annual inflation rate among EMU countries (1999-28)
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According to the figure 24, the peripheral courstiiad much higher inflation
rate in the period 1999 to 2008 in comparison withuntries such as France,
Germany, Austria, Finland and Belgium. Especiallg€te had the highest average
annual inflation rate among the selected countiiibss fact led to significantly lower
real interest rates than the EMU average and tovaketion of the Greek real
exchange rate. In fact, as the following figurevgbothe real short-term interest rates
in Greece had sharply dropped from 6% before tlhwatcg's accession to the EMU to
less than 1% after EMU.
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Figure 25 National real interest rates : Before and since EMU
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Under such conditions a country’s competitivenesslecreased having an

adverse impact on its current account. Indeed, ¢grbas increasing levels of current

account deficit since 2000. It is clear in the daling graph that the major factor of

that deterioration was the increase in imports twhas not accompanied by a similar

export growth.

Figure 26 Greece: Current account deficit 2000-2009 (€ bitip
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There is no doubt that Greece did not achieved¢hkconvergence required.

The country was not ready to join the EMU. It igpgarted that at that time there

existed an incompatibility between the domestiaunesments of the Greek economy

and the EMU policy, indicating a lack of sychronidratween the Greek and the

European business cycle. The results of a study fteeon Costas (2006, The
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European and the Greek business cycles are theshmzed?) that tested the
European and Greek business cycles from 1980 t6 B@@e shown that although
both cycles exhibited lower volatility over timeheir correlation and their
transmission mechanism appeared to be weaker wner This means that the two
cycles became less synchronized through time. dtle ¢f synchronization between
the two business cycles can be a source of asymensftocks with high costs for
Greece and the union.

Now, let us focus our analysis back to governmeptdicies. The Greek
government was in a hurry to join the Eurozondyalgh real convergence was not
achieved and the deficit criterion was not fulfilleAt the mean time, the different
governments kept following expansionary fiscal giel, resulting to huge public debt
and extremely high public deficits. The dramatidl fa interest rates after the
adoption of the euro created favorable conditiarsfdirther borrowing. One could
support that the Greek governments were involveshamal hazard behaviour. They
were consistently violating the fiscal rules of tBMU as well as they were hiding
their real debt and deficit from the European arities, putting in serious danger the
union’s future. The moral hazard behaviour is bagedhe fact that the profligate
country has more information about the real sizésofleficit and the total exposure
of foreign banks in its debt. This is called infaton asymmetry. The rationale of the
governments could be that Greece as a small coubtcpunts for less than 3% of
total EU GDP- cannot have a big impact on the whabéon. In addition, the
governments were relying on the help of the othemimer states in case of fiscal
difficulties.

For a small economy that belongs to a MU it is lesstly to misreport its
deficits than reporting the real ones and pay a. flaBreece that was always having a
high deficit found that the costs of hiding itsid#f including the risk of being caught
and the reputation costs, are less than the caspofting its real deficit and paying a
fine (Marco della Giacoma, 2010, Small countriesnom optimum currency area:
Only moral hazard? The Greek case, pages 22, 2. Situation also affects the
markets and the investors that hold part of thenttgis debt. If the real deficit was
known, the rating agencies would downgrade the trguand the investors fearing a
debt default would sell bonds, causing a steepirfaheir prices. The small country
can keep “lying” to the European authorities anel tarkets till it finds itself in the

edge of bankruptcy.
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At the point that the truth is revealed, the ingesteact by selling their bonds

and the country is downgraded which extremely its interest rates. This is

evident in the following graph that depicts the tdgrelds of selected EU countries.

Figure 27 Bond yields in EU
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The yield of the Greek bonds kept rising since Nwoler 2009 when the new
Prime Minister announced the real size of the Gneelilic deficit and debt. The
increasing yield differential between Greek andrfzar bonds reflected the fact that
investors are less willing to buy Greek bonds dua high possibility of debt default
in Greece. Banks from all Europe that hold thesedsaare adversely affected while
panic and fears of potential debt crisis in otherdpean countries are spread through
the market. The potential risk of contagion agamister member states forces the
EMU to rescue the profligate country in order tgesthe whole union. The ECB has
to buy the bonds of the troubled country in ordeprtevent a collapse of the European
banking system.

Nevertheless, Greece was not the only player is game. Apart from
accounting “tricks”, the Greek government managedaver its debt with the help of
Goldman Sachs. In 2001, the Greek government mataga deal with the US
investment bank which involved an underground lo&&.8 billion Euros. This deal
was a mistake that cost a lot to the country. Fitoenvery first day of the deal, Greece
owed Goldman Sachs around €600 million more thanirfiial amount of the loan
(Nicholas Dunbar, Elisa Martinuzzi, 2012, “Goldmsecret Greece loan shows two

sinners as client unravels”).
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The deal also included cross currency swaps in twihe debt issued by
government in dollars and yens was swapped for debd for a certain period using
an historical exchange rate. This is a common typgovernment refinancing as
European governments issue bonds around the woylen, dollars or Swiss francs in
order to obtain funds while they need Euros foirttlaily transactions. After a certain
period the bonds are repaid in the original foredgnomination. Especially for
Greece, Goldman Sachs devised a “creative” kindwedp with fictional exchange
rates, allowing the country to receive a much highmount than the actual euro
market value of 10 billion dollars or yen. By thedy, the US bank secretly arranged
an additional credit of up to $1 billion for the &@k government. (Beat Balzli, 2010,
“How Goldman Sachs helped Greece to mask its tals)dThis amount of money
under the form of a swap was not included in thee®&ebt statistics as the reporting
rules by Eurostat do not impose detailed recordingansactions involving financial
derivatives. In the past, Italy has managed to hidereal debt with a similar
mechanism. Goldman Sachs used an imaginary higt@xchange rate in the swaps
that made about 2% of the Greek debt disappear tihensountry’s national accounts.
As a result, the Greek deficit in 2002 was estithdtebe only 1.2% of GDP but in
2004, when Eurostat reviewed the data, the defloibunted to 3.7%.

At the same time, in order to repay the €2.8 hillioan, Greece entered into
another swap contract tied to interest rate swimgse. events of September 2001 led
to a sharp decrease of bond yields which causedrketto-market loss on the swap
for Greece due to the Goldman Sachs’s formula topetie Greece’s repayments over
the time. After a renegotiation of the deal in 20€% US bank proposed to base
repayments on an inflation swap linked to the Eonezs harmonized index of
consumer prices. Unfortunately, the new swap didseidhan the previous one as
bond yields fell, rising the government’s lossesta€5.1 billion (Nicholas Dunbar,
Elisa Martinuzzi, 2012, “Goldman secret Greece Isapows two sinners as client
unravels”).

So, Greek governments have created a vicious adfcexcessive borrowing
and systematic misreporting of their deficits. Thegre borrowing money mainly
from abroad to support their expansionary fiscdicpes, as previously explained,
creating huge public debt and deficits that werkng from the European authorities
with the help of Goldman Sachs. However, the exéigrhigh level of borrowing was

not the only cause of the high public deficits. Ttodlowing tables present a
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comparison between Greece and the EU average,dimegahe public income and
expenditure in 2007.

Table 5Public Income
Social
Contributions
(% of GDP)

Total Income | Indirect Taxes Direct Taxes

(% of GDP) (% of GDP) (5 of GDP)

Greece 39.7 12.5 7.9 13.4
A"eéage of 44.9 13.5 13.4 13.5

Source: Eurostat

Table 6 Public Expenditure

. ) Interest Social
Total Intermediate SEIEUES Pavments | Provisions
2007 Expenditure  Consumption (% of (3//0 of (% of
o) 0,
(% of GDP) = (% of GDP) GDP) GDP)
Greece 45 57 11.2 4.4 17.6
EU 45.7 6.4 10.4 27 191
average

Source: Eurostat

From the table 6 we can conclude that the sizeubfip expenditure is very
close to the European average. However, the altotaf the expenditure has some
important differences. In Greece, the interest payswere representing 4.4% of the
public expenditure in 2007 while the EU average waly 2.7%, something that was
due to the high public debt of the country that waplained before. In addition, the
Greek government spent less in social provisiongevdt the same time the salaries
were a bigger part of public expenditure in Greéldas could be attributed to the
large public sector that will be analyzed later on.

On the other hand, the public income in Greece mash lower than the
European average in 2007. This was due to the gomet’s inability to collect direct
taxes. In fact, in an average European countrygthernment collects 13.5% of its
GDP from direct taxes but in Greece this percentagmly 7.9%. It is important to
mention that this difference is not due to lower tate, Greece has slightly higher tax
rate than the European average, but it is because @vasion. This could also have
contributed to the fast growth of consumption ire@re. To be more specific, the
funds that would otherwise had been collected asstavere used for private
consumption. If the governments in the past hadagea to collect taxes from all the

citizens according to their real income, the defimuld have been much lower.
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Although the tables 5 and 6 represent the year ,200¥is a general situation
in Greece. According to Eurostat statistics, in 20the total general government
revenue was 38% of GDP in Greece with an EU aveodge!.2%. From 2001 to
2010, the average government revenue in Greeaeusé 39.5% while for the same
period the EU average is around 44.3%. The nunihbdisate another main issue of

the Greek economy, the tax evasion that is closatyected with corruption.

= Tax evasion and corruption

The ability of government to collect taxes isliseg@roblematic in Greece,
having one of the lowest revenue from taxes inBble- 32,6% of GDP as against an
EU average of 39,3% (European Commission). Thiues to tax avoidance and tax
evasion. At this point, it is useful to differentBabetween the two terms. Tax
avoidance is the practice of reducing the amounpayfable taxes by legal means
while tax evasion is the illegal action of not payihe proper amount of taxes.

According to a report (2011) by the European Cossion’s task force,
Greece has €60 billion in unpaid taxes due to tepidance which proves the gravity
of the problem. From the €60 billion only €8 bilii@an be easily recoverable. At the
same time, half of the total amount is in uncobélctaxes that have been presented in
the court and wait for a decision, in some casesifare than 10 years, indicating also
the matter of bureaucracy. Greece has an inefeeind expensive tax system which
is full of exceptions and ad hoc provisions duéga@omplicated tax legislation.

Tax evasion is closely connected to the “shadoesgnemy which in Greece
was estimated to be equal to 27.5% of its GDP ihl2Report by Central Bank of
Greece). Part of this problem is the illegal labatiich is considered to be extremely
high in Greece. To be more specific, based onss$itzi published by the National
Labour Inspectorate for the year 2010, from thaltotimber of 77.666 workers that
were investigated, 19.435 or 25% were illegal.

The report by the Central Bank of Greece for teary2009, has shown that
53% of the tax revenue was coming from employeeat @ensioners, 31% from
businesses, 7% from free lancers, 2% from rentiemsl 1% from farmers.
Furthermore, 44% of the businesses declared zefispin 2009. This means that the
lower income classes (employees and pensioner®) asgount for more than half of
the total tax revenue that year. Tax evasion hss alsocial impact. Since the rich

usually cheat more, it leads to unfair distributadrwealth as well as it means that the
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tax burden falls too heavily on the shoulders of thonest and lower income
taxpayers.

It seems that tax evasion has deep roots in Gré@éesenforcement of the tax
laws is insufficient due to corrupt tax officialsat are very easily bribed. This is an
extra motivation for tax evasion. People are mikely to be honest and to comply
with the law when they know that illegality will letected and punished. However,
it is not only a matter of lax enforcement but atédow “tax morale”. In developed
countries, people pay taxes because they wantntoilzote to the common good with
the belief that all the citizens think the same wayd that the government is
legitimate and trustworthy. This belief is very Idar the Greeks, as they face fraud
and corruption in their everyday life e.g. in hka#ire, in tax system, in politics, in
business. Indeed, in 2009 the organization Traesgsrinternational ranked Greece
as the most corrupted member of the EU, togethén Bulgaria and Romania.
According to a report by the Hellenic Foundation European and Foreign Policy,
Greece loses €13 billion each year in corruptioth @x evasion. Since Greeks do not
trust the system because is corrupted and tax@vasivery common, they are less
willing to pay taxes. Tax evasion in Greece is aaadnclination which means that
for a successful tax reform apart from a policy rde is also needed a cultural

change.

= Huge public sector and early age of retirement

The accusation that Greece has an enormous pelliarss more a stereotype
than reality. OECD, in its “Government at a Glar#l1 — Greece” publication,
guotes: “Greece has one of the lowest rates ofipurhployment among OECD
countries, with general government employing juS€4 of the total labour force in
2008. This is a slight increase from 2000, whenrétte was 6.8%. Across the OECD
area, the share of government employment ranges 60% to 29.3%, with an
average of 15%. The Greek government has plansrtbef decrease this share, by
replacing only 20% of staff leaving on retiremeRtiblic employment is also highly
centralized in Greece, with over 80% of staff waorkiat the central government
level.” The following table summarizes the situatiof the Greek public sector in
2011.
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Table 7 The Greek public sector in 2011

Greece

General government 705,645
Wider public sector 175,000
Total public sector
880,645
employment
Total labour force 4,967,200
Total population 11,257,290
Public sector employment as:
8%

% Total population

% Labour force 18%

Source: Greek National Statistic Organization

According to the table 7, Greece’s public sectopeyment in 2011 was 8%
of the total population which means that there waes public employee for every 13
citizens. After all these statistics, it seems tBegece does not have such a big public
sector as it is generally believed and cuttingsize will not bring enough benefits to
the government. Actually, it will increase the um@ayment rate that currently is
more than 21% and it will further reduce the tacoime.

The main problem of the Greek public sector isitsosize but its inefficiency.
Greece has very low values of Public Performandeé#tors together with Portugal,
Spain and Italy Heinz Handler, 2005, The size and performance of public sector
activities in Europe”, page 18). It also has lowduictivity and quality of delivered
services. Another issue is that the Greek publitoseis considered to be very
corrupted. For example, many employees got a jabarpublic sector by exchanging
their vote with a position in this sector. For maygars, public employment was
considered to be the “dream” job of every Greekzeit due to its permanent
character and less working hours in comparisohéqtivate sector.

Greek public servants work the same amount of hiquer week as the
German ones i.e. 35 to 36 hours while at the prisatictor Greeks work around 42
hours per week. As Eurostat statistics have redeme2011, Greece has the first
position among the EU countries regarding the waykhours. The research has
shown that Greeks work from 42,2 to 43,7 hours/wedle the French work 38
hours/week and the Germans only 35,5 hours/weeé&. ntimbers totally contradict
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with the rumors that Greeks are lazy, spread bymhss media all over the world.
Unfortunately, according to the same research @réas a quite low productivity
index per hour worked, only 76,3, while in Germasy.23,7 with an EU average of
100. The index is based on GDP per hour worked isrekpressed in a common
currency that eliminates the differences in priezels between EU countries
(Eurostat). Regarding the wages in the public setttes true that since the country’s
EU entry, they have increased more in comparisorotteers countries such as
Germany and France but this increase was parteo€dhvergence procedure within
the union. Still the net hourly wage for public doyees is 30% higher in Germany
than in Greece. On the other hand, if we take ounsideration the productivity
difference between the two countries we can cldiat public employees are more
expensive in Greece than in Germany.

However, the public sector is not such a big barde the Greek government
as the pension system.

Table 8 Age of retirement and level of retirement pensiof@-2009
Average pension

Official age of retirement

(% of average income)
Greece 58 95.7

OECD 63.2 60.8
Source: OECD

According to the table 8, the working populationGneece could retire at the
age of 58 receiving a full pension, with the coiditthat they have completed 37
working years. This age of retirement is much lothan the average OECD while at
the same time the pension is significantly higherGreece. Although the age of
retirement has increased, the pension system lis ustder reform. The social
contribution that the government receives from ea&clker is 44% of its total income
(28% from the employer and 16% from the employeeCO 2009) and is the second
highest among the OECD countries. From this peacgnt 60% is used for the
pension payments and 40% for other social provssitdke health insurance. Let us
assume that there is no population growth andpéaple live exactly up to their life
expectancy which is 80 years old in Greece. Ifitlials work for 37 years and retire
at 58, this means that there are 37/22=1,68 emetof@ each pensioner. Thus, a
pensioner can receive only 1,68x44%x60%=44,5% afhkr gross earnings at

retirement which is less than half of the averagespn in table 8 (Costas Meghir,
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Dimitri Vayanos, Nikos Vettas, 2010, The econonmrisis in Greece: a time of reform
and opportunity, page 19). In fact, the Greek pmnsnsurance funds have serious
deficits -€500 million in 2010 (Greek National $sits Organization)- confirming
that the pension system is unsustainable. Sincpehsion insurance funds are public,

their deficit increases further the total publidicieand the need for borrowing.

= Structure of the Greek economy

Greece is a small peripheral country of 11,3 mllpeople in the southeastern
edge of the EU. The country’s accession to EU i@l1felled its transformation into
an open economy. However, Greece still has a \@wylével of exports inside and
outside the European Union while at the same tiime level of imports was
consistently higher resulting to a chronic tradéatteof 15% of GDP on average for
the past 12 years.

Figure 28 Greek exports and imports (2006 -2011)
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According to the figure 28, the last three ye&@00, 2010, 2011) the trade
deficit has significantly narrowed. In the periogtlween 2006 and 2008 both exports
and imports were presenting an upward trend thatst@pped by the global crisis of
2008 -2009. Between 2009 and 2011, the importsiradaelatively stable at a much
lower level than in 2008 while the exports haveréased by almost €10 billion.
Overall between 2008-2011, the trade deficit hasedesed by 52% from €43,3 billion
to €20,8 billion. Only in 2011, imports decreasgd/tb% while exports increased by
38,7% ( Greek National Statistics Organization).

67



According to the World Trade Organization (WTO),eéce’s share in world
total exports in terms of merchandise trade way 6rl4% in 2010 while its main
exports were agricultural products (27,1%), fueid anining products (20,7%) and
manufactures (49,3%) such as textiles, foodstufts @etroleum-based products. One
serious problem is that the Greek exports are pabvieersified and consist mainly of
low value goods. EU-27 was the destination forGBg% of Greek exported goods.
The biggest markets for the Greek products are @eymand Italy among EU
countries. Other main trade partners in EU incl&dggaria, Cyprus, UK, France,
Spain and Romania. The most important marketshinGreek exports outside EU are
Turkey, United States, Albania and Russia. Conoerrthe trade of commercial
services, Greece’s share in world total exports W89% in 2010. The main Greek
exported services are travel and transportatiope@ally shipping), representing
more than 90% of the country’s total exports ovees. It is a fact that Greece has
the world’s biggest fleet with 3.213 ships. In 20%hipping comprised 65% of the
total exported services.

On the other hand, Greece’s share in world totabirts for merchandise trade
was 0,41% in 2010 (WTO statistics). The main im@oritems were agricultural
products (13,4%), fuels and mining products (26,%%) manufactures (59,6%).
Manufactured goods are mostly machinery, transpguipment and chemicals. EU-
27 is the origin for 51,3% of the imported produat&reece with Germany, Italy and
France being the country’s major suppliers. Apamtnf EU, Greece is importing from
Russia, China, Korea and US.

It is worthy of remark that Greece is the worltligd largest importer of arms
after India and China. Over the past decade Greasespending on average 4% of its
GDP on defense while the Eurozone average was af73®DP. What is even more
interesting is that the past six years Greece wasn@ny’s number one customer for
munitions, representing 15% of German arms saleswell as France’s largest
customer in Europe. Even in 2010, Greece incre#ésedefense spending by €900
million while at the same time social spending wag by €1,8 billion. (Credit
Writedowns, March 2012, Greece is a huge importerGerman and French
weaponry). Germany and France were granting geadoans to Greece so that the
latter would be able to buy military equipment frahem. Obviously, this is the
reason why these two countries were not puttinggunee on Greece about cutting

down arms spending. Regarding commercial serviaetin 2010, Greece had a
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share of 0,55% in world total imports with trandption and travel accounting for
approximately 71% of total imported services (WT&tistics).

The composition of Greece’s exports and importiecefthe structure of its
GDP. We will take as example the year 2010, asNWi® statistics for the exports
and imports were also from the same year. The fdatitne GDP structure are from
the Greek National Statistics Organization. So2@10 the Greek GDP was €227
billion. Services accounted for 78,8% of the GDRyriailture for 3,3% and
manufacturing for 17,9%. The primary sector in @eeés the service sector with
tourism contributing 15% of its GDP. At the sammdj as already mentioned,
transportation/logistics and travel are the coustnpain exported and imported
services. According to WTO statistics for the y2a@t0, Greece had a trade surplus in
services. The major agriculture products in Greaxae tomatoes, olives, olive oil,
wheat, maize, sugar beets, dairy products, rigs, ftotton, tobacco, wine, grapes,
raisins, peaches, oranges. However, due to thetrgggaimorphology and small size,
the cultivatable land is limited which does nobuallthe country to have a significant
volume of agricultural production. Therefore, Greewas a net importer of
agricultural products in 2010. Industrial produantim Greece is less developed than
many other European countries. The most importargeks industries are food
procession, shoes, textiles, metal, chemical, cemeghass, electric power,
construction, electrical equipment and petroleuimdpcts. The absence of “heavy”
industry explains the high level of imported mamtfiaed goods such as machinery
and transport equipment. Furthermore, the countspsctacular level of imported
arms is in line with the structure of governmenpenditure. Greek government
spends a larger share of resources on defense atlihe same time it spends a much
smaller portion of resources on education in coimsparto other OECD countries
(OECD, Governance at a glance 2011, Greece). 14,281eece ranked 20th on the
world list for military expenditure published byetlStockholm International Peace
Research Institute.

The high levels of imports were also necessary ugpsrt the increasing
consumption between 2000 and 2008 that was thét i@sthe previously discussed

governments’ policies.
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Figure 29 Final consumption expenditure in Greece 2000 — 2011

Private Final Consumption Expenditure in Greece (GRCPFCEADSMEI)
Source: Organisation for Economic Co-operation and Development
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Figure 29 shows the private final consumption exjiere in Greece which is
the sum of household final consumption expenditared final consumption
expenditure of nonprofit institutions serving houskels (definition by National
Accounts main aggregates database). Indeed, the dignire confirms the situation.
Consumption levels were consistently increasingvbeh 2000 and 2008 supported
by rises in wages and pensions as part of fisdadipe but also by increased levels of
private borrowing. The adoption of the common cuesebrought a significant fall in
interest rates favoring both public and privaterbaing. As a result, in the period
between 2000-2009 not only the public debt to GBiibrincreased from 100,1% to
115,1% but also the private debt to GDP ratio ntbam doubled. The red line in the
next figure represents the Greek private sectot delpercentage of GDP. “The
private sector debt is the stock of liabilities chédy the sectors: Non-Financial
corporations, Households and Non-Profit institusiagerving households” (Eurostat
definition). As the figure shows, the private debGreece kept rising since 2000. To
be more specific, the private sector debt was 58% P in the end of 2000 and
reached the 125.2% of GDP in 2010.
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Figure 30Private sectodebt as % of GDP in Greece (2000-2010)
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The high availability of private loans is also oewted with the boost in the
housing market between 2000 and 2006. In 2003 ydtee of homeownership was
83,6% the second highest in the EU (Eurostat). glbkal crisis of 2008 had a slight
negative impact on private consumption expenditbi@vever, since 2010 the level
of consumption started to decline with a fastee hie to the debt crisis, cuttings on
wages and pensions as part of the austerity mesagncelimited access to bank loans.

It seemed like a demand “shock” took place in Geebetween 2000 and
2008 where increased domestic demand fuelled thetigos growth. It is important
to clarify that it was not an asymmetric demandc&hibetween two countries but a
domestic one that had affected only Greece. Theeasing public and private
consumption between 2000 and 2008 was resultihggtonominal but also real GDP
growth rate. Indeed, during the period 2000-08,awerage rate of real GDP growth
in Greece was almost double of the EU average, &0802% respectively (OECD
and Eurostat). At the same time, as it is cledilgtrated in figure 31, the investment
has been declining since 2003. In that year Gree&stment was 25% above the EU
average while in 2010 it was 21.5% below the awerféigurostat). This can be
explained by the decline in both housing investnmente 2006 and metal products

and machinery investment since 2008.
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Figure 31 Greece: Nominal GDP growth by source in € billion
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Therefore, the GDP growth was only supported by ldignsumption levels
and government spending but not by export growtti @wvestments, resulting to
unsustainable development within an uncompetitigenemy. In fact, the Greek
economy suffers from serious competitiveness proble In 2011 Global
Competitiveness Index, Greece ranked' @it of 142 countries, having the lowest
position among EU countries. Each year the cougets a lower position in the
Global Competitiveness Index as in 2010 ranked & of 139, in 2009 7lout of
133 and in 2008 6lout of 128. Greece is classified as an innovatioven economy
in the Global Competitiveness Report 2011 butilitIsicks competitiveness in many

important sectors in comparison with other econgroiethe same category.

Figure 32 Global Competitiveness Index 2011, Greece
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From the figure 32, it is obvious that the mostipematic areas of the Greek
economy are the macroeconomic environment, finhknmarket development,
innovation, labour market efficiency and instituiso The low evaluation of the
macroeconomic environment is without doubt the Itesfthe ongoing sovereign debt
crisis. In the same context, the country’s finaheraarkets are poorly assessed
reflecting the lack of investors’ confidence. Thefficient labour market is a matter
of serious concern. This is due to a combinationhigh labour costs and low
productivity which is evident in the next graph.

Figure 33Nominal wage and labour productivity growth (200@@29)
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In the period 2000-09, the growth of nominal wage&reece was not only
notably higher than in other member states but @&lseas not accompanied by an
equal productivity growth, resulting to abnormaldis of unit labour costs. At the
same time the Greek labour market is heavily ragdlavith rigid employment laws
regarding wage determination and hiring/firing pices. In 2011, the country’'s
Rigidity of Employment Index was 50 in a scale aéf@ (worse), which gave Greece
the 124" position among 142 countries. Public institutiame also inefficient as they
considered being corrupted and bureaucratic. Famele, 15 procedures are required
to start a new business in Greece which takes $8. dde problem is not only the
high hurdles to start a business but also the onzate investor protection. Regarding

innovation, the country has a low level of protectfor intellectual property and low
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number of patents. In addition, the company spendmR&D is substantially below
the average in EU. All these conditions create dahof economy with little capacity
for innovation and low FDI attractiveness. Howevéreece has a well educated
workforce with high technological readiness, goadhlgy of infrastructure and a
developed market with sophisticated consumers.

Let us now combine all the previous informatioro@bGreece’s structure of
economy with the OCA criteria from the first chapf€he following figure compares
the degree of openness among the member states &MU, having as a measure
the sum of exports and imports divided by GDP.

Figure 34 Degree of openness in the EMU
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According to the figure 34, Greece has one of tiveekt level of openness in
the Eurozone. It is noteworthy that the countrygégiee of openness has been reduced
from 2001 to 2010. This can be attributed to tlygmificant decrease of imports since
2008, as imports make a larger contribution to Geleopenness than the exports.
The situation is also confirmed by the country’soetic trade deficits.

In addition labour market in Greece is rigid watnict regulations and labour
mobility is among the lowest in EU mainly due tdtatal and linguistic differences.
Indeed, as the following figure shows, in 2009, share of Greek citizens living in

another EU country was around 1% of the total pajporh in Greece.
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Figure 35Share % of citizens living in another EU country legive to population
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Now, if we take into consideration that Greece Hmadch higher annual

inflation rate than most of the EMU countries ire theriod 1999-2008, the low
diversification of Greek exports and the lack ohdyronization between the Greek
and European business cycle we can easily conthadeGreece does not fulfill the
majority of the OCA criteria. The lack of synchrpaiion between the two cycles was
identified in a study by Leon Costas (2006, Thedpean and the Greek business
cycles are they synchronized?) but is also obviouggure 36 where we can notice
that Greece is significantly less synchronized \thih euro economies.
Figure 36 Industrial production growth rate correlation witleuro area 1998-2009
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All these conditions indicate relatively lower thre expected benefits and
high risk-cost of asymmetric shocks from Greecegipipation in the EMU. Even
though Greece is member of the EMU since 2001astriot met the OCA criteria yet
which means that the endogenous character of th& @B€bry was not confirmed in

the case of Greece.

3.2.2 Exogenous causes of the Greek fiscal crisis
We have identified two main exogenous factors toald have contributed to

the current Greek crisis. The first one is the gldimancial crisis of 2008 and the

second is the participation in the EMU.

= Global financial crisis 2008

The 2008 crisis is considered to be the worst fir@rcrisis after the Great
Depression in 1929. It started from the US housnagket and expanded all over the
world causing a global economic recession. Wenwatltry to analyze the roots of this
crisis but we will focus on how this economic dowumt has affected the EMU and
especially the Greek economy.

We could consider the global crisis of 2008 as symemetric shock for the
EMU as it had affected the member states in aréiffieway, revealing the structural
weaknesses of the union and the absence of sugkesstergence policies among its
members, especially in the peripheral countriee Ebhropean Commission claimed
that the global financial crisis further deteri@tthe economic divergencies among
the union’s members regarding their current accoanid their competitiveness. In
addition, the 2008 crisis resulted in an unprecestennemployment rate of 10% in
the Eurozone at the end of 2009. The European &@eB@ank identified many
asymmetries in unemployment policies in Greecejr§ptaly, Germany and Ireland
which not only meant a lack of coordination in eaywhent and unemployment
policies within the union but also indicated a doamce of national preferences over
the common ones.

There is no doubt that the world crisis affectddfa union’s member states
but with a different way and intensity. For exampllee export-oriented German
economy was badly affected due to the sharp dedfnmternational trade while
Spain felt the impact of the crisis mainly througle housing bubble. In general, it is
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believed that the 2008 recession did not have sutdrge negative impact on the
Greek economy as in other European countries eegn@y and Spain due to the
relatively small Greek manufacturing sector. Thal r&DP growth in Greece
decelerated from around 4% in 2007 to 2% in 20GS&bliremained positive.

Figure 37 Greece: Real GDP growth (2005-2010)
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The Greek banking sector also was not significaatfgcted by the crisis as
Greek banks were more conservative in their investndecisions and they had a
relatively low dependence on external funding imparison with larger European
banks. The loan-to-deposit ratio was 108% for Giegahks while for other European
banks was 127% (Dr. Panos Livadas, February 2@@pal Crisis: Greek resilience
in turbulent times”). The Greek banking sector vwather supported with a financial
package of $36 billion provided by the Greek goveent.

However, in 2009 the country’s income fell by 1586 &reece experienced a
negative GDP growth (figure 37). This could beame extent explained by Greece’s
dependence on tourism and shipping, that both tndasvere severly hurt during the
global downturn. Prodromos Vlamis and Evaggelosokans (2010) supported that
Greece as well as its main Balkan trade partners We¢ by the global crisis with a
time lag.

While in the middle of a global downturn with a ficldebt of around 100%
of GDP, the Greek government did not take any nreasalthough in early 2008 the
bond spreads began to rise. In March 2008, Jeamd(lachet, the president of the
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ECB, warned Greece over bond spreads in EMU whike month later the Bank of
Greece cautioned about debt dynamics. In SepteRdf¥, the rating agencies Fitch
and Standard & Poor’s forewarned that if Greecé mat reduce its public debt, they
will downgrade its rating. In the turmoil of theodlal financial crisis, in late 2008, the
markets sold a substantial volume of Greek bonda asaction to the country’s
deteriorating fiscal data and macroeconomic prdspeavestors have lost their
confidence in the Greek economic conditions reasgltio capital outflows from

Greece to stronger economies. The 2008 world csbexd light on the country’s
macroeconomic imbalances and structural problenenteally taking the form of a

debt crisis for Greece.

= Participation in the European Monetary Union

In 1999, Greece was the only country from the E&t thanted to adopt the
euro but was not allowed to because it had nottheetonvergence criteria. However,
in June 2000 the European Council decided thatceraeuld be able to officially
join the EMU in January 2001. The country’s acaasdo the EMU was considered
to be a big success for the Greek government tlaast expecting to obtain great
benefits from a more stable macroeconomic enviratra@d a common monetary
policy, without showing a serious concern for theste of such a decision. The
government might was afraid that if Greece had jomted the Eurozone it would
have been left in a “second class” group of coestri

Due to the government’s haste, Greece did not eehéereal convergence
prior to its EMU accession (More details about #h@vernment’s convergence
policies were already provided in the part 3.2Atk)this point, Greece’s admission to
the EMU raises the reasonable question of why tiheromember states and the
union’s authorities accepted a country that hadacbieved a real convergence. One
possible explanation is that they had not paid ghattention to the country’s future
macroeconomic development, underestimating the d¢mplat the small Greek
economy could have had on the whole union. MaykeRRU authorities were sure
that Greece will achieve better convergence afteemtrance in the union, keeping
their eyes closed in front of the country’s riskyaincial situation. Anyway, the result
was that Greece joined the EMU with a divergentneaoay in relation to the other
member states and nobody realized the potentied/dssts of such an irresponsible

action.
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The mistake of accepting Greece in the EMU haddaching implications.
First of all, the way that Greece joined the unidrving only an ephemeral
convergence, could be perceived as a hit on the 'EM&putation and firmness that
further motivated the Greek authorities to keedalowing policies with temporary
and misleading results. Second, it led to an irgngagap among the Greek economy
and the economies of the older member states.dtalvaady demonstrated in the part
3.2.1 that the inflation differential between Greeand the EMU average increased
after the country’s admission to the EMU whichlIsoaverified by the figure 38.

Figure 38Inflation in Greece and in Eurozone (2001-2010)
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We can notice that in the end of 2001- beginnin@22Q@he inflation rate in
Greece increased sharply which could be attributecthe temporary inflation
convergence prior to Greece’s admission to the ENHowever, Greece had
constantly higher inflation than the EMU averagetl®e period 2001-2010. The
problem is that Greece with a tradition of highatibn (average of 11.44% in 1990s,
Bank of Greece) has joined the low inflation EumzoThis has resulted to an
estimated loss of seignorage revenue more thanfl@®® (European Commission,
“One money, one market”) but the most important reeuof cost is the
incompatibility between the policies of the “hardsed” ECB and the expansionary
fiscal policies of the Greek government. On the baed the ECB had (and still has)
a very strict target of inflation and on the otlwand the Greek governments’ fiscal

policies were aiming at high growth by stimulatidgmestic demand. The high
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domestic demand and consumption was pushing uprites in Greece. The constant

inflationary pressures in Greece caused an oveatialuof its real exchange rate.

Figure 39Intra-Euro real effective exchange rate developmer{i998-2010)
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It is clear in figure 39 that countries with higheflation like Greece (EL),
Spain, Portugal, Ireland have experienced an agi@t of their real exchange rate
after joining the EMU. On the other hand, in coiggrwith low inflation rate such as
Germany, Finland, France the real exchange rates dhepreciated. The real value of
a currency is what it can buy in terms of good$ooéign countries and not in terms
of other currencies. The exchange rate divergeraiesng the union’s member states
are connected with imbalances in current accountsia competitiveness. To be
more specific, a country like Germany with low atfbn and weak real exchange rate
can build current account surpluses with a couwitlg high inflation and strong real
exchange rate like Greece. This is even more oBvinuthe following graph that

depicts the evolution of the export prices withie EMU.
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Figure 40 Export prices in euro-area countries (1998-2007,983100
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The export prices in Greece, Italy, and Spain Haeen consistently growing
between 1998 and 2007 while in Germany, Finland Brahce they have been
reducing. Thus, there was created a gap betweetwthgroups of countries leading
to a loss of competitiveness in the first groupisTimeans that the countries of the
second group have achieved an export growth atedpense of the fist group’s
countries.

Furthermore, if we take into consideration that tleal exchange rate
deviations reflect the differences in the unit labaosts (wage growth minus
productivity growth), then we can presume a lackvaige coordination within the
EMU which is confirmed by the following chart.

Figure 41 Relative unit labour costs in the Eurozone
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Again the peripheral countries e.g. Greece, Spetand, Portugal with high
inflation and strong real exchange rate appearaie talso higher unit labour costs
than the low inflation ones. These substantial rjgacies in the unit labour costs
indicate the presence of different national poidier wage determination. Normally,
wage growth should be aligned with productivity \gtio but in each member state
exist additional factors that affect wage formatidm Greece, Ireland, Spain and
Portugal wages were pushed up by unemployment aoésp Especially in Greece,
prices were the most important cause of wage grgReleters, Marga and Den Reijer,
Ard, 2011 “On wage formation, wage flexibility améhge coordination”). Domestic
demand growth drove up consumer prices in Greecek/byfrom 1997 to 2010 while
in the Eurozone the increase was only 27% (IMFusThncreases in prices led to
high wage growth even when productivity growth Was. In the period 2000-2010,
the per capita employee compensation in Greecelyp80% with an EMU average
of 23% (IMF). It seems that the Balassa-Samuels$f@tte(explained in part 2.1.3 of
chapter 2) was not confirmed in the case of Greacéhe higher inflation was not
reflecting a higher growth of productivity.

A moderate wage development has a positive effatt a country’s
international competitiveness, contributing to expgrowth and current account
surpluses. On the other hand, countries with higilgevgrowth face a loss of
international competitiveness because higher wagesn higher export prices and
therefore lower export levels. This is a reasonaXplanation why countries like
Germany, Austria, Luxembourg, and Finland have memdated current account
surpluses while Greece, Portugal and Spain hage kdeficits. As the trade between
the EMU countries has increased since the creatibrthe union, the lower
competitiveness of specific members has a sevepadtron their national accounts
and causes a financial vulnerability. Given thet that they cannot devaluate their
currency, they have to achieve an internal devanawvhich means that prices and
wages must be driven down to the level of their getitors. The only way to succeed
this is through deflationary macroeconomic policibst will initially lead to a
recession and thus to increases in budget defiPigail De Grauwe, 2011, “The
governance of a fragile Eurozone”). One can nowewstdnd the importance of wage
growth coordination within the EMU that could pgirdliminate the imbalances on the
currents accounts among the members states. Siecanion has failed this task,

some countries were “doomed” to suffer a crisis.
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According to De Grauwe (2011), during a countrgfort to improve its
competitiveness within the EMU, the increasing d&fi can hurt the financial
market’s trust to a great extent causing a liquiditisis and eventually a solvency
crisis. He supported that the financial marketsehidne power to force default on the
member states of a MU because these countries déghidn a currency over which
they do not have control. Suppose that investarsafnaid of a default by a country
that belongs to the EMU and they start sellinggtssernment bonds, causing an
increase in the interest rate. The investors tblat the bonds and have Euros in their
hands might decide to invest this money in govemtn®nds of another member
state. Thus, the Euros leave the first country’skbay system reducing its total
amount of liquidity. The government cannot anymfn@nce its debt at reasonable
interest rates which means that it faces a liguiditisis. Unfortunately, the
government cannot force the country’s central bankhe ECB to buy its debt. A
strong liquidity crisis can lead the governmentidéefault.

Such a crisis would not happen in the case of atcpahat is not part of the
EMU. Although in fear of default the investors wdidell again the country’s bonds
raising the interest rate, they would need aftegdbrid of this currency by selling it
in the foreign exchange market. This would causeeogy depreciation but the
money supply and the liquidity would remain uncheshgThe depreciation gives a
boost to the country’s economy as well as it insesathe inflation. Even if the
country’s government cannot fund its debt at reabtminterest rates, it can force the
central bank to buy its debt. Therefore, the inmestannot expect a liquidity crisis
that would force the government into default.

We can support that the countries of a MU are werperable to liquidity
movements. Increased fears of default lead to etlliquidity in the national market.
The liquidity crisis pushes up the interest raesulting to a solvency crisis. In the
end the fears of investors are confirmed. The clisisomehow predetermined: the
country has defaulted because investors are afrfamefault. Although this is not
totally applicable in the case of Greece as theekgovernment had been already
insolvent before investors caused a liquidity erisi May 2010, the Greek banking
sector was adversely affected by the loss of ligpidVhen investors sold the Greek
bonds, driving up the interest rates, the Greelk®&ad huge losses on their balance
sheets. As the total liquidity reduced in the Greedtket, the banks found extremely

difficult to rollover their deposits without payiritpated interest rates. By this way,
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the sovereign debt crisis in Greece led to a cedlapf its banking sector although
Greek banks were sound enough before the crisieeShe financial markets in the
EMU are highly integrated and the Greek bonds vetd throughout the union, the
banking sectors and financial markets of other mesndbates were also negatively
affected. However, it is important to mention thatring the crisis the ECB has
provided significant liquidity (€96 billion) to th&reek banking sector through the
mechanism of Trans-European Automated Real-Times&r8ettlement Express
Transfer (TARGET). Through this system the ECB heansferred stock of

refinancing credit to the Greek banks. Now, if veke into account the ECB’s
exposure to the Greek bonds (it is estimated ar@®dbillion), then a Greek default
would imply huge losses for the ECB.

In addition, the Greek crisis brought to the steféhe lack of solidarity among
the union’s countries that escalated the crisi® governments of the member states
did not give a clear sign to the markets that tweye willing to support Greece. They
claimed that a bailout of Greece would be illegatading to the Article 125 of the
Maastricht Treaty. Especially Germany was very skapabout providing financial
assistance to the country since Greece has misbéhand its government’s
irresponsible behaviour has accumulated a hugeleating to insolvency. However,
nobody mentioned the Article 100, section 2 of Maastricht Treaty that quotes:
“where a member state is in difficulties or is easly threatened with severe
difficulties caused by natural disasters or exeaya occurrences beyond its control,
the Council, acting by qualified majority on a pogpl from the Commission, may
grant under certain conditions, Community finan@askistance to the member state
concerned”. Thus, a bailout is not totally illegalforbidden by the Maastricht Treaty.
The dispute of the EMU countries about helping Geemade the markets believe
that the implicit guarantee on Greek debt by thieeotmember states had been
withdrawn. At the same time, the ECB did not chark position as collateral of the
downgraded Greek bonds. All these ambiguities wefkected on the widening
spreads between the Greek and German bonds aasmvefi the deteriorating ratings
of the Greek debt.
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Figure 42 Spreads between Greek and German 10 year bonds
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In the period March-August 2008 the spread of hgdar Greek bond against

the German one ranged from 25 to 65 basis poititsn;Tthe global crisis raised the
spread up to 285 basis points in March 2009 bdedined to 121 basis points in
August 2009. In November 2009, the new governmewtaled that the Greek debt
was not sustainable anymore causing a dramatieaser of the spread. The Greek
spreads to the German Bund kept widening until IAldrithat the Eurozone members
finally agreed to provide financial assistance teége.

Although, in February 2010, the president of tieBE Jean-Claude Trichet,
announced that the ECB would continue to accepelGb®nds as collateral and in
March 2010 the EU leaders together with the IMFeadron a 3-year rescue package
for Greece, the rating agencies kept downgradireg Gneek debt driving up the
spreads. The austerity measures announced by &&k Government causing massive
strikes and violent protests in Greece encouragedurther downgrading of its debt.
It was in December 2009 when Fitch first downgra@edece from A- to BBB+, the
lowest rating of Greek debt in the past 10 year®\pril 2010, after the agreed rescue
package, Standard and Poor’'s downgraded the Greletktd BB+ (non-investment
grade) while in January 2011 Fitch gave a junkust&d the Greek debt. Standard and
Poor’s further decreased its rating to B in May 2@hd just one week later Moody’s
downgraded Greece to Caal. It seems that the EMhbuties and the national

governments of the member states did not persuagsstors that they would do

85



anything to prevent Greece from default. All thewsations and misleading articles
regarding Greece that have been published in thepean press during the crisis
have ruined the country’s reputation and have definbeen far from a sense of
solidarity within the union. The member states lveldalike enemies attacking each
other in order to support their national intere3isere is no doubt that the member
states’ decision of providing financial help to &ce was influenced by the fact that
the union’s biggest economies e.g. France and Gsrnaae the ones most exposed to
the Greek debt, with $56,7 and $33,9 billion resipety.

Figure 43The countries most exposed to Greek debt
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Greece had to be “saved” not only to prevent thetaggion of the crisis to
other peripheral countries with high debt and desach as Spain, Italy, Portugal but
also to prevent huge losses and a potential c@lapshe banking sector in France
and Germany.

At this point one could argue about the diffusaod dilution of power within
the Eurozone. Do small and weaker economies arsidened to be equal members of
the union as the strong and big economies? Gerrgam@g the impression of the
union’s hegemon as it is the strongest economytla@diggest country in terms of
population. Everyone was expecting that Germanyybmatogether with France,
would successfully handle the crisis within EMU.wéver, in the very beginning of
the crisis Germany kept a silent and distant a@ituThat position could be a
deliberate plan of the German government to pusque on Greece where a vast

majority of Greek citizens was protesting agairist austerity measures that the
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government had announced and promised to the EMiboaties. Even when
Germany finally decided to intervene in the criis actions were unilateral including
its decision to ban naked short selling, its regdes a change in the Treaty that
would allow the ejection of undisciplined countri#gem the union, its reluctance
about the €750 billion EU safety net for the eusownsll as its appeal to the IMF’s
help (Melanie Morisse-Schilbach, “Ach Deutschlafteece, the Euro crisis and the
costs and benefits of being a benign hegemon”, @dgeln particular, Germany’s
appeal to the IMF could be perceived as a sign isfrost to the power of the EU
authorities and institutions. Anyway, it was cléhat in times of crisis Germany
preferred to act on behalf of its national intesesstead of supporting and leading the
union.

When the member states of a MU act in an atomigég then the union’s
future is at risk. Such behaviour could result tecomfidence and solidarity crisis
among the EMU member states as well as it could thar union’s credibility and
power as an international actor. We could also supthat the predominance of
national interests among the member states haseldatine process of convergence
within the EMU. Furthermore, the ECB has been sdvéimes criticized for
following a monetary policy suitable for the Germageds. Many scholars believe
that the ECB asymmetric inflation target of 0% &4 & too inflexible and that the
ECB is too focused on price stability instead avgh stimulation (De Grauwe 2002,
Artis 2007). An increase in inflation could havelgesl the peripheral countries to
improve their competitiveness but in January 20ELECB president announced his
intention to maintain the 2% inflation target. Sucfflation stabilizes the real
exchange rate, but it does not promote either bhdegareciation in the peripheral
countries or a real appreciation in the rest merstaes. This can be also a proof that
the peripheral countries should not have beengiaatmonetary union with the core
countries.

We should not also forget the exception made byEitmnomic and Financial
Affairs Council (ECOFIN) for Germany and France2®02 when their deficits had
exceeded the 3% limit. In January 2003 the ECORIMega formal recommendation
to Germany to take the necessary actions to reitaideficit by the end of May 2003,
allowing then a year to effectively correct itsidef By the end of 2003, the German
deficit was 3,5% of GDP which meant that Germanyblaot be able to reach the

3% target within the agreed deadline. In that casegrding to the excessive deficit
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procedure, Germany should have been asked for aemonnerated deposit equal to
0,2% of its GDP. This amount would then have becarnfiae if Germany would not
manage to decrease its deficit. However in re#iey ECOFIN allowed an extension
of time giving Germany a new deadline to reach3¥etarget by 2005. This kind of
deviations from the rules could harm the credipitif the EMU authorities and could
also encourage other member states to misbehaweimfiscal policies, defying the
rules. In addition, the fact that Germany with tieputation of a strong and stable
economy violated the fiscal rules and remained oighed could motivate the weaker
economies to be more careless with the rules. TleekGgovernment’s moral hazard
behaviour might have been influenced or even trggydy such conditions which in
combination with the low effort of EMU authoritieen monitoring Greece’s
financials made it possible to hide its real dé&dicOf course this is not an excuse for
the Greek government’s thoughtless behaviour bptaves the contribution of the
EMU'’s imperfections to that behaviour.

The unfavorable circumstances that were describ¢loe parts 3.2.1 and 3.2.2
made it clear that the Greek crisis was simply #&enaf course. Greece joined the
EMU with a weak economic and financial situatiord amithout having achieved a
real convergence. The lack of coordination in eooigopolicy e.g. wage policies,
budgetary and social policies led to increasingedjence between the Greek
economy and the strong economies of other membégsstin the meanwhile, the
significant loss of competitiveness that Greece drgserienced since 2001 made it
impossible to keep up and to compete with the robaenomies within the union.
Automatic fiscal transfers could have helped Graecgabilize its economy but such
a mechanism did not exist in the EMU. Unfortunatéhe Greek governments sought
growth through a consuming boom based on excedswmwing that inevitably
ended up on a dead end. The Greek crisis revehtdlite necessity for political
integration that could gradually correct the erigtimbalances within the EMU and

pave the way for high coordination of the membatest economies.
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Conclusions

Since the end of 2009, Greece undergoes a soveielgncrisis that has put
the whole EMU in jeopardy. The viability of the oniis under dispute as several
member states in the periphery have accumulated puglic debts. However, the
current Greek fiscal crisis has been the bone ofertion for the international mass
media, presenting different scenaria for the caudethe crisis as well as for a
possible Greek default and the country’s exit fritra Eurozone. At the same time,
the Greek citizens keep protesting against theeatystmeasures imposed on the
country by its lenders (IMF, EMU) as part of an mamic adjustment programme for
Greece. The increasing frustration was expresgedgh the recent elections ofi 6f
May 2012 that made impossible the formation ofahlst Greek government. This has
increased the uncertainty regarding the futurenefEMU, making its member states
to reconsider their costs and benefits from paoditng in the union.

The main goal of this paper was to examine theasaatthe Greek debt crisis
in order to identify the weaknesses of the Greanemy and the costs as well as the
imperfections of the EMU that have led to this istid=urthermore, it attempted to
apply the existing theoretical background concegnire costs of a MU in the case of
Greece. To be more specific, this work has analyzednembership of Greece in the
Eurozone in an effort to provide empirical feedb#twkt has confirmed or rejected the
relevant theory.

The first chapter has introduced the reader to ttiaditional Optimum
Currency Area (OCA) Theory which highlights the guial costs arising from a
country’s accession to a MU. According to the foersdof the OCA theory, Mundell
(1961), Mc Kinnon (1963) and Kenen (1969), the losthe exchange rate policy, the
necessity of real wages flexibility and factors mhtbas well as the lack of fiscal
transfers mechanism and the stuctural differencethe economies of the member
states form a pessimistic opinion regarding moeatdaegration within the EMU.

However, in the second chapter, the critical apgtda the OCA theory has
contributed to a more optimistic approach towarlle Eurozone based on the
European Commission’s view and the monetarist dabfoeconomic thought. On the

other hand, the asymmetries in the labour markdtpnald-Solow, 1981) and the
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different priorities of the governments (Barro-Gamg 1983) could still be a

significant source of cost within a MU. This faotGombination with the Keynesian
school of thought and Krugman’s point of view hasreased the risk and cost of
asymmetric shocks within a MU.

Within this theoretical framework, the third chapkas provided an analysis
of the Greek crisis’ roots. Initially, this chapteais focused on identifying the sources
and the economic impact of the high public debt deficits in Greece. The rest of
the chapter has been divided into two parts: tltkwganous and exogenous causes of
the debt crisis. The first part has dealt with é&swsuch as governmental fiscal
policies, corruption, tax evasion and generally gtracture of the Greek economy in
relation to the OCA criteria while in the secondthe impact of the global financial
crisis in 2008 and of EMU membership has been exathunder the prism of the
OCA theory. All the ideas and arguments have begpated by data of both
international and national institutions like OECBuyrostat, WTO, ECB, Greek
National Statistics Organization and Bank of Greece

The results of the analyses have shown that theesaaf the Greek fiscal
crisis are a combination of exogenous and endogefamtors. The consequences of
the EMU membership have been felt in Greece simeertid-1990s. The deregulation
of the financial system and the country’'s accesgionthe EMU had reduced
significantly the cost of borrowing which increaseoth public and private debt. At
the same time, the expansionary fiscal policiediegppy Greek governments since
the early 1980s have created a huge debt burdeserlthose conditions, the high
levels of domestic demand and the eventual congyim@om were the main driving
forces of growth in the Greek economy.

There were many reasons why Greece should havminetd the Eurozone.
First of all the absence of real convergence aedptiiicies followed by the Greek
governments in order to meet the Maastricht requer@s had a tremendous effect on
the country’'s economy. Overvaluation of real exdenrate and loss of
competitiveness were the “heavy” costs of the dtemdecrease in inflation which
was necessary for entering the union. In additiba,Greek authorities in a desperate
effort to be accepted in the EMU had hidden thé seme of public deficit getting
involved in moral hazard behaviour. The union’s @rfpctions and the lax

surveillance of the Greek economy had encouragatctreless attitude. The Greek
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governments took advantage of the opportunity oleoto cover systematically the
outcome, i.e., huge public debt and deficit, ofrtheasteful policies.

The situation has deteriorated right after the tgs admission to the
Eurozone, when the real consequences of that at¢taume been revealed. The
divergence between the Greek economy and the stoogomies of the core kept
increasing primary due to a lack of coordinationfistal and wage policies. High
levels of domestic demand have been pushing uptices in Greece which has
fuelled wage growth even though productivity grovitlis been substantially lower.
The Balassa-Samuelson effect has been proven teebk in the case of Greece as
the higher inflation was not related to higher protd/ity growth. Therefore, rising
unit labour costs have led to high export pricesslof international competitiveness
and current account deficits in Greece and otheplperal countries while at the
same time declining unit labour costs have conteithuo export growth in the core
countries. The loss of the exchange rate policy wasig cost for Greece as a
devaluation of its currency could allow an improwesnof its world competition. In
the end, it has become clear enough that the EM$&) deen divided into two
subgroups: the peripheral countries that have agtaied current account deficits as
well as huge public debts and the core countries flave “built” current account
surpluses at the expense of the first group. Thdefinitely an evidence of how the
differences in the labour markets can result torasgtries within a MU, confirming
the traditional OCA theory.

Greece with proneness to high inflation would iteviy face high costs,
including a rise of public debt, by joining the Bmone due to the incompatibility
between the strict monetary policy of the ECB dmsléxpansionary fiscal policies of
the Greek government. This could have been avouhdy in the case of a political
union where economic policies would have been roogdinated and fiscal transfers
among the member states would have counteractezffdets of possible imbalances.

Another sign that Greece was not the right candidiat joining the EMU is
the fact that the country has never fulfilled th€AOcriteria. The Greek economy is
still one of the most closed economies within tiéon due to high dependency on
services that are less transferable than goodsaasdiall manufacturing sector.
Exports have very low diversification and theirgtb has also been hindered by the
higher export prices. The Greek products have gihdbecome less competitive in

comparison to German and French products. Theldata also indicated very poor
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labour mobility and lack of synchronization betwettve Greek and the European
business cycle. The domestic labour market is heaggulated resulting to wage
rigidity which does not allow the adjustment tomsyetric shocks through changes in
wages. Based on this information and having asca @ increasing inflation
differential between Greece and the EMU average Gteek authorities should have
expected that the membership in the union wouldgormore costs than benefits.
However, the EMU authorities bear also responsybfior accepting Greece in the
union.

There is no doubt that the participation in thedzone has harmed the Greek
economy which has its own weaknesses. The highslesepublic debt and the
profligate governments have not been the only cafisthe constant deficits. Tax
evasion and tax avoidance, the expensive publitosend the generous pension
system have had a negative impact on the publmniec A successful reform of the
tax and the pension system is extremely necessdrgobruption and bureaucracy are
still important obstacles that are very difficut bvercome. In addition, the low
capacity for innovation in combination with inefkat labour market have hurt the
country’s competitive position. The current cris@uld be an opportunity for radical
changes and reform. Then, one could examine ifrtbasures already taken since the
beginning of the crisis correspond to the actuadseof the Greek economy.

Despite all the above mentioned problems, Greesginang the impression
of a prosperous country, maintaining a stable atidfging growth rate in the 2000s.
The global economic downturn of 2008 had shakerctiididence of the investors in
the Greek economy. Increased panic and fears dbewffect of the crisis in Greece
caused important capital outflows from the courttymore solid economies. The
markets sent their first signals of worries abdw@ €conomic conditions in Greece.
Although the financial crisis of 2008 could be ddesed as an asymmetric shock
having a different impact on the member statehefEMU, it was not the same type
of shocks described by the OCA theory. It cannotsben neither as a significant
source of asymmetries within the union nor as anncause of the Greek sovereign
debt crisis but it was the beginning of the end.

The Greek crisis has shed light on the problenaagas of the Greek economy
and of the Eurozone in total. The lack of solida@ind the predominance of the
national interests over the common ones have beelerd in the reactions of the

member states during the crisis. It has also beamw®us that without coordination
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of the fiscal and wage policies and even more withpmlitical integration, the future
of the union is dubious. The achievement of a alitunion is a challenge for the
member states due to the differences in the palitind legal systems and the absence
of a common culture. The willingness of the cowedrio put aside these differences
will be critical for the viability of the EMU. Inhtese circumstances, some member
states might decide to opt out of the union in ptdekeep their national identity and
sovereignty. The implications of such a decision tfte specific country and the
whole union are unknown and could be the objeftidher research.
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