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Introduction 1

1. Introduction

In recent years the European Union (EU) has exmhrme the joining of several new
countries, most of them from Central and Eastenmoft These countries include the Czech
Republic, Estonia, Hungary, Latvia, Lithuania, PolaSlovakia, Slovenia as well as Cyprus
and Malta, which joined in 2004. In the year 20Qidaria and Romania were also accepted
as EU members. These new member states have tigatmn to enter the European
Monetary Union some time after the admission, wiscsubject to satisfying the convergence

criteria specified in the Treaty of Maastritht

The European Economic and Monetary Union (EMU —cWhs also referred to as “European
Monetary Union” by some economists and throughbig paper) is a currency area that
exists as a result of the adoption of the euro amudry 1, 1999, by eleven EU countries
(Austria, Belgium, Finland, France, Germany, Irélataly, Luxembourg, the Netherlands,
Portugal and Spain). Greece was th& B country that adopted the euro on January 1,
2001. New EMU members have been Slovenia sinc@d0I.as well as Malta and Cyprus
since 1.1.2008. Slovakia will join the third stage EMU on January 1, 2009. All new
European Union (EU) member states do not have &ouwpight (like the former members
Denmark and the United Kingdom), meaning that EMEmhership is obligatory for these
countries. After all new EU countries will join tHEMU the currency area will have a

population of about 300 millidn

The main issue analyzed in this paper regards tlestmpn whether EMU is an optimum
currency area (OCA). An OCA can be defined as tptmal geographic domain of a single
currency, or of several currencies, whose exchaatgs are irrevocably pegged and might be

unified”

. This means that the common currency or the peggedncies of the monetary
union can float only together against the restiefworld. Whether a currency area is optimal
or not can only be determined by examining cer@@A properties, like labor mobility, price
and wage flexibility, economic openness, fiscal guditical integration as well as other

important factors. The fulfilment of these OCAteria reduces the importance of nominal

! See Lipinska (2008), p.7
2 See Krugman/Obstfeld (2006), p. 548.
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exchange rate adjustments. Naturally the membeascofrency area expect that the benefits

from joining such an agreement are higher tharctisés incurret!

There are different views of economists aboutalkjzect. Some economists that favor flexible
exchange rates are:
- J. E. Meade (1957), because of the lack of labdsilipobetween member stafes
- De Grauwe (1994), because of the economic coststbdikely to be higher than the
benefits;
- Martin Feldstein (1997), as a result of adversenenuc effects and political
disagreemerit
Baldwin and Wyplosz come to the conclusion that EMliills certain criteria but not all of
them, e.g. there is low labor mobifityScitovski (1958) supports a common currency beeau
of the greater degree of capital mobility, but feoaconsiders that further steps have to be

taken in order to increase the optimality of the &M
In order to explore these issues, the rest ofthi@sis is organized as follows:

The second chaptedescribes the motives that led to the formatiokMU as well as a brief

history of important steps in the development ab tburrency area. Knowing the main
characteristics of EMU and its important economiud ahistoric aspects can lead to
understanding the factors that are optimal andethvasich should be improved in the euro

zone.

The third chapterdeals with the OCA theory, possible shocks andrtbensequences for
exchange rate areas. The purpose is to presech#racteristics of an OCA theory and the

derived economic lessons. The main OCA theory ptesein detail in this chapter is that of

3 See Mongelli (2002), p.7

* See Mongelli (2002), p. 7

®> See Meade (1957), quoted in Mundell (1961), p. 661

® See De Grauwe (1994), quoted in Tomann (2007)9p.

" See Feldstein (1997), quoted in Baldwin/Wyplo20@), p. 370.
8 See Baldwin/Wyplosz (2006), p. 370.

° See Scitovski (1958), quoted in Mundell (1961)6@1.
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Mundell, who now advocates a single worldwide cuesé’. Understanding the OCA theories

can help to answer the question whether EMU is @AO

In thefourth chapterthe different OCA criteria are discussed as welheir fulfillment in the
EMU. The criteria described in detail are:

- labor and capital mobility

- price and wage flexibility

- financial market integration

- product diversification

- economic openness

- similarities of inflation rates

- fiscal integration (fiscal transfers)

- political integration (e.g. solidarity vs. natiorsah)

- homogeneous preferences.

What can be observed during the analysis of theseria is that, although progress is
possible and recommended, the adoption of the datermined an improvement of these
criteria. Possible further measures regard a comiBoropean stock markétand the
complete establishment of a single debt mafketincrease the financial market integration,
as well as an EMU wide supervision of the bankiegtar and institutional improvemerifs

to determine a higher political integration.

The fifth chapter presents an overview of the Maastricht criteriafldtion, interest rate,
exchange rate, deficit and debt), which have ttubdled by EU countries that intend to join
the EMU™. Advantages and disadvantages of the introductfdhese criteria are described,
as well as the convergence as a result of thetariariThis chapter also presents different
opinions whether it is optimal to make EMU accessiependent on the fulfilment of these
criteria. Further aspects regarding the convergancethe optimality of EMU are discussed,

10 See Baldwin/Wyplosz (2006), p. 357.
1 See Aehling (2000), p. 27.

2 5ee Adjoute and Danthine (2003), p. 1.
13 See De Grauwe (2005), p. 191.

4 See Treaty of Lisbon.

15 See Maastricht Treaty (1991).
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consisting in EU external relations as well as tmallenge of having several different
languages in the union. Political conditions for BElémbership are also analyzed as well as

the possibility of EMU breakup.

The sixth chapterdeals with the 2008 financial crisis and its pokssieffects on currency
areas. Some definitions as well as elements ohfilahcrises are given. Then, an overview of
the present crisis shows the severity and the Iplessonsequences for currency areas such as
the US and EMU. The effects of the present crigisttte Maastricht criteria and on the
fulfillment of the SGP are also detailed. The rofeEMU institutions in the context of crisis
shows the importance of the political integratibleasures to overcome the crisis and to also
increase the fulfilment of the OCA criteria of &ncial market integration and political
integration are described. The expectations ofh&urtdevelopments are then analyzed.

Finally, the significance of EMU for taking meassite overcome the crisis is stressed.

In the seventh chaptermportant opinions of economists regarding thestjopa whether
EMU is an optimum currency area are described. Lakeady mentioned, there are
economists who favor flexible exchange rates anasider that EMU is not an optimum
currency area, e.g. J. E. Meade, De Grauwe, M.skgig economists who believe that
certain OCA criteria are fulfilled by the EMU bubtall; and economists who support a
common currency because of the improvements madidnEMU regarding the OCA

criteria.

Finally, thelast chapterpresents a summary and conclusion of the topwsudsed in this
thesis.
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2. A Brief History of the European Monetary Union

The economic and monetary union (EMU) can be ddfiag “a European Union in which
national currencies would be replaced by a sindlechrrency managed by a sole central

bank operating on behalf of all EU membéfs”

This chapter covers the following topics:
- the reasons why the EMU plays a significant roletfee member states and in the
world economy;
- the motives for the economic and monetary coopmrati
- the benefits and costs of a currency union.

Then there will be given an overview of the chragyl of the events leading to EMU.

2.1. Reasons for the Foundation of the EMU

The European Monetary Union plays a very importatd for the member states and in the
world economy by increasing Europe’s competitivenespecially in comparison with the
United States and Asia, by leading to more stgb#ihd protection against international
speculators, through lower exchange and transactets and through the elimination of the

exchange rate risk between the member states

There were different reasons for the economic andatary cooperation. A reason was the
fact that European leaders considered the integratiguarantee against future wars between
member states, like the World War | and World WarAnother motive consisted in the
intention to increase Europe’s importance in theldvanonetary system. The purpose was a
more efficient capacity to represent the economierests of European countries after the
collapse of the Bretton Woods system, and in th&ecd of a reduced confidence that the
United States would pursue international monetauyppses ahead of national interests.
Thirdly, there was the determination to transfotra European Union into a unified market
based on the model of the United States withoutiafftrade barriers and exchange rate

16 See Krugman/Obstfeld (2006), p. 554.
17 See Bohm, Lahoynsky (2006), p. 60.
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uncertainty®. Countries also wanted to establish the Germard@&simank’s credibility as an
inflation fighter by fixing the exchange rates agsithe Deutsche Mark (DM) in countries
that were confronted with high inflation in the 087(this is known as the credibility theory
of the EMSJ®.

However, there are benefits and costs of a curremayn, as can be seen in the following

overview.

Benefits and costs of a currency union

Benefits (dependent on the openness of the economy)
» Transaction costs are reduced
* Indirect effects: more transparent markets
* Price discrimination is reduced
* Monetary investment risks are diminished
» Growth effects
Costs:
» Seignorage and inflation tax are not to the disanedf national governments
» Exchange rate policy to compensate for intra-usisymmetrical shocks is abandoned

* ‘Countries are different’ (particularly with respe¢o wage and price rigidity)

Source: Tomann, H. (2007), p..19

2.2. A Chronology of Events Leading to the EMU

The EMU came into being because of the convergehed@dely different interests, e.g. the
creation of a customs union, threats of exchantggefhactuations, the intention to have a free

trade area and the necessity to adopt a commotypai-a-vis the United Staté’s

18 See Krugman, Obstfeld (2006), p. 550.
19 See Krugman, Obstfeld (2006), p. 552.
% See Tsoukalis, quoted in Arestis, McCauley, SaWy899), p. 3.
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A very important step towards EMU was the foundaté the EU through the 1957 Treaty of
Rome by Belgium, Germany, France, Italy, Luxemboamgd the Netherlands. Through this
treaty there was also established customs unioRumope and the exchange rates were
considered “a matter of common interest” betweember states.

The Committee of Central Bank Governors of EU wamtled in 1964. In 1969 the heads of
state and government of EU expressed the intentidiound the European Economic and
Monetary Union. In 1970 a commission worked out lanpfor the introduction of the
European Monetary Union that should have been fednd the year 1980, but international
monetary turbulences hindered the purpbsene Werner Report of 1971, like the subsequent
Delors Report, proposed an EMU in three stagegiestane should have been “directed at
getting economic underpinning right and prepariige tground for any institutional
development in order to facilitate coordinated pginaking”; the second stage, when
economic and institutional progress should have lweasolidated; stage three of irrevocably
fixed exchange rates and a community central baitik @entralized monetary policy. The
purposes of the stages one and two were higherv&rgance, a common policy on
government budgeting and a progressive narrowinguoency fluctuation band€” In 1972
the EU countries introduced between their currenaied against the dollar the arrangement
that the exchange rates were allowed to fluctugtand down by as much as 2.5 percent
relative to an assigned par véltie

In 1979 the European Monetary System (EMS) wasodited and the eight original
participants in the EMS’s exchange rate mechanigrewrance, Germany, lItaly, Belgium,
Denmark, Ireland, Luxembourg and the Netherlands&4arch 1979 the members of the EMS
began to operate a formal network of mutually pelggechange ratés The ERM (Exchange
Rate Mechanism) is a tool provided by the EMS toieaee some of its objectives and it has
four components: the European Currency Unit (ECthg parity grid, the divergence
indicator, and credit financiAg Through policy cooperation and realignment the EM

2L See Greving (2005), p. 46.

2 See Arestis, McCauley, Sawyer (1999), p. 16.
% See Greving (2005), p. 46.

24 See Krugman, Obstfeld (2006), p. 551.

% See Arestis, McCauley, Sawyer (1999), p. 19.
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managed to extend and was joined by Spain in 198%®ritain in 1990 and by Portugal in
1992.

Britain and lItaly left the EMS exchange rate mecsranin September 199Recause of a
European currency crisis, that had as a consequbkaceidening of most EMS bands to +-15

percent because of speculative attacks (in Aug2&s)l

Between March 1979 and August 1993 the exchangs mere allowed to fluctuate up and
down by as much as 2.25 percent relative to agmeagipar value. Some members negotiated
bands of +/-6 percent. In order to maintain theatie¢ed bands, several measures were taken,
including:

- provisions for credit from strong- to weak-currengyembers (if the currency in
country A depreciated against the currency of aguBt then the central bank from
country B had to lend an amount of its own curretacthe central bank of country A,
that was sold for the currency of country A in tbeeign exchange market);

- capital controls in some countries like France Baly in order to reduce speculative
attacks by limiting domestic residents’ sales ahleccurrencies for foreign currencies;

- periodic currency realignments (between March 1% January 1987 11

realignments took place).

In the EU the freedom of payments and capital margsare very important principles, so
the capital controls were removed over time and rttenetary independence reduced by

increasing the influence of the European goverbogjes.

In 1990 the reunification of eastern and westerm@ay took place. The consequences were
economic shocks and asymmetric macroeconomic pesssu Germany and its major EMS
partners in 1992. After the reunification of Germanboom took place in that country and
the Bundesbank increased interest rates as a neeagainst inflation. France, Italy and the
United Kingdom were not booming like Germany, eyt had to increase interest rates in

order to be able to hold the currencies fixed agaBermany’s, aspects that led to deep
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recession in that countries and to speculativelkdtahat resulted in a widening of the bands
to +-15 percent, kept until the introduction of #wgo in 199¢.

The measures adopted by EU countries in order tairohigher internal economic unity are
the fixing of the mutual exchange rates and direeasures to encourage the free flow of
goods, services and factors of production. Theepeeice for mutually fixed exchange rates
on macroeconomic grounds was positively influencbyg the measures to raise
microeconomic efficiency through market liberalieat (the most recent plan in this sense is
the “1992” initiative and its purposes consisting in the free movements of goods, sesvic
and resourcé8 which had to be achieved by January 1, 1993a# speeded up by the Single
European Act, SEAS. Through the Single European Act of 1986 the basrto trade, capital
and labor migration that existed even with the Tyed Rome were widely eliminated, and
the necessity of unanimous consent for measuratedeto market completion dropped. The

measures were very effective especially concertfiadree flow of financial capit3l

In 1989 a committee headed by Jacques Delors,demsof the European Commission,
presented as a goal an economic and monetary (M) with a single EU currency and a
common central baik The Delors Report recommended that three staymsidslead to a
full monetary union:
- the first stage began on July 1, 1990, when thezdiization of capital movements was
introduced, being part of the Single Market Program
- the second stage started on January 1, 1994, vileeBuropean Monetary Institute
(EMI) was created as a precursor to the ECB. Sdnite purposes were to coordinate
the monetary policies of member states, to morther functioning of the EMS, to
facilitate the use of the ECU, to make recommepdation exchange rate policy and

to monitor the economic convergence of member state

% See Krugman, Obstfeld (2006), p. 551.
2" See Krugman, Obstfeld (2006), p. 552.
% See Arestis, McCauley, Sawyer (1999), p. 26.
29 See Krugman, Obstfeld (2006), p. 552.
%0 See Krugman, Obstfeld (2006), p. 553.
31 See Krugman, Obstfeld (2006), p. 554.
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- the third stage began on January 1, 1999, wheredhe was introduced instead of
national currencies and when the ECB and natioeatral banks, composing the
European System of Central Banks (ESCB), replavedMF?.

The introduction of the single European currency &ime European Central Bank were
regulated through the Maastricht Treaty, ratifiedtihe year 1993 by all 12 EU member
countries. Austria, Finland and Sweden, which degtitb join the EU in 1995, accepted the
Treaty, too.

The reasons for the introduction of the commonenaoy euro instead of maintaining fixed
exchange rates or even allowing the exchange tatésat are the higher market integration,
the possibility to pursue the interests of all EMigmber states by the European Central Bank
and to give those countries the same chances toilmae to the decision process, the
freedom of capital and the reduction of the risksspeculative attacks, as well as the
expectancy of political stability of Europe The ECU (European Currency Unit) was at the
beginning the factitious European Common Curréhdican be defined as a “monetary unit
based on a basket of EU currencies; a fixed qyaatieach currency in the basket with the
weights of the currencies vary over time as intuelpean exchange rates fluctuate, and a
reserve instrument issued by the EMCF (Europeangwoyn Cooperation Fund) to the EMS

central banks in exchange for 20% of gold and do#aerves®.

On January 1, 1999, the common currency euro wasdunced in 11 EU member states
(Belgium, Germany, Finland, France, Ireland, Itdluyxembourg, the Netherlands, Austria,
Portugal and Spain). The exchange rates were &redthe foreign exchange transactions of
the European Central Bank took place in euro. Trilargement of the EMU continued with
Greece becoming the TEMU member state in 2001, Slovenia being a menfioen the
1.1.2007 and Cyprus and Malta from the 1.1.2008.

32 See Arestis, McCauley, Sawyer (1999), p. 30.
3 See Krugman, Obstfeld (2006), p. 554.

3 See Greving (2005), p. 46.

% See Arestis, McCauley, Sawyer (1999), p. 19.
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On January 1, 2002, the European Central Bankhsuetiro bills and coins into circulation.

The euro became the only legal means of paymeheiEMU starting from July 1, 2082

3% See Greving (2005), p. 46.
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3. OCA Theory

The definition of the OCA theory will be presentadhis chapter. Then, the decision to join a
currency area will be explained and illustrated diggrams: the GG schedule shows the
monetary efficiency gain of a country, resultingnfr joining a fixed exchange rate area (as
economic integration between the country and tkea ases); the LL schedule illustrates the
economic stability loss of the country becoming emmber of an exchange rate area, which
falls as the economic integration between the eguemd the area rises; finally, the critical
level of the economic integration is depicted, abavhich the decision to join leads to
positive net economic benefits for the joining coynThis chapter also presents reasons why
a large currency area is desirable. Then, theréifitekinds of shocks and their connections to
the OCA theory are discussed. Finally, the thedrivlandell, who has pioneered the OCA
theory, is discussed in detail. In his acclaimdttlarfrom 1961, he considers that the costs of
a currency union would be eliminated with full midlgi of labor and capital. Since labor
mobility is problematic across European countriéss could represent an obstacle for an

OCA. According to his present opinion, however,@ldwide currency is desirable.

The theory of optimum currency areas is the anslgsthe costs and benefits from joining a
fixed exchange rate area such as the EMS. Accotdinigis theory, fixed exchange rates are
most appropriate for areas closely integrated, #agugh international trade and factor
movement¥. The decision of a country to join a currency acea be clarified through the

use of diagrams, as can be seen in the followintoses of this chapter.

3.1. The GG Schedule

The schedule called GG shows the potential gaim® floining the currency zone. A very
important benefit of fixed exchange rates is thepdification of economic calculations and
the provision of a more predictable basis for dens concerning international transactions.
There are savings from the elimination of uncetyaias well as from the reduction of
calculation and transaction costs that are charatitefor floating exchange rates. It is,

however, very difficult to calculate the precise aamt of efficiency gain resulting from

37 See Krugman/Obstfeld (2006), p. 558.
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pegging to a currency, but this gain is higherri@re the country trades with the currency
zone. The returns on investments are more predictainl wages more stable for people who
decide to work in another country if the currengyegged to that of the monetary union. “A
high degree of economic integration between a cguand a fixed exchange rate area
magnifies the monetary efficiency gain the counegps when it fixes its exchange rate

against the area’s currenci&s”

The GG Schedule Monetary efficiency
gain for the joining country

The upward-sloping GG schedule
shows that a country's monetary effi-
ciency gain from joining a fixed
exchange rate area rises as the coun-
try's economic integration with the
area rises.

GG

Degree of economic integration between the
joining country and the exchange rate area

Figure 1: The GG Schedule
Source: Krugman/Obstfeld (2006), p. 560.

The GG is an upward-sloping curve, which illustsatiee relation between a country’s degree
of economic integration with a fixed exchange r@atea — measured by the horizontal axis —,
and the monetary efficiency gain to the countrynrfrpining the area, — measured on the
vertical axis. The positive slope indicates that éfficiency gains are higher with increasing
economic integration. The assumptions made arethieaprice level of the currency area is
stable and predictable and that the exchange ocatenitment of the country is firfd If these

assumptions were not fulfiled the monetary eficg gains would be smaller. A very

3 See Krugman/Obstfeld (2006), p. 559.
39 See Krugman/Obstfeld (2006), p. 559.
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important consequence of economic integration terimational price convergence and thus

higher price stability if this is also a characséid of the currency unidfi

3.2. The LL Schedule

The schedule LL shows the potential costs fromifgran exchange rate area. These costs
occur because the country that joins a currencg giees up its ability to use exchange rate
and monetary policy in order to stabilize outpui @amploymernit.

If there is a change in output markets, differéniagions can be observed:

1. floating exchange rates have the advantage of @uoisty output and employment in
the economy, because an immediate change in thé@veelprice of domestic and
foreign goods can take place;

2. if the currency is pegged and the aggregate denfiaisl in all countries of the
currency area as well as in the country with thggee currency, the common
currency of the zone will depreciate against oetsmlirrencies and lead to an
automatic stabilization;

3. if the currency is pegged and the aggregate derfadisdonly in the country with the
pegged currency, than the currency of that stallerevnain stable against all foreign
currencies; however, there will be at least foegain period a reduction of prices of

goods as well as a fall of wages in that country.

When the integration between the country with tegged currency and the area is higher, the
costs of adjustment become lower. An importantaedsr this situation is that even small

reductions in the prices of the country with thgged currency determine a large increase in
demand for its goods in the area, so that full @ypkent can be restored in a short time.
Another reason is that with a high integration, keps can migrate abroad, and domestic
capital can be invested more profitable in othezaacountries, so that unemployment
becomes lower and the rate of return is not sigafily lowef?. If an increase in demand for

0 See Krugman/Obstfeld (2006), p. 560.
1 See Krugman/Obstfeld (2006), p. 560.
2 See Krugman/Obstfeld (2006), p. 561.
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the country’s output takes place and if the courgryghtly integrated with the economies of
the area, than even a small increase in price Eveélsome movement of foreign capital and
labor into the country helps to attain a situatdrstability and decreased demand. A greater
integration with countries outside the area inaesasconomic stability loss from pegging to
the currency of the area. “A high degree of ecomoimiegration between a country and the
fixed exchange rate area that it joins reducesrdiselting economic stability loss due to

output market disturbances”

The LL schedule illustrates the relation betweendbonomic stability loss from joining and
the country’s economic integration with the otharrency area members. The LL slope is
negative because the loss of economic stability sesult of pegging to the currencies of the

area decreases while the degree of economic imtendence becomes higffer

The LL Schedule Economic stability
loss for the joining country

The downward-sloping LL schedule
shows that a country’s economic sta-
bility loss from joining a fixed
exchange rate area falls as the coun-
try's economic integration with the
area rises.

LL

Degree of economic integration between the
joining country and the exchange rate area

Figure 2: The LL Schedule
Source: Krugman/Obstfeld (2006), p. 563.

3 See Krugman/Obstfeld (2006), p. 562.
* See Krugman/Obstfeld (2006), p. 562.
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3.3. The GG and LL Schedule Together

Putting the GG and LL schedules together helpsdeéashether it is optimal to fix a currency

to that of the area. It should be done if the lexfetconomic integration is at least like those
determined by the intersection of GG and LL. If tlewel were lower, the output and

employment instability after joining would be hightban the monetary efficiency gain. If the

level were higher, the country would have a net g&m joining the currency ar&a

Deciding When to Peg the Exchange Gains gn_d I‘GSSES
Rate for the joining country

The intersection of GG and LL at point GG
1 determines a critical level of eco-
nomic integration 8, between a fixed
exchange rate area and a country
considering whether to join. At any
level of integration above 8,, the deci-
sion to join yields positive net econom-

ic benefits to the joining country. Losses exceed
gains

Gains exceed
losses

LL

6,

Degree of economic integration between the
joining country and the exchange rate area

Figure 3: Deciding When to Peg the Exchange Rate
Source: Krugman/Obstfeld (2006), p. 563.

The second diagram shows the willingness of a cguot peg its currency to a monetary
union as a result of changes of economic factoet'sLassume that the demand of the
country’s exports increases, so that a move dftbLLL? takes place. As a result, an increase
of the economic integration which would be optiniad the country in order to join the
currency area takes place, which is shown by theenfimm 6, to 6,. The conclusion is that

> See Krugman/Obstfeld (2006), p. 563.
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the willingness of a country to take part in a féixexchange rate area decreases when the

variability of the product markets incred%e

An Increase in Output Market Gains and losses
Variability for the joining country

GG

A rise in the size and frequency of
country-specific disturbances to the N
joining country’s product markets )
shifts the LL schedule upward from
LL' to LL? because for a given level of
economic integration with the fixed
exchange rate area, the country's eco-
nomic stability loss from pegging its
exchange rate rises. The shift in LL
raises the critical level of economic
integration at which the exchange rate
area is joined to 8.

|
|
%
N
|
|
|
|

e'I Ea12
Degree of economic integration between the
joining country and the exchange rate area

Figure 4: An Increase in Output Market Variability
Source: Krugman/Obstfeld (2006), p. 564.

3.4. The Size of the OCA

A currency can be a symbol of statehood like thg for example. The main role of money is,
however, to avoid barter and to make commercial fimahcial transactions easier. The
usefulness of a currency increases with the numbgeople that accept a currency. From this
perspective it would be beneficial to have oneanty accepted everywhere. Small currency
areas are not optimal especially because of thdaexe costs and the fluctuations of

exchange raté§

The currency becomes more useful when the sizieeoatea where it is used is larger, so that
its marginal benefit is positive. The marginal biéne declining because the benefit of a new

country for a large currency area is smaller thaemthe initial area had a smaller size.

“6 See Krugman/Obstfeld (2006), p. 564.
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The question that arises is whether the optimumeaay area is the world because of the
marginal benefit that is always positive. The casmn is that this would be the case if there
were no costs. A reason for the costs can be therdgiy, for example in the standard of

living, and therefore these costs usually incregigie the size of the aréa
As a result, the optimum currency area is charaet@rby a situation where the marginal

costs equal the benefits. However, the correspgritgare is highly symbolic, as can be seen

in the next graph.

Marginal costs and benefits

Marginal benefit

Marginal cost

Optimal size Area size

Figure 5: The Logic of the Optimum Currency Area Theory
Source: Baldwin/Wyplosz (2006), p. 352.

The reason because of which diversity is costlthat it implicates asymmetric shocks and
exchange rates have an important role in dealinlg thiese shocks. The next section of this

chapter provides an overview regarding the conoedietween different types of shocks and

" See Baldwin/Wyplosz (2006), p. 351.
8 See Baldwin/Wyplosz (2006), p. 352.
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the benefits and costs of an OCA. A common curreaisy necessitates a single central bank

that cannot react to every local particuldfity

3.5. Shocks

Low interest rates are according to Hume a sigrniiferwelfare of a nation. They usually also
imply a high amount of money. However, when the am@f money increases, the prices of
goods and labor become higher. Factors that ledmatanterest rates are a reduced demand
for loans, high wealth that can be used to satisiy demands and low profit margins in
commercial activities. Diligence determines theuacalation of high amounts of money and

permits low interest raté%

Thus, reduced interest rates are an expressioardfwork and developed commerce. They
increase the incentives to invest money (especidlly the development of capital markets)
in order to stimulate economic growth, so that pnofargins can be maintained at reduced
levels. Thus, the economy can pesitively influenced. The demand for loans incesaand
progress is possible. The impact on consumption &an be positive (e.g. loans for
consumption can increase). With flexible excharages the value of the currency increases
when the demand for it becomes higher, but at @ingestime with this increase the economy
can redress as interest rates are still low. DeN@n can be the expression of a crisis when
exchange rates are flexible. The currency’s vahereiases, however, when the economic
situation improves. During the period of low intgregates and devaluated curreniye
demand for money and products becomes higher. , Td(wisnterest rates can be an important

instrument for dealing with shocks and crises.

There are different kinds of shocks:
1. Adverse shocks;
2. Asymmetric shocks;

3. Symmetric shocks with asymmetric effects.

9 See Baldwin/Wyplosz (2006), p. 353.
0 See Hume (1988), p. 219 ff.



OCA Theory 20

Under the premises of competition the situatiorscdbed below can occur.

3.5.1. Adverse shocks

There can occur situations when a country’s expbetyease because tastes change or as a
result of cheaper alternatives. This leads to a hothe balance of trade. In order to increase
in competitiveness exports must become cheapes. CEm be attained by lowering prices and
wages or through a depreciation of the currengyosgsible. If the country is a member of a
wide currency area the only alternative is to redpdces through lower production costs or

lower wages.

The following figure shows the demand and supplylamestic goods (depicted by lines D
and S) in relation with the real exchange rate. ida exchange ratecan be defined as the
relative price of domestic to foreign goods< EP/P’, where E is the nominal exchange rate,
P the price of domestic goods and P’ the priceooéif§n goods) or in terms of production
costs (EW/W’), where W and W’ are production caatiome or abroad. An adverse shock is
shown by the shift of world (domestic and foreigemand for domestically produced goods,
from D to D".

If depreciation is possible frofiy to Az it will take place. There will also be a decrease
output and a shift from A to B With fixed exchange rates and rigid wage andepliwvels
the output will decline even further, from pointté point C. The distance AC represents the
goods that cannot be sold under the new situafitve. consequences will be production
cutbacks, increased unemployment, gradual priceveagke cuts, so that the economy will

shift to point B.

*1 See Baldwin/Wyplosz (2006), p. 353.
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EP/F’ or EWWWW

GDP

Figure 6: An Adverse Demand Shock
Source: Baldwin/Wyplosz (2006), p. 353.

In a monetary union, there is no possibility of moah exchange rate adjustments so that real
exchange rates must be changed through prices ageswnodifications. If prices and wages

are rigid, the adjustment process becomes moreultifand it takes longer.

3.5.2. Asymmetric shocks

Diversity means that in different countries there different shocks. Let’'s assume there are
two countries A and B. Each country has two (notamal real) exchange rates: one vis-a-vis
country B or respectively A and one vis-a-vis thstrof the world. In both countries (A and
B) a real depreciation vis-a-vis the rest of theldidas to take place if they are hit by the
same adverse shock. The bilateral (nominal angl eeahange rate does not have to change if

the situation in A and B is similar.
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An asymmetric shock can mean that only country Aitsby an adverse shock, but not
country B. As a result, a real depreciation in dop@ has to take place vis-a-vis country B
and the rest of the world. If member states ardrooted with the same shocks, the loss of
the exchange rate has no consequences. With symmsiedicks, the country must adjust only

the exchange rate vis-a-vis the rest of the world.

The situation with asymmetrical shocks is presemtdte following figure:

GoP GoOP
Country A (affected) Country B {unaffected)

Figure 7: An Asymmetric Shock in a Currency Union
Source: Baldwin/Wyplosz (2006), p. 355.

The vertical axis measures each country’s real angh rate vis-a-vis the rest of the world:
EPA/P’ and ER/P’.

Pa and B = the price indices in country A and country B
P’ = the price level in the rest of the world

E = the common currency’s exchange rate, initigjy

A = the initially balanced situation with a realolbange ratéo
Mo = Eo/Pa/P'= Eo/Pg/P*
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The assumption is of sticky prices.

Assume that an adverse shock affects only countigs/a consequence, the demand schedule
shifts from D to D'. If the country does not belaimga monetary union and can change its
nominal exchange rate, there will be a depreciatmi; and toA; = E/Pa/P* (the real
exchange rate), leading to new equilibrium to p&niThe nominal and real exchange rates in

country B, which are &zandg, remain unchanged.

If A and B are members of a monetary union, a igyiis that the common central bank
depreciates the common exchange rate;tedethat with sticky prices there will be the same
real exchange rafg in the countries A and B. The situation has a tiegampact on country
B, which is confronted with inflationary excess dard (the distance B'B"). With asymmetric
shocks, the measures that are positive for onetgobave negative effects for the other, this

being the fundamental cost in a monetary utfion

If the external exchange rate of the currency ufimats freely, there will be a depreciation to
E, and; = E/Pa/P* = Ex/Pg/P*. The results are excess supply in A (CC") arckss demand

in B (DD"). Both countries are in disequilibrium,tv a too strong exchange rate level in
county A (which is in recession) and too weak fourtry B (which is overheated), this being

a cost of being part in a monetary union.

The disequilibrium has to be eliminated throughuatipents of prices and wages in both
countries. Because of the recession (meaning liese tis an excess supply of goods in A)
unemployment increases and leads to a downwardgyresn prices and wages. The price
level in country A decreases because it cannotitsekntire production, so the new real
exchange rate is.. The prices of goods in A areaPIn country B there will be an increase in

prices and an appreciationtgbecause of the strong demand.

The costs of a monetary union in the case of asynunshocks are therefore clearly

illustrated in this example, with recession andndlistion in A and boom and inflation in B.
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3.5.3. Symmetric shocks with asymmetric effects

The situation of asymmetric shocks also appliesh® case of symmetric shocks with
asymmetric effects. The reasons why two countresdcnot react the same way to the same
shock are different socio-economic structures, uidiclg labor market regulations and
traditions, the relative importance of industriattrs, the role of the financial and banking
sectors, the external indebtedness, the abilistrike agreements between firms, trade unions
and the government etc. An increase in oil andgases for example hurts oil- and gas-
importing countries but is positive for exportinguntries (e.g. the Netherlands, Norway and
the UK). This is an important reason why Norway d@hd UK have not become EMU

members.

The effects of a central bank reaction to symmetniacks must not be the same for the entire
currency union, for example because of differemticstires of the banking and financial

market&®,

3.6. The Theory of Mundell

Mundell defines an optimum currency area as wels@se very important criteria for an
OCA (e.g. labor and capital mobility). Mundell stesl the subject of flexible exchange rates
by examining two distinct questions. He analyseetivlr flexible exchange rates can be
effectively and efficiently used in the world ecomp Furthermore, he discusses how the
world should be divided into distinct currency areA significant conclusion of his theory is
that an optimum currency area should be basedgion® (determined by internal high factor
mobility and factor immobility between them) andtrnan individual countries. This is
however problematic because currency domains aex@mession of national sovereigrity

A currency area can be defined “as a domain witlfiith exchange rates are fixéd”

*2 See Baldwin/Wyplosz (2006), p. 354.
%3 See Baldwin/Wyplosz (2006), p. 355.
** See Mundell (1961), p. 663f.
% See Mundell (1961), p. 657.
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With fixed exchange rates and rigid wage and plaeels periodic balance-of-payments
crises occur because the terms of trade canndit &utiatural role in the adjustment process.
With flexible exchange rates depreciation can @planemployment when there is a deficit
of the external balance, and appreciation can cefit#lation when there is a surptfis

There are two possible situations in a currencg:arerrency areas can have a single currency
and there are currency areas with more than oneray. In a currency area with a single
currency there has to be a single central bank mote-issuing powers and as a consequence
a potentially elastic supply of interregional meahgpayments. In a currency area involving
more than one currency the cooperation of manyrakebinks determines the supply of
international means of payment; if a central bamtreases its liabilities much faster than
other central banks it loses reserves and impaimsertibility. The conclusion is that there is
an important difference between an interregion@sichent (this is an adjustment within a
currency area which has a single currency) andnéernational adjustment (that is an

adjustment within a currency area with more thaa currency).

In a currency area with many different currencies policy of surplus countries to prevent
inflation has the tendency to lead to recessionilltistrate this, Mundell provides an example
of two countries or regions A and B, where equilibr is affected by a shift in demand. The
reason is that if there is a shift of demand froourdry B to A, the consequences are
unemployment in B and inflationary pressure in AeTburden of adjustment will be split
between A and B if an increase in prices is possiblA. If A acts to prevent increasing
prices and tightens credit restrictions, the burdémdjustment has to be taken by B. If a
reduction in B’s real income cannot be achievea lohange in the terms of trade (because B
cannot lower and A will not raise prices), a reduttof B's output and employment is

necessary in order to attain a lower real incme

In a currency area with a common currency purstiigemployment leads to a tendency
towards inflation. The reason is that a shift omdad from region B to region A has as a

result unemployment in B and inflationary pressame a surplus in the balance of payments

%% See Mundell (1961), p. 657.
" See Mundell (1961), p. 658.
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in A. If the authorities in B want to reduce uneoyhent they will increase the money
supply, a situation that increases the inflationangssure in A. The effective way to achieve

full employment in the deficit region is by incr@as prices in the surplus region.

The conclusion is that there is no possibility Wmid both unemployment and inflation in a
currency area. The reason is not the type of cayremea, but the fact that the optimum

currency area is not the world.

Furthermore, Mundell analyses the characteristi@@mptimum currency area by taking also
into consideration the alternative of flexible eanbe rates. Variable exchange rates mean

8 |f A and B are two countries

“the existence of more than one currency areaenvtbrld
with flexible exchange rates, then a shift of dechémom country B to country A would
determine a depreciation, lower unemployment andreected external imbalance in country

B, and an appreciation and a reduced inflatioroimery A>°.

It is assumed that in the world there are two coesitwith separate currencies and flexible
exchange rates, Canada and the United Stateswanegions that are not identical with the
national boundaries, the East (where cars are peajuand the West (with lumber
production). The assumption is made that a highedyxtivity in the automobile industry
leads to an excess demand for lumber products andexaess supply of cars. The
consequences are unemployment in the East antiongéiay pressure in the West. Because of
the balance of payments deficit in the East, basenves flow from the East to the West. It
would be possible to avoid unemployment in the Hgstexpanding the national money
supply in both countries, thus at the expense f¥tion in the West. Another possibility
would be to reduce inflation in the West by contirag the national money supply, at the
expense of unemployment in the East. The last pitisgi would be to allow some
unemployment in the East and some inflation in\est. Both unemployment and inflation
cannot be avoided at the same time under thesencstances.

8 See Mundell (1961), p. 659.
%9 See Mundell (1961), p. 659.
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Let's assume that national currencies are replage@gional currencies, so that Eastern and
Western dollars are introduced instead of Canadiah United States dollars. With fixed
exchange rates the authorities would have to chbetseeen measures against unemployment
or against inflation. If the exchange rate betwBastern and Western dollarere flexible,
then the Western dollar would appreciate relativthe Eastern dollar as a result of the excess
demand for lumber products. There would be a balarigpayments equilibrium and stable

employment and prices.

Flexible exchange rates are more effective if they based on regional currencies, not on
national currencies. “The optimum currency arethés region.®® The region is “defined in
terms of internal factor mobility and external factmmobility”®’. Currency reorganization
on a regional basis requires important politicahrayes, because currencies are usually the

expression of national sovereignty.

There are different views regarding the degreeacfdr mobility necessary to delimitate a
region. J. E. Meade (1957) considered that flexéxehange rates would be more effective in
order to achieve a balance of payments equilibrauna internal stability in Western Europe
than a common currency because of the lack of labobility®>. T. Scitovsky (1958)
supported the idea of a common currency becausewbuld result in a greater degree of
capital mobility, but he argued that further steyisuld have to be taken to achieve higher
labor mobility*>.

If the basic argument for flexible exchange ragesalid, the goals of internal stability can be
achieved more successfully with an increasing nunobeurrency areas in the world. But
when the number of currency areas in the worldgh,lthan there are also increasing costs of
valuation and money-changitlg Another reason against an arbitrarily large numbk
currency areas is that “markets for foreign excleasgould not be so thin that any single
speculator (perhaps excepting central banks) dactahe market pric&®. Furthermore, the

€9 See Mundell (1961), p. 660.

®1 See Mundell (1961), p. 661.

62 See Meade (1957), quoted in Mundell (1961), p. 661
%3 See Scitovsky (1958), quoted in Mundell (1961661
4 See Mundell (1961), p. 662.

% See Mundell (1961), p. 663.
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community usually does not accept variations inrta income as a result of changes in the
money wage rate or price level, but it does accbpnges through variations in the rate of
exchange. This assumption becomes less probabsartaker the currency area, so that this is
another reason for a reduced number of curren@gare

% See Mundell (1961), p. 663.
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4. OCA Criteria

This chapter includes a description about the r@git@ currency union must satisfy in order to
be an optimum currency area. The main objectivte gresent the situation of the European
Monetary Union and to show if the OCA criteria &wdilled or whether at least significant

progress has been made in this sense.

The OCA criteria presented in detail in this chapie:
labor and capital mobility;

price and wage flexibility;

financial market integration;

product diversification (Kenen);

economic openness (Mc Kinnon);
similarities of inflation rates;

fiscal integration (fiscal transfers);

political integration;
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homogeneous preferences.

The analysis of these aspects leads to the cooolukat the OCA criteria are increasingly
fulfilled in the European Monetary Union as “citieand governments learn to live with a
common currency”. However, some economists like Krugman/Obstfeldsater that the
EMU is not an optimum currency area, because @itide significant labor mobility are not

entirely fulfilled®.

4.1. Labor and Capital Mobility (Mundell)

According to the theory of Mundell, two very impamt criteria of the OCA are labor and
capital mobility. The fulfillment of the labor cetion in the EMU is discussed by presenting
the views of important economists like Krugman/®@dddt Eichengreen, Blanchard and Katz.
Then, the reasons for the low labor mobility betwwaad within EMU countries are described

in this section. Factors and measures that cowletase the labor mobility in the future are

7 See Baldwin, Wyplosz (2006), p. 367.
% See Krugman/Obstfeld (2006), p. 569.
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also discussed. Mundell's theory is illustratedpipaally, showing how the equilibrium real
exchange rate can be achieved in the case of riudligile factors of production, labor and
capital. An overview of the immigration in Europgeo time is given. The analysis of the
European labor market shows that the unemployneatis expected to decrease as a result
of GDP growth and increasing consumer confidenoe, @ot so much because of labor
flexibility. As a result, wage pressures are algpeeted. Concerning the free movement of
capital, important provisions of the Treaties a Buropean Union are presented, showing the
high degree of regulation regarding capital maojilit

4.1.1. Labor Mobility

According to Krugman/Obstfeld (2006) “Europe is m@ot optimum currency ared’ Some
problems concern the labor mobility.

The main reasons for the lower EMU labor mobilitycomparison to that of the United States
are language and culture. B. Eichengreen found ttiatregional unemployment rates are
smaller and less persistent in the United States thetween countries in the European
Union’®. The main aspect that reduces the regional unemgot in the United States is the
migration of workers. Krugman/Obstfeld and otheoreamistsconsider that this adjustment

is unlikely possible in Europe in the near fufdre

The labor mobility is low even within European ctigs. In order to obtain unemployment
benefits in some countries, persons must estathih residence in these countffesactors
that contribute to low labor mobility in the EMUeathe high number of unions and the high
government employment taxes. Because of the redabed mobility there are high levels of
unemployment in some EMU countries and adjustmeonblpms to economic shocks.
Pressures of workers for wage harmonization arsiples in order to prevent the migration of

capital to countries with lower wagés

%9 See Krugman/Obstfel (2006), p. 569.

9 See Eichengreen (1990), pp. 118-166.

" See Blanchard and Katz (1992), pp.1-75.
2 See Krugman/Obstfeld (2006), p. 567.

3 See Krugman/Obstfeld (2006), p. 571.



OCA Criteria 31

However, legislative measures like the eliminatbborder controls have been taken in order
to encourage labor mobility. Some factors that piibably increase the labor mobility in the
years to come are:

- globalization;

- local growth.

The globalization is “a process of increasing fador international movements of goods
and factors™. There are movements of goods, factors of prodnethd individuals (acting as

workers and consumers) among countries especiaibause of differences in prices and
returns. The integration of goods markets reductsnational disparities in the real returns
of internationally immobile factors, with and witliofactor mobility. The integration of factor

markets decreases the differences in the realnetirinternationally immobile factors even
with nontraded goods. Globalization is characterizgy the tendency of diminishing

international disparities in the real returns aftéas>. The conclusion is that in the context of
globalization, because of the increasing integratibgoods and factor markets in the EMU,
the differences between wages will be reducedhaban important factor that hinders labor
mobility towards some countries and regions, andchvitonsists in the different wages

between EMU countries, will be eliminated over time

The local economic growth can be measured by ngtation, per capita income growth and
housing price growtli. A higher net migration can be determined by @adl¢o increasing

labor mobility. A population that used to live andrk in different countries or regions shows
flexibility and could increase labor mobility. Theer capita income growth is seen as
favorable by workers and can determine a higherratimn of labor forces towards that
country. It also can be the result of the necessitlyigher labor migration, especially of the
migration of skilled workers, who would not accegttain jobs without high incomes. The
housing price growth implicates a population witlttreasing income like investors who
expect further developments and increasing growththiat region. If investors become

interested in a country or region then the labobility increases, because labor forces from

" See Falvey, Kreickemeier (2002), p. 1.
5 See Falvey, Kreickemeier (2002), p. 1.
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other regions or countries are usually sent thereworking reasons, some of them for a
limited time. The growth of housing price can als® the result of migration and labor

mobility that increases the demand for houses. ésnalusion, there is a connection between
local economic growth and labor mobility.

There are several reasons why some localities ggoawcker than others. A “good
government”, the measures of rule of law and lafcavernment corruption are importaht
Public investments in transportation and commui@oagtind budget surpluses determine
higher income€. There are marginal benefits from higher levelgyofernment services or
government capital and marginal costs from highee$®. There exists a positive correlation
between local growth and expenditures on elemerdad/ secondary school education. A
negative correlation is given between local groatid the percentage of local tax revenue
from personal income and sales taxes. The econgnoweth is positively correlated with high
levels of human capital and negatively correlatath wnedium levels of human capital,

unemployment, violent crime and povéfty

Factors that have an important influence upon labobility are taxes, social transfers,

moving costs, consumer price differences and tbal supply of public goods

Another important aspect that influenced the regidechosen by the population of the United
States and that could increase in importance imf@gyrtoo, concerns geographical aspects.
The population moved towards ocean coastal arehsomrards regions with moderate winter
and summer temperatures and low levels of pretipits. There was an increasing
productivity in localities near the Great Lakes aear navigable rivets

® See Rappaport (1999), p. 1.

" See Keefer and Knack (1995) and Mauro (1995),agList Rappaport p. 1.
8 See Easterly and Rebelo (1993), quoted in Rappppr

9 See Bartik (1991), quoted in Rappaport p. 1.

8 See Rappaport (1999), p. 2.

81 See Richter (2002), p. 11.

82 See Rappaport (1999), p. 36.
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In Europe there is a relatively little migration thin countries as well as cross-border
migration. There are constrictions regarding théititg especially for non-active citizens of

the European Union and for nationals of third cdest’.

Some economists consider that the EU enlargementégents an opportunity to reduce the
rigidity of labor market structures because of tiigher external competiti6h Other
economists believe that there will be immigratiarorder to reap social beneftsThere are
expectations that immigration will be high in Gengaand Austria because of geographic
aspects and because these countries have beerrgatddg immigrants in the past (two-third
of immigrants from Central and Eastern Europe liiedsermany in 19935. According to
some calculations, the immigration from the ten t@drand Eastern European countries will
represent about one percent of the population@Et in the first years after acces$ionn
Germany immigrants will possibly represent 3.2%tloé residential population in 2020.
According to another projection there will be 80rgemt more immigrants to Germany

without taking into consideration Romania and Brif&.

According to economic theory, migration increaskigiency. There are also critical aspects
regarding migration. Without mobility constraintgesshooting migration is possible. There
also can be fiscal distortions of choices conceynmigration. Furthermore, because of
immigration and as a consequence of higher conngetgressure, income losses of labor
forces are possible. These losses are usuallyangéd. It was estimated that immigration of
unskilled workers representing 1% of EU populatwould have led to an income loss of
0.7% for the EU-population in 1993. If the laborde had increased by 1% and mainly
skilled workers had immigrated, income gains andnanease of GDP by 6.9% could have

been expected

8 See Richter (2002), p. 3.

8 See Burda (2000), quoted in Richter (2002), p. 1.

8 See Sinn (1994), quoted in Richter (2002), p. 1.

8 See Richter (2002), p. 4.

87 See DIW (2000), quoted in Richter (2002), p. 4.

8 See Sinn (2001), quoted in Richter (2002), p. 4.

8 See Richter (2002), p. 5.

% See Bauer and Zimmermann (1999), quoted in Ri¢a&82), p. 5.
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An important aspect that hinders labor mobilitygarope is the fact that the competence for
social security and the right to levy income taxuiith the country of employment concerning
cross-border matters. The disadvantages resultomg this situation are the distortion of the
choice of active persons concerning the place akvaemd the fact that employment-based
regulation of state competencies cannot be appglegersons that are non-active. The
Employment Principle should be replaced by thedfule of Delayed Integration in order to
take cross-border matters into considerdfiotDelayed Integration means that migrants —
active persons and non-active ones alike — remssigi@ed to their country of origin for tax
and social security purposes for an agreed perdihe after emigrating. Only after this
period has elapsed does the country of immigraa&e over the fiscal competences for these
particular persorté.” If this principle is introduced, all jurisdictite must agree to the same
span of delay in order to avoid collision in intational tax and social security. A period of
transition of one to five years is discus§ed\n advantage of this principle is that the free
movement of citizens would be increased withoutnihsinating between active and non-
active ones. The fiscal distortion of location d®&s could be reduced by a long delay, while
the consequence of a short delay would be fisaapetition among Member Stafés

Other possible principles that could replace thepyment Principle, but which are not
viable political options are:

1. The Nationality Principle. “Treating Union Citizerdifferently according to their
nationality would be interpreted as a form of dim@nation which is expressly
forbidden in Article 12 of the EU Trealy’

2. The Origin Principle. “According to Sinn (1994)diniduals should therefore only be
free to choose between the competing redistribigpstems ex ante when young and
ignorant about career perspectives. The redisivibstystem they choose then defines
the country of origin, or the home country, respety. Switching the country of
origin ex post should not be allowédl” According to this opinion the primary
function of the welfare state is to insure agaimstome risks and uncertain life

%L See Richter (2002), p. 1.
2 See Richter (2002), p. 2.
% See Richter (2002), p. 19.
% See Richter (2002), p. 21.
% See Richter (2002), p. 14.
% See Richter (2002), p. 15.
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careers. If individuals could change insurance @st fhere would be a risk of adverse
selectior’.

3. The Residence Principle. This principle exists he tNordic countries where
insufficient resources after three years of ressdedo not have expulsion as a
conseqguence. The objections to this principle laae the negative allocation effects of
the Employment Principle would hardly be reducedase migrant workers use to
change the place of residence together with theeptd work, and that the welfare
support would be an important criterion for recijige of social assistance in their

decision about choosing a residefice

Important measures adopted through the Maastricbaty, that were also intended to
increase migratignwere the introduction of the status of Union @tighip, the right to vote
and to candidate at municipal and European elexionl the right to move and reside freely
within Member Statés,

A significant reason for labor mobility is, accardito Mundell, the elimination of the cost of
sharing the same currency when the factors of mtomhy capital and labor, are fully mobile.

The assumption in his theory is that of mobile tapi

4.1.2. The Graphical lllustration of Mundell’'s Theo ry

The theory of Mundell can be illustrated graphigdlising the figure 7 described in detalil
also in the previous chapter on page 22). The gijoli importance because it presents the
situation of two countries A and B, with unemployrhén A and inflation in B, as it is
described in Mundell's theory. This figure illugga the way in which it is possible to reach a

real exchange rate equilibriuka with mobile factors of production (labor and capit

%" See Richter (2002), p. 15.
% See Richter (2002), p. 17.
% See Richter (2002), p. 6.
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A possible assumption is that of unemployment ionty A and inflationary pressure in
country B. A solution is the shift of factors ofgguction from country A to country B
because in the latter country there is a shortlgugjme shift of the supply schedules to S’
shows the reallocation. When country A is at p@rénd country B is at point D’ then there is
a new equilibrium exchange rate. Prices and wagesotl have to change in either country.
The nominal exchange rate Belivers the equilibrium real exchange rageif there is a

movement of the factors of production.

There are different aspects that should be takenconsideration:

1. Currency areas usually do coincide with nationestditecause of the common culture
and language. Important aspects that hinder labgration are institutional barriers.
Changes in legislation are recommended.

2. Because the goods produced in country A can diften those produced in country B
it could take time until labor forces are able toguce the goods of country B. Shocks
could also be temporary, while moving and retragreould take time.

3. In order to make labor more productive, equipmemeaeded. Plants and equipment
are not mobil&™.

Labor mobility depends on how easily people responeconomic incentives. Earnings must
include: the cost of moving; the possibility of badng unemployed; career opportunities;
family career prospects; social benefits; taxabbrearnings. There are also non-economic
incentives like cultural differences that includendguage, relations, traditions, family and

nationalism.

4.1.3. Immigration in Europe over Time

In Europe there is less immigration then in thetebhiStates and Canada because of the
differences between European countries. Only a Ispraportion of foreign workers are
Europeans. Even within European countries the labobility is low'®:. 38 percent of EU
citizens changed residence in the 1990s: 68 peafethem moved within the same town or
village and 30 percent moved to another town in ghme region. In Europe 21 percent

190 see Baldwin, Wyplosz (2006), p. 356.
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moved to another region in the same Member Statelahpercent moved to another Member
State. Moving is mainly determined by personal @@asand only 5 percent move because of
professional reasons. The most important reasomdaaguage and traditions. Housing is
usually more expensive in Europe than in the USAer& are also difficulties concerning the

health and retirement benetfts

Until 1968, when work permits were abolished anefgnences for home country workers no
longer permitted, there were significant restrigicof labor movements. In Germany there

has been a small rise and in Luxembourg a sméihféhe national work forcé&

During the past 20 years significant labor marketonrms have been introduced, e.g.
reductions in traditional employment protectionfieTUS is more open to immigrants than
Europe®.

In the period 1997-2002 13 percent of employmeaivgn in Europe was due to third country
nationals. Immigrants represented 20 percent of eimployment growth if foreign-born
citizens were included. In the US the net flowshaghly-educated individuals are more

significant than in Europ®.

4.1.4. The European Labor Market

The developments of the European Labor Markets (Elre favorable lately as a
consequence of the measures taken in order to yepghe labor market conditions (e.g. the

permanent efforts to liberalize these markets).

The expectations for 2008-2009 are of a deceleratiothe employment dynamics. The
unemployment rate will, however, become lower asesult of GDP growth and of the

maturity cycle.

101 5ee Baldwin, Wyplosz (2006), p. 364.

192 5ee Baldwin, Wyplosz (2006), p. 365.

193 E| (2007), p. 158.

1% Eichengreen, Landesmann and Stiefel (2008), p. 5.
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In Germany there was a significant increase of hpaiegular jobs (e.g. full-time, paying
social security contributions). There is an expmtaof a positive employment growth in the
EMU member countries, while a slower growth tham @lwerage is expected in France, Italy

and Portugal.

The employment rate is also expected to have diy®sievelopment outside the EMU (e.g.
in Poland). This development will be seen in alitees as well as for various types of work
arrangements (e.g. part-time, full-time, permarsrt fixed-term contracts). This is the result
of structural reforms and increasing confidencdimfs. The consumer confidence is also
expected to increa¥®. A problematic aspect is, however, youth unempleytespecially in

Poland, France and Spain.

Employment increased in the service sector, whike data from the manufacturing sector
were more mixed. The outlook for 2008-2009 indisadé® employment growth of slightly
below 1 percent per annum in the euro area anchenBU. There will probably be a
decelerated employment growth in Germany, Spain léalgg as well as in the smaller
Member States. Employment growth in the EU will@ase from 1.5 percent in 2007 to 0.9
percent in 2008 and 0.8 percent in 2009. In Pollwedemployment growth is expected to
drop from 4.4 percent in 2007 to 1.3 percent in208 Sweden and Denmark there will be

declines of around 2 percent points.

In the euro area the unemployment rate was expéctéeé around 7.1 percent in 2008 and
2009 and in the EU 6.8 percent in 2008 and 6.6gm¢ric 2009. In 2008 a significant decline
of unemployment was expected in Germany and thkeedends. In the UK and Estonia there
was an expectation of a constant unemployment vaide in Lithuania the unemployment

rate was expected to increase.

The structural unemployment rate (NAIRU - non aecaing inflation rate of unemployment)
was also declining and was expected to be 7.1 pencehe euro area and 6.6 percent in the

EU by 2009. However, because of these developmenatse pressures were expected (e.g. in

1% Eichengreen, Landesmann and Stiefel (2008), p. 6.
1% 5ee Economic Forecast, Autumn 2007, p. 37.
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the Netherlands, Poland, Denmark and Bulgariafh&énh manufacturing and service sectors

more and more labor and equipment shortages weeced®’.

Real compensation of employees in the euro area @grected to increase from 0.7 percent
in 2007 to 1.0 percent in 2008 and 0.8 percenDidO2especially because of the situation in
Germany, Finland and Slovenia). The real compemsgter employee in Spain will probably
decrease. In the EU the compensation per employlemevease by 0.9 percent in 2007, 1.4
percent in 2008 and 1.3 percent in 2009. Thess et above the long-term averages of the
past ten years for the euro area and the EU. Mtalevage developments are expected
(especially as a result of international compatitidJnit labor costs should be of 1.8 percent
in 2008 and 1.5 percent in 2009 in the euro aregqof should be supported by these
developments.

“It is expected that (i) employment growth will ram robust, (ii) the unemployment rate will
keep declining, (iii) and compensation per employdésee a slight improvement over the
forecast horizon. This should support rise in tkerall wage bill which, in turn should feed

into an improved outlook for private consumptithi”

The expected labor productivity growth is of 1.2geat in 2008 and 1.3 percent in 2009. The
longer-term averages of productivity will be 1 Ysqaat in the euro area and 1 %2 percent in
the EU. In the EU the labor productivity should remse faster because of the catching-up
economies and the above-average labor produciivilpenmark and the UK. A relatively

low productivity growth is expected in Italy and&spin 2008-20009.

Two significant developments can be observed irEtkié):
- because of structural reforms, wage moderation agdlical upswings, the
employment and labor supply increased;
- the slowdown in labor productivity that began indmi990s came to a halt in mid-
20008,

197 See Economic Forecast, Autumn 2007, p. 38.
1% 5ee Economic Forecast, Autumn 2007, p. 39.
199 See Economic Forecast, Autumn 2007, p. 40.
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Labour market outlook — euro area and EU27

(Annual percentage change) Difference vs Difference vs
Euro area spring 2007 EU27 spring 2007

2006 2007 2008 2009 2007 2008 2006 2007 2008 2009 2007 2008
Population in working age (15 - 64) 0.1 02 02 0.2 -0.1 0.0 02 02 02 0.2 -0.1 0.0
Labour force 0.3 0.8 0£ -0.z 0.( 0. 07 0€ 0. 0.Cc 0.0
Employment 13 15 10 0.8 0.1 -0.2 15 15 9. 0.8 0.1 -0.2
Employment (change in million) 21 28 13 1kt 2.4 1€ 38 3&t 2& 21 0.t -0.2
Unemployment (levels in millions) 126 11.2 11.0 11.0 0.2 0.6 19.2 16.8 16.15.9 -0.2 0.2
Unemployment rate (% of labour force) 8: 7. 71 7.1 0.1 0. 8z 7.1 6£& 6. -0.1 0.1
Labour productivity, whole economy 14 11 12 13 -0.1 0.0 15 13 5. 16 -0.2 0.0
Employment rate (a) 66.C 66.¢ 67.t 67. : : 64.2 65. 65& 66.2 0.2 0.2

(@) As a percentage of population of working age. D#fin according to structural indicators.

Table 1: Labor Market Outlook — Euro Area and EU27
Source: Economic Forecast, autumn 2007, p. 40.

The previous table shows that the yearly incredsthe population in the working ages is
expected to remain relatively constant between 20@2009. A further conclusion of these
data is that the employment will increase and themployment rate will become lower, but
with a decreasing dynamic. The lower unemploymex¢ is especially due to the GDP
growth and not so much the consequence of laborilityolWage pressures are expected
because of these developments. The labor flexibilituld also increase especially towards
countries where the compensations per employeeniedogher and unemployment rates
lower. The presented data must be viewed, howevigh, caution because of the current
crisis.

4.1.5. European and US Labor Situation

Analyzing the situation of the US economy, whicHilils the OCA criteria to a large extent,
can be useful for the European economy. Measuneseataken after the differences and
common aspects of the two economies are understoodprder to improve the
competitiveness and to increase the fulfillmenthaf OCA criteria in EMU. The conclusion

that can be derived is that although the US andEthhepean economy resemble one another
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more than they differ, regarding labor mobility refgcant measures for labor markets are

necessary in EMU in order to increase the optimalit

In Europe the income inequality is not as high raghie US, but the social mobility that
permits individuals to move between less- and bgking jobs is also lower. This leads to
an increased incentive for well trained labor fer¢e work in the US. The unemployment
rates are higher in Europe than in the US, the waekks shorter and there are more holiday
weeks. Other important characteristics of Europaaor markets compared to those in the
US are:

- more difficulties to terminate redundant workers;

- bigger problems in reorganizing production with ghepose of reducing labor costs;

- more heavy unionization;

- the existence of industry-wide wage agreements riiiice the possibility of wage

differentials between more- and less- productiv@diand regions.

However, the output per hour worked (a measureadystivity) is higher in most advanced
European economies than in the US. In Europe th&beu of skilled technicians is also very
high.

The European and US economies also have a higheroflaspects in common (e.g. both
economies are well managed and have skilled workeglsentrepreneurs). The conclusion is
that “from the perspective of the rest of the wptlee U.S. and European economies resemble

one another more than they difféf®

The US and European economies are confronted wighreal pressures resulting for example
from competition from lower-wage emerging markeiise | China and the interests of

corporations to make investments in lower-cost eotias.

The convergence of the income per capita betweeopeland the US stopped in the 1970s.
Since the 1990s the European-U.S. productivity (mep GDP per hour worked or total

110 35ee Eichengreen and Landesmann (2008), p. 1.
11 35ee Eichengreen and Landesmann (2008), p. 2.
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factor productivity) gap has widened. Accordingthe Single Market Program, EMU and
Lisbon Agenda, the purpose is to make Europe thet productive economy of the world by
20102

In 2004 the EU-15 productivity represented 90 patrcef US productivity, while the
European income per capita was only 69 percenhaff of the US. The reason for this
situation consists in the difference of hours wdrker capita, being possible consequences of
a stronger taste for leisure and especially okd#fices in participation rates (which represent
“the share of the population of working age thatcamunted as part of the employed or
unemployed labor forcé®®). The employment and participation rates in Eurdpere
improved since 1995 especially because of markdtpansion reforms as well as due to
measures towards lower youth unemployrfiént

“While incorporation into the European Union enames catching-up, such processes can
take a long time. Given the diversity of developtakrstarting points, wider Europe
comprises a region with a very wide range of Statfakioren (wage and productivity levels,
skill endowments, quality of institutions, etc.)hieh poses political problems. From a more
narrowly economic standpoint, it opens up an urgitented range of location options for
firms and facilitates their efforts to develop @dsuropean production networks as a way of
enhancing productivity and profitabilit}*°.

In Europe, in the past 20 years, important laborketareforms have been undertaken (e.g. the
reduction of traditional employment protectiori8) Measures which are possible in order to
increase employment and participation rates, caald in the short run to higher labor/capital
ratio and thus reduce productivity. This could abeoan explanation for the slow European

growth recently*”.

12 5ee Eichengreen and Landesmann (2008), p. 3.

113 5ee Gordon (2008), quoted in Eichengreen and Lsanaen (2008), p. 3.

114 See Gordon (2008), quoted in Eichengreen and Isanaen (2008), p. 3.

15 35ee Aiginger and Landesmann (2008), quoted indfigreen and Landesmann (2008), p. 4.
11° see Boeri (2008), quoted in Eichengreen and Landes (2008), p. 5.

17 3see Pichelmann and Roeger (2008), quoted in Eizhen and Landesmann (2008), p. 5.
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An important characteristic of Europe is that sbpmtection is significant and represents a
fundamental right, determining lower poverty ratbsfter health provisions, a higher life

expectancy and lower crime rates than in thé'®)®)nemployment compensation in Europe
can have some negative effects on labor utilizat@ertain social transfers have, however,
pro-growth effects (e.g. investments in career iooity and skill accumulation as well as

public health expenditurty.

The European economy is, however, also confrontéd some problems like lagging
productivity growth, population ageing and diffitubhdjustments in the context of

enlargement and globalizatigh

4.1.6. Increasing Labor Mobility

The analysis of the US and European labor markete's that in EMU significant measures
should be taken, especially in the context of gdarent. Some additional solutions to
European labor market challenges that could betadppas well as steps that have already
been taken, are described in this chapter. Theycoatribute to an increasing acceptance of

EMU and higher optimality of the euro currency area

This is important in order to decrease the proldghof EMU breakup. In this context, the
recognition of technical credentials, the portépilof pensions and the receipt of social

services in the new labor market are importanitadoptetf”.

Some of the important measures, which already haen taken, are: more transparent and
transferable qualifications by introducing a staddaortfolio of documents (“the Europass”);
the elimination of many administrative and legatrigas; as well as the European health

insurance card and more portable occupational pemghts.

18 5ee Streissler (2008), quoted in Eichengreen amdiésmann (2008), p. 8.
19 35ee Lindert (2008), quoted in Eichengreen and eaménn (2008), p. 8.
120 5ee Eichengreen and Landesmann (2008), p. 10.

121 5ee Eichengreen (2007), p. 27.
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However, higher labor mobility within EMU leads tbe necessity to reinforce barriers to
immigration from outside the euro zone, disregagdimether it is legal or illegal. This aspect
could result in strains with different governmersd is not very useful for promoting

democratic values and market-oriented economicldpmreent?

A measure that could be taken into considerationlevbe a different treatment of workers
from EU member countries that have introduced tlve and workers from EU states that are
not EMU members. As a result, a possibility wouddtt allow workers to relocate freely only
within EMU member states, especially in the contgixtoncerns regarding for example a
future EMU membership for Turkés.

4.1.7. Free Movement of Capital

The free movement of capital is one of the fouedi@ms comprised in the original Treaty of
Rome. The articles were altered by the Treaty efEbropean Union (TEU) and renumbered
by the Treaty of Amsterdam (ToXY.

By Article 67(1) of the Treaty of Rome the obligati to abolish restrictions on capital
movements was introduced, which was an importgmador the proper functioning of the
common market. Article 68(1) of this Treaty impogkd obligation for Member States to act
as liberally as possible in granting exchange authtions. Article 71 required from Member

States not to introduce new exchange restrictionsapital movements.

The TEU, with effect from 1 January 1994, contamportant provisions concerning the free
movement of capital. Article 56 of the TEU requitbkat:
1. Within the framework of provisions set out in thlsapter, all restrictions on the
movement of capital between Member States and eéetiMember States and third

countries shall be prohibited.

122 5ee Eichengreen (2007), p. 28.
123 5ee Eichengreen (2007), p. 29.
124 5ee Craig, Burca (2003), p. 680.
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2. Within the framework of the provisions set out his tchapter, all restrictions on
payments between Member States and between Mertabes Snd third countries
shall be prohibited.

Some examples of aspects prohibited by Article 5@ TEU are: a national prohibition on
the creation of a mortgage in a foreign currengg¢riminatory restrictions concerning the
acquisition and disposal of movable property, messto dissuade the residents of a Member

State not to obtain loans or make investmentstiard¥lember Staté®.

Some restrictions between Member States and nonberemountries are still possible.
Article 59 of the TEU for example provides that:
Where, in exceptional circumstances, movementamfat to or from third countries
cause, or threaten to cause, serious difficultiess the operation of economic and
monetary union, the Council, acting by a qualifiedjority on a proposal from the
Commission and after consulting the ECB, may talfegsiard measures with regard
to third countries for a period not exceeding si@nths if such measures are strictly

necessary.

Article 58 of the TEU represents an exception toche 56. It contains the disposals that:

1. The provisions of Article 56 shall be without paipe to the right of Member States:

(a) to apply the relevant provisions of their tax lawigh distinguish between taxpayers
who are not in the same situation with regard teitiplace of residence or with
regard to the place where their capital is invested

(b) to take all requisite measures to prevent infringata of national law and
regulations, in particular in the field of taxatioand the prudential supervision of
financial institutions, or to lay down proceduresr fthe declaration of capital
movements for purposes of administrative and sidisinformation, or to take
measures which are justified on grounds of pubdiicy or public security.

2. The provisions of this chapter shall be without jpdece to the applicability of
restrictions on the right of establishment whicle abompatible with this Treaty.

125 5ee Craig, Burca (2003), p. 681.
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3. The measures and procedures referred to in pardgrhand 2 shall not constitute a
means of arbitrary discrimination or a disguisedstréction on the free movement of

capital and payments as defined in Article 56.

Article 119 and 120 of the TEU contain a qualifioatto Article 56 and deal with balance of
payments crises. If a Member State has a diffiowith its balance of payments or as a result
of the type of currency at its disposal that colddd to problems regarding the proper
functioning of the common market or the implemantabf the common commercial policy,
the Commission must suggest measures to the $takes is insufficient to overcome the
difficulties, the Commission can authorize the &tai take protective measures. Article
120(1) of the TEU provides that:
Where a sudden crisis in the balance of paymentsrecand a decision within the
meaning of Article 119(2) is not immediately takdre Member States concerned
may, as a precaution, take the necessary protectigasures. Such measures must
cause the least possible disturbance in the funictgpof the common market and must
not be wider in scope than is strictly necessargetaedy the sudden difficulties which

have arisen.

The conclusion of the analysis of the criteria @fdr and capital mobility is that while the
criterion of labor flexibility is not fulfilled (ey. also according to the opinions of
Krugman/Obstfeld, Eichengreen and Blanchard ana@)Kd#te criterion of the capital mobility
is satisfied.

4.2. Price and Wage Flexibility

The need for nominal exchange rate adjustmentdgcex if nominal prices and wages are
flexible between and within countries having a Engurrency’®. The reason is that the
probability of sustained unemployment in one copmnd/or inflation in another is not so
high during the transition towards adjustment fwiltg a shock if prices and wages are
flexible. The loss of direct control over nominakthange rates is a cost if nominal prices and

wages are downward rigid because measures oflegabifity by exchange rate adjustments
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are not possibfé’. Price and wage flexibility are important in thkog run during the

adjustment process after a disturbafite

4.2.1. Price flexibility

The reasons for the low price flexibility consisttrade barriers, state aid and the low market
competition in sectors with state owned enterpriaeswell as in a reduced elasticity of
demand. Studies show that especially the existeheehigh degree of competition leads to
price flexibility; it makes companies take into sateration the prices of competitors, review
prices more often and to change them. Prices apermbdified more often in sectors with a
high elasticity of demand. In companies where latmsts are significant for price setting,
prices are not changed so often as in sectors wherenaterials are more important, because

changes of wages do not occur that often as thegelsan prices of raw materials.

Price flexibility is low across European countri8&&me reasons are the slow implementation
of the Single Market Programme (which highlightelde tneed for institutional and
constitutional reform of the Community; the 1992afaonsisted in the creation of a
homogeneous frontier-free internal markdt a slow elimination of some non-tariff internal
and external trade barriers and state aid to sksgerors. There is usually a low market

competition in sectors with state owned or previpssate owned enterprisgéd

The firms pricing behavior depends on the degremarket competition. The responsiveness
to current shocks is higher in firms acting in mooenpetitive industries. The reason is that
these companies face higher uncertainty about fineire position in the market and are more
concerned with their short-run retutifs In firms from industries characterized by less

competition, long-term returns are important in tdeeision making process and fluctuations

126 See Friedman (1953), quoted in Mongelli (20029.p.

127 5ee Kawai (1987), quoted in Mongelli (2002), p. 9.

128 5ee Mongelli (2002), p. 8.

129 5ee Arestis, McCauley, Sawyer (1999), p. 26.

130 5ee Mongelli (2002), p. 18.

131 See Encaoua, Geroski (1986), quoted in Alvareznatedo (2006), p. 9.
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in costs and demand are smoothed out. Oligopalmially do not adjust prices immediately

because of tacit pricing understanditigs

The price adjustment is faster when the elastimitgemand and competition are highérin
competitive industries responses of prices to supptl demand shocks are fastérand cost
changes are transmitted more into pricesSeveral studies show that there is a positive lin

between price flexibility and the degree of mar@ipetitiort°.

The degree of competition faced by a firm can lberred “from the importance it attaches to
changes in competitors’ prices in explaining itsnogrice decreases”. This definition can
be explained by the fact that if the environmena éifm is more competitive, it is more likely
that the pricing strategy is influenced by the wétraof competitors.

Around 60% of firms are confronted with intense getition in the euro area. The share of
companies that face intense competition is the $bweSpain with 54% and the highest in the
Netherlands with 71982

There are different ways how firms set prices: ‘kog@r over costs”, “price set according to
competitors’ prices” and “other§®. Setting prices as a markup over marginal costs is
characteristic for firms with an important degrdentarket power. 64% of firms with low
competition and 50% of firms in industries withense competition use markup rules. 15% of
firms facing low competition and 35% of companiegifig high competition set prices
according to competitors’ prices. A highly compeét environment determines a forward
looking decision making process. In Spain for exE@mp7% of firms operating in a
competitive environment and 18% of firms operaim@n environment characterized by low

competition adopt forward looking strategies whettisg the prices.

132 gee Stiglitz (1984), quoted in Alvarez, Hernan2@0g), p. 9.

133 See Carlton (1986) and Hall et al. (2000), quareslivarez, Hernando (2006), p. 9.

134 See Geroski (1992), quoted in Alvarez, Hernand@®¢, p. 9.

135 See Weiss (1995), quoted in Alvarez, Hernando&2qf 9.

136 See Dixon (1983), Encaoua and Geroski (1986), &mitin and Moschos (1988), quoted in Alvarez,
Hernando (2006), p. 9.

137 See Alvarez, Hernando (2006), p. 11.

138 5ee Alvarez, Hernando (2006), p. 11.

139 See Fabiani et al. (2006), quoted in Alvarez, dado (2006), p. 13.
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Firms facing more competition review prices moreqfrently in the euro area. Firms that
review prices at least twelve times per year repre23% of those for whom competitors’
prices are unimportant and 34% of those for whompetitors’ prices are very important.
68% of firms for whom competitors’ prices are unorjant and 45% of companies for whom

competitors’ prices are very important review psie most three times per y&4r

10% of firms reporting that competitors’ prices aremportant for their decisions concerning
price setting and 26% of companies stating thatpmiitors’ prices are very important for
their price setting policies change prices at léast times a year. 73% of firms that consider
competitors’ prices unimportant and 50% of compsufer whom competitors’ prices are
very important change prices at most once a yed#nareuro area. Prices are unchanged on
average for 9 months for very competitive firms &md14 months in more sheltered markets

of the euro aréd.

Price flexibility, “measured by the fraction ofrius that change prices at least four times a
year™* is determined by the market competition. The canigs for whom labor costs are
very relevant do not change prices so often, becaagyes usually change once a year. The
firms where raw materials are very relevant chapgees more often, because the raw
material prices typically change often. Importaatméind conditions (e.g. a high elasticity of
demand) usually determine higher price flexibilithe sectors where prices are less flexible

are the transport and communication séétor

The overall conclusion of the aforementioned dattnat price flexibility is low in the EMU,

especially in sectors with state owned enterprigesignificant example in this sense is
represented by the high number of companies beigntp the transportation sector. The
studies presented show that in EMU 60 percent whsfi are confronted with intense
competition, but only 35 percent of companies fgdirgh competition set prices according to

competitors’ prices (50 percent use markup rulesjthermore, just 34 percent of firms for

140 5ee Alvarez, Hernando (2006), p. 15.
141 5ee Alvarez, Hernando (2006), p. 16.
142 5ee Alvarez, Hernando (2006), p. 22.
143 5ee Alvarez, Hernando (2006), p. 22.
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whom competitors’ prices are very important reviguces at least twelve times per year and
45 percent of them at most three times per yeafirims with high competition prices are

unchanged on average for 9 months.

4.2.2. Wage Flexibility

The reasons for the wage rigidity in the EMU areatded in this section. The concepts of
nominal and real wage flexibility are presented vesll as their significance for the
achievement of real exchange rate equilibrium, esurraccount equilibrium and low
equilibrium unemployment. The developments of nahwages should be in accordance
with EMU goals (e.g. price stability and the stured competitiveness at country level).
Possibilities in order to increase wage flexibiliéye presented, e.g. a transnational co-
ordination of wage bargaining at EU level, but adésaveakening of trade union power and
labor market regulation. Factors that also havieetbaken into consideration are the desire of

workers for security and higher employment.

4.2.2.1. Wage Rigidity in Europe

Real wages are characterized by rigidity acrosst lBasopean countries. The adjustment of
real wages to economic shocks is slow in contingteopé*’. Reasons for the low wage
flexibility are: wage bargaining arrangements, egpient protection, unemployment
insurance systems, and minimum wage provisfGnsnportant labor market asymmetri&s
and a wide heterogeneity of labor market instingiare specific for EU countrié§ Pressure
on real wages has been due to unemployment in Europhe 1990s. The reduced wage

flexibility leads to low price flexibility*®

The dynamics of wage and labor costs has been meligng the last years in the euro area,
but there still are cross-country differences ia tlevelopments of wage and labor costs that

144 See OECD (1994), quoted in Mongelli (2002), p. 18.

145 See Blanchard (1999), Blanchard and Wolfers (2080)Commission (1999), IMF (1999), quoted in
Mongelli (2002), p. 18.

146 5ee Cadiou, Guichard, Maurel (2001), quoted in &&din(2002), p. 18.

147 See Nickell (1997), Layard and Nickell (1998), GEQ999), quoted in Mongelli (2002), p.18.

148 See Mongelli (2002),p. 18.
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do not always reflect warranted adjustment needbsthat show an insufficient degree of
nominal and real flexibilit}*°. The improvement in labor market performance the rising
employment rates, the trend increase in partiopatand the reduction in structural
unemployment are only in a small degree the reguwiltage flexibility.

4.2.2.2. Concepts of Nominal and Real Wage Flexibil ity

“Real or nominal wage flexibility can be seen as $ipeed with which real or nominal wages
adjust to real or nominal shock&® Concepts of nominal and real wage flexibility &ttee
response of nominal wages to changes in the peiga bf inflation™?, “the response of real
wages to labor market conditions (i.e. either tanges in unemployment or in productivity)
due to the presence of labor market frictidisand “the response of wages to changes in the

composition of labor demand or labor suppfy”

It has been proved that nominal wages are usualyndiard rigid when an adjustment is
required. On the other hand, a higher inflatiore nasually leads to stronger wage increases

than lower inflation (in order to compensate fa teduction of the purchasing powét)

A longer period for the elimination of labor marldisequilibrium indicates low real wage
flexibility. The reaction to demand pressures ismwhen wage rigidity is high.

It is possible that relative wages do not expresgectly individual skills, individual

productivity or geographical conditions becausaafge compression. When there is a shock
because of the shift in consumers’ preferences flomestic to foreign produced goods, an
adjustment in relative prices and wages is necgseaorder to balance labor demand and

labor supply.

149 5ee Arpaia, Pichelmann (2007), p. 2.
150 g5ee Arpaia, Pichalmann (2007), p. 3.
51 gee Arpaia, Pichelmann (2007), p. 4.
152 5ee Arpaia, Pichelmann (2007), p. 4.
153 See Arpaia, Pichelmann (2007), p. 4.
154 5ee Arpaia, Pichelmann (2007), p. 4.
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There are two different dimensions of wage adjustnmechanisms. The first refers to the
fact that nominal wage and price flexibility arepantant as a reaction to country-specific
aggregate demand shocks. Flexible money wageslexitlé prices can have an influence
upon output and employment and thus lead to negeseal effective exchange rate and
current account equilibrium. The second is the ibdig that real wage flexibility leads to
real wages that are in line with regional, sectaral occupational productivity developments.
Equilibrium unemployment could be lower if wages@veore flexible because a reallocation
of labor resources across economic activities waadossible in the situation of industry-
specific or supply-side shocka

4.2.2.3. EMU Goals

The goals that are important to be achieved in EdM® developments of nominal wages
consistent with the goal of price stability and theoidance of the loss of structural
competitiveness at country level. Excessive nomwades could increase the inflationary
risk, reduce the competitiveness and lead to highmmployment. The aggregate wage
growth should be given by the sum of trend proditgtigrowth and price stability target of
the ECB of below 2%. In the EMU the growth of noaliwage per worker has been statle
Over the period 1999-2006 the increase of nomirsaenper worker was low and represented
2.5%, without Germany, where the increase wa$3%

The differences that exist between wage and labstr @evelopments in countries belonging
to the EMU do not necessarily need to be a causedncern, but they could reflect the
growth or the cyclical situation of that countryheéTinflation and as a consequence the wage
increases could be higher in countries that grostefa while the inflation and wage growth

are usually lower in countries confronted with aegsion.

The changes in relative wages and prices of diftesectors are important for the absorption
of sectoral shocks. When there is a demand shift ftraded to non-tradable goods in a

1%5 5ee Arpaia, Pichelmann (2007), p. 4.
1% 5ee Arpaia, Pichelmann (2007), p. 5.
157 See Arpaia, Pichelmann (2007), p. 7.
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certain country, changes of wages and prices dfrfitiable relative to the non-tradable goods

could lead to a new equilibrium and reduce tradesiilance&®

4.2.2.4. Reasons for Wage Rigidity in EMU

Nominal wages have a high degree of rigidity in EMie downward wage adjustment is

about 0.3% when unemployment increases by*1%

A reason for nominal wage rigidity is given by “theng contract period$®®. An incentive

for long contract periods are lower negotiationtsdike the risk of labor-market conflicts,
while an incentive for short contract periods i fhossible reaction to unforeseen events.
Longer contract periods also have as a result lanflation rates because nominal wages are

not revised so oftéf.

Other aspects that result in downward nominal wagedity are “social norms about fairness:
firms do not want to cut money wages because tlosldvhave a negative impact on
workforce morale and reduce productivfy’ Reductions of nominal wages are usually

accepted only in extreme situations, for examplemne survival of the firm is problematic.

Furthermore, the nominal wage rigidity has to ddhwihe “bargaining game between
employers and employe€8® “The common practice is almost everywhere thatdpction

continues with the same money wage as in the alttact until a new one is concluded. The
consequence may be nominal wage rigidity: if therenly a moderate change in nominal
demand, it will pay for neither employers nor ursdio initiate a labor-market conflict to
change the wage. The upshot is again that, evetmeif EMU implies larger demand

fluctuations, these may not be sufficiently largehange wage-setting behavitsf”

138 5ee Arpaia, Pichelmann (2007), p. 8.

139 See Arpaia, Pichelmann (2007), p. 30.

10 see Calmfors (2001), p. 2.

161 5ee Calmfors (2001), p. 2.

152 5ee Solow (1979), Akerlof and Yellen (1990), qdate Calmfors (2001), p. 3.
163 See Holden (1994), quoted in Calmfors (2001),.p. 3

184 5ee Calmfors (2001), p. 3.
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4.2.2.5. Wage Flexibility and Co-ordination of Wage Bargainng

A national co-ordination of wage bargaining wilbpably be introduced in the EMU, because
nominal wage flexibility could become an importanbstitute for domestic monetary policy
if social actors see the need for such a developffiefihere are incentives for a transnational
co-ordination of wage bargaining at EU level beeaas the Europeanization of monetary
policy and in order to increase welfare. The framdwfor this development is given by the
Macroeconomic Dialogue within the framework of tBeployment Pact, established by the
EU in 1999. According to this, European-level ursi@nd representatives of employers meet
regularly with the ECB, the Commission and EU mntens of Finance and discuss
macroeconomic issues. Another incentive consisthenincreased competition among firms
from different European countries, because a tiimmal co-ordination would result in
smaller job losses than wage increases within ¢e&os of one country ont§f. Cross-border
bargaining co-ordination would also increase thgydiaing power within large multinational
firms that threaten to reallocate production toeottountries because of wage and labor cost
increase¥”.

Reasons that could impede transnational bargacwrgrdination are a very country-specific
knowledge about labor-market relations, the insidfit knowledge of foreign languages
especially among blue-collar union representatities opposition from employers who favor
decentralization and the reduction of union gaiasalise of competition from outside the
EU' If there will be a transnational coordinationvedige bargaining the probability for this
development will be the highest within multinatibnfrms because of similarities in
production that determine similar systems of pagl ather benefits, and because of the
regular interaction of employees from different ories. Multinational firms in the EU with
at least 1000 employees in total and a minimum5&f @mployees in at least two countries
must establish European Works Councils accordintpéoCommission directive from 1994.
“They represent institutionalized networks of enygles across borders, where local union

representatives will meet regularly, and could pieva basis for co-ordination of

185 See Calmfors (2001), p. 4.

186 5ee Calmfors (2001), p. 20.
187 See Calmfors (2001), p. 21.
188 See Calmfors (2001), p. 22.
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bargaining®®.” Factors that reduce the co-ordination coststlaecommon currency and the

possibility to increase the influence of unionBimissels’.

4.2.2.6. Further Possibilities to Increase Wage Fle  xibility

It is thought that the poor performance of Europeanntries in comparison with that of the
United States is the result of labor market riggdit By weakening trade union power and
labor market regulations, the flexibility of théotar market could be increased.

However, when decisions concerning the labor maaketaken, the workers welfare, aspects
of social security, but also budgetary constraamtd the danger of long-term unemployment
because of high wages and labor costs have tokka tato consideratidi®. In the decision
making process about labor markets the interesegdloyers for more flexibility and the

need of workers for security and higher employnséintuld be taken into considerattén

Through the Employment Guidelines the EU Counaibremended in 2002 to EU Member
States to continue the implementation of furtheructtral reforms, innovation, and
competitiveness and to analyze the possibility dfoducing more flexible labor contract
types into the national laws. According to the EBQu@cil, IMF, OECD and the European
Central Bank, there is a necessity to increaser labarket flexibility, in order to solve the

unemployment problem by increasing the reactionptoduction shocks, and to lower
inflation variability because of the reduction dfetneed for stabilization policy by the
common central bank. Important reasons for the leyor mobility in the EMU are cultural

differences and language barriéfs

As a consequence of the 1997 Amsterdam Treaty,r labarket policy coordination

intensified, because employment is considered “amatter of common concert* and

189 See Marginson and Sisson (1998), quoted in Cas{&001), p. 23.
170 gee Calmfors (2001), p. 23.

"1 gee Cazes (2002), p. 1.

172 5ee Cazes (2002), p. 22.

173 See Rantala (2003), p. 7.

17 See Rantala (2003), p. 8.
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Member States “shall co-ordinate their acttdn” The coordination “refers to a situation
where the flexibility parameters of the memberestatre chosen so as to minimize joint losses
of the national government<®. The decisions and the implementation of laborketapolicy

still are main attributions of the member statés

A study of full-time employees, working in the sarfien, for twelve European countries
during 1994-96 contains evidence about nominal wagdity. In Germany and Ireland the
percentage of employees with no wage changes ifigtest. Nominal wage cuts can be

observed’®

Possibilities to improve the employment situationthe EMU would be through higher
flexibility, deregulation and incentives of hous&l®to work (for example because of lower

unemployment benefits and benefit duratidh)

Two important developments that will probably tagltace and that will increase the necessity
for labor flexibility are a higher immigration ohdividuals and the emigration of jobs from
Europe to other regions through off-shoring. Thentemance of productivity advantages,
high wages and increased competitiveness in théexbof globalization will be possible
through increased flexibility and high skills of Bpean workers and by incentives for
jobseekers to find and accept jobs that are avaifib

The overall conclusion is that the EMU is charagtst by high wage rigidity and this
criterion needs to be further improved in ordemteet OCA requirements.

4.3. Financial Market Integration

This section presents the concept of financial eiairkegration and its advantages. Then, the

impact of EMU on financial market integration andtbe convergence of payment behaviors

175 See Rantala (2003), p. 8.

176 See Rantala (2003), p. 8.

17 See Rantala (2003), p. 8.

178 See Dessy (2004), p. 1.

179 See Bucher, Dreger, Ramos, Surinach (2005), p. 1.
180 see Commander, Heitmueller, Tyson (2006), p. 1.
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is described. The markets presented in detail amdhashow a high degree of integration in
the EMU are: the money market, the corporate boadkets, the bank credit markets, the

euro equity markets and the government bond market.

4.3.1. The Concept of Financial Market Integration

The necessity for exchange rate adjustments caredeed by financial market integration
because adverse shocks can be temporarily cushimneapital inflows, for example “by
borrowing from surplus areas or de-cumulating weeifjn assets that can be reverted when
the shock is ovef®’. Changes in the interest rates can equilibratéatapovements across
partner countries even when they are not very highere is an important degree of financial
integration. Differences between long-term interasts could thus be reduced, with positive

effects for the financing of external imbalanced ot the efficient allocation of resourc¢és

“The market for a given set of financial instrumeeand/or services is fully integrated if all
potential market participants with the same reléchaaracteristics
(1) face a single set of rules when they decide to detl those financial instruments
and/or services;
(2) have equal access to the above-mentioned setasfdial instruments and/or services;
and

(3) are treated equally when they are active in theketdf®

4.3.2. Advantages of Financial Integration
Benefits of financial integration are increasedsimsties for risk sharing and diversification,

a better capital allocation and the potential fighkr growth.

According to an empirical study risk sharing acresgions enhances the specialization in
productiort®®. The financial integration also leads to an insesbset of financial instruments

181 5ee Mongelli (2002), p. 9.

182 5ee Mongelli (2002), p. 9.

183 See Baele, Ferrando, Hohrdahl, Krylova, Monne®@0p. 6.

184 See Kalemli-Oczan (2001), quoted in Baele, Fewahtbhrdahl, Krylova, Monnet (2004), p. 7.
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and of cross-ownership of assets. In the euro w@agents do not fully share risk. “When
agents in an area fully share risk, the consumptioagents located in one region co-moves
with that of agents located in other regions ot #raa, while consumption does not co-move
with region-specific shock$®. In the Euro zone the correlation between GDP groates is

higher than that of consumption growth rates, whiedans that there are further possibilities

of risk sharing®®.

Financial integration also means the eliminatiomarriers to trading, clearing and settlement
platforms, so that firms can choose trading, ciep@nd/or settlement platforms with the
highest efficiency. Investors will have the podd#pito choose between more productive

investments and reallocate funds according to thppertunities.

Furthermore, financial integration leads to a hidghewv of investment funds in some regions,
if these investment possibilities are more prodwctielative to foreign ones. There will be
higher competition in less developed regions ang #ituation could lead to lower
intermediation costs, a higher efficiency of thigrancial system, an increase of local and
foreign agents, and thus to further developmerthe$e financial systerf€. In the new EU
member states there is a high amount of foreigolu@ment in almost all financial market
segments. However, the process of financial markegration should be monitored in order

to avoid the creation of monopolfé%

There is a relation between financial developmants economic growth. The basic purposes
of the financial systems are: “1) lower uncertaifty facilitating the trading, hedging,
diversifying and pooling of risk; 2) allocate resces; and 3) mobilize saving§®. These
aspects can have an influence upon economic groadhuse of the capital and technological

accumulation.

185 See Adjaoute and Danthine (2003), quoted in B&agando, Hohrdahl, Krylova, Monnet (2004), p. 8.
18 gsee Adjaoute and Danthine (2003), quoted in B&agando, Hohrdahl, Krylova, Monnet (2004), p. 8.
187 See Gianetti et al. (2002), quoted in Baele, FetvaHo6hrdahl, Krylova, Monnet (2004), p. 8.

188 See Baele, Ferrando, Hohrdahl, Krylova, Monne®@0p. 8.

189 See Levine (1997), quoted in Baele, Ferrando, dfitilr Krylova, Monnet (2004), p. 8.
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4.3.3. The EMU and Payment Behaviors Convergence

A study of the five payment instruments, which #ne credit cardcash, cheque, credit
transfer and direct debit, shows convergence oraddrfor all payment methods in the EMU
except for the chequ¥®. Cards and cash take in volume the place of cleeqne credit
transfers, while the credit transfer increases ehelques decrease in vditfe Important
aspects that influenced the payment behaviors emkenological innovatidf, legislative
environment and banking integratféh In the EMU, the payment behavior is determined by
the unification of national markets for retail pagmts through the Single Payment Area

(SPA), by technological and socio-macroeconomitofat’

“The SPA is one domestic euro payment area groupigether the” "existing national areas,
and in which payments are carried out with idehttme and costs®. The purpose is to

permit customers to complete payment transactiertiey now do at national level, while at
present, retail payments across borders take loagdr are more costly than domestic
payments. The reasons for these differences comsigte specific laws and the different

speeds that are characteristic for the EMU memiages Today, the only integration refers to
card payments, which have international functidgalimportant measures that have been
taken in order to eliminate these barriers werectikeation of the European Payment Council,
whose purpose is to provide guidance to the bankitigstry in order to accelerate the setting
up of the SPA, and the common legal framework fayrpents established by the European
Commission. Factors that impede the developmenimrtts a SPA are the fact that
consumers usually do not switch banks, so thaettsea little incentive to reduce prices, and

the fact that competition is not very high in teectof®.

1% see Deungoue (2005), p. 1.

1 See Deungoue (2005), p. 6.

192 5ee Snellman and al (2001), Markose and Loke (28002), quoted in Deungoue (2005), p. 2.
193 See Snellman (2000), quoted in Deungoue (200%), p.

194 See Deungoue (2005), p. 2.

1% 5ee Deungoue (2005), p. 3.

1% see Deungoue (2005), p. 3.
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4.3.4. The Money Market in the EMU

Definition of the Money Market

“The money market is commonly defined as the maftetshort-term debt, where “short-
term” means a maturity of up to one yedf” Segments of the money market are: unsecured
debt, secured debt (e.g. the repo market), andatems of short-term debt (e.g. the interest

rate swap market).

It is important to monitor the integration of euabea money markets for the following
reasons: the market is very important for the inm@etation of the single monetary policy of
the area, for the distribution of liquidity by th&uro system, for the efficient allocation of
resources in the euro area and for assuring a efbocgent pricing of short-term debt in the

Euro zone.

The Unsecured Market Segment

“The unsecured deposit market is where credit tutsdns exchange short-term liquidity
without any collateral as guaranté®” Between mid-1998 and mid-1999 this market grew
especially because of a 40% increase of the ov@rsegment, which now represents a little
less than 70% of the turnover of the total marRéite second largest turnover is given by

transactions with maturities up to one md#th

EONIA (euro overnight index average) and EURIBORr¢enter bank offered rate) are daily
benchmark indices for unsecured lending rates enBtro zone, which were used after the
adoption of the euro in 1999, and which contributeen increase of the market, because they
were used as underlying or reference indices indbéevative markets. EONIA “is the
reference rate for the euro area overnight rate,itais calculated by the ECB as a weighted

average of all overnight unsecured lending transastundertaken in the interbank market by

197 See Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 23.
1% See Baele, Ferrando, Hordahl, Krylova, Monnet &0p. 23.
19 See Baele, Ferrando, Hordahl, Krylova, Monnet £0p. 23.
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a number of contributing panel bank¥” EURIBOR “is the benchmark rate of the euro

money market for a number of standardized matsrifigto one yeat.”

The Repo Market Segment

“In the repo market, financial agents exchange régesl for liquidity, with a simultaneous
agreement to reverse the transaction at some pfigol future date and at a pre-set
price”®®% After the adoption of the common currency, theoearea repo market has
registered an important growth, because more erga securities are available and new
players have entered the market. The size of the @&ea repo market is higher than that of
the unsecured deposit market, and most transadiensased on sovereign bonds, and have a
short maturit{®’. An important aspect that contributed to an insegaintegration of the euro
area repo market was the introduction of the EURERI@X in 2002. The percentage of
trades with a non-domestic euro area counterpareased from 33% in 1998 and 1999 to
40% in 2006>.

The Interest Rate Swap Market Segment

“In the interest rate swap market, financial ageageee to exchange periodic payments of
interest rates according to some pre-specified dtambased on an underlying principal,
which itself is not exchangetf®. The operations in the interest rate swap marketlly
involve banks, and there is a concentration amofeyvdarge market players. The reason for
this development consists in the fact that indigidtransactions on the order of several
billions of euros are usually made. The adoptiothefeuro determined a high growth of the
euro area interest swap market, because the sogtearea swap curve was used by a large
number of market participants as a reference, auhuse the growth itself increased the

market liquidity and made the market more attra&ctiVhere is a concentration of the market

20 g5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 24.
21 5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 24.
22 g5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 24.
23 5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 24.
24 See Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 33.
2> 5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 24.
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at shorter maturitié®®. The percentage of the average daily transactiorthe euro area
represented 34% in 1998 and increased to 52% bsettwnd quarter of 1949,

4.3.5. Corporate Bond Markets

A characteristic of the corporate bond marketfiésrapid growth during the last years. While
before 1998 corporate bonds were issued by higttgdrfinancial corporations, the number
of lower-rated A and BBB corporations in these netgskncreased. The corporate bond yield
spreads are determined especially by the creitiigfat.

Benefits of a further integration of the corporatend markets are the larger choice of assets
for investors, the increased possibility of investdo spread the risk because of the
elimination of barriers to international investngrthe lower risk premium that has to be paid
by companies, the reduced dependence on domeddit atecision-makers, the lower

sensitivity of corporate financing to business eydbwnturns and to crises in the banking and
securities market and the higher incentive to iasee shareholder value and improve

information in order to reduce the cost of capftal

There have been significant changes at the supplyaathe demand side of the market. On
the supply side for example, an increase of tha tattstanding value from 180 billion euro in
1998 to about 680 billion euro in 2003 could beesbed. The A-rated segment increased
from 30 billion euro in 1998 to 220 billion euro 2003, and the BBB-rated segment from 3
billion euro in 1998 to 182 billion euro in 2003specially because of the increased
participation of non-financial corporatidii® On the demand side, an increase could be
observed because of the higher diversity in th@lsugnd the increased liquidity of corporate

bonds. The low levels of government bonds becatisieeorestrictions of the Treaty and the

2% 5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 24.
27 5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 33.
28 See Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 54.
29 5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 45.
#19g5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 46.
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Stability and Growth Pact and an ageing populaiiso increased the demand for long-term

savingé™.

The euro area corporate bond markets show a rdalsamhegree of integration; the home bias

of bond portfolios decreased and European-wide Iiomdis registered a significant growth.

4.3.6. The Bank Credit Markets

“Banks are crucial to the transmission of monetaslycy impulses to the economy since they
are the counterparts for central bank monetarycpaperations and since they grant credit to
households and firms, inter alia, on the basisredlit received from the central bark® In

the euro zone, banks are the most important intdiaries.

The integration after the adoption of the commomency euro differs between banking
activities and has been relatively slow on theilrdtanking market. The regulators made
efforts in order to increase the integration, feample through the First (1977) and Second
(1988) Banking Directives and the publication o# financial Service Action Plan in 1999,
which contains measures to eliminate price diffeesnacross the EU and enhance consumer

protection in the retail markéts.

There is a tendency towards consolidation of creéadtitutions, especially because of
technological developments, deregulation, libesdion and globalization. Asymmetries in
the banking sector become lower as a result of energnd acquisitions that take place mainly

in countries were the bank concentration is?féw

In spite of these developments, there still areesonportant differences concerning banking
activities in the euro zone. The short-term lendsngore segmented than medium- and long-
term lending in the corporate lending market. Tbastmer credit segment shows a high
degree of fragmentation, while mortgage loans ae amaracterized by large differences

21 See Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 48.
%12 5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 55.
23 See Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 55.
24 See Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 56.
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across countries. The cross-border activities m rittail banking segment are still home

biased, so that further developments and measunesds integration are necessary

4.3.7. The Euro Equity Markets

The reform of European equity markets began inrthé ‘80s and was determined by
increased capital mobility, progress in telecommoation and cross-border trading in order to

enhance portfolio diversification.

“Until 1985, the stock exchange of each Europeaonty was a closed membership
organization protected from competition by natioregulation, restriction to capital mobility
and high costs of telecommunicatidt’ Today, important developments of the equity neark
concern mergers among national stock markets (kamele the merger of the stock
exchanges of Paris, Brussels and Amsterdam in @é&ete2000 resulting in the Euronext
stock exchange), the increased concentration afyelgokerage and the expansion of trading

hours?’.

A study of the equity markets in Germany, Frantalyland Spain for the period January
1994 to June 2004 shows an increased integratieaguned by the return correlations across
the equity markets of the euro zone), becauseeoélimination of restrictions concerning the
capital mobility and of institutional barriers. Ather conclusion of the study is that the
informational market efficiency increased. Becaokéhese developments a better allocation
of capital and economic growth in Europe could kpeeted. Investors from the euro zone
increased their investments in equities and thegetendency to move from a bank-oriented
European financial system to a more market-orientezgl However, the euro equity markets
are not fully integrated, so that a further harmation of rules and increased cooperation are

necessafiy®.

%5 5ee Baele, Ferrando, Hordahl, Krylova, Monnet &0p. 66.
2% 5ee Croci (2004), p. 1.

27 See Croci (2004), p. 2.

Z8 5ee Croci (2004), p. 20.
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The European equity market can be considered dudyhigtegrated only since 1996 and its
importance in the world financial markets has iasexl significantly since then. This
development is mainly due to the transition towdtddU, and in this context through the
elimination of the exchange rate volatility and erainty, as well as through the monetary

policy convergence of interest rates and inflatiate$™.

The integration is important for investors and ppimakers. From the investors’ perspective,
the integration made the Euro area a more atteqtiace for investment and increased the
incentives to diversify more across sectors or sm@gions. Policy makers have to adopt
further supervisory measures in the context ofitleeeasing interdependence of Euro area
market$?°.

4.3.7.1. Consequences of the Integration

There is a convergence of macroeconomic influemeesompany profits as a result of a
single monetary policy, closely aligned interesesaand fiscal policy discipline. Lower trade
barriers to trade goods and financial assets leadhigher degree of specialization in national

industrie$®*.

For European firms the consequence of increasitagiation could consist in lower costs of
equity capital, because the equity risk premiumlides?. There still is a fragmentation of
stock exchanges in Europe resulting in differentgs for equity capital for firms with similar

characteristics.

For investments the lower cost of capital impliest triskier, high expected return projects can
be financed more advantageously. This aspect isrdée for investments, output and

economic growth.

29 5ee Fratzscher (2001), p. 5.

220 gee Fratzscher (2001), p. 37.

221 See Adjaoute and Danthine (2003), p. 3.
222 gee Adjaoute and Danthine (2003), p. 54.
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Private investors can profit from better diversifion opportunities at lower costs as a result

of financial integratioff*

4.3.7.2. Further Integration (e. g. by a European S  tock Exchange)

A stock exchange, share market or bourse is a favrganization “made up of members who
use the facilities to exchange certain common stttk

The euro area financial integration could be sigaiftly increased by the existence of a
common Euro Area Stock Exchange. Current developngrat could lead to a common
stock exchange in the euro zone are the increasteghational competition on the capital
markets as well as the technological progress hadcomputerization of trade. Important
benefits of a common stock exchange would relateosis, efficiency, speed, liquidity and

price advantages.

There has been an attempt to build an alliance deiwhe Deutsche Bérse AG and the
London Stock Exchange in 1998. The development cbramon European trade platform
was discussed, as well as the possibility thaother European stock exchanges should join
it later. However, there have been different pooftgsiew regarding the harmonization of the
stock markets which hindered the fulfillment. Arregment could not be reached regarding

for example the ownership and the electronic tsadtem to be chos&.

A solution could consist in establishing differarading places, e.g. in London, Frankfurt,
Paris, Mailand, Madrid, Zurich, Amsterdam and Balssa possibility that has already been
taken into consideratiff. The trade for specific market segments coulddreentrated on a

single trading place. Some very important questityas would have to be solved, however,
regard the listing requirements, the supervisiontlué stock exchange activities, the

22 gee Adjaoute and Danthine (2003), p. 55.

224 See Bloomberg Financial Glossary (http://www.bldeny.com/invest/glossary/bfgloss.htm#stock_market
22> gee Aehling (2000), p. 27.

226 5ee Aehling (2000), p. 28.
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harmonization of the legislation, the technicaltfolan for the trade, the ownership and the

trading segments for the euro area stock exctfahge

4.3.8. The Government Bond Market

4.3.8.1. The Concept of Government Bond Markets and  Their
Advantages

The government bond markets in the Euro zone plegra important role because they are
the main source of financing for central and lgg@aternments; they help the financial system
function, and government bonds are benchmark asets pricing other securities as well as
collaterals in some financial transactions. Aftex introduction of the euro, the integration of
the euro area government bond market increasedd Borifolios became more diversified,

especially in the smaller euro area countries,thadcompetition increased.

A benefit of further government bond market intéigraiis the reduction of the cost of serving
government debt. Because of the market integratiorgstors can diversify geographically
easier, so that the required yield is lower andrethare reduced interest payments for
governments. If governments also manage to imptiogdiquidity of the outstanding bonds,
the liquidity premium required by investors will bk@ver. The debt servicing costs for the

euro area could be reduced by 5 billion euro bexafia further integraticf"

Another advantage of further integration is a hrglhansparency and a more homogeneous
pricing of bonds. Government bonds of similar m&guare closer substitutes, and because of

that the functioning of the euro area collateratkeal asset market is improved.

Furthermore, the integration can determine a mgnengetric impact of monetary policy in
the bond markets, increased liquidity, efficienog @onvergencé®.

227 See Aehling (2000), p. 32.
228 5ee Adjaoute and Danthine (2003), quoted in B&&lgando, Hordahl, Krylova, Monnet (2004), p. 34.
22 5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 34.



OCA Criteria 68

4.3.8.2. Changes in the Euro Area Government Bond M  arket

The holdings of non-domestic bonds have becomeehigfter the introduction of the euro
because investors wanted to benefit from improvedrsification and liquidity. The changes
can be categorized into those which are mainly lsugfven, the demand-driven changes and

developments in the financial infrastructure.

The supply-driven changes refer to modificationsoawning the issuance of sovereign bonds.
The competition has increased and has led to highedity of government bonds and larger
volumes of outstanding issues. Small countriesrameasingly starting to create benchmark
issues, and some governments initiated buy-bacranes for instruments that were illiquid
and/or short-dated. Pre-announced auction calendars introduced in order to make the
issuance activity more regular, predictable andsparent. The number of primary dealers
increased, trading systems for the secondary market started to increase the liquidity, and
there were sustained efforts in order to meet @ddr investor needs (e.g. in Spain and
France constant-maturity bonds were introduced)meéoreasons for the remaining
fragmentation are the decentralized managemertteoptiblic debt market and the different

credit risk of the countries.

The demand-driven changes concern the fact thaistovs started to take a euro area-wide
perspective rather than a national one on issdesirgy to portfolio allocations. The motives
behind this development are the elimination ofékehange rate risk between the currencies
of EMU member states and the concern of debtorsnfore liquidity. The portfolio
diversification increased especially in smaller moies, mainly because of the smaller choice

of domestic assety.

The trading in bond markets usually took place otrex counter (OTC) and between
relatively small groups of counterparts. Now, thare several structured trading platforms in

the euro area as a result of technological innowadind the increased demand for efficiency

#0g5ee Baele, Ferrando, Hordahl, Krylova, Monnet @0p. 35.
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which is the consequence of higher competition betwdebt managers, intermediaries and

investors. The liquidity of the market increasesheially in smaller countrié¥.

Concerning the public debt market, the risk frdenest rates became less volatile in the euro
zone after the adoption of the common currency. Jihgle public debt market is still not
completely established, and the fragmentation l¢éadssts for Treasuries and taxpay&rs
Full integration of the financial area would meduattthere is a single risk free rate. An
important aspect which led to higher integratiors wze elimination of the currency risk after
the adoption of the euro. Other important factstfar integration are the low inflation target
of the ECB and the restrictions on fiscal policigse latter is very important for the
convergence of the credit ri$R} However, there still are deviations from the lafvone
price, which means that public bonds with the sameelit rating have yield differences and
correlations between the yields smaller than urkiy: the Treasuries of the euro area this
situation leads to unnecessary costs of about IBrbieuro annually. In this context, the
establishment of a multilateral agency in chargesstiing debt on behalf of the euro-area
governments could be a solutfdh

The conclusion is that EMU is characterized by ghhiinancial market integration of the
markets described. Equity and bond home biases theseased across European countries
while a large shift in holdings towards other earea countries took place, a situation which
proves that euro area financial markets became integrated. A reason for the higher
financial integration in the euro area was the e¥aatcess to equity and bonds markéts
However, some further improvements are possiblg, @ common European Stock

Exchangé®” and the complete establishment of a single debketfa’.

#lgee Baele, Ferrando, Hordahl, Krylova, Monnet &0p. 36.
232 3ee Adjaoute and Danthine (2003), p. 1.

233 3ee Adjaoute and Danthine (2003), p. 2.

234 5ee Adjaoute and Danthine (2003), p. 3.

235 5ee Santis, Gerard (2006), p. 25.

2% 5ee Santis, Gerard (2006), p. 29.

%7 See Aehling (2000), p. 27.

238 See Adjaoute and Danthine (2003), p. 1.
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4.4. Production Diversification (Kenen)

This criterion can be formulated in the followingay “Countries whose production and

exports are widely diversified and of similar sture form an optimum currency aré¥’

In order to represent a problem for a monetarymrgoshock has to be large and asymmetric.
The most likely sources of shocks are shifts imndpeg patterns, e.g. because of changing
tastes or of new technology that leads to new ptsdrhis problem can occur especially in

countries that are specialized in a narrow ranggoofi$*.

Asymmetric shocks are not so likely among countvigh similar production patterns and
diversified trade. An analysis of European coustrieads to the conclusion that the
dissimilarity between Germany and Austria for exémis very low, that Norway did not
accede to EMU because of its dissimilarity withestBEU countries (its trade is dominated by
fish and oil) and that dissimilarity is high betwethe EU and the UK. An exception to other
European countries is the Netherlands which joittedl EU in spite of its dissimilarity,

because of economic and political advant&ges

A question arises as to the effect of trade int&gmaon diversification. According to one
opinion trade leads to more specialization becaash country or region concentrates on its
comparative advantage. If this situation occur®, thversification will decrease and the
monetary union will become more costly (trade tatkessinter-industry form). According to
another point of view, every country produces défe brands of the same goods, offers more
choice and trade becomes more diversified (theretia-industry trade). An analysis of the
situation so far supports the view that diverstima increases with trade integration, so that

“the EMU with regard to that criterion stands topirve further®*2

However, this OCA criterion is satisfied in EMU deaccording to Petreski), in spite of the

fact that its optimality could increg8d The reason consists in the fact that the tendemcy

239 5ee Baldwin, Wyplosz (2006), p. 358.
240 5ee Baldwin, Wyplosz (2006), p. 358.
241 See Baldwin, Wyplosz (2006), p. 363.
242 5ee Baldwin, Wyplosz (2006), p. 368.
23 3ee Petreski (2007), p. 12.
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EMU is towards a more diversified production anade of different brands of the same

goods. Production and exports are thus diverséiatiof the same structure.

4.5. Economic Openness (Mc Kinnon)

The Mc Kinnon criterion states that: “Countries whiare very open to trade and trade

heavily with each other form an optimum currenaye&i**

The question that arises is whether the exchartgagaiseful in the situation of asymmetric
shocks. Standard products, which are produced fiereint countries and are virtually
identical, have similar prices at home and abrddwbir prices are nearly the same under the
premises of competition. In this situation prices aot important and giving up the exchange

rate does not represent a significant loss.

Let’'s consider a situation where two countries thanot share the same currency have their
own exchange rate vis-a-vis the rest of the wagld, & and E. If in both countries there is
an intensive competition then the prices will eqealwhen they are expressed in the same
currency. If R = the price of country A’s domestic goods in dotiwesurrency, then P =

the price of domestic goods expressed in the fedteoworld’s currency for country A, and
EgPs = the price of domestic goods expressed in theofethe world’s currency for country
B. With competition, the “world price levels” terd be equal (FPa = EgPs). A’s change in
the exchange rateaEmust be followed by a change in local currencygsiR in order to
keep RPa unchanged. The result is that Bnd B are not sticky anymore and the real
exchange rates of both countries vis-a-vis the oéshe world are also equalafPa/P* =
Eg/Ps/P* (P* = the price level in the rest of the worldlyith flexible prices no significant loss
results from giving up the exchange rate in a @wyeuniof*. As a consequence, in
countries that are open to trade and trade heapiiges tend to equalize and the real
exchange rates vis-a-vis the rest of the worldadse equal. Giving up the exchange rate does

not represent a significant loss.

244 See Baldwin, Wyplosz (2006), p. 358.
24> See Baldwin, Wyplosz (2006), p. 358.
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The international prices of tradable goods inflieetfte domestic cost of living as a result of
economic openness. Higher openness reduces theljigbof money and/or exchange rate
illusion by wage earners, because changes in gtiermal prices have an increasing direct and
indirect impact on domestic prices. As a consegeeirice importance of the nominal
exchange rate as an adjustment instrument decrdaisesnsions of the economic openness
are “the degree of trade integration (i.e., theéoraf reciprocal exports plus imports over
GDP) with the partner countries, the share of toéglaersus non-tradable goods and services
in production and consumption, the marginal projgrie import, and international capital

mobility>*¢.”

The economic openness calculated as the ratiopmreplus import of goods and services to
GDP is relatively high in Europe, reaching an ageraf about 40 percent of GDP. The prices
of tradable goods tend to equalize across Europeantries as a result of liberalization and

increasing industry trad¥.

This criterion is important in the OCA theory alsecause most goods from a small open
economy are traded on international markets. Assalt, local conditions do not play a very
important role for their prices, and changes in ¢herency value are passed into domestic
prices. The consequence is that exchange rate ebalugnot have a significant effect on the
competitiveness of the country.

“Openness is defined as the share of economicigctievoted to international trade. The
ratio of exports to GDP measures the proportiodashestic production that is exported. The
ratio of imports to GDP measures the proportiondoimestic spending that falls on

imports™*®

Smaller European countries are more open. Thisrsasaon why smaller countries usually
support the European Union more than the others.t&h new member countries (that will
probably be members of the euro zone by the enthefdecade) are like the candidate

countries very open. The EU as a whole is by cehteagely closed.

246 5ee Mongelli (2002), p. 9.
%47 see Beck and Weber (2001), quoted in Mongelli 220p. 21.
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“A second way to look at openness is to measure thanvestic prices respond to exchange
rate changes, the pass-through effect. If all pricesspond one for one to exchange rate
changes, the pass-through is complete and the egeheate only affects inflation, not

competitiveness...for instance, a 0.6 pass-througtfficeent means that a 10 per cent
depreciation is followed within three month by gércent increase in import prices...The

more open the economy the larger is the pass-thfddg

In most European countries there is a significapenmess and a large pass-through
coefficient. This criterion is fulfilled in most E€conomies, especially for smaller countries,

where domestic prices tend to be dominated bysxbkange rate’.

4.6. Similarities of Inflation Rates

The expectation is of similar or closely relateflation rates in countries that are members of
a currency union. According to Fleming (1971)the terms of trade converge if the inflation
rates of the member countries in a currency arsa @bnverge. This situation reduces the

need for exchange rate adjustment as a resultregriduaccount equilibriufi

Persistent differences in national inflation rates cause external imbalances. Reasons for
the different national inflation rates can be: dispes in structural developments, diversities
in labor market institutions, differences in economolicies, and diverse social preferences
such as the inflation aversiof If inflation rates between countries are low airdilar, than

the trade will be stable and the need for nomirahange rate adjustments will decréase

The inflation rates decreased over the 15-20 yieagsro area countries. There are variations
in the national inflation rates of euro area mendmemtries because of the following factors:

statistical and erratic factors (noise); the corigieof the single market and higher cross-

248 See Baldwin/Wyplosz (2006), p. 362.

249 See Baldwin/Wyplosz (2006), p. 362.

20 5ee Baldwin/Wyplosz (2006), p. 363.

1 gee Fleming (1971), quoted in Mongelli (2002)9p.
%2 g5ee Petreski (2007), p. 4.

%3 3ee Mongelli (2002), p. 9.
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border transparency, which reduce the differencedble prices of traded goods; the Balassa-
Samuelson effect (this effect refers to the obdemahat consumer price levels in wealthier
countries are systematically higher than in pooress; it is an economic model predicting the
above, based on the assumption that productivigroductivity growth-rates vary more by
country in traded goods sectors than in other sectdlifferent cyclical conditions and
demand policies®. Some differences in national inflation rates imcearea countries should
not be viewed as negative, if they reflect a “citghup” proces$® (e.g. in the new member

countries).

However, the cross border volatility of relativeces has decreased significantly in euro area
member countries since the adoption of the eurdaiuary 1998". The criterion of similar
inflation rates can be seen as fulfilled in EMUWy(@ccording to Petreskiy.

4.7. Fiscal Integration (Fiscal Transfers)

This criterion can be formulated in the followingyv “Countries that agree to compensate

each other for adverse shocks form an optimum oayrarea”.

If in country A there is an adverse shock, theeeaso negative consequences in country B.
A possibility would be help from country B to comn, e.g. financial compensation in order
to reduce the asymmetric shifts. If this strategggdopted, the recession in country A and the
boom in country B could be reduced, and the shocitdcdisappear over time through longer

lasting prices. Countries that do offer help anedbieiaries in the future.

The transfer schemes can be explicit or impligtcan be seen in different countriés the
situation of an asymmetric shock income declines aelfare support like unemployment

benefits rise. Transfers are received from theak#ite country. Transfers can be implicit and

%4 3ee Fleming (1971), quoted in Mongelli (2002)9p.

25 35ee ECB (1999), quoted in Mongelli (2002), p. 22.

26 5ee OECD (1999), quoted in Mongelli (2002), p. 22.

%7 5ee Beck and Weber (2001), quoted in Mongelli 230p. 22.
8 gee Petreski (2007), p. 12.

29 5ee Baldwin, Wyplosz (2006), p. 358.
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a result of the redistributive mechanism in thentou Explicit transfer systems are in place

in some federal countries such as Germany and &neitaf®.

In the situation of temporary adverse shocks, a@sitan receive transfers from better-off
countries in a currency area (without the exchamgge mechanism). Under these
circumstances, the income of the region declin&gively to the rest of the currency area,
and tax payments are lower, while welfare payméantemployment benefits, subsidies)

increase.

In the USA federal transfers amount to betweenridD40 percent of the loss while in the EU
they represent about 1 percent of the GDP. In Buibis usually spent on the Commission’s
operating expenses, the common Agricultural Pddicgt Structural Funds for poorer regions.

“On this criterion, Europe is definitely not an mptim monetary unioft*.”

The necessity of nominal exchange rate adjustmienssnaller if countries share a supra-
national fiscal transfer system, so that a redistion of funds to a member country that is
affected by an adverse asymmetric shock takes .pldoe premise for this is an advanced
degree of political integration and the acceptasfcguch risk sharing by member countffés

The conclusion is that in EMU the criterion of fidintegration is not fulfilletf®

4.8. Political Integration

The reasons why political integration is very impot are shown in this section. Then, the
significant institutions for the functioning of tHeMU, especially the ECB and EU bodies
related to it, are presented in detail, by desagbaspects that are optimal and possible
improvements in their organization. Some problemaspects for example are the lack of
accountability of the ECB and the fact that theesugion of the banking sector is not
centralized at the level of the currency union. Boather important institutions for the

political integration, where reform would be optimare the Council of the EU and the

20 5ee Baldwin, Wyplosz (2006), p. 358.

%1 5ee Baldwin, Wyplosz (2006), p. 366.

%2 g5ee Kenen (1969), quoted in Mongelli (2002), p. 10
23 5ee Petreski (2007), p. 12.



OCA Criteria 76

Commission of the European Communities. The creatiba Representative for Foreign
Affairs through the Lisbon Treaty would also re@msprogress towards increasing political

integration.

Some economists view the will for political intetjom as the single most important condition
for a currency unioft”. It allows the adoption of joint commitments, qoecation on
economic policies and more institutional linkaj&sThe political will was and is crucial for
the adoption and maintenance of a single curreitaberler (1970) thought that it is
significant for joint economic policies, commoncid policy and strong institutional linkage.
Tower and Willet (1976) affirmed that compatibility preferences toward growth, inflation
and unemployment are essential for the proper fomicig of EMU*®°.

4.8.1. EMU Palitical Integration

In EMU there is a strong political will to increaB&ropean integration. Monetary unification
is aimed at, which is shown by the common targetserning the stabilization of inflation,
budget deficits and exchange rates in euro areab@eoountries. However, the euro area is

not a state and it is also not likely to become?®ne

Concerning the increasing functional political gration, it can be observed that there are
different areas of government that have come closgether. The supranational legislators
that play an important role in the harmonizatiore @he EU Council — which is the
intergovernmental body - and the European Parlian@@mmmon policies are initiated by the
European Commission, which also observes the imgation of supranational laws and
regulations. Another important institution is thargpean Court of Justice. In the European
Union there is no absolute economic power of thigonastate. However, the state still is
responsible for aspects like income redistributigrmwth promotion and employment. It is
probable that political integration will increaseeo time.

%4 5ee Mintz (1970), quoted in Mongelli (2002), p. 10
25 5ee Mongelli (2002), p. 10.

20 5ee Petreski (2007), p. 4.

%7 5ee Mongelli (2002), p. 23.
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A transfer has taken place of sovereignty over sabeenents of economic policy. The

competences regarding the monetary policy have traasferred to the European System of
Central Banks. The ESCB and the EU Council decid¢he exchange rate policy, while the
ECB is responsible for holding and managing foreexthange reserves and conducting
foreign exchange operations. The EU is also resplen®r decisions about the single market,
competition and trade policies. The fiscal poligy still a national competence but the

provisions of the Stability and Growth Pact impesene restrictiorf§®

There is, however, an increased necessity for ypagordination in EMU, determined for
example by the increasing policy spillovers betweeuntries and by economies of scale. At
present, there are frequent exchanges of viewst atadional and euro area developments and
policies in forums like the Economic and Finanddflairs Council (ECOFIN; composed of
the Economics and Finance Ministers of the EU menskates), the European Foundation
Center (EFC; a European association of indepenfigrders) and the European Political

Cooperation (EPC; a form of EU foreign policy caoation).

Areas where a further political integration coubiké place are for example internal and
external security and the budget of the Europeaiond®. It is probable that the common
foreign and security policy will be strengthenedtle context of security issues regarding
migration and relations with countries from diffet@ther regions such as the Middle EZst

4.8.2. Institutions and Governing

An analysis of the European economy shows thangstutions are often characterized by
inertia and that decision taking could become mefcient. Although some further

improvements may be recommendable, significant oreas towards increasing the
optimality of EMU have already been taken. Tradeedalization and the creation of the

Common Market represent very important progres9es. issue regarding the effective EMU

28 5ee Mongelli (2002), p. 24.
29 5ee Mongelli (2002), p. 25.
20 See Gehler (2008), quoted in Eichengreen and Isanaen (2008), p. 1.
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organization consists in the decision whether EQuihbe organized federally (which means

that decision taking is collective) or confederally

The European integration leads to pressures fowexgence while the institutions and
ideologies are at the same time significant souofeimertia and resistance (e.g. the price

stability objective of the ECB and the excessiviciteprocedurej’™.

The European economic reforms adopted by decisiakes could be characterized by
“progressive liberalism”, defined “as the effortftese a liberal concern for efficiency with a
Rawlesian commitment to support the disadvantggéd=xamples of European liberalizing
reforms are deficit reduction in Italy and Swedtax relief in France, the Netherlands and
Britain; as well as efforts to increase market ipgrétion in the Netherlands and Sweden.
Inefficient social spending in Europe could be i by more efficient administrative
procedures such as the reduction of disability mayly retirement and of protections for

well-situated self-employed or public sector wosker

Despite some inertia and inefficiencies of Européastitutions, they fulfil some very
important tasks. Regarding debtor friendlinessBEheopean system is not so debtor friendly
as the American system, where restructuring inswlventerprises is encouraged (e.qg.
significant in the context of crisfS}. Another important issue of the European integrati
refers to the development of a transnational coitipetpolicy in accordance with the

principle of trade liberalization and the creatafrthe Common Markét*.

The question arises whether it would be bettehef EU were organized federally (meaning
that decision making is collective) or confederally federal organizatior- meaning a
collective decision taking could become more difficult with larger EU growthhen the

heterogeneity increases and when citizens have hoonegeneous preferené€s

2’1 See Cohen and Pisani-Ferry, quoted in Eichengardrandesmann (2008), p. 7.
212 gee Stiefel (2008), quoted in Eichengreen and &sménn (2008), p. 8.

23 See Stiefel (2008), quoted in Eichengreen and ésménn (2008), p. 8.

27" See Resch (2008), quoted in Eichengreen and Levades(2008), p. 9.

27> See Mueller (2008), quoted in Eichengreen and &amtnn (2008), p. 9.
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4.8.3. The European Central Bank

4.8.3.1. Models of Central Banking

There were two models of central banking in thetpas period: the Anglo-French model

and the German model.

Central banks designed according to the Anglo-Freanodel pursue several objectives, e.g.
price stability, stabilization of the business eychigh employment and financial stability.
There also exists a political dependence of cetaaks, because the minister’s of finance

have to approve decisions concerning monetaryyaolic

In the design of the ECB the German model prevaifettording to this model the price
stability is the primary objective of the centran. Article 105 of the Maastricht Treaty
provides:
1. The primary objective of the ESCB shall be to namtprice stability. Without
prejudice to the price stability, the ESCB shalbgort the general economic policies
in the Community with a view to contributing to #rehievement of the objectives of

the Community as laid down in Article 2.

Article 2 of the Maastricht Treaty states that:
The Community shall have as its task, by establislda common market and an
economic and monetary union and by implementingnommpolicies or activities
referred to in Articles 3 and 4, to promote throoghthe Community a harmonious,
balanced and sustainable development of economiwitees, a high level of
employment and of social protection, equality between and women, sustainable
and non-inflationary growth, a high degree of cotitpeeness and convergence of
economic performance, a high level of protectiod anprovement of the quality of
the environment, the raising of the standard ahgvand quality of life, and economic

and social cohesion and solidarity among MembeteSta
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Another characteristic of the German model is tbktipal independence, which means that

decisions about interest rates are taken by thizaddrank alone, without the involvement of

political authorities. Article 108 of the Maastrichreaty provides:
When exercising the powers and carrying out thé&steend duties conferred upon
them by this Treaty and the Statute of the ESCBherethe ECB, nor a national
central bank, nor any member of their decision-mgkbodies shall seek or take
instructions from Community institutions or bodidspm any government of a
Member State or from any other body. The Commumstitutions and bodies and the
governments of the Member States undertake to e¢e#e principle and not to seek
to influence the members of the decision-makingelsoaf the ECB or of the national

central banks in the performance of their t£&ks

An important reason for choosing the German modd that econometric studies during the
1980s and early 1990s showed that the economiesusitries with politically independent
central banks performed better and were charaeterizy lower inflation without having
higher unemployment or lower economic growth. Tloétigal independence of the central
bank is, however, not a sufficient condition forcprstability, but it is necessary along with

social and political consensus in order to achteiss’’.

The fact that the ECB is a ‘conservative’ centrahk — that is an institution which pursues
especially price stability and puts less weightootput and employment — is sometimes also
criticized. Usually there are gains consisting wmweér inflation without the loss of
employment, but this may, however, not be the dasig a recession. The ECB does usually
avoid expansionary policies that could reduce uneympent, a situation that can lead to

conflicts with elected politiciari&®.

A problem in the euro area is given by hysteresisimnemployment, which means that a
temporary shock to unemployment, for example bexafie recession, is transformed into a
permanent one. Due to rigidities in the labor merkeorkers who lost their jobs during a

recession do not find a new job when economic perdoce improves. The temporary

278 See De Grauwe (2005), p. 164.
2" See De Grauwe (2005), p. 166.
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increase in unemployment is very large, becausd& @R takes little stabilization measures.

This can also lead to a high level of permanenmpieyment’®.

The ECB reacts to output gap movements because daryinfluence future inflation.
Increasing output and accelerating economic agtasié likely to lead to higher inflation. The
ECB reduces interest rates when the output is fowrder to boost the economy and vice

versa®

The ECB managed to prove that it has systematipaifgued the goal of price stability — that
means an inflation rate of below or approximatelp percent - since its foundat@h An

inflation rate that would exceed this target woalsb lead to a higher inflation uncertafity

It would be very difficult to make changes to thatgtes of the ECB regarding the inflation
target and the political independence. A revisidntlwe Maastricht Treaty, requiring

unanimity among all EU member states, would be ssamg®>.

4.8.3.2. The ECB and other EMU Institutions

On January 1, 1994, the European Monetary Institmés founded. Its role was the
determination of the organization and logistics ftoe European System of Central Banks,
which became operational on January 1, 1999. Th®pean System of Central Banks
consists of the European Central Bank and the malticentral banks of euro area member
countries. It is administered by the decision-mgkoodies of the ECB, e. g. the Governing
Council and the Executive Board. The Executive Hoeonsists of a president, a vice
president and four directors, chosen by the he&dsate and governments of the euro area
member countries. The Governing Council includesrttembers of the Executive Board and

the governors of the central banks of euro arealmeepuntrie$*,

2’8 See De Grauwe (2005), p. 170.

29 See De Grauwe (2005), p. 172.

280 5ee De Grauwe (2005), p. 173.

%l 3ee Issing (2005), quoted in Berger, De Haan amdrS(2006), p. 4.
22 5ee Friedman (1977), quoted in Caporale and Kdsr{2006), p. 4.
23 5ee De Grauwe (2005), p. 165.

24 5ee Wallace (2004), p. 167.
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The most important decision-making body of the eanem is the Governing Council. Its main
tasks are the formulation of monetary policies, ddeption of decisions about interest rates
and reserve requirements as well as the provisidigudity into the system. Its members
meet every two weeks in Frankftit Each member has one vote. The reason why thee is
gualified voting in the Governing Council is thatgcording to the Maastricht Treaty, its

members must take into consideration the interfebteoentire euro area.

The main tasks of the Executive Board are to impl@mhe decisions concerning the
monetary policy adopted by the Governing Councitl emset the agenda for the meetings of

the members of the Governing Coufitil

Sometimes criticism arises regarding the high degre decentralization of the system,
meaning that the influence of the national cenbrahks in the Governing Council could
determine the prevalence of national interestshatexpense of euro area wide interests.
National central banks are fully taking part in thecision-making process of the Governing

Council and carry out the ECB instructions in threitional money markeY.

In order to assure the proper functioning of theopearea and to improve the decision-taking
process concerning the common currency, the eed:CB collaborates with other bodies of

the EU. The relations between the ECB and the dihkbodies are shown in the following
table®®,

285 5ee De Grauwe (2005), p. 181.
26 5ee De Grauwe (2005), p. 182.
27 See De Grauwe (2005), p. 183.
28 See ECB Monthly Bulletin (October 2000), p. 62-63.
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Table 1

ECB patrticipation in Community fora and bodies

Body/ Main tasks Membership

forum
European  Co-legislator with the EU Councilona Currently 626 Members of the European
Parliament wide range of EU laws. Parliament.

(established 1958)
« Conducts confirmation hearings of
persons nominated to manage
Community institutions and bodies,
including the ECB.

« Organised in eight political groups, along
the lines of ideological orientations.

« To take decisions on issues related to
Title 111, Chapter 4 of the Treaty (Capital
and payments), and Title VII (Economic
and monetary policy).

EU Council
(ECOFIN)
(established 1958)

« To co-ordinate the general economic
policies of the Member States.

« Economics or Finance Minister from
each Member State (or a representative
authorized to bind the government of
that Member State).

* The European Commission shall be
invited.

* The ECB shall be invited in cases where
it exercises its right of initiative, or when
the EU Council is discussing matters
relating to the objectives and tasks of the
ESCB.

*To provide a forum for discussion among
Ministers on issues connected with “their
shared specific responsibilities for the
single currency”.

Eurogroup
(established 1998)

* Economics or Finance Ministers of the

Member States participating in the euro
area.

« The European Commission, and the ECB
when appropriate, are invited to take part
in the meetings.

» To keep under review the economic and
financial situation of the Member States
and of the European Community and to
report regularly thereon to the EU
Council and to the European
Commission, in particular on
financial relations with third countries
and international institutions.

Economic and
Financial
Committee
(established 1999)

« To deliver opinions at the request of the
EU Council or of the European
Commission, or on its own initiative for
submission to those institutions.

« To contribute to the work of the ECOFIN
Council and to carry out other advisory
tasks assigned to it by the EU Council.

« To examine, at least once every year, the

situation regarding the movement of
capital and the freedom of payments.

« The Member States, the European

Commission and the ECB are each
represented by two members.

« The two members appointed by the
Member States shall be selected
respectively from among senior officials
from the administration and the national
central bank.
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Economic Policy
Committee

(established 1974)

 To contribute to the preparation of the
work of the EU Council by providing
analyses, opinions on methodologies
and draft formulations for policy
recommendations, particularly on
policies for improving growth potential
and employment.

« To provide advice to the European
Commission and the EU Council.

« To provide a framework for
Macroeconomic Dialogue at the
technical leve.

* The Member States, the European
Commission and the ECB are each
represented by no more than four
members.

Macroeconomic
Dialogue

(established 1999)

« To exchange information and opinions
on how to design a macroeconomic
policy in order to contribute towards
higher levels of employment on the

basis of strong, noninflationary, growth.

« The Member States are represented by a
ministerial “Troika” from the current,
subsequent and preceding presidencies,
selected from the ECOFIN and Social
Affairs Council.

« The European Commission, the ECB and
a non-euro area national central bank
also participate.

» The social partners are represented by
EU level federations of employers and
trade unions.

Level of ECB Frequency of meetings/ Other observations Body/
participation subgroups forum
President or Vice- » Hearings of the ECB before the  Monetary dialogue between the European
President; other Economic and Monetary Affairs  ECB and the European Parliament Parliament
members of the Committee in principle four times is a core element in the process of
Executive Board report a year. holding the ECB accountable.
on specific topics
 Presentation of the ECB’s Annual
Report to a plenary session.
« ECB officials can be invited
before a parliamentary committee
whenever a need arises.
President/Vice-  Usually once a month. The ECOFIN Council is one of the EU Council
President, or, compositions of the EU Council. (ECOFIN)

exceptionally, other
members of the
Executive Board of
the ECB

« Twice-yearly informal meetings,
national central banks, the ECB

Generally, the EU Council is the
main legislator at the European level

and the European Commission aremany cases in co-decision with the

invited.

« Various sub-structures,
Committee of Permanent
Representatives (COREPER) and
working groups.

European Parliament.
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President and Vice-
President, or,
exceptionally, other
Executive Board
members

« Usually once a month, before the
ECOFIN meetings.

The Eurogroup is an informal entity
which was established on the basis
of a Resolution of the 1997
Luxembourg European Council.
The Eurogroup has no legal basis
in the Treaty and has, as such, no
legislative powers.

Eurogroup

Vice-President, and
a member of the
Executive Board; two ¢ Sub-structures include committee
senior staff members  of alternates and various working
act as alternates. groups (e.g. Financial Experts
Group; Working Group on EU
Government Bonds and Bills;
Working Group on Statistics;
Euro-Coins Subcommittee) which
meet to prepare EFC meetings.

« Usually once a month.

Economic and
Financial
Committee

Successor to the Monetary
Committee (established 1958).
Provides the main framework within
which the dialogue between the EU
Council and the ECB can be
prepared and continued at the level
of senior officials from ministries,
national central banks, the European
Commission and the ECB.

3 ECB staff members Usually once a month.

« Various subgroups (e.g. a working
group on structural reform
indicators) meet to prepare EPC
meetings.

Work focuses mainly on structural ~ Economic Policy
issues. Committee

Organises an annual in-depth review of
structural reforms in the Member
States; the resulting Annual Report on
Structural Reforms feeds into the
elaboration of the Broad Economic
Policy Guidelines.

President or Vice- « Twice a year (spring and autumn).

President and one

accompanying person e« The Macroeconomic Dialogue at
the technical level prepares

meetings at the political level.

« A steering committee provides
support.

The Macroeconomic Dialogue is
otherwise known as the “Cologne
process”. It forms part of the
European Employment Pact and

is intended to complement the
“Luxembourg process” (employment
policy strategy) and the “Cardiff
process” (reform of capital and product
markets).

Macroeconomic
Dialogue

Table 2: ECB Participation in Community Fora and Badies

Source: ECB Monthly Bulletin, October 2000.

The monetary policy is a competence of

responsible for the economic polféy

4.8.3.3.

the Communithile the Member States are

The Optimal ECB Design

Some important aspects to be taken into considerathen designing a central bank are the

number of people that should be responsible foretarg policy decisions, the weight given

29 5ee Arda (2006), p. 10.



OCA Criteria 86

to central vs. regional (or sectoral) representaitiodecision-making and whether regions (or

sectors) should be represented according to theiranic weight™.

Regarding the size, some economists think thatd#wm@sion-making process is best when

taking place in groups, because information isebgttocessed”.

Concerning centralization, there are different apis. Some economists think that the
consequences of a strong representation of regiot@lests are inefficiencies in policy
making®?. Others view the regional representation withie Bouncil as being positive,
because economic information is mostly regional aada result the precision with which

economic data is analyzed can be incred&ed

Another significant aspect is central vs. regiomgdresentation and how to deal with shocks
to national preferences. Some economists suggesiblit majority rules for committee
decisions, and majority requirements for policygusals determined by national shdcks
Other economists propose a higher transparencgrofgttee decisions with the consequence
of decreasing incentives for regionally biased @ef®. Another opinion is that rotation
schemes would reduce the impact of regional preéereshocks and would contribute to the

stabilization of output and inflation in the curogruniorf®®.

There was a reform of the ECB statute in 2003, mtieg to which the number of voting seats
of national representatives will be maximal 15 d@hd number of voting members of the
Executive Board will be limited to 6. In spite dfis aspect the size of the ECB Governing
Council will remain problematf¢’ (because the decision making process is diffizhken the

number of members remains high)

290 5ee Berger (2006), p. 2.

21 3ee Gerlach-Kristen (2002); Blinder and MorgarD@0 Lonbardelli (2005); quoted in Berger (2006)2p
292 gee Hagen and Suppel (1994) and Lohmann (1998)din Berger (2006), p. 3.

293 5ee Goodfried (2000); Berger (2002); Mayer ef2003); quoted in Berger (2006), p. 3.

2% gee Gersbach and Pachl (2004), quoted in Bergé6)2p. 3.

2% gee Gersbach and Hahn (2001), quoted in Bergé6)2p. 3.

29 gee Berger and Muller (2005), quoted in Berge®@30p. 3.

297 See Berger (2006), p. 8.
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A benefit of centralization is a less volatile mtarg policy, because of the fewer members
appointed at regional level and due to the fewemngks of the committee’s median voter.
Another benefit consists in the absence of a regibias in the decision-making proce€ds
However, there are also costs as a result of deiageathe voting rights of regional
representatives. One cost is the disadvantage lofvar number of veto players for the
institutional independence of the ECB, becauseghdmiregional representation reduces the
possibility of political influences by government&. second cost is related to the loss of
information, because much of it comes from theaeagi level and regional representatives

can provide a good understanding of regional derent$®.

If the assumptions are that regions differ as eog¢bonomic and preference perspective and
that their representatives show signs of “home”pi@snisrepresentation of economic size
will lead to decisions that are not first-best. A&xample could be a small region which is
overrepresented and has inflation below the weghimélation average of the area. In this
situation, the majority of members could vote fanare expansionary policy. If the regional
representation is exactly according to the regi@tenomic weight, regional bias can be
avoided. About the accountability and credibilépme economists argue that: “considerable
loss of current EMU-members’ influence power esglécin favor of joining Central Eastern
European Countries (CEECs) results in a loss of atawp credibility of the ECB: As
transparency of the decision-making process witténECB is lacking, markets may consider
the ECB to be too much inclined to the economidguerances of the CEEE¥.” There are,
however, also benefits of misrepresentation, éhg.principle “one region, one vote” that

favors political stability™*.

According to the 2003 reform of the ECB statutee tiumber of national central bank
governors with voting rights in the Governing Colimdgll be limited to 15. There will also

be an asymmetric rotation scheme concerning thesisgeof voting rights by governors, once
EMU membership exceeds the number of votes. Twbaree groups, according to the size of

the countries, will be formed - out of which govers will rotate into a limited number of

2% 5ee Berger (2006), p. 9.

29 5ee Berger (2006), p. 10.

30 5ee Fahrholz and Mohl (2004), quoted in Berge®©20p. 12.
301 See Berger (2006), p. 12.
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voting seats. Larger countries will have more wptiights®2 All representatives of national
central banks will participate in the Governing Bbaneetings. The regional representation in

the Governing Council will be about 70 percent ofing rights®®

The situation concerning the centralization andesgntation in the ECB could, however, be
further improved. Some economists argue that thienap size of the ECB Governing Board
would be of maximum around 20 members. Concernirggrégional representation in the
Bundesbank and Fed, it is about 40-50 percent,iwisiconsiderably lower than expected for
the ECB after the reform of its statute. The optidegree of representation in the euro area

would be according to GDP shares of the membertdesit”.

4.8.3.4. The ECB and the Euro Area Enlargement

A study of euro zone member countries for the pkdi®99 to 2005 shows that there is no
convincing evidence that country-specific econodegelopments influence the decisions of
the ECB Governing Council. However, some factoi® tteem to have an effect on these
decisions are the maximum inflation rate and theimiim economic sentimefit (meaning
the investor confidence or economic expectatiofisis leads to the conclusion that new euro
area member countries could influence ECB decisibrthey provide the minimum or

maximum inflation rate and economic sentini&ht

Potential members from new EU countries also dohaste a long history of central bank
independence. A possibility is that central bankarshese countries will behave tough in
order to prove their capability of conservativetcahbanking. It is also possible that they will

pursue a loose monetary policy and support fisohty™”.

Many officials and part of the economists thinktthanominal and real convergence of new
members to present member countries would be reagess order to have successful

392 5ee Berger (2006), p. 13.
393 5ee Berger (2006), p. 19.
304 See Berger (2006), p. 18.
305 5ee Ullrich (2006), p. 1.
30% 5ee Ullrich (2006), p. 3.
307 See Ullrich (2006), p. 2.
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integration. With diverse members, it will be diffit for the ECB to pursue its goals, and the

monetary policy will be unable to react to natioiidsyncratic shocks.

Another possible consequence of an EMU enlargensetitat ECB decisions become less

predictable as a result of the larger ECB couittispite of the reform of the ECB stattite

4.8.3.5. The Accountability of the ECB

The accountability of the ECB is weak because efdhsence of strong European political
institutions that could control the performanceled ECB and as a result of the vagueness of

the Maastricht Treaty in defining the objectivesitd ECB (except for the price stability).

This lack of formal accountability could be compatesl by informal accountability, this
means by greater transparency. An important medlatenas been taken in this direction is
the publication of policies of the ECB, explaineddetail, in a Monthly Bulletin. The ECB
President also explains the reasons for decis@kentduring each monthly meeting of the
Governing Council concerning monetary pofity The minutes of the meetings of the
Governing Council and the voting record of the mersbof the Board are not published
because it is forbidden by the TreHfy

4.8.3.6. ECB Communication

There are different reasons why communication isfulsfor central banks. Firstly, it
influences expectations and thus it improves tHect¥eness of policy and the overall
performance of the econofty. Secondly, as a result of communication the nivigmancial
markets could be reduced and the predictabilityesftral bank actions increas&d Thirdly,
the communication is important from the perspectivthe accountability of the central bank.

38 5ee Hefeker (2006), p. 1.

39 5ee De Grauwe (2005), p. 179.

3195ee De Grauwe (2005), p. 181.

311 See Bernanke (2004), quoted in Berger, De HaarSaumn (2006), p. 4.
312 5ee Possen (2003), quoted in Berger, De Haan tanch $2006), p. 4.
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The independence of the central bank has increagedtime as well as the necessity to

explain its decisiorts®.

There are, however, various difficulties in ECB ecoumication. A reason is that the ECB is
relatively young and has a culturally heterogenesiasf and Council which often make
contradictory statemenit$. Another reason is that economists sometimes tbae a good
understanding of the policy of the ECB, as its ntanepolicy strategy differs from that of
other central banks, as it pursues monetary aratiori goal§'®. Finally, there are different
cultures, languages, traditions and motives théluence the ways ECB messages are

interpreted by the medi&.

As a result of the multi-country, multicultural amdultilingual context as well as of the
multiple central banking traditions in the euroagréhere are important differences in the
accuracy of economic agents in forecasting monepaticy decisions of the ECB. A
reason for these differences is related to geograptus, the accuracy tends to improve for
financial institutions headquartered in Frankfurthaving a subsidiary there, because of the
fact that the ECB and the Bundesbank (which was nioelel of the ECB) have their
headquarters in Frankfurt and as a result of tbeecinformational hub. Analysts based in
London/United Kingdom also show good performaftesA second reason for these
differences consists of macroeconomic conditioagradictions are less accurate in countries
where inflation and unemployment levels are nobetiog to the euro area average. A third
aspect that determines these differences is histoeaning that countries with high central
bank independence make better forecasts. Some agdogrdifferences, however, tend to

become lower over time, as an effect of learfiihg

Communication is very important for conducting thenetary policy by the ECB. Central

banks usually do have control only over the ovdrnhigpterest rate, but they intend to

313 gee Issing (2005); De Haan and Eijffinger (20@@pted in Berger, De Haan and Sturm (2006), p. 4.
314 See Jansen and De Haan (2005b), quoted in B&gétdaan and Sturm (2006), p. 4.

315 See De Haan et al. (2005), quoted in Berger, Dantéad Sturm (2006), p. 4.

318 See Berger, De Haan and Sturm (2006), p. 4.

317 See Berger, Ehrmann and Fratzscher (2006a), p. 1.

318 See Berger, Ehrmann and Fratzscher (2006a), p. 3.

319 See Berger, Ehrmann and Fratzscher (2006a), p. 4.
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influence asset prices and interest rates at atunmtias. In order to achieve these goals,
effective communication has a significant rolethis sense, important aspects are the media
coverage and thus the audience reached by theatbatk, as well as the favorableness of
the discussions of ECB monetary policy with anuefice upon the credibility and the
effectiveness of the bank. Usually, press discassare critical if ECB decisions are poorly
understood, if they come as a surprise for maréetsif the inflation rate exceeds %% A
factor that determines more favorable media repsrtthat the ECB makes inflation and
output projections public on a quarterly basisaastof once per year, as it was the situation
between 1999 and 2002. The fact that the meetihgjseoECB Governing Council and the
press conference afterwards are held outside Ruetrtikfice a year is also viewed as positive.

National biases, however, do not influence thetdisions in national media cover&de

The ECB communication has an influence upon the tstructure of interest rates in the
medium run over a horizon between five month anel year. Financial agents expect to be
informed in advance about changes in ECB inter&stsr although the exact timing is less
foreseeabf®% Communication by ECB officials also influences tevel and the volatility of

the exchange rat€ and the short-term money interest rétésAs a consequence, improving
the credibility and transparency of the central kbaan enhance monetary policy and
welfare’®. A higher credibility also leads to lower intereates in the euro ar&4 Too much

transparency, however, could have negative efflectshe monetary policy in the case of

deviations from the targ&t.

320 35ee Berger, Ehrmann and Fratzscher (2006b), p. 5.

321 See Berger, Ehrmann and Fratzscher (2006b), p. 6.

322 5ee Lamla and Rupprecht (2006), p. 1.

323 gee Fratzscher (2004); Jansen and De Haan (2868a)ansen and De Haan (2005b); quoted in Lamla and
Rupprecht (2006), p. 2.

%24 5ee Rosa and Verga (2005), quoted in Lamla anghi@apt (2006), p. 2.

32> See Lamla and Rupprecht (2006), p. 4.

326 See Hayo (2006), p. 29.

327 See Lamla and Rupprecht (2006), p. 5.
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4.8.3.7. The supervision of the banking sector

Article 105 of the Maastricht Treaty provides:
5. The ESCB shall contribute to the smooth condicpolicies pursued by the
competent authorities relating to the prudentiapstvision of credit institutions and

the stability of the financial system.

A potential problem in the euro area is that thpesusion of the banking system was not
centralized at the level of the currency union.sTévuld cause difficulties in preventing and

managing financial crisé&€.

In the euro area there is the principle of home ntgu control, which means that
responsibility for the supervision of banks is asted to the authorities of the country where
the banks have their head office. Another principléhe host country responsibility, which
states that the host country is responsible foarfonal stability in its own market. As a
conclusion, the monetary policy is a competencEwbpean institutions, while the banking

supervision is a competence of nation-states

A negative consequence of this situation could oekuing a crisis, characterized by the
failure of a bank with bad loans and a run on otbemnks by deposit-holders. Under these
circumstances the central bank should lend to stwndlliquid banks (lender of last resort

principle) and allow insolvent banks to fail or bestructured. The problem of the central
bank could be to distinguish between illiquid andalvent banks, especially if they do not
obtain the necessary information from other EU ¢toesi authorities quickly.

The solution would be to entrust the responsibaisythe lender of last resort to the ECB. The
supervision may be assigned to the ECB or to andilieopean authority created for this

purposé®,

328 See De Grauwe (2005), p. 193.
329 See De Grauwe (2005), p. 190.
330 5ee De Grauwe (2005), p. 191.
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4.8.4. The Reform Treaty (Treaty of Lisbon) and Fur ther Possible
Integration

The Treaty of Lisbon or the Reform Treaty was stgio@ 13 December 2007 in Lisbon,
Portugal. It provides a series of amendments toTileaty of the European Union (or the
Maastricht Treaty) and the Treaty establishing EHueopean Community (Treaty of Rome),
the latter being renamed Treaty on the Functioointdpe European Union. These two treaties
will be the basis of the Union. It is planed thia¢ fTreaty of Lisbon will be ratified by all
Member States by the end of 2008.

There are measures included in the Reform Treabyder to improve the functioning of the
EU and EMU and that will probably increase the fedi integration and the capacity to react
to foreign challenges. Thus, the European CentaalkBuvill become an official institutio.
There will be a President of the European Couetiicted for a two and a half year term by a
qualified majority among the members of the bBfyinstead of the President-in-office, who
is the head of government or state of the couritagy holds the presidency of the EU and
rotates every six montfi§. The Council of the European Union will be spiittivo separate
institutions, e.g. the European Council which isbady of heads of Member States’
governments (the president or the prime ministarjd the Council of Ministers which
consists of the national ministers of specific dapant$**. A very important measure will be
the creation of the position of a Representative-fireign Affairs and Security PoliZy. The
co-decision procedure between the Parliament amdtuncil will be extended to new areas
of policy, but the number of MEPs will be permamgmeduced to 750 plus the presidht
The Court of Justice of the European Communitids lve named ‘Court of Justice of the
European Unior®”. The Commission of the European Communities vélchlled ‘European

Commission’ and the number of Commissioners wilkéguced from 27 to & The ‘High

31 35ee Treaty of Lisbon, Article 245 a (3).

332 5ee Treaty of Lisbon, Article 9 B (2).

33 See Treaty of Maastricht, Article 203 1-23.

334 See Treaty of Maastricht, Article 7; Treaty of s, Article 9.
335 See Treaty of Lisbon, Article 9 E.

33¢ See Treaty of Lisbon, Article 9 A.

337 See Maastricht Treaty, Article 7; Treaty of Lishamticle 9.
338 See Treaty of Lisbon, Article 9 D (5).
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Representative of the Union for Foreign Affairs a@ecurity Policy’ will also be the Vice-

President of the Commissiti

Some consider that the changes in foreign relatavasthe core changes in the treaty. The
post of High Representative for the Common Foreigd Security Policy and the post of the
European Commissioner for External Relations andof@an Neighborhood Policy will
merge. The ‘High Representative of the Union forekgn Affairs and Security Policy’ will
also be the Vice-President of the Commission aedattministrator of the European Defense
Agency and get a diplomatic corps. There will beommmon defense for the EU when the

European Council unanimously takes a decisioni;sns&®.

The enlargement criteria will be stronger and coestthat intend to join the EU will also
have to adhere to its values. There will be an ebltise for member states that want to

withdraw from the Unio#f.

4.8.5. Solidarity vs. Nationalism

The solidarity criterion states: “When the commoaonetary policy gives rise to conflicts of
national interests, the countries that form a cwyearea need to accept the costs in the name

of a common destiny*?.

Political aspects are taken into consideration ughothis criterion. “Since none of the
previous criteria is likely to be fully satisfiedp currency area is ever optimum. This is even
true for individual countries which casually operais currency area$® The results of the
fact that the OCA criteria are not fully satisfiate political disagreements about the proper
response even with symmetric shocks. The disagnetsnaee more significant across regional

areas with asymmetric or symmetric effects. Thedadty of people that form a union must

339 See Treaty of Lisbon, Article 9 E (4).

340 5ee Treaty of Lisbon, Article 9 E and Article 13 A
341 See Treaty of Lisbon, Article 1 (a).

342 See Baldwin/Wyplosz (2006), p. 359.

343 See Baldwin/Wyplosz (2006), p. 359.
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be increased in order to be able to tolerate sushgteements. Nationalism can lead to

intransigent reactionis”.

The question that occurs is whether or how fazers are willing to give up parts of their
national sovereignties in pursuit of the commoeriest. In May and June 2005 (the time of
negative referenda in France and the Netherlarasg twas a public opinion pool for the
whole union, where the following question was géte you, yourself, for the development
towards a European political unigfi® 58 percent of the answers were positive and 28
percent negative while 11 percent of the resporsdeitised to state their opinion. Especially

new member countries from the Baltic area are it@poopponenté®.

The conclusion is that the criterion of politicategration is not fulfilled in EMU, although
significant steps are planned and taken regardiadeCB and the other EU institutidhs An
overall conclusion can be that “Europe may not dmisg very highly on this criterion, but

nor is it badly failing®*®.

4.9. Homogeneous Preferences

The homogeneity of preferences criterion statesftiewing: “Currency union member

countries must share a wide consensus on the wdgaiavith shocks™®.

If there are symmetric shocks political conditiare important. A premise in order to have
symmetric shocks that do not represent a problesmn Bgreement between all countries about
how to act in case of shocks. Problems can be th@ce between inflation and

unemployment, or between weak exchange rates @dvoy exporters) and strong exchange
rates (preferred by consumers). Political parttemde unions and lobbies deal with these
tradeoffs. Sometimes the decisions across coundnesnot the same because of national

preferences that are not always homogeneous.

344 See Baldwin/Wyplosz (2006), p. 359.
345 See Baldwin/Wyplosz (2006), p. 366.
346 See Baldwin/Wyplosz (2006), p. 366.
347 See Petreski (2007), p. 12.

348 See Baldwin/Wyplosz (2006), p. 367.
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There are redistributive effects of a shock becaasee groups lose and others may benefit.
The political response depends on collective pesfegs. In a currency area the differences of
domestic politics should not be too wide

In Europe there are significant differences betweamntries, e.g. low-inflation in Germany
and high-inflation in Italy or Greece, as well affetent policy-making institutions (the

executive and the parliament), and ideologies ditipal parties and trade unions. Important
steps have been the development of common instisitithe discipline of monetary policy,
the guarantee of macroeconomic stability, a Eunopgéantral Bank strongly committed to
price stability, and a not too high national defi¢ciowever, sometimes there are frictions

among the institutions.

“We can conclude that there remains some heterdgem@ong national preferences. This

criterion is only partly fulfilled®*.

349 See Baldwin, Wyplosz (2006), p. 359.
30 5ee Baldwin, Wyplosz (2006), p. 359.
%1 See Baldwin, Wyplosz (2006), p. 366.
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5. The Maastricht Criteria

This chapter contains an overview of the Maastrazhieria, e.g. about inflation, the interest
rate, the exchange rate, the deficit and the dEfsese are obligatory conditions for the
membership in the currency area EMU. The advantagedsdisadvantages of these criteria
will be discussed. A significant issue, which isciéed in a section of this chapter, concerns
the convergence between the economies of the aligind the new EMU members, as a
result of these imposed criteria. Different poiotsiew are also presented regarding whether
it is optimal to impose the fulfilment of the Mdasht criteria before the accession to the
currency area EMU or afterwards. Finally, otherez$p and possibilities of EU external
cooperation and the particular situation of Itahdahe UK are discussed. Some suggested
measures that would probably increase the conveegand make EMU a more optimal
currency area refer to an increasing economic amketary cooperation and the improvement

of the communication in the EU (e.qg. dealing willakkenges regarding the languages).

Before becoming members of the European MonetamprilJrEU member countries must
satisfy certain convergence criteria, e.g.:

1. The country’s inflation rate in the year before aBion must be no more than 1.5
percent above the average rate of the three EU mrersiates with lowest
inflation.

2. The country must have maintained a stable excheatgawithin the ERM without
devaluing on its own initiative.

3. The country must have a public-sector deficit nghkr than 3 percent of its GDP
(excepting temporary and exceptional circumstances)

4. The country must have a public debt that is belowpproaching a reference level
of 60 percent of its GDP.

The convergence criteria of the Maastricht Tredt¥391 can be divided into:
1. monetary convergence criteria and

2. fiscal convergence criteria.

The monetary convergence criteria concern:
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1. price stability;
2. the exchange rate;

3. the long-term interest rates.

The fiscal convergence criteria concern:
1. the avoidance of an excessive deficit;

2. the avoidance of an excessive debt.

There is an ongoing monitoring of the deficit arebtcriteria by the European Commission
even after the country becomes an EMU member. @esnthat do not manage to respect

these rules regarding the deficit and debt areroaréd with penalti€’s?

In addition to the Maastricht Treaty, the Stabiliyd Growth Pact (SGP) was negotiated in
1997 by European leaders in order to achieve tiglseal conditions, and to convince voters
in EU countries that the new system would proviol inflation. It sets out “the medium-
term budgetary objective of positions close to bedaor in surplus®® However, because
some EU countries did violate the provisions of $t&P, it has not been put into practice, and

it was also weakened in 200%

The Maastricht criteria were introduced in orderaichieve nominal convergence and to
reduce asymmetric shocks and disparities betweed EdMintries. As a result, the countries
lost some flexibility of economic policy and thentml over exchange rate and monetary
policy (to the ECB). The fiscal policy is the onhydependent policy of EMU member states,
but even this is restricted by the SGP. The purmdshis pact is to achieve balanced public
finances, to avoid inflationary pressure and toehasignificant economic growth in the euro
zone. The medium-term scope is to achieve highdgdiuflexibility in order to be able to

deal with asymmetric shocks and receston

%2 5ee Krugman, Obstfeld (2006), p. 555.
%3 See Krugman, Obstfeld (20086), p. 556.
%4 See Krugman, Obstfeld (20086), p. 556.
3% See Soukiazis, Castro (2005), p. 386.
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“The public sector has played a critical role ire tdevelopment of employment and
competitiveness®®. Two perspectives on fiscal policy can be difféiaed: according to the
Musgrave public-finance view, the state correctsketafailures, while the Buchanan public-
choice view considers that the state operatesanrerest of specific groups. The European
fiscal policy is characterized by three phases:

(1) the postwar *“golden age”; high growth and low untyment supported
complementary state-economy relations;

(2) the phase of slower GDP growth, lower unemploymratgés and thus rising public
expenditure that led to higher social insurancetrdmutions and taxes and with
negative impact on investments. The solution utitiese circumstances are according
to Buchanan fiscal discipline and limiting policyakers’ discretions;

(3) fiscal rules in the Maastricht Treaty and S&GP

The opt-out is the right to remain for an undeterxi time outside the EMU. Great Britain

and Denmark have this right, new EU member statasot

5.1. Inflation

According to the Maastricht convergence criterine” country’s inflation rate in the year
before admission must be no more than 1.5 perdenteathe average rate of the three EU
member states with the lowest inflatirf’

The fact that inflation was included in the Maadtticriteria shows its significance. It is

relevant for the OCA theory because an OCA critegonsists in the similarity of inflation

rates, something that must be already achieved wWieeoountries become EMU members, as
a result of this Maastricht criterion imposed fovE membership. Some economists consider
that if the inflation criterion were the only reqed Maastricht convergence criterion and if
candidate countries satisfied this criterion, tteytomatically would have met the other
four*®®. Price stability (an inflation rate below or abdipercent) is the main target of the

3¢ See Eichengreen and Landesmann (2008), p. 6.

%7 See Buti and Sapir (2008), quoted in EichengreehLandesmann (2008), p. 6.
%8 See Krugman, Obstfeld (20086), p. 555.

9 See Zestos (2006), p.57.
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ECB, so that countries must take measures in aamenake the maintenance of a low
inflation rate possible, even after they become EMidmbers. Price stability leads to
economic growth, while inflation determines “uneanty, arbitrary redistribution of wealth,
distortionary effects in resource allocation awaynf most productive activities®. Low

inflation can, however, have positive effects bycraasing output and reducing

unemployment™.

The following table shows that the measures ofatidh presented, which are the private
consumption deflator, the GDP deflator and the HI@@rmonized indices of consumer
prices, which measures the changes over time imptiices of consumer goods and services
acquired by households), indicate that price gtgbjan inflation rate of below or about 2
percent) can be expected to be achieved until 20@8 euro area. Countries in the EU make
permanent efforts to fulfill this goal, and thusdatisfy the OCA criterion of similarities of
inflation rates, resulting in the relatively lowvkd of inflation of the EU27. Factors that have
an important role for the inflation target (e.ge tbtompensation per employee, the unit labor
costs and the import prices of goods) also showl$ethat permit the maintenance and the

achievement of a low inflation in the euro area anthe EU respectively.

Inflation outlook — euro area and EU27

(Annual percentage change) Difference vs Difference vs
Euro area spring 2007 EU27 spring 2007
2006 2007 2008 2009 2007 2008 2006 2007 2008 2009 2007 2008

Private consumption deflator 2.2 1.9 20 20 0.1 0.2 22 24 17 21 0.2 -0.3
GDP deflator L& 2.2 2.1 2.C 01 0.2 21 2¢& 1¢ 2.2 0.z -0.2
HICP 22 20 21 20 01 0.2 23 23 24 22 01 03
Compensation per employee 2.4 2.€ 3.1 2.8 0.2 0.2 27 3. 3€ 3« -0.1 0.3
Unit labour costs 1.0 1.4 18 15 02 0.2 1.2 17 21 18 0.2 0.3
Import prices of goods 4.t 1.: iLE 1.1 0.€ 0.C 41 1t 1z 12 0t -01

Table 3: Inflation Outlook — Euro Area and EU27
Source: Economic Forecast, Autumn 2007.

30 5ee Zestos (2006), p.58.
%1 5ee Zestos (2006), p.58.



The Maastricht Criteria 101

In August 2007 there was the first time after 198%n inflation rates (the HICP inflation)
were below 2% in the EMU for a period of twelve seoutive months. Especialbil and
commodity prices have increased. There is also an upward pressupeiaes of agricultural
and food products. Significant attenuating factars the strong euro, the small share of
imported agricultural goods and protection of datiseagricultural markets. The prices for
processed food and serviceslso increased. The reasons for these developnvesits
adverse weather conditions, the increasing worldcbwo bio-fuels and the higher incomes
in emerging economies. Theervicesinflation also increased because this sector isemo
sheltered from foreign competitii Inflation for non-energy industrial goodshas been
mostly steady. However, this can be explained byreggive seasonal discounting in July
especially in clothing and footwear. Inflation flonported consumer goods has declined as a
result of the appreciation of the euro. This ofsite effects of inflationary pressure caused
by the historically high levels of capacity utiltizan rates in manufacturing. Inflation for
intermediate goodsremains at an elevated level, while inflationndustrial consumer goods

increased because of an upward pressure on propluces for consumer food items.

Wagesare at moderate levels. Unemployment declinesvais not seen for the last 20 years.

Labor productivity increased, but at a deceleréed®

The consumer inflation perceptionrose, especially because of the increase of miéprand

of the prices for bread, cereals, milk and fruits.

The expectations for 2008 and 2009 are of an iofladf about 2 percent in EMU (the annual
HICP inflation), and at 2.4 percent in 2008 and [&Pcent in 2009 in the EU. Especially the
oil price is very high. The expected annual ratancfease of import prices is below 1 %
percent in 2007-08 and about 1 percent in 2009.

The inflation expectations for different Europeauictries in 2008 and 2009 are:
- in Germany and France (the lowest inflation ratethe euro area): 1 %2 percent;

- in Greece, Spain and Slovenia (the highest rateyral 3 percent;

32 See Economic Forecast, autumn 2007, p. 41.
363 See Economic Forecast, autumn 2007, p. 42.
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- in Baltic countries, and Bulgaria (the highesthir EU): 5-6 percerit*

The situation in some new EU states (e.g. Romand Bulgaria) and in EU candidate
countries (e.g. Croatia and Turkey) concerningatndh is presented in the following

paragraphs:

Romania

In 2006 there was a steady disinflation proces® disinflation stagnated in the first two
quarters of 2007 and reversed in August and Semeilmdcause of increasing food prices
after the higher world food prices and the deptamieof the RON (Romanian currency) since
August 2007. The projected inflation for 2008 i%25percent because of rising international
fuel and commodity prices. In 2009 the inflationllwgrobably be around 4 %2 percent.
Aspects that will put upward pressure on inflataii be a fiscal stimulus, credit growth and

increasing wagé®>

Bulgaria

Inflation was around 4 %2 percent in the first al2007 and is expected to be at around 6-7
percent in 2008 and 2009. Excise duties increasddantributed to lower inflation (because
demand for import products decreased). Reasonsffation pressures are increases in food
prices, higher demand and watj8s

Croatia
The general index of consumer prices is estimaiedetrease from 3.2 percent in 2006 to 3
percent in 2008 and 2009, despite the higher aguialiand food price¥’.

Turkey
The inflationary pressure will decline because wdcdl discipline and the increasing
credibility of the Central Bank’s disinflation taets. The 12-months consumer price inflation

34 3ee Economic Forecast, autumn 2007, p. 43.

355 European Commission Economic Forecast (2007)0@. 1
3%¢ European Commission Economic Forecast (2007)5p. 5
367 European Commission Economic Forecast (2007)14. 1
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is estimated at below 6 percent by the end of 20084 % percent at the end of 2009. The

disinflation could be slower as a result of highamid food price®®

The aforementioned data represent estimations ltha¢ not taken into consideration the
possibility of a crisis. The current developmeniggest that these numbers should be viewed

with caution.

The overall conclusion is that the obligation of Edluntries to adhere to EMU (an exception
being the UK and Denmark), and to satisfy the Madtt inflation criterion, determine a

tendency towards convergence between present amek fEMU member countries and the
fulfillment of the OCA criterion regarding similanflation rates. A permanent preoccupation
with factors that influence the inflation level a®ll as with measures to maintain price
stability can be observed in euro area countriddlUEcandidates make efforts to reduce

inflation and to attain price stability.

5.2. Interest Rates

According to the Maastricht convergence criteria fitng-term interest rate must be no more
than 2 percentage points above the average intextespf the three EU countries with the
lowest inflation rates in the year prior to the maation. The measure for the long-term

interest rate is given by the 10-year governmentibgeld®®.

It is very important that interest rates are sealsp taking into consideration the goal of low
inflation in the EMU. Only in this way the fulfillent of the OCA criteria of similar inflation

rates and homogeneous preferences is possible gutlo zone

The long-term interest rate is related to expeutédtion. The Irving Fisher equation is:
i =r + 1% i = long-term interest rate; r = real interederadepends on personal saving and
productivity of capital and is relatively stable:= expected inflation, related to present and

past inflation. Low expected inflation results aw long-term interest rat&.

358 European Commission Economic Forecast (2007)1§. 1
39 5ee Zestos (2006), p.209 f.
370 See Zestos (2006), p. 67.
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In Bulgaria the interest rates were 74.2 percent in 1997 p8&rBent in 2000, 4.0 percent in
2002 and 2.6 percent in 2004 In August 2007 the overnight interest rate w#glpercent
and in August 2008 5.04 perc&ft In Romania the interest rates were 47.2 percent in 1997,
35.0 percent in 2000, 20.4 percent in 2002 and pér2ent in 2004% Now, in 2008, the
NBR’s policy rate is 10.25 percent, the lendingiliacis at 14.25 percent and the deposit
facility at 6.25 percedf® In Croatia, in 2008, the interest rates for overnight loanslirect
interbank trading are 3.90 percent, for long-tewrporate loans 6.83 percent, for long-term
loans to households 7.79 percent and for short-teams to households 12.16 perééhtin
Turkey, in 2008, the borrowing rate represents 16.75euerand the lending rate 20.25
percent. A rate cut in the overnight interest ratgrojected in Turkey if the favorable outlook
in inflation and commodity prices contind€s

In Romania, Bulgaria, Croatia and Turkey the tewgewas and is of decreasing and
maintaining sustainable low interest rates, as wasllof higher predictability and of an

improving investment climate. Lower interest ratsd to more investments and imports and
the economy is recovering. The lower interest ratesthe result of an increasing market

confidence and a prudential fiscal policy.

5.3. Exchange Rate

The Maastricht exchange rate criterion provided @b EMU candidate countries must
maintain their currencies within the +-2.25 percERM normal band for at least two years
without devaluing their currencigd. A reason for this criterion is to determine coigst to
pursue price stability. In high inflation countrigere is a depreciation of their currencies vis-
a-vis currencies of low inflation countries. Only klso satisfying this provision of the

Maastricht Treaty, the OCA criteria of similar (afalv) inflation rates and homogenous

371 See Figuet (2006), p. 3.

372 5ee Bulgarian National Bank;_http://www.bnb.bg/tiwtme.nsf/fsWeblndex?OpenFrame$26008).

373 See Figuet (2006), p. 3.

374 See Romanian National Bank; http://www.insse.rd¢$8008).

375 See Croatian National Bank;_http://www.hnb.hr/jkdut/bilten/informacija/einformacija.pdf?tsfsf=23138
093538eac86f8fee6c9344P008)

376 See Central Bank of the Republic of Turkey; htipaw.tcmb.gov.tr/yeni/eng{2008).

37" See Zestos (2006), p. 74.
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preferences can be achieved. Another reason istb&lance of devaluations during the

transitional period to EMU in order to gain a coritpee advantag&’®

There are several requirements to be fulfilled ef@U countries become EMU member
states. They must adopt measures and policiesatsfarm their economies into efficient
market economies and achieve nominal convergemoagh the Maastricht criteria. All new
EU member states must join the ERM Il (meaning txahange rate agreements subsequent
to the ERM were and are made with countries wiskangin the euro area) and be members
for at least two years before being allowed to ado@ euro. The central exchange rate versus
the euro must be agreed upon by all parties tagneement before the country joins ERM II.
Countries can adopt different types of exchange sitategies before becoming ERM I
members, but there are also some restrictions., Ehasuntry cannot peg the currency to any
currency other than the euro and it cannot adapetiro as the national currency on its own
(by euroization) before being first ERM Il membédos at least two years. After becoming
ERM Il members, periodical realignments of its ey and the use of short-term financing
facilities of the ECB to stabilize their currencie allowed’™.

The Governing Council recommends that countriesulshgoin ERMII only after having
achieved significant convergence and flexibilitytbéir economies (e. g. by structural and
institutional changes, market and trade liberalirgt The purpose is to avoid exchange rate

crises®

A fluctuation of the exchange rate outside the radf&RM fluctuation band of +-2.25% is not
always evaluated as failure to fulfill the exchamgte criterion. A deviation in excess of the
normal fluctuation band towards a stronger exchargje is not inconsistent with the
fulfillment of the exchange rate criteridn Thus, aspects that are taken into consideration
when analyzing whether a country fulfills this eribn are the duration of the deviation, its
amplitude and its direction (whether it is on theak or strong side of the barfitf)

378 See Zestos (2006), p. 75.

379 See Zestos (2006), p. 223.

30 5ee Zestos (2006), p. 224.

31 See Convergence Report (1998), p. 153.

32 See Filacek, Horvath and Skopera (2006), p. 8.
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The exchange rate regimes chosen by some couatees
1. in Bulgaria: fixed exchange rate, fixed peg to the euro (cwayeboard);
2. in Romania, Croatia andTurkey: managed floating, i.e. the countries do not figit
currencies against another foreign currency or étagk currencies, and the value is

determined on the foreign exchange market fré&ly

“A currency board arrangement may be defined asoaetary regime based on an explicit
legislative commitment to exchange domestic culydonc a specified foreign currency at a
fixed exchange raté®. A main benefit of the currency board arrangenf&®A) consists in
the enhanced credibility and policy transparencpmBstic currency must remain fully
backed by foreign assets. The policy discretiothefcentral bank is limited and changes in
the money demand are accommodated by changeseigricexchange reserves. Interest rate
movements show the adjustment of the local maketdnetary conditions prevailing in the
reserve currency country. If the level of the fixeaminal exchange rate is appropriate, it can
contribute to solid economic growth and an improgeglity of bank loans. The CBA is
operationally and administratively simple and tmarent®™ CBAs can help overcome
economic and financial turmoil and lead to loweitation. They can also lead to stability
gains. A sustainable debt level and fiscal disoipkre conditions for succé¥s With a CBA,

the risk of currency devaluation is eliminatéd According to Wyplosz (2004), the
advantages of currency boards are: they are rolustlible and inflation becomes
endogenous. Disadvantages consist in: the elinoimadf the ability of lender of last resort
operations, the fact that the central bank canantlact counter cyclical policies and that it is
only a temporary arrangement in need for an esategy®. A significant condition required
for a proper functioning of the CBA in Europe i®thupport of the ECB and the European
Council. Another important aspect is that the eooigopolicy is not entirely shielded from

external and internal shockg

33 See Egert (2006), p. 1ff.

34 See Rutkowski (2001), p. 7.
385 See Rutkowski (2001), p. 7.
386 See Grimm (2007), p. 1.

37 See Valev (2005), p. 1.

388 See Wyplosz (2004), p. 18f.
39 See Rutkowski (2001), p. 8.
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With managed floating, the “central banks simultargy control the interest rate and the
exchange rate in a way that guarantees both thevarhent of domestic macroeconomic
objectives and an equilibrium on the internatiofia@ncial markets*°. Different opinions
about the advantages and disadvantages of the ewnidgating regime exist among
economists. Haberler showed that floating rateseptagainst the transmission of monetary
shocks. He later renounced advocating floating amgh rates and worked with Nurkse, who
thought that a managed fixed rate system would aedine probability of speculative

attackg®

Usually “Big Bang” countries in Europe (according whom “front-loading”, thus taking
measures as soon as possible, was highly desiieg limited exchange rate flexibility. In
countries with flexible exchange rates the inflatiwas often high and an absence of

macroeconomic stabilization as well as a low criéititzould be observet.

States that intend to adhere to the EMU make, hewegwermanent efforts to reduce high
currency fluctuations independently from the exgsarate regime chosen and move towards

more economic stability.

5.4. Deficit and Debt

The requirements regarding deficit and debt &fére country must have a public-sector
deficit no higher than 3 percent of its GDP (except exceptional and temporary

circumstances). The country must have a public thetitis below or approaching a reference
level of 60 percent of GDB*,

Fiscal discipline is significant (also from the peective of the OCA theories) for preserving

similar and low inflation rates in the EMU. The fdhat these criteria must be satisfied also

39 see Bofinger, Wollmershaeuser (2002), p. 1.
391 See Bordo, James (2001), p. 1.

392 See Wyplosz (2004), p. 17.

393 See Krugman, Obstfeld (20086), p. 555.
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after the countries become EMU members could determ higher fulfilment of the OCA

criterion of homogeneous preferences.

The next table shows the situation of gross dela psrcentage of GDP in the euro area as
well as for the EU 27. Important factors analyzeat @are significant for the gross debt are for
example the total expenditure and the interest mipgre. These figures show a slight
decrease in the euro area. The conclusion is ligagtoss debt as a percentage of GDP is
expected to decrease in the euro area and repi@3dnpercent in 2009, while the gross debt
for the EU 27 is projected to be even lower ancchied7 percent by the end of 2009.
According to the Maastricht Treaty and the Stapitihd Growth Pact, member countries as
well as candidates to EMU must have a public detavio or approaching 60 percent of the
GDP.

General government budgetary position — euro arearad EU27

(% of GDP) Difference vs Difference vs
Euro area spring 2007 EU27 spring 2007

2006 2007 2008 2009 2007 2008 2006 2007 2008 2009 2007 2008
Total revenue (1) 456 45.6 453 45.1 0.1 -0.1 449 449 446 445 0.0 -0.2
Total expenditure (2) 471 46.«. 46.z2 46.( -0.1 0.(C 46.5 45.¢ 45f& 45. -0.z -0.1
Actual balance (3) = (1) - (2) -15 -08 -09 -0.8 0.2 -0.1 416 -11 A -11 0.1 -0.2
Interest expenditure (4) 28 2¢ 2¢& 2¢ 0.C 0. 2¢ 25 2 2°% -0.1 0.0
Primary balance (5) = (3) + (4) 13 21 20 20 0.2 0.0 1.0 15 41. 1.4 0.1 -0.2
Cyclically adjusted budget balance  -12 -0.7 -0.& -0.7 0.1 -0.1 -1.4 -1 -11 -1.C 0.1 -0.2
Cyclically adjusted primary balance 16 22 21 21 0.1 -01 12 15 51. 16 -0.1 -0.2
Structural budget balance -11 -0.7 -0.& -0.% 0.1 -0.1 -1.4 -1 -11 -1.C 0.1 -0.2
Change in structural budget balance 09 04 -0.1 0.1 0.1 -0.2 0.7 04 10. 01 0.2. -0.3
Gross debt 68€ 66.5 66.f 63. -0.2 0.( 61« 59. 582 57.( -0.£ 0.0

The structural budget balance is the cyclicallydatid budget balance net of one-off and other teanponeasures estimated by
the Commission services.

Table 4: General Government Budgetary Position — Euro Area ad EU27
Source: Economic Forecast, Autumn 2007.

The budgetary consolidation in the euro area waithe to a halt in 2008-2009. The estimated

general budget deficit represents 0.8 percent oP @Dthe euro area (from 1.5 percent in
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2006) and 1.1 percent of GDP in the EU (from 1l.6ceet in 2006) in 2007. For 2008
deterioration is expected because of no furtheafiand budgetary consolidation. In 2009 the

deficit is expected to stabilize.

The revenue-to-GDP ratio is expected to decreasdugily from 45.6 percent in 2007 to 45.1

percent in 2009 in the euro area and from 44.9gmerin 2007 to 44.5 percent in 2009 in the

EU, because taxes will increase less than nomibdt.G&or the year 2008 tax reductions were
projected for countries like Germany, France, Swealed Poland. The expectations are of a
lower expenditure ratio of 46.2 percent of GDP @2 and 46.0 percent in 2009 in the EMU,

and of 45.8 percent in 2008 and 45.6 percent i 20the EJ**

The output gap (the difference between the actuglub of an economy and the output it
could achieve when it is most efficient or at fdlpacity) will stabilize from 2008 at around
-Y4 percent of potential GDP. The structural defigit be of around % percent of GDP in the
euro area and of 1 percent in the EU in 2008 a99>20

An analysis of the general government structuralgetl balance, which is presented in the
following table, shows further improvement or aade efforts towards stabilization in most
countries of the euro area as well as in counwigside the EMU. This situation can also
contribute to maintaining low and similar inflatioates by EMU members as well as by

countries who take measures in order to adhetsetedro zone.

394 See Economic Forecast, Autumn 2007, p. 44.
39 See Economic Forecast, Autumn 2007, p. 44.
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General government structural budget balance

(% of GDP) 2005 2006 2007 2008 2009
Belgium 0.C -0.3 -0.2 -0.1 0.0
Germany -2.4 -1.3 00 -0.4 -0.2
Ireland 1.0 3.1 12 0.3 0.0
Greece 5.5 -3.5 -31 -2.4 -2.3
Spain 1.4 21 20 1.€ 1.4
France -3.5 -2.8 -25 -2.6 -2.4
Cyprus -2.7 -0.7 -0.6 -0.5 -0.4
Italy -4.0 2.7 -20 -2.0 -1.9
Luxembourg 0.6 0.8 12 1.2 1.7
Malta -3.1 -2.7 -23 -1.7 -1.2
The Netherlands 0.8 1.1 -0.2 0.5 0.7
Austria -0.8 -1.2 -10 -1.0 -0.8
Portugal -5.1 -2.9 -23 -2.1 -2.1
Slovenia -0.8 -1.1 -11 -1.4 -1.0
Finland 3.7 4.1 44 3.9 4.0
Euro area -2.1 -1.1 -07 -0.8 -0.7
Bulgaria 14 2.7 25 3.1 3.4
Czech Republic -2.2 -3.3 H. -3.6 -3.2
Denmark 4.5 3.6 32 34 3.0
Estonia 1.7 2.7 24 1.9 1.5
Latvia -0.4 -0.8 02 0.5 1.0
Lithuania -0.8 -0.8 -12 -15 -0.6
Hungary -8.4 -94 -55 -4.2 -3.9
Poland -4.1 -3.9 -30 -3.4 -2.8
Romania -1.6 -2.6 -3.3 -3.6 -4.0
Slovakia -1.1 -3.4 -30 -2.7 -2.6
Sweden 2.1 21 2.7 2.3 2.6
United Kingdom -3.2 -2.8 -4. -2.8 -2.6
EU27 -2.1 -1.4 -10 -1.1 -1.0

Table 5: General Government Structural Budget Balance
Source: Economic Forecast, Autumn 2007.

“Debt maintains its downward pafi®. In the year 2005 there was a peak of the deint irat

EMU countries. The expectations between 2006 ari® 20e of a declining debt ratio by

39 See Economic Forecast, Autumn 2007, p. 45.
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more than 5 pps., to 63.4 percent of GDP. The tsitn@f the developments of the debt ratios
in the EU 27 is broadly similar. An exception frahe decreasing trend can be observed in
Ireland (between 2005 and 2006), while in FranakRortugal only a small debt reduction is
expected between 2006 and 2009. In Cyprus, MaltaAarstria, the debt ratio should be
lower than 60 percent of GDP by 2009, and in Gegntae debt ratio will be of about 60.3
percent of GDP also in 2009. Countries outsideEiJ that are exceptions from a declining
debt ratio are the Czech Republic, Romania antJ#eas well as Poland (between 2007 and
2008). A peak of the debt ratio for the year 2088 heen expected in Hung&ty

Fiscal Criteria in the EMU

Very important aspects leading to fiscal convergefad that could have a significance for
increasing the fulfilment of the OCA criterion ¢fomogenous preferences) are that all
countries that want to become euro area members twavwlfill the fiscal criteria of the
Maastricht Treaty, and that after they become ewea member states they have to comply
with the Stability and Growth Pact. The economitegnation in the euro area requires a
harmonization in some areas of taxation, spendmyfiscal legislation. However, there still
are some significant differences between euro evaatries, especially concerning the public

indebtedness and the fiscal structures.

Regarding fiscal stabilization, the medium-terngéds of the Stability and Growth Pact are a
balanced budget or even a budget surplus, in eodee able to react to adverse shocks and to
reduce the necessity of supranational transfetsrnational risk sharing, changes in prices

and wages and/or changes in real exchange’tates

The situation in the new EU member states (RomamiaBulgaria) and in two EU candidate

countries (Croatia and Turkey) regarding fiscalvagence is the following:

Romania
The budget deficit which was 1.9 percent of GDP2@06, is expected to increase to 3.2

percent in 2008 and 3.9 percent in 2009, as atreshigher government consumption (e.g.

397 See Economic Forecast, Autumn 2007, p. 45.
398 See Mongelli (2002), p. 23.
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with public wages and social transfers). The parsiwill almost double in 2008 and 2009
compared with those in 2007. The pension reforpragected to cost 0.2 percent of GDP in
2008 and 0.3 percent of GDP in 2009. The debt-td2@&io is estimated to increase by 1 pp.
between 2007 and 2009 to around 13 ¥ percent, iafipess a result of the higher deficita

Bulgaria

There was a budget surplus in 2007 due to a seoagomic activity, high revenues because
of the domestic demand, high inflation, improved timpliance and a reduction of the
informal economy. For 2008 and 2009 there is als@xpectation of government surplus.

The projected government gross debt will be lowsant15 percent of GOP.

Croatia

There was a merchandise trade deficit of 24.7 péroé GDP and a surplus of trade in
services of 16.9 percent of GDP in 2007. Net infoef FDI (foreign direct investments)
increased from 7.4 percent in 2006 to 9.1 percé@DP in the twelve month to June 2007
mainly because of privatization and recapitalizata§ banks. The government debt was 38
percent of GDP at the end of June 2007. The exji@esaare of continuing growth in 2008
and 2009 because of strong domestic demand. Fabtarsvill lead to a significant private
consumption growth are the strong credit growtmsemner confidence, higher wages and
social transfers. The public consumption will alsorease because of increases in public
sector wages and pre-election spending. The sppougte investor confidence will determine
further investment growth. The gap between highgrarts and lower exports will become
smaller as a result of increased competitivenesgsstmonger tourism. The GDP growth is
estimated to be lower in 2008 and to representtabqercent because of decelerated public
consumption after the election. There are alsoraebink measures in order to restrict credit
growth. The estimated trade deficit represents &fent of GDP. The current account
deficit will be a little lower to 8 percent of GDPecause of the better performance of

tourisnt®L,

39 European Commission Economic Forecast (2007)0p. 1
% Eyropean Commission Economic Forecast (2007)5p. 5
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Turkey

There was a significant surplus of GDP in 2006 tedtto a reduction of the debt ratio from
60 Y2 percent of GDP at the end of 2006 to 54 peraethe end of 2007. The government
interest payments were 17 percent of GDP in 2008 arpercent of GDP in 2007. The
efficiency of tax collection should be increased. 2006 there was a surplus of the
government balance of ¥ percent of GDP, and thenasons for 2008 and 2009 are of a
budgetary surplus of % percent of GDP and 1 Y4 péroé GDP respectively. The
government debt is expected to decrease to leasShgercent in 2009. Turkey has a high
vulnerability to interest and exchange volatilitydarisk, so it pays high interest rates. The

average maturity of domestic debt is relativelyrsfio

The overall conclusion is that the countries of BEMU make permanent efforts in order to
fulfill the convergence criteria of the Maastrichreaty and of the Stability and Growth Pact,
which are important in order to preserve low ardilsir inflation rates. The EMU and EU
candidate countries also make efforts regardingftifidlment of the fiscal convergence
criteria. In the countries described that alreadioihg to the EU, which are Romania and
Bulgaria, the debt level is significantly lower than the EU candidate countries Croatia and
Turkey. Regarding the budget, a surplus can berobden Bulgaria and Turkey, a relatively
low budget deficit in Romania and a higher budggdicit in Croatia.

All the projections presented in this chapter wierenulated prior to the crisis 2008 and will

probably be reconsidered to some extent followiegdurrent economic developments.

The fiscal criteria must be fulfilled for countri@gich are EMU members or else there are
penalties up to 0.5 percent of GDP. The SGP has tesésed in order to allow more flexible

rules and procedures, e.g. the deduction of afisbng-run growth-promoting expenses, a
longer time span for correction of excess defiats] a less stringent definition of recession

that permits an exemption from excess deficit ploce$® A significant reason for the

0 European Commission Economic Forecast (2007)3p. 4
02 European Commission Economic Forecast (2007)19. 1
403 See Gaffeo, Passamani and Tamborini (2005), p. 1.
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weakening of the SGP is that important countriée IGermany, Italy and France were

confronted with excessive deficits.

There have been mixed reactions to the reform ef 36P, because some measures do
represent a risk for weakening the pact (accortbnipe ECB point of view), while negative
consequences for the expectations regarding ftiseipline and macroeconomic stability are
possible. There are also positive aspects of tlierme of the SGP: the medium-term
objectives reflect more the country-specific sitoreé regarding debt and economic growth

(preventive arm) and a higher flexibility of thdes (corrective arni}*.

Factors that can explain the differeletficits across countries are:
- the real growth
- the unemployment rate
- political forces (partisan approach)

- institutional structure (veto player approach).

Research has shown that with a low number of véayeps, meaning a high market
concentration, there is a higher probability tledt briented governments will take long-term
saving measures. In a system with a high numberetd players, which means that the
political power is divided among a high number ofoas, the right is more committed to the
budget consolidation than the [8ft However, when the right is expected to lose vdtesn
accumulate debt in order to put the future govemtnire the situation of paying back debt
rather than increase social spendifigHibbs showed that inflation is beneficial for gps
with low income because it has an equalizing eftgin income distributidfi’. The income
of poor people decreases when unemployment is higheups with low and middle
incomes (who are usually left oriented) prefer lowemployment and accept a higher
inflation, while investors and persons with higlmtomes (who are usually right oriented)
favor the opposite situatié®.

04 See Morris, Ongena, Schuknecht (2006), p. 41.
%5 See Pamp (2007), p. 23.

4% See Pamp (2007), p. 7.

07 See Hibbs (1977), quoted in Pamp (2007), p. 3.
%8 See Pamp (2007), p. 3.



The Maastricht Criteria 115

However, governments try to use fiscal policy irder to increase their chances before

votes®

, even if this means to increase the deficit amddbt of the country.

Fiscal policy can be used in order to manage ttena@uoy under the premises of fixed
exchange rates. Monetary policy is very importaithvilexible exchange raté®. As a
consequence, the restrictions regarding the figolty can be costly for the countries that
also have to preserve exchange rate stabilitydrtithe before their accession to EMU.

The 3 percent deficit criterion had positive consages upon the economic growth which
became higher than prior to the Maastricht criterid further reduction of the deficit and
debt in the EMU could be reached through increapinglic investments, lower expenditures

and direct taxés®,

Some of the most important reasons for excessivieitdein EU countries were the low
economic growth, the timing of parliamentary elen and the majority of left oriented
governments. Excessive deficits, however, couldréduced after the adoption of the
Maastricht criteria. Important aspects that ledataeduction of excessive deficits were
supranational fiscal restrictions, national measure order to reduce public debt, policy
decisions that encourage economic growth, mechantsmeduce the political opportunism
and the organizing of elections at the beginninghar end of the year in order to avoid

political opportunisrfi=

There are several factors that do influence the telGDP ratioof countries, e.g. the debt

level, the economic growth rate and the willingnesgovernments to favor surplus.

9 5ee Afonso (2005), p. 36.
“195ee Pamp (2007), p. 6.

1 See Lamfalussy (2006), p. 9.
12 See Castro (2007), p. 1.
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The debt criterion is also very important in order to avdlte situation where countries
generate inflation to reduce the real value ofrtdebt and interest payments. Such a situation

would determine higher interest rates for thaeskstcause of the higher rtsk

5.5. Convergence

The question of convergence in countries that rekesady fulfilled the Maastricht criteria

and are EMU members as well as in countries thihiadiere to the EMU is presented in this
section. Then arguments in favor and against theos®ed Maastricht criteria as optimal
conditions for the accession to the EMU are defaifes already mentioned, the fulfillment of
the Maastricht convergence criteria is significagpecially for the satisfaction of the OCA

properties of similar inflation rates and homogenpteferences.

5.5.1. Convergence after Maastricht

According to Bibow, some macroeconomic divergenceuaed across the euro zone in
recent years. The OCA theory assumes that thengage asymmetric shocks and structural
factors. Another view is that the Maastricht regidetermines divergence and fragitity A
reason for the last opinion is the reliance oncibrapetitiveness channel as a substitute for the
design of appropriate policies in order to deahvadmmon shocks and/or asymmetric shocks

and divergendé®

Some differentials, however, are not necessargyed as undesirable. For instance, an ECB
study shows why inflation differentials across cdo@s may be beneficial: “Inflation
differentials can be an integral part of the adnesit mechanism resulting from dispersion of
economic developments across the participatingtc@sna mechanism which in turn reflects
the impact of various economic shocks as well asfdict that the economic structures in
place vary from country to country. Inflation difémtials are, then, the product of an
equilibrating adjustment process within a monetanjon and, as such, are not only
unavoidable, but also desirable. At the same tiastjng inflation differentials in the euro

*13See Zestos (2006), p. 69f.
14 See Bibow (2006), p. 1.
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area are to some extent, also a product of migadigiiscal policies, diverging wage
developments and deep-seated structural ineffi@erguch as nominal and real rigidities in

product and factor markefs®.

Some test results show that countries which joitedERM from the beginning and never
defected from the narrow band are characterizestioyg convergence with each other. The
inflation is higher than the average euro zoneatidh rates in countries that joined at a later
stage (Spain, Portugal and Greéte)

5.5.2. Convergence in EMU Candidate Countries

In order to achieve a price and output convergdmsteeen old and new EU member states,
an inflation and growth divergence will be necegshuring the following years.

A study regarding the recent ten EU members, slzoslsw but steady per-capita real income
convergence towards EU standards. There is evidensggnificant inflation and interest rate
convergence. Concerning the public finances, thsult® indicate a lack of fiscal
sustainability. As a consequence, the currentlfsitaation could be a reason for the delay of
new EU countries from joining ERM Il and thus forlaer adoption of the euro. The
recommendations made were to improve the budgditutiens in these countries, to
introduce further reforms in order to reduce gowegnt expenditures and to analyze the
possibilities for adopting fiscal rules. Countriggh fiscal problems should, however, not try

to join the euro zone too scBf

5.5.3. The Maastricht Conditions for EMU Membership

According to traditional Keynesian macro-economy &CA theory, there is the view that
higher flexibility is required and that the convenge criteria and the Stability and Growth
Pact are too strict. The reason is that restridtsaal policy is very expensive.

1> See Bibow (2006), p. 23.
“1® See ECB (2005, May MB), p. 61.
17 See Busetti, Forni, Harvey and Venditti (2006)6 p.
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For representatives of economic policy and publioice the credibility is important. The

strict convergence criteria also reduce the spidlr@ffects between different countfiEs

Fiscal policies of euro area member states can aAavenpact upon other member countries
for several reasons. Fiscal policy effects incladeeroeconomic spill-over on other countries;
e. g. expansionary fiscal policy determines high&rest rates and thus a higher credit risk
for the entire area. Secondly, increasing inter&@sts as a result of fiscal policy could lead to
pressure on the ECB to loosen monetary policyrdeioto reduce interest rates. Thirdly, it is
not sure that other countries will be ready to hélp state has very high debts and delays
payments. As a consequence, it is very importaatt cbuntries fulfill the Maastricht criteria
before becoming EMU members in order to avoid negadffects upon other EMU member

countrieé®®

Some economists express the view that it would dt¢eb if the fiscal criteria had to be
fulfilled during the first year of membership or aithe membership is sure, and were not a
condition for joining the EMU. The reason is thaee with the provisions of the Stability and
Growth Pact the fiscal criteria are very expensidewever, the EMU membership is of

advantage for countries even if they must fulfit fiscal criterié®”.

According to another opinion, the condition of diclebelow 3% before EMU membership is
useful, because for countries that did not futhiis criterion before the accession it will be
more difficult to achieve it afterwards. A reasanthat the country could have insufficient
incentives to reduce the deficit later. A secondiweois that by fulfilling this criterion a
country proves that it has the necessary fiscaligline in order to be an EMU membB&r
Thirdly, the possibilities of the central bank teep inflation targets without permanent
interventions are higher in a country than in a etary union. Previous reduction of public
deficits and inflation thus contributes to facilégrice stabilit§?>

18 See Kocenda, Kutun and Yigit (2005), p. 1.
19 5ee Andrejovic (1998), p. 2.

20 5ee Bohn (2000), p. 248.

21 See Bohn (2000), p. 267.

22 See Onorante (2006), p. 5.

23 See Onorante (2006), p. 8.
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Other important reasons against a fast adoptioth@feuro are the low nominal and real
interest rates within the ERM Il systems that couldrease demand and lead to high

inflation®?*,

5.6. Political Challenges

The Maastricht criteria represent conditions for Ekhembership. However, before countries
become EMU members they have to belong to the Edlitiddl conditions for EU
membership (like the guarantee of democracy) haveetfulfilled. Political requirements for
EU membership can contribute to the improvementtref OCA criterion of political
integration. Regarding the political aspects, ¢ffdrave to be made before and after EU
membership, this being in the interest of the pajpah and in order to avoid sanctions. A
certain degree of economic progress, like the excs of a functioning market economy, is
also essential. In this chapter, some of the ingmbpolitical and economic conditions for EU
membership as well as reasons for different coemtthat adhere to the union will be
presented. Then, the situation in some countrieg (Burkey and Croatia) that intend to
become EU members as well as political challenggmarding these countries will be

described.

Through enlargement the prosperity, stability anddygovernance of the EU are extended to
other countries by means of its membership critéfltee principle of conditionality means
“that accession is conditional on fulfilling theiteria for membership™. This principle was
developed in the 1990s for the countries of Ceratral Eastern Europe, because these states
needed an external assistance during the trangibancommunism to western models and in
order to avoid a situation in which the new cowsrcould impair the EU because of a lack of

adequate preparation.

24 See Masten (2007), p. 20.
2> See Bomberg, Peterson, Stubb (2008), p. 180.
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The membership requirements are known as the Cagenhcriteri&®. According to the
conclusions of the European Council at Copenhayy@83), “membership requires:
1. that the candidate country has achieved stability institutions guaranteeing
democracy, the rule of law, human right and resfoecind protection of minorities
2. the existence of a functioning market economy a6 agethe capacity to cope with
competitive pressure and market forces within theob)
3. the presupposition of the candidate’s ability tket@n the obligations of membership
including adherence to the aims of political, ecoimand monetary uniof*’.

The decision for enlargement requires unanimitye Aecession Treaty has to be signed and
ratified by all EU member states unanimously. Téle of the European Parliament is to vote
the Accession Treaty on a yes/no basis and tofbenied about the accession negotiatf6hs

A very important role in the enlargement processlaged by the Commission. Its reports on
the progress of applicant countries are signififanthe decisions leading to the enlargement.
In spite of the fact that the EU enlargement isné@r-governmental process, the Commission
plays an important role as an interlocutor andrmegliary with applicant countries and by

presenting to the Council proposals for “commonitpmrss™*?°.

The reason for joining the EU is that countries stder that this is in their political and
economic interest. The UK for example considered #dvantages existed for its trade and
economic growth. In Ireland and Denmark traditiohgxports of agricultural products to the
UK and the Six (France, Germany, Italy, Belgiune tHetherlands and Luxembourgje
given. Greece, Portugal and Spain joined the E#®rdfte end of totalitarian regimes as a
guarantee for the return to democracy. They alsotedato have access to the European
market and European budget. Austria, Sweden ankriein which had full access to the
common market through the EEA, considered it asa@momic benefit to be in the position
of accepting rules from Brussels and not havinddoide them. They also realized that their
traditional neutrality could be less appropriatieathe end of the Soviet bloc.

%6 See Bomberg, Peterson, Stubb (2008), p. 182.
2" See Bomberg, Peterson, Stubb (2008), p. 183.
28 See Bomberg, Peterson, Stubb (2008), p. 183.
2% See Bomberg, Peterson, Stubb (2008), p. 184.
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In the ten Central and Eastern European countidsnembership was viewed as a guarantee
for democracy and economic developnightafter the collapse of the Soviet bloc in 1989 a
risk of instability in Europe was given, but couesrin Central and Eastern Europe chose to
make economic, social and political reforms, esgibcbecause of their determination and

prospect to join the EU. In ex-Yugoslavia, howevmlitical problems and civil wacould

not be avoided.

The main problems during the negotiations concertieel free movement of labor,
agricultural policy and money. Some of the meastaksn by the EU were to permit old EU
member countries to maintain restrictions on wakesm new member states for up to seven
years and to impose a twelve year period for intoiap direct payments to the new member
state§”,

The Balkan countries in south-east Europe, to whtthmembership was promised, are:

- Albania, with a population of 3.6 million;

- Bosnia-Herzegovina, with a population of 4.5 mitljo

- Croatia, with a population of 4.5 million;

- Former Yugoslav Republic of Macedonia, with a pagioh of 2.1 million;

- Montenegro, with a population of 0.7 million;

- Serbia (including Kosovo), with a population of 2@nillion.
These countries, with a total population of abdutn@llion people, are trying to implement
the necessary political and economic reforms ireiotd be able to join the EU. The problems
consist in ethnic and religious conflicts that tectivil war in the 1990s. The main problems
are the fact that Montenegro is newly separateah f@rbia, the question of independence for
Kosovo and Bosnia’s external tutelage. Governanodlems, corruption and criminality
exist while EU membership requires autonomy andretioning democracy. The situations
of these countries concerning their EU memberstupiests are different:

- in 2005 Croatia opened accession negotiations;

- in 2006 Macedonia was accepted as a candidate;

430 See Bomberg, Peterson, Stubb (2008), p. 187.
31 See Bomberg, Peterson, Stubb (2008), p. 189.
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- Bosnia, Serbia, Montenegro and Albania have statiedStability and Association
Program (SAP) which implies trade concessions,nfire aid, contractual relations

and helps on the way to applying for member&fip

Between the Community and Turkey there exists tlksogiation Agreement of 1964, the
application for EU membership from 1987 and thenopg of accession negotiations in 2005.
In spite of these very important steps, Turkey’s lBembership is not assured. Its population
represented 72 million in 2007 and is expectedréovg The country has a high geo-strategic
importance in relation to the Middle East and tHackB Sea region. It is also a NATO
member. Other advantages can be the growing ecomamahythe young labor force. Turkey
has been a secular state since the 1930s withaityaf Islamic population. The country is
making progress concerning the political and ecaooreforms in order to meet the
Copenhagen criteria. Additional steps have to kertawith respect to the Kurdish minority,
the freedom of expression and the political roléhef military. Another problematic aspect is
that with Turkey’s membership the frontiers of g would be to Azerbaijan, Armenia, Iran,
Iraq and Syria, which represent regions of insiiybiSome also consider that Turkey is not
part of Europe from a geographical or cultural pahview and that it would determine a
significant migration of workers in the situatiof membership. Another problem concerns
Cyprus. In 1974, the Turkish Republic of Northeryp€lis has been separated from the south,
but it was not recognized by the international camity. In 2003 the Greek Cypriots in the
south did not accept a UN plan for reunificationtié island. Turkey’'s EU membership
would be an important signal that the EU acceptamis It will be, however, in Turkey’s
interest to continue the modernization even if ¢bantry does not become an EU member,
but the process will probably be less effectivearrslich a circumstanta

5.7. EU External Relations

The relations between the EU and other states,ciediye European countries, will be
described in this section, including the possipitf membership to the EU and thus also to
the EMU. The aspect is important from the perspecof the OCA theory because the

432 See Bomberg, Peterson, Stubb (2008), p. 192.
33 See Bomberg, Peterson, Stubb (2008), p. 193.
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optimality of a currency area increases with itesif we take into consideration this theory,
the EU and EMU enlargement are desirable when #ve candidate countries fulfill the

imposed criteria.

5.7.1. European Economic Area (EEA)

The European Economic Area (EEA) refers to an agee¢ that entered into force on 1
January 1994 and permits States belonging to thepean Free Trade Association (EFTA) to
participate in the Internal Market without joinitlie EU™*.

Developed countries that have applied for EU mesibprare Norway and Switzerland.
Norway signed two Accession Treaties, but its pegglid “no” in two referenda. The country
is an EEA member and has access to the common m&#er EEA members are Iceland
and Liechtenstein. The population of Switzerlantedd'no” in a referendum to the EEA. Its

interests are pursued through bilateral agreenveittigthe EU>®.

5.7.2. European Neighborhood Policy (ENP)

The European Neighborhood Policy involves sixteeantries: Morocco, Algeria, Tunisia,
Libya, Egypt, Israel, Jordan, Palestine Authoribgbanon, Syria, Armenia, Azerbaijan,
Georgia, Moldova, Ukraine and Belarus. There aréofcPlans with each country, which
involve political dialogue, economic and socialorefi, trade, cooperation in justice and
security affairs, transport, energy, environmedtaation etc. The neighbors are required to
take on European regulation and important parth@ficquis. The purpose is to avoid future
barriers to neighbor countries. Russia rejected Ehbs offer of Neighborhood Policy.
Belarus is not included in the ENP because of tlemocratic reginfé®.

434 See European Commission External Relations (fetpeuropa.eu/external_relations/@ea/
43> See Bomberg, Peterson, Stubb (2008), p. 194.
3¢ See Bomberg, Peterson, Stubb (2008), p. 195.
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5.7.3. EU Limits

The EU was not designed to be a world system oégowuent, but an ‘ever-closer union’ of
European peoples. Frontiers are not so importatitdrcontext of globalization, but they still
are significant in order to define the territory evé laws apply. A possibility is to have

different frontiers for different policies (e.g.rfthe euro and Schengen).

According to the 1957 Treaty of Rome “any Europesate may apply to become a

member**’. In the 1997 Treaty of Amsterdam there is a refegeto common values that

have to be respected by EU members. Accordingdd=tivopean Commission (1992), “the
term ‘European’ has not been officially defined.ctimbines geographical, historical and
cultural elements which all contribute to the Ewap identity. The shared experience of
proximity, ideas, values and historical interact@amnot be condensed into a single formula,
and is subject to review by each succeeding generdt is neither possible nor opportune to
establish now the frontiers of the European Unieingse contours will be shaped over many

years to comg®.”

5.7.4. ltaly and Great Britain

There are, however, countries where the possibdityeaving the euro zone has been

expressed (e.qg. Italy) or which do not want to @MU (e.g. Great Britain).

In Germany and lItaly there has been slower grotim in the rest of the euro zone with the
common currency. The most important reason congistthe rigidities of labor market

reforms. Italy is characterized by increasing puiaiun costs and little progress regarding the
labor market. In June 2005 an Italian minister egped the opinion that the country should
leave the euro zone and the lira should be re-esttald. Economists who did not share the
same view argued that in Italy there have beenestafices and low interest rates after the

introduction of the euro. The public debt is highitaly and the country would be confronted

3" See Bomberg, Peterson, Stubb (2008), p. 196.
3% See Bomberg, Peterson, Stubb (2008), p. 196.
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with increasing debt service costs because of ihieeh interest rates if the country left the

euro zone. The reduction of employment remainhalpm with the euro.

In 1997 Gordon Brown was appointed Chancellor ef Bxchequer. He awarded himself a
right of veto regarding the decision about Britelro area membership. He made public the

five economic tests on which he would make his iogrd

“Convergence. Are business cycles and economictsires compatible so that we

and others could live comfortably with euro inténeges on a permanent basis?

- Flexibility. If problems emerge, is there suffidiflexibility to deal with them?

- Investment. Would joining the EMU create betterdibons for firms making long-
term decisions to invest in the UK?

- Financial services. What impact would entry inte MU have on the competitive
position of the UK'’s financial services industryarpicularly the City’s wholesale
markets?

- Growth, stability and employment. In summary wilhjng the EMU promote higher

growth, stability and a lasting increase in job&%”

5.8. The Possibility of Euro Area Breakup

According to the OCA theory EMU becomes more oplimlen it increases in size (after
candidate countries fulfill the Maastricht critgritllowever, the opinion that countries should
leave the monetary union has been expressed hefownte) and after (ex post) the adoption
of the euro. According to Eichengreen (2007) thebpbility of reintroducing a national
currency decreases the longer the euro survivegx@ample because of increasing costs and
the adaptation of markets and expectations toitigeescurrency. Knowing possible reasons,
advantages and disadvantages for leaving the eesois important for convincing people
about the prevailing positive aspects of EMU mershigy, in order to prevent the breakup of
the currency area, and to be able to take meadaremaintaining a stable and strong
monetary union. Knowing the motives that can leadhe breakup is significant for taking

measures in order to strengthen EMU and transfommta an OCA.

439 See Baldwin, Wyplosz (2006), p. 361.
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The opinion that the euro area is possible to bugakas expressed even before the existence
of the single currency (ex ante point of view). eTdppreciation of the euro against the dollar
and the slow growth in some euro area member sthtege been reasons why various
politicians blamed the ECB (ex post point of viewhe possibility that one or more
participants to EMU could leave the currency ares wdiscussed by highly-placed officials
before and after EMU came into being. Accordindetohengreen (2007) “it is unlikely that
one or more members of the euro area will leavéhennext ten years and that the total
disintegration of the euro area is more unlikely”$f°. The reasons consist in technical
difficulties should the reintroduction of the naté currency take plaé®, and in the fact that
even if immediate economic benefits could occungkr-term economic costs and serious
political costs can not be excluded. Cohen (20G@)nes, however, that “in a world of

sovereign states... nothing can be regarded asitraliersible™*?

Although the technical and legal obstacles in antguthat unilaterally reintroduces its
national currency can be overcome, the potentfatdities could be serious. Some problems
(like the redenomination of contracts) could bevedimore easily than others (e.g. rewriting
of computer code; reprogramming automatic tellercimrees; advance planning; lengthy
political debate as well as the necessity of agaiised by a national parliament of legislature;
the threat of a banking and financial-market catapecause of agents leaving domestic
banks and giving up financial assets in anticipatd a depreciation of their claims into the
national currency, in the context of expecting tkdenomination). As a conclusion, the
change from old to new money is more difficult tpdhan in the 1920s in Germany and in
the 1990s in the former Soviet Unf6h

Possible economic obstacles refer to the debt gegvicosts, interest rate spreads and
interest-rate-sensitive forms of economic actidtier not being an EMU member anymore.
An opinion is that as a result of the departurenf@MU a significant rise in spreads and

debt-servicing costs would take place. Eichengi@@07) considers that consequences will

40 5ee Eichengreen (2007), p. 1.
41 See Eichengreen (2007), p. 1.
42 See Cohen (2000), quoted in Eichengreen (2002), p.
43 See Eichengreen (2007), p. 2.
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be dependent on the reason why the country leaves. because of a politicization of the
ECB policy and inflation bias) as well as on thepgiibn of credible alternatives to the ECB
and the Stability Pact at national level (e.g.rargithening of bank independence and credible
fiscal reforms in the situation of the reintrodoctiand depreciation of the exchange rate).

The political costs for countries leaving EMU woylcbbably be very serious. They could
consist in:
- raising doubts about the future of EMU and as altresegative reactions in other
states towards the leaving countries;
- precipitating a shift out of euro-denominated asssituation that could be viewed as
negative by remaining members;
- damaging the balance sheet of banks in other EMbilmee countries that invested in
the country that departs;
- diplomatic tension and political acrimony;
- suffering cooperation on non-monetary issues;
- less important influence in intra-European disaussiof non monetary issues;

- some opposition from persons favoring the Europetyratiori**

Reasons for countries to intend to leave EMU caulclir because nation states have different
preferences over monetary policy due to differenicesational history and identity. As a
consequence, the monetary union is characterizedobypromises and tradecf3 It is
possible that in the situation of some nationsdb@mon policy is not optimum. Countries
that decide to be EMU members trade off the cokis monetary policy that is suboptimal
against other benefits. A country confronted with @symmetric shock could consider
policies agreed upon by the majority of memberestgirohibitive. Another situation when a
country may see the common policy prohibitive cobll if less inflation-averse central
bankers were appointed to the ECB b&%rd

Eichengreen (2007) states that “the high value thatnber states attach to the larger

European project would prevent them from exitirmpirthe monetary union except under the

“44 See Eichengreen (2007), p. 3.
45 See Eichengreen (2007), p. 34.
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most extreme circumstanc&$” The question that arises is whether the defeatibone
country could determine the euro area to disintegfaichengreen (2007) considers that “it
depends” and that it might determine a strongegntige for other countries facing the same
economic problem to follow. However, if the economroblems of the country leaving the
euro area were the converse of the other membtsstaMU could become more cohesive.
This effect becomes more important when the cousttgrger. The euro area is also likely to
become more cohesive if the leaving country haserdift preferences because policy
agreements become easier to accomplish. This coeseg is independent of the country size
if ECB policy is decided by the principle of oneuntry one vot&*,

Analyzing scenarios about horizons longer thanyears, Eichengreen (2007) concluded that
“the longer the euro survives, the less likely duMd seem that a participating country would
see reintroducing its national currency as a lddieatment for its economic ills. Markets
adapt to the single currency, rendering attemptsatoper with it correspondingly more
costly. Expectations adapt to its existence: hawviadirst-hand experience with alternatives,
residents take the existence of a European curr@stlye normal state of affairs and come to

regard the reintroduction of a national currencpeypond the palé*®.

Other aspects that could increase the probabilitylweak-up of EMU are:
- diplomatic and political falling out over foreigmlcy;
- an asymmetric shock in the context of bombs ancbrist cells that determine a

significant necessity for a real depreciaffn

However, the euro is least popular in low-incomeoearea member states (e.g. Greece and
Portugal), in economies with slow growth (e.g.yitahd Portugal) and in countries concerned
about inflation (e.g. the Netherlan®fs)

#4% See Eichengreen (2007), p. 35.
47 See Eichengreen (2007), p. 36.
“48 See Eichengreen (2007), p. 36.
49 See Eichengreen (2007), p. 37.
0 5ee Eichengreen (2007), p. 37.
1 See Eichengreen (2007), p. 20.
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5.9. Language

A problematic aspect for the optimality of the ewea consists in the high number of
languages used. At this time EU legislation habdowritten in all official languages of the

EU. There are twenty-seven members and twenty-fiiciad language$

The most used languages in the EU are German Wwaht&®5 million speakers, French with
56, English and Italian with 54 million each, Smmwith 40 and Polish with 38 million

speaker§>. Today, English gains more and more importancemse there are 375 million

people who use it as their mother language, 37%omilpeople live in countries where

English is the second language and about 750 milieople speak English as a foreign
languag&”. A significant advantage of the English languagealiso the high number of

words: it has 600,000 words (while German has d@0{,000 words) and is used by
specialists working in the most different fieldediscientists for exampfe.

The goals that should be met by linguistic prastioé a supranational legal regime are
equality, fidelity and efficiency. The first goad iachieved, because all EU members are
treated equally as each version of an EU law isvete as an authoritative original,
independent from the language in which it is wnttéiowever, there are three working
languages in the EU: English, French and Geffiaithe second goal, which consists in
faithfulness to the intention of the drafter, is mndalifficult to be achieved when laws are
written in different languages, because each wversedlects at least to some extent the
nuances of many legal cultures. Concerning thel thaal, efficiency, today a costly burden
on EU members can be observed. The Directorate+@efa Translation (DGT) of the
European Commission employs about 2,200 people @naual cost of EUR 541 million.
Tens of thousands of pages of documents have tabslated into the language of new EU
member statés’.

452 3ee Solan (2007), p. 1.
53 See Lichtenberger (2005), p. 151.
54 See Lichtenberger (2005), p. 152.
45> See Lichtenberger (2005), p. 146.
¢ See Solan (2007), p. 2.
%7 See Solan (2007), p. 3.
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As a conclusion, the large number of official laages determines significant financial and
legal costs and is an impediment for an effectisemunication. A possible intermediate
solution is considered to be a regime with sixcidli languages, but even this suggested
measure is unlikely to gain sufficient support ssent>®. However, especially young people

learn foreign languages at present, so that measwgarding the languages are more
probable in the future.

458 See Fidrmuc, Ginsburgh and Weber (2007), p. 1.
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6. The Impact of the Crisis 2008

A financial system includes the money market, tbepaerate bond market, the bank credit
market, the equity market and the government boarket. The financial market integration
is an OCA criterion, as it can improve the functignof these markets and lead to better risk
sharing, diversification, capital allocation andlner growth. However, during financial crises
disturbances in these markets take place. The tanugrincreases, the possibilities of proper
resource allocation decrease and savings are nifticelltl to be mobilized. The demand for
stocks and bonds can decrease significantly, espetor those of financial institutions and
companies which are confronted with problems (eegause of loan defaults or decreasing
demand for their products and lower profits). Foiag can become more difficult for
households and businesses as interest rates mqoyrebanks for loans increase and
conditions become more severe because the valassets that can be used as collaterals

decreases and firms are confronted with lower delman

The danger in the situation of a financial crisghat opponents to EMU could express the
preference for national currencies and flexible hexge rates. These would permit
devaluation, and thus increase the demand formetproducts which could become cheaper.
The value of domestic debt could also be reducettusuch circumstances. However, the
negative consequences of leaving the currency waad probably be higher than the
advantages in most cases. Thus, the challengegdiimancial crises is to maintain a stable
and strong EMU by taking common measures againstctises and by showing the
advantages and progresses of the common currenay(feu example the lower foreign debt

burden because of lower interest rates).

This chapter starts with the presentation of varidefinitions for financial crises. “The major
difficulty is that crises tend to have differentiferes each time and in each place: i. e. have
strong historical peculiaritie$®. Second, an overview of the financial crisis 2008 be
given. It shows that even strong currency areastlile US and EMU could lose importance
because of mistakes regarding financial marketlagign. Other countries, especially China,
whose financial system is not so exposed to crisasld gain influence. Third, reasons and

developments of the financial crisis that occurrea far are described. Because of
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globalization and the high degree of financial neariategration, the crisis spread through
contagion around the world and is the most sever@5 years. Credit, debt, liquidity,
currency as well as banking problems are significeaurth, it will be shown that the OCA
criteria as well as the criteria of the SGP areevtbfficult to be fulfilled under the conditions
of financial crises, especially as opposition ipressed regarding debt and deficit restrictions.
Countries that intend to become EU and EMU memloerdd also be confronted with
increasing problems in fulfilling the Maastrichiteria. Opposition towards EMU as well as
towards possible new members of the currency ame&d ancrease as a result of financial
crises, especially if coordinated proper measures nmt taken. Fifth, the role of EMU

institutions and thus of political integration, whirepresents an OCA criterion, is discussed.

Finally, it is shown that taking measures by polins against the crisis is essential in order to
maintain the stability of the currency area andatmid a breakup. Critical areas of the
economy must be identified and receive supportliidabut banks and some industry areas
like the motor industry is very importdfit It has been argued that in order to work, policy
measures have to be coordinated between the UghartelJ as well as with those of BRICs
countries (Brazil, Russia, India and China). Howew®me politicians have been against
extended bailout measures since the beginningeottisis. In Germany a certain aversion to
spending its way out of recession has been exmteSdten the credit crunch began to bite
Chancellor Angela Merkel said Germany was ‘strongugh’ to withstand the crisis and
would not take part in a ‘pointless race to speifiibbhs’ ““*%. Others call for tax cuts and
economic stimulus in Germaff{. The financial crisis 2008 has shown so far tHé{UEand

EU institutions have been essential in taking coatgéd measures against the crisis,
measures that could also increase the financiakehantegration as well as the political
integration, which are OCA criteria. The acceptanteMU and the Lisbon Treaty could
become higher. A possibility to overcome crisethiss by adopting measures that address the

problem, but also those that restore and incrdeseptimality of OCA.

459 See Streissler (2008), Seminar.

40 See North South (February 2009), p. 30.
%1 See North South (February 2009), p. 31.
%2 See North South (February 2009), p. 31.
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6.1. General Definitions of Crises

Some important definitions of financial crises are:

- A financial crisis “is the culmination of a periodf expansion and leads to

downturn®3,

- Goldsmiths’ definition of financial crisis is that represents “a sharp, brief, ultra
cyclical deterioration of all or most of a group fafancial indicators — short-term
interest rates, asset (stock, real estate, landegrcommercial insolvencies and
failures of financial institution§®.

- According to Hubbard (1991), financial crises candefined “as episodes of break-
downs in financial trade. ‘Financial trade’ refets the way in which financial
contracts, institutions, and markets channel fuitds ultimate savers to ultimate
investors in the economy, allocate risk, and previdtormation about and incentives
for borrowers’ performancé®.

According to Summers (2000) “every financial crisss different and involves its own
distinctive elementd®®. He considers that “an international financialsisriis a situation
where the international dimension substantiallyseos a crisis in ways that would not occur
in a closed econom$*’. Elements that are common to some financial c@ges'a dramatic
swing in the current account, a large real deptieciaand a significant decline in real
output™®® Three elements of crises are:

(1) Investors choose to reduce their stock of assetause of concerns regarding the
viability of the exchange-rate regime, fiscal de$ic current-account deficits,
financial-sector weaknesses (e.g. because of inmuft capitalization and supervision
of banks, as well as excessive leverage and gemsnand because directed

lending (e.g. resulting from the necessity deteadiby economic problems faced by
banks and firms).

53 See Kindleberger (1989), p. 3.
64 See Kindleberger (1989), p. 6
“%5 See Hubbard (1991), p. 1.
¢ See Summers (2000), p. 3.
%7 See Summers (2000), p. 4.
%8 See Summers (2000), p. 5.



The Impact of the Crisis 2008 134

(2) Investors then also evaluate the behavior of atherstors and decide that they do not
intend to be the last ones in the context of bamsr Rumors regarding capital
controls and panic can occur.

(3) Withdrawals of capital and a swing of the excharade can take place. Real exchange
rate depreciation determines lower real incomes spending. Foreign-currency
liabilities increase in value and the lower creditthiness of domestic borrowers leads

to less lending®.

6.2. The Emergence of the Financial Crisis of 2008

This overview shows that the international impoctaonf a currency area (like the US) could
decrease because of financial crises. Other cesntwhich are less confronted with the
problems causing the crisis (especially China), lcdomprove their significance. This

situation is likely to occur even by taking appriape measures against the crisis.

The global financial crisis was preceded by the h#ftsising market bubble and a rise in
foreclosure’®. Other significant causes for the crisis were theey low interest rates
combined with unprecedented levels of liquidity.eTéxcess liquidity resulted according to
Bernanke from “the global savings glut”, which msfe¢o the financial surpluses of oil-
producing countries. Another important reason k& ¢risis was the huge amount of capital
that went into the subprime mortgage sector anétdweak borrowers in the US, in Europe
and to a lesser extent in other regions aroundvitréd. The principle regarding loans is that
the stronger the borrower, the lower the yield aivé versa. Thus, losses are significant in
the situation of subprime mortgag€s US home equity had a value of $13 trillion in 800
only $8.8 trillion by mid-2008 and was still faltinn late 2008. Retirement assets decreased
by 22 percent (from $10.3 trillion in 2006 to $8liwn in mid-2008). Losses also occurred
regarding savings and investment assets (i.e. thie decreased by $1.2 trilliéfd

9 See Summers (2000), p. 5.
4 See Nanto et al. (2008), p. 2.
4’1 See Altman (2009), p. 4.

472 See Altman (2009), p. 5.
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An important number of banks, investment houses srsdirance companies declared
bankruptcy or had to be rescued. Credit flows deswd significantly, lender confidence
dropped and recession occurred in countries arthumavorld. The crisis continues even with
the easing of monetary policy and with intervensiaf trillions of dollars by the IMF and

government¥>. The S&P 500 decreased by 45 percent betwee®@2 Bigh and November

2008. The Conference Board Consumer ConfidencexIingleorded in September 2008 the
biggest monthly drop ever. US consumers reduceadspg on discretionary items and
expressed concerns for their bank dep&sits

Needing liquidity, some have to sell financial dssehich leads to decreasing asset values.
The lower value of assets discourages spendinglemding under most circumstances.
Approaches of easing monetary policy are expeddtave a limited impact, because interest
rates in the US as well as in Europe are alreadydond large amounts of liquidity have
already been injected into credit markets. Theudised fiscal stimulus of $300 billion in the
US could also be viewed as not sufficient if the5 $tillion economy is taken into
consideration. The loan losses of global finanaistitutions are expected to rise at $1.5
trillion*’®>. The US and the EU governments committed $1.3iotrilto direct equity
investment in their local financial institutionshd amount injected by central banks in the
credit markets reached $2.5 trillion, which is thest significant in history. However, it is
expected that Western financial institutions wdlhk to withdraw credit from the world for at
least three or four years. Changes in regulatiennaeded in order to avoid future similar

crised’®

Governments as well as European leaders will haveohcentrate especially on domestic
recovery and on the demands of its own citizensnwhging national resources. Major
international initiatives will have to be postponbdcause of unprecedented deficits and
financial difficulties””. The credibility of the West has also been undeeaiito some

extent’®

73 See Nanto et al. (2008), p. 2.
47 See Altman (2009), p. 6.

75 See Altman (2009), p. 7.

47® See Altman (2009), p. 8.

47" See Altman (2009), p. 9.

478 See Altman (2009). P. 10.
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The financial crisis initially began in industrizdéid countries, but then it spread to emerging
markets and other economies. The values of stocllsdamestic currencies became lower
around the world, as investors took capital evemfcountries with low risk levels. Exports
and commodity prices decreased and the economy twesairds a world wide recessfh
Countries like Hungary, Latvia and Ukraine, whicvé high debt and deficits, are especially
hit by the crisis. Oil-exporting countries like Ries, Iran and Venezuela also are confronted
with severe problent&.

In the US, the financial crisis has negative conseges on stability, relations with other
states and the possibilities of providing a finahenfrastructure that can contribute to a
smooth functioning of the world economy. The finahgroblems have an impact upon
exports and imports, growth rates, unemploymentgoweérnment revenues and expenditures,

which also affects the goods-and-services-producing

The financial crisis shows that the US is a majoaricial center of the world. When a crisis
occurs there it has significant consequences ®mréist of the world. This happens because
the US are the most important guarantor of thermatgonal financial system and US dollars
are used to a large extent as currency reserveasaad international medium of exchange. A
high amount of financial capital is invested in & and other economies like those of

emerging markets cannot be de-coupled from theddSany®*.

The crisis could be used as an opportunity to gthesn and reshape the IMF (e.g. by
increasing its capital base), to increase the fogmce of the G-20 (19 of the worlds largest

economies plus the EU) and to revise the Basalitladines regarding bank capitalizatfén

79 See Nanto et al. (2008), p. 2.
80 See Altman (2009), p. 13.
81 See Nanto et al (2008), p. 3.
82 See Altman (2009), p. 14.
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6.3. Reasons and Developments

The multiple reasons for the crisis 2008 suggegiontant problems in financial market
regulation. They also show that if additional measuowards a more optimal currency area
were taken, like an EMU wide supervision of the lbag sector, maybe the current crisis
would not be so severe. Problems in the bankintgpseould, however, have been easier
identified. The crisis 2008 actually started maimyhe US, and shows that severe crises can

occur even in currency areas that are consideneslajeed.

Reasons that determine crises and are also sigmififtor the current situation include
“overshooting of markets, excessive leveragingedtdcredit booms, miscalculations of risk,
rapid outflows of capital from a country, mismatsheetween asset types (e.g., short-term
dollar debt used to fund long-term local currenogns), unsustainable macroeconomic
policies, off-balance sheet operations by bankeperience with new financial instruments,
and deregulation without sufficient market monitgriand oversight®®

A reason for the current crisis consists in theuandation of dollars, Euros, pounds and yen
in record amounts by different countries. Such toes feared insufficient foreign exchange
reserves following the 1997-98 Asian financial esisvhen Thailand, Indonesia and South
Korea had to borrow from the IMF to be able to plag short-term foreign debt when the
value of their currencies decreased significanflfhe dollar accumulation was also
determined by the US trade current account defiitrrency reserves had reached $4.4
trillion by mid-2008 ($2 trillion in China, nearl$1 trillion in Japan, $500 billion in Russia
and more than $200 billion in India, South Kored &mazil). Investments had been made in

high yielding US Treasury and other government sees.

Another significant economic problem occurred i®@0when the equities of a large number
of high-technology companies collapsed. After thdsgelopments, money started to flow
especially into housing markets in the US and imeptcountrie®. China invested a high

amount into US Treasury Bills and other US seasitiUS interest rates could thus be

83 See Nanto et al (2008), p. 7.
84 See Nanto et al (2008), p. 7.
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maintained at low levels. Mortgage interest ratesenalso low and thus very attractive for
home buyers. At the same time, the popularity otisgzation of assets increased, especially
of mortgage debt (including subprime mortgages) aallateralized debt obligations (CDOSs).
Mortgage finance companies were often the mortgagginators. Their most important
purpose was to write mortgages using funds thae \weovided by banks and other financial
institutions or borrowed. They had no responsipifiir loans gone bad, but were paid for

each mortgage originated. It was in their inteteshaximize the number of lo&fi3

“Essentially, securitization is a transaction stwoe in which loans (such as loans secured by
residential real estate — i.e. mortgages) are potdgether (‘repackaged’) as collateral
underlying the issuance of securities, predomigaddbt securities. Securitization allows
originators (such as banks) of assets (such adergg&l mortgages) to transform a future
stream of revenue (i.e. loan repayments) into agmievalue pool of capital, which can then
be used to support further lending. In order toeHective, this process requires investors
willing to purchase the resulting securities. Ia tigpical transaction structure, the collateral is
transferred to a separate legal entity — a speciglose vehicle (SPV) — which in turn issues
the securities purchased by investors and useprtiieeds from the sale of securities to
purchase the pool of collateral from the originafdris is the most common structure used in
the United States and in other Common Law countaiesind the world. In Civil Law
countries (especially in Continental Europe) themmdias been for the bank to issue the

securities directly with the backing of a legallsolated pool of collateral — ‘covered

bonds™*%®,

A possibility to cover the default risk on mortgagespecially subprime mortgages, was to
purchase credit default swaps (CDSs) by holder€@0s. “These are a type of insurance
contract (a financial derivative) that lenders ase against the possibility of credit event (a
default on a debt obligation, bankruptcy, restruinty or credit rating downgrade) associated
with debt, a borrowing institution, or other refeced entity. The purchaser of CDS does not

have to have a financial interest in the refereraity, so CDSs quickly became more of a

8> See Nanto et al (2008), p. 8.
8¢ See Arner (2009), p. 2.
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speculative asset than an insurance potféy’Without significant defaults, the issuers of

CDSs could earn a high amount of fees. Technictilg,was not considered as insurance, so
that they did not need to have sufficient capmabider to cover the claims. Sellers of CDSs
often bought themselves CDSs for the situationedudlt. The costs rose, however, as the risk
of defaults increased. “Investors, therefore, caulutrage between the lower and higher risk

CDSs and generate large income streams with whapeeived to be minimal risk®

The notional value (face value of underlying agsefscredit default swaps reached $62
trillion in 2007, while at the same time the graksnestic product of the world represented
$54 trillion. The actual amount at risk was onlfraction of that sum. The notional value of
CDSs became, however, lower in July 2008 ($5416otr) and by October 2008 it fell to
$46.95 trillion. Because the number of defaults doee large, bankruptcies rose. The
exposures became too great for firms like AIG byober 2008°°.

Thus, aspects that increased the risk of finamsakets were:

- the originate-to-distribute model for mortgagesigidators of mortgages were not
penalized for not taking the measures to ensutethieaborrower was qualified for the
loan, while investors depended especially on ratimg credit agencies and had little
information about the underlying quality of loarfShe originator of mortgages
passed them on to provider of funds or to bundleo then securitized them and sold
the collateralized debt obligation to investdrs”

- increasing perverse incentives and complexity fedit rating agencies. “Credit rating
firms received fees to rate securities based arnmdtion provided by the issuing firm
using their models for determining ri$k* Such models had not been, however,
tested under crisis conditions.

- the differences between traditional insurers argligss of credit default swaps.
Contracts that were actually insurance contractseweritten without insurance

regulation and requirements for capital adeqti&cy

87 See Nanto et al (2008), p. 10.
“88 See Nanto et al (2008), p. 10.
89 See Nanto et al (2008), p. 10.
499 See Nanto et al (2008), p. 10.
91 See Nanto et al (2008), p. 11.
92 See Nanto et al (2008), p. 11.
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To sum up, the reasons for the current financialmclude:
- the housing bubble;
- the subprime mortgage crisis in the US;
- high amounts of leveraged debt by banks, investinemnses and consumers;
- large deficits in international trade and currecdaunts in some countries, especially
in the US;
- the accumulation of large reserves of foreign ergea
- the search for higher rates of return by invesieploying “hot money”;
- the significant reduction of commodity prices;
- higher interest rates against inflation;
- aslowdown of the world economic growth rates;
- globalization and thus a herd instinct;

- greater uncertainty in a world economy after halbaade of relative stabilfts/.

Some regulatory, market and political failures tbatributed to the 2008 US financial crisis
were: the lack of normal bank supervisory powerardipg Fannie Mae and Freddie Mac;
encouraging home ownership by permitting lower bawtktgage standards; moral hazard and
conflicts of interest between banks, mortgage kmqksecuritizers, credit rating agencies and
asset managers. The consequences of financialulatieg show that regulatory reforms are

necessary”.

Stock market value reductions indicated the speddspread of the financial crisis. The stock
indices for the US, UK, Japan and Russia reachethiblyOctober 2008 half of the levels
from October 1, 20077°. A new rule requires financial institutions to walstock according to
market values (mark-to-market). Thus, the capitdebof banks became lower and reduced
their ability to make more loans and also mainti@ required capital-asset ratios. Some
equities became valueless in short time (e.g. keeblhc from $63 on October 8, 2007 to

493 See Nanto et al (2008), p. 12.
494 See Tarr (2009), p. 1.
9> See Nanto et al (2008), p. 12.
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$0.88 on October 28, 2008} In September 2008 the rescue of Fannie Mae asdtier Mac

was decided.

Fanny Mae, Federal National Mortgage AssociatiadMA, was founded by Roosevelt in
1938, in order to add liquidity to the home mortgagarket and facilitate housing sales. It
purchased mortgage from banks and provided mortoegeance, so that banks could create
more mortgage cheaper. Freddie Mac, Federal Horaae Mortgage Corporation, FHLMC,
was founded with the purpose to make loans and ¢pemantees. It pooled the purchased
mortgages and sold mortgage backed securitiess&stiors. Banks were encouraged to make
more loans for housing. Fannie Mae was privatizeti968®’. Fannie and Freddie were also
encouraged to purchase affordable mortgages frarksbafter 1992, these being mortgages
that did not pass the usual tests for loans, agag previously demanded by banks that
originated mortgages. Thus, sub-prime, i.e. subestal, mortgages and mortgage-backed
securities were created. Problems occurred beceusséficient reserves were put aside,
taking into consideration the issued and insuredrsges. Insured mortgage-backed securities
mean that guarantees exist for the payment of ipah@nd interest, regardless whether the
persons continue their mortgage payments of hdetween 1998 and 2006 a housing boom
could be achieved in the US and much of the waekpecially because of the sub-prime
loans. The values of houses increased and thusilapms joined the market and bought
houses whose value was expected to increase. ld3Hsome ownership was 69.2 percent in
2004 and then prices began to fall; in 2008 homaesship represented 67.8 peré&htin

the context of crisis, Fannie Mae, Freddie Mac Ai@ were taken over by the government,
while Lehman Brothers and Washington Mutual faiféd

Insurance companies and even hedge funds lost dalireg this crisis. The bleak prospects
determined credit markets practically to freezee Thnfidence in financial markets became
also low. In October 2008 the Libor (the LondoremBank Offered Rate, which is used by

banks for short-term loans to each other) doubdechf2.5 to 5.1% and for a few days much

9% See Nanto et al (2008), p. 13.
97 See Congleton (2009), p. 1.
98 See Congleton (2009), p. 2.
99 See Congleton (2009), p. 3.
% 5ee Ivashina (2008), p. 1.
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inter-bank lending practically stopped. However, 8netary authorities decreased interest
rates; this was intended to have a positive impaciending. After the crisis broke out,
investors usually fled stocks and debt instrumants often preferred US Treasury and other

government securitie¥.

Two phases of the financial crisis can be diffaegat so far:

1. Phase I.: the “subprime crisis” between mid-SeptemD07 (and the bank run on
Northern Rock) and mid-September 2008 (and the tehdid bankruptcy filing of
Lehman Brothers). Six individual rescue packages banks, which were largely
exposed to the US subprime crisis and dependemhatgage securitization, were
authorized by the Commission. These aspects hawn lmonsidered mainly
“individual problems” needing “tailor-made remedi&s.

2. Phase Il.: starting with mid-September 2008. i iwisis of confidence. Following the
bankruptcy of Lehman Brothers an unprecedenteadraeinterbank lending was the
consequence. “At that point, the crisis took a eysitic turn and started affecting
‘even fundamentally sound financial institution®’ situation that prompted the
Commission to recognize the likelihood of bank uesks leading to ‘a serious
disturbance in the economy of (Member States)’aAssult, the Commission resorted
to a rarely-used and more lenient provision to autle national recovery plans and

individual rescue measures, namely Article 87(3dftthe EC Treaty (‘EC')**

Because of contagion the present financial crias $pread around the world. Countries are
confronted with various problems. First, countfi@se significant credit problems. In the US
for example the average loss per property was fgugt24.000, most of it due to unpaid
interest. Firms (like the major investment bankeaBStearns, Lehman Bros, Merril Lynch,
Goldman and Sachs, Morgan Stanley etc.) that mairgad issue prime and sub-prime
mortgages and mortgage-backed securities and #vat lngh leverage and count on ‘rolling
over loans are confronted with negative crisiseef§. Their access to credit was reduced
because of the decreasing value of assets thatthag use to secure loans. Thus, some firms

became bankrupt without enough assets. Banks Waghington Mutual and partially

01 See Nanto et al (2008), p. 13.
02 5ee Gerard and Louvain (2008), p. 5.
%3 See Gerard and Louvain (2008), p. 6.
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Wachovia) that hold mortgages in regions with exenousing bubble and that have a large
amount of sub-prime mortgages were confronted witheasing risk because of the inability
of some people to pay their debt and falling hogigomices. A second problem refers to
liquidities. Significant liquidity amounts were assd through policy measures for example in
the US, UK, China and India. Third, some countriesy. Hungary, Ukraine, Bulgaria,
Kazakhstan, Kyrgyzstan, Latvia, Estonia and Lithaprare also confronted with debt
problems. The reasons include the high total detxdumt in the economy, the size of the
current account deficits, dependence on foreigestment and the level of indebtedness in
the domestic banking sector. Forth, several coemitlike Mexico and Brazil, face currency
problems. The peso in Mexico fell by 40% betweemgyéat 2008 and October 2008 resulting
from lower commodity prices and the exposure tornittgage-backed securities. Brazil, like
Mexico, sold billions of dollars in order to figits currency depreciation which fell by over
35% from August 2008. Fifth, bank failures occurredifferent countries (e.g. in Iceland,
but also in Russia, UK and Asia: Japan, South Kokang Kong, Singapore, Malaysia,
Australia, New Zealand, Indonesia). Questions wdggr bank supervision and crisis
management in Europe and the US were raised.

6.4. The Effects on Maastricht Requirements

The analysis of the Maastricht criteria suggests tinder the premises of crisis it will be
more difficult for countries to become EMU membef$e fulfillment of the Maastricht

criteria becomes more difficult for EMU candidateuaotries. EMU countries are also more
preoccupied with their internal problems, so thewld postpone the admission of new

member states until problems have been solvedhencrisis overcome.

No danger of EMU breakup is given at the momentpating to the ECB president. The
creditworthiness of countries like Ireland, Greeégpain and Italy could, however, represent a

burden for the Euro according to some experts.
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EMU countries are confronted with the danger oféasingbudget deficits®. Traditional
fiscal policy like tax cuts and spending increasésbe adopted, but also bailouts of lenders,
investors and financial institutions as well abofrowers®. The expected public deficit is of
11 percent of GDP in Ireland. Up to two-third oketEU-27 will probably have a public
deficit of over 3 percent in 2009. The economiaaiion could, however, improve because of

lower prices of raw materials.

In some countries thaflation could be negative for a certain period, while s@oenomists
fear even a deflation. Thus, a long-term price céda could be the consequence.
Households and businesses could postpone investraadtconsumption, because they will
expect even lower prices. The recession could leaeme even deeper and longer. The ECB
intends to keep a price increase of just underr2epg®. With decreasing prices and lower
demand, firms in EMU could be confronted with peshs when they have to pay loans
because of lower profits. A decreasing value ofrthesets could also determine access to

lower amounts of loans as the value of potentilhtaral would be reduced.

A common measure taken by the US, the Euro zone, UK, Canada, Sweden and
Switzerland consisted in anterest rate reduction on October 8, 2008. The provision of

guarantees and capital are also important measures.

The cash amount euro zone banks park at the EQipddobecause overnight market rates
became lower. On January 22 2009 bank deposits wkie4 bn, lower with 72.7 bn,
resulting from a rate of interest reduction of 12Gis points to 1 percent. Deposits decreased
by 171.5 bn euro during the previous two days f&#5.3 bn euro. A measure to be adopted
by the ECB is to widen the corridor (meaning “th#etlence between the rate it pays on
deposits from banks and what it receives on lerijliigvo strategies could be pursued by the
ECB: one regarding public inflation expectationsotigh the policy rate or ordinary interest
rate and another one concerning the private indeklbending markets. It should become less

%4 See Financial Times Deutschland (2009), http:/witdsde/politik/europa/: Trotz-Finanzkrise-Trichet-
zerstreut-Sorgen-um-Euro-Zone/463829.html

%> See Roubini (2009), p. 64.

*%® See Financial Times Deutschland (2009), http://witdsde./politik/europa/: Trotz-Finanzkrise-Trichet-
zerstreut-Sorgen-um-Euro-Zone/463829.html
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economical for banks to hold cash with the ECBdadtof lending it into the money market.
The overnight interest rates were reduced to 1p&8ent, halfway between the policy rate of
2 percent and the deposit rate of 1 percent or2#feJanuary’’. The incentives of banks to

lend money to firms and households in order toease the economic activity and permit

economic growth are thus intended to be improveredycing interest rates.

With interest rates close to zero, the economiesdd@ace the following problems: a liquidity
trap, a deflation trap and debt deflation. A ligtyidrap means that banks cannot stimulate the
economy as their interest rates cannot be set beknw. Because of the deflation trap
consumption and investment become lower, whileniglprices also imply relatively high
real interest rates. The demand will be reduced &weher with lower incomes and less jobs.
The debt deflation represents a rise in the rehlevaf nominal debt because prices have

fallen®®®

Regardingexchange ratesBernanke, “one of the main economic historianghef financial
crises of the 1930s” considered that “countriescWithen depreciated their currency really
came out better than those who guarded the valtleeofcurrency, which actually is not at all
surprising because depreciation is a ‘beggar mght@iur’ policy. This implies that Bernanke
will do nothing against dollar depreciation now amd effect, is a proponent of exploiting
China (the main US creditor) and also Eurol@fit" Thus, in countries with currency
depreciation, the demand for exports will increaBee result will be improved economic

activity and an easier and faster overcoming ottiss.

6.5. The Role of EMU Institutions

EU institutions are significant in dealing with tasis 2008. The requirements for further
developments (e.g. an increasing importance oEB regarding the EMU wide supervision

of the banking sector) and for deeper cooperatigh mternational institutions have been

%7 See Financial Times (2009), http://www.ft.com/csf@/920f7cd0-e880-11dd-a4d0-0000779fd2ac.html
%8 See Roubini (2009), p. 64.
9 See Streissler (2008), Seminar.
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expressed. Thus, the political integration, whishan OCA criterion, could be further

improved.

The solution to the financial crisis in Europe imepltaking into consideration competition
law and state aid. Competition law does not impdetions against the financial crisis. Thus
on October 2 2008 the approval of a €35 billion@agkage was announced in order to rescue
Hypo Real Estate Holding AG in Germany. The holdiugs confronted with problems
resulting from its involvement in the national amdernational mortgage business and the

adopted short-term refinancing strat&dy

The economic and financial policy are especially tbmpetence of the 27 Member States in
the EU, as no EU Treasury, centralized EU econgpoiicy institutions or common EU
financial services regulator exist. Some coordoratiesults from the SGP. The bankruptcy of
Lehman Brothers in mid-September contributed to speead of the crisis to the whole
financial system; credit institutions in Europe wealso affected. The EU member states
wanted urgent recovery measures. On October 7E@@FIN met and the member states
decided upon common principles against the cri$is. Eurogroup turned the principles into a
concerted plan on October 10 2688The Commission played a significant role in asgpr
the markets that rescue measures adopted by thebenestates were “not going to be
jeopardized by EU rules*?

The Commission was aware that it had to shorterdéugsion-making process regarding the
authorization of rescue packages including Stats. diherefore it got involved in the design
of such measures and made sure that they were &thtmmpatible. Commissioner Kroes,
President Barroso, Commissioners Almunia (Econanit Monetary Affairs) and McCreevy
(Internal Market) were given the responsibilityaathorize “emergency rescue measures” for
three month. Thus, the Commission could take daussfif necessary within hours” and “at
any moment in time in particular over the weekehdjng the evening or at night and also on

*19G5ee Gerard and Louvain (2008), p. 2.
*l1 See Gerard and Louvain (2008), p. 3.
*125ee Gerard and Louvain (2008), p. 5.
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bank holidays”. Over 20 positive State aid decisiovere taken within 8 weeks after the

empowerment=,

The Commission acted as a stabilizing force dutimg crisis and showed that the legal
framework is flexible enough even for the situatioh exceptional and country-specific
circumstances. Measures were decided in orderrtoipeescuing and restructuring banks and

companies in difficulty**.

It is important that the national measures do moipky export problems to other Member
Stated™ First, all credit institutions with systematicleeance to the economy must have
access to guarantees and recapitalization plaes, €vthey have subsidiaries and branches
headquartered abroad. “Second, the Commissiomiestad that State guarantees be granted
with adequate remuneration from individual finahd@mstitutions and/or the financial sector
as a whole; fees being set according to the degfreisk and the beneficiaries’ respective
credit profiles and needs. Likewise, capital in@ts must be provided against property value
and remunerated securities, ideally carrying cgoeding rights. Third and most important,
guarantee and recapitalization schemes must béaiddly monitored behavioral constraints
preventing aggressive commercial conduct on thé gfabeneficiaries, e.g., by introducing
GDP-related, market share, or balance sheet grositings, potentially combined with other
safeguards aimed to address more diffuse moratthiszmues®®.

Through the involvement in the design of finanaietovery plans and in individual rescue
measures at national level the Commission has goriant role in economic policy

coordination, even though the economic and findnmd#cy is primarily the competence of

Member States’.

Some of the most important measures regard thenptidnalization and recapitalization of
the banking system. Changes in the regulatory ipescind management incentive structures

*13See Gerard and Louvain (2008), p. 7.
14 See Gerard and Louvain (2008), p. 9.
1> See Gerard and Louvain (2008), p. 11.
*1®See Gerard and Louvain (2008), p. 12.
*1” See Gerard and Louvain (2008), p. 13.
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that characterize banks are expected. Questiong &bk management practices also affse
Another significant issue regards the evaluatiothefsystem of investor protection as global

bank losses exceed the 1 trillion ntark

These developments show that EMU and EU possesgsinstitutions and are capable of
reacting promptly and effective under crises presiisHowever, improvements are
recommended especially on institutional level ggample regarding financial legislation) in
order to have the possibility to recognize problemsner and thus to prevent crisis.

6.6. Measures for Overcoming the Crisis

Financial crises are historically common and cavehaot only economic but also political

effects. They could lead to very nationalistic goweents and increase the danger of a
currency area breakup. Without taking adequate mmessgovernments can lose popularity
and the acceptance for a currency area can decidasg knowing the measures that can be
adopted against crises (preventive measures amifispeeasures for the different phases of
the crisis) becomes very important. Acting in caoated ways and helping companies that
make businesses in other regions or countriesi@EMU and EU) can improve the public

perception about decision taking institutions also &elp overcome the crisis sooner.

Policymakers in countries usually have the follogwieactions:
- they deny that a crisis could take place;
- anger, blame on speculators and other outsidedpafeen a change in government
can take place;
- bargaining;
- despair and calling for example the IMF;
- finally acceptance and the agreement of a cregiale.
Confidence that proper measures regarding the diakorisis will be adopted is central in

such situationg?°

18 See Mikes (2008), p. 1.
19 See Burke (2009), p. 1.
%20 5ee Summers (2000), p. 11.



The Impact of the Crisis 2008 149

“Crises feed uncertainty®>. The last has effects upon portfolio decisions ahift from risky

to riskless assets take place. It also affects wopon and investment decisions. A
significant reduction of demand occurs becausewarss have lost part of their wealth and
they save more. Thus, it is essential that polidsera reduce uncertainty (for example by
providing fiscal stimulus), undo the effects of artainty on the portfolio side (for example
through recapitalization) and also undo the conseges of the wait-and-see attitudes of
consumers on the demand side (which means to setba incentives to spend for example
through temporary subsidies to consumers who taran older car and buy a new car, a

measure adopted for example in Frarce)

The current crisis shows that EU and EMU are vergdrtant for maintaining the stability of
the euro and of the currency area. Cooperation widrnational institutions represents also a
priority. Suggestions for improvements regardingetinational financial cooperation and
economic institutions are presented in this chapfgspropriate measures could also
determine an improvement of the OCA criteria, esdlgc regarding financial market
integration. Political integration will probablysal be pushed further, as the competences of
the ECB and other EU and EMU institutions will iease. Additional countries could express

interest in joining the EU and EMU and also acdbptLisbon Treaty.

6.6.1. Regulatory Design

A proper financial regulatory design should asstfiest, a robust financial infrastructure
(especially payment and settlement systems); seeagitimanaged financial institutions with
effective corporate governance and risk managemsyastems; third, disclosure requirements
sufficient to support market discipline; fourth,guatory systems designed to reinforce
management and market discipline as well as ligiéind monitoring potential risks across all

financial institutions; fifth, a lender of last s to provide liquidity to financial institutions;

%21 See The Economist (January'@ebruary 8 2009), p. 76.
%22 3ee Blanchard in The Economist (Januar§-Babruary & 2009), p. 76.
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sixth, mechanisms for resolving problem instituipand seventh, mechanisms to protect

financial services consumers in the event of fimgrinstitution failure®*,

Measures that were especially supported by differeantries include:

1. “Recapitalization: governments promised to providads to banks that might be
struggling to raise capital and pledged to pursiugewanging restructuring of the
leadership of those banks that are turning to tweigiment for capital.

2. State ownership: governments indicated that thélybwy shares in the banks that are
seeking recapitalization.

3. Government debt guarantees: guarantees offerednfpmew debts, including inter-
bank loans, issued by the banks in the Euro zozee ar

4. Improved regulations: the governments agreed tmwage regulations to permit

assets to be valued on their risk of default irsstafatheir current market price®,

6.6.2. European Reactions

On October 16, 2008, EU leaders agreed on monthdgtimgs in order to improve the
financial oversight. José Manuel Durdo Barroso,sient of the European Commission,
stressed the need for a “fully integrated solutiimteal with the global financial crisis. The
European Council expressed the necessity of an kEd-wupervision of the European

financial sectof*>.

The opinion was expressed that the IMF should Faweore important role in preventing
future financial crises. It could have a largeterai financial market regulation, for example
by becoming a global supervisor of regulators. TME could also be “the pivot of a renewed
international systeni*®, working with other bodies. The World Bank couldcahave a more

important role in taking measures against futursest

>3 3ee Arner (2009), p. 47.

24 See Nanto et al (2008), p. 32.
2> See Nanto et al (2008), p. 33.
26 See Nanto et al (2008), p. 33.
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Agreements between the US Federal Reserve and@Bewere expanded. They agreed for

example about joint lending operations.

Germany was the first country that implementedsaue package that could consist in up to
$750 billion ($600 billion for bank guarantees &idb0 billion in state funds: $120 billion for
recapitalization and $30 billion a provision fomilaguarantees). In France the rescue package
could cost up to $500 billion ($480 billion in gaatees for inter-bank lending issued before
December 31, 2009 and valid for five years; $60dnilto recapitalize struggling companies
by permitting the government to buy equity stakié)e funds will be provided by two state
agencies in France. Italy announced measures ingudeasury guarantees for new bonds
issued by banks until December 31, 2009 and validife years. The approval of the Bank
of Italy will be necessary and the guarantees tefenarket price¥’.

A “European Framework for Action” was decided by tBuropean Commission on October
29, 2008. The three parts refer to:

1. New financial market architecture at EU level. TBEB and other central banks
should thus continuously support the financial eyyst Additionally, rapid and
consistent bank rescue plans should be adoptecebyber states and measures should
be taken to limit the spread of the crisis.

2. Dealing with the impact on the real economy. Measwagainst unemployment and
towards growth should be taken by member states. HH will invest in R&D,
innovation and education, to equip people for debs, to help building markets at
home and internationally and to enhance competiise by green technology and
environmental goals.

3. A global response to the financial crisis. Inteioradl regulatory standards,
international coordination among financial supesiss measures to monitor and
coordinate macroeconomic policies should be stremgd and the capacity to address
financial crises at national and multinational levehould be developed. Efficiency,
transparency, accountability and the inclusion epresentation of key emerging

economies should be pursd&d

2’ See Nanto et al (2008), p. 33.
28 See Nanto et al (2008), p. 34.
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6.6.3. Fiscal and Financial Support

The fiscal and financial support in G7 and BRIC mioies as a percentage of GDP is

presented in the following taBfé.

Overview of recent fiscal and financial suppor@n and BRIC countries, % of GDP

United

Brazil Britain Canada China France Germany India Italy Japan Russia States

Fiscal stimulus* 0.2 1.1 2.0 15.0 1.5 3.1 1.3 4.3 2.0 1.1 5.8

Likely stimulus** 02 11 20 60 04 24 13 05 20 11 58

'Nature of stimulus

Infrastructure v v v v v v v
Tax cuts Y Y Y Y Y Y Y Y v v
Non-bank bail-out Yy v vy Yy vy v vy v v v

Financial support

Liquidity provision v/ v v v v v v v v v v
Loan guarantees ' v v v v v v
Capital injection ' v v v v v v v
Asset purchases v v v v v v v
Nationalisations*** v ' ' ' : ' : ' 7
For an interactive version of this table, : www.economist.com/stimulus *Announced **Estimated actual effect
SourcesThe EconomisitMF ***Conservatorship in the US

Table 6: Overview of fiscal and financial supportin G7 and BRIC countries

The most adverse effects of the financial crisisuoed in the banking sector. EU banks have
booked so far write-downs of more than $200 billi@me banks have been rescued by
governments and have been partly or fully natiaeali Certain banks require recapitalization
and have to sell assets. National deposit insuradtemes were deciddd 43% of banks in
the Euro area tightened lending standards. Interasts charged for new loans also

increasetf.

The construction sector is also confronted withbfgms. Housing investment decreased in

2008 especially in Spain, Germany, Italy and DeilmBlouse prices are considered to be

%2 See The Economist (January'@ebruary 8 2009), p. 71.
30 See Economic Forecast (Autumn 2008), p. 29.
31 See Economic Forecast (Autumn 2008), p. 30.
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overvalued (in Ireland and the UK at about 20-30% about 10-20% in Spain, France, Italy
and the Netherland®).

The crisis also had a negative impact on the arsiry. The European Investment Bank will
probably have a credit program of 400 million efwo Peugeot and 400 million euro for
Renault. Low interest rate loans and guaranteethéocar industry are planned, for example,
in Francé®’. The French government decided to introduce augeptan consisting of up to 6
billion euro for its car industry, which is howadagonfronted with reduced demand, credit

crunch and lower competitiveness.

A problem of some major European companies is ghsethe high debt. Corporate debt in
the Euro zone is $11 trillion, 95% of the regioalnual output. Problems can arise because
the risky corporate loans were repackaged andteadlivestors. Another problem companies
are confronted with is the 40% reduction of bamidlag in the Euro zone. Europeans have to
issue bonds, but the yields have almost triple@ Ahglo-Swiss mining group Xstrata had to
issue new shares to be able to pay down debt; rewdévhad to offer discounts to be
attractive for investors. Moody’s downgraded 249sWen European companies last year.
Thomson, a French provider of video equipment aewices, breached agreements with
lenders on some debt. It intends to sell off bussee such as Grass Valley in order to
increase its cash amount. Companies accumulatéddeigts also because they extended their
businesses. Paris-based Lafarge, the world’s laogesent maker, has a high amount of debt
because it decided to extend business in Egyptchadsvhich was a $1.4 billion German
auto-parts maker, declared bankruptcy on Feb. P &stimations are that 150 European
companies could default in loans, which amount@® Billion, over the next two years.

Companies that do business in Eastern Europe atgosiome risks. “First that bad debts rise
as local customers default, particularly those tieate borrowed in foreign currencies that
have since risen relative to their own. Second thatign-exchange mismatches mean the

assets of local banking subsidiaries shrink redatovliabilities, eating up capital. And finally

32 35ee Economic Forecast (Autumn 2008), p. 26.

%33 See Financial Times Deutschland (2009), http://witdade./unternehmen/autoindustrie/:Kredite-f%FCr-
Autobauer-EU-F%F6rderbank-verspricht-frisches-G@718.htm .

34 See Business Week (February 23 2009), p. 28.
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that subsidiaries face deposit runs or are unablbotrow. In any of these situations the
western parent would have to step in with precicaysital and liquidity®*>. Important banks
that do business in Eastern Europe, including Klagtak, Russia and Ukraine, and which are
confronted with challenges because of the finanmiis, include Raiffeisen, Erste Bank ,
Swedbank, KBC, UniCredit Group and Societe Generale

6.6.4. Measures to Enhance EU Financial Market Inte  gration

The integration, openness, competitiveness andiaity of the EU can be increased by the
following steps:

* ‘“Implementing, enforcing, and evaluating existiegiklation, and ensuring that future
initiatives are based on rigorous impact assessarm@hthorough consultation;

* Removing any remaining barriers to the free prawisof financial services and
circulation of capital, eliminating unnecessary tsoand delivering high levels of
financial stability and consumer protection anddfgs;

* Enhancing supervisory cooperation in the EU, deigerelations with other financial

market-places internationally, and strengtheninmpper's global influence®®.

The ECB reacted quickly to the problems of the UB-grime mortgage market in 2007 and
provided additional liquidity to the EU financiaystem. The “Ecofin Roadmap”, which was
decided in October 2007 in the EU, includes meastoe dealing with weaknesses of the
financial system. The purpose of the Roadmap is to:

* “Improve financial transparency in the market bguesting that financial institutions
reveal all areas where they are exposed to risbyige basic statistics on these
markets, and furnish investors with more and bétfermation;

* Enhance financial reporting and valuation of finahproducts to give investors more
detailed information on individual deals;

» Ensure proper valuation of assets, focusing onistam application of international

accounting standards vis-a-vis all financial intediaries;

%3 See The Economist (February247" 2009), p. 73
3¢ See Foreign Policy (2009), p. 7.
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» Strengthen the prudential rules for banks in thetexd of managing liquidity risk,
concentration risk, and off-balance sheet exposures
* Investigate structural market issues, includingrtile played by credit rating agencies

and their potential failures in the context of fisal turmoil®*’.

The Single Euro Payment Area (SEPA) will permit thenking industry to shift to an
integrated euro payment system from the 31 natipagiment systems by November 2009.
Technical, legal and commercial barriers will bematated and cashless cross-border

payments will become easier.

The Market in Financial Instruments Directive (MiF] in force since November 2007, gives
exchanges, multilateral trading facilities and istveent firms in Member States a “single
passport”. This allows them to be operational tgimut the EU if they have authorization in

their home country.

The EU directive regarding deposit guaranteeslvallevised. The minimum level of deposit
guarantees throughout the EU will increase fromoE20,000 to Euro 50,000 in the first year
and to Euro 100,000 thereafter. The payout periddb& three days and not three month

anymore in the situation of bank failure.

Proposed changes regard capital requirements fista Banks will be encouraged to use
increased capital reserves to meet regulatory meapgnts, but also to make loans to
businesses’. However, limits on loans to any one party ar® alcommended in order to
reduce risk exposure. The supervision of banksatipgy in more than one EU country should

also be increased.

Suggestions are made to change accounting standswdghat assets should be valued

according to their intrinsic value over time and anly based on the current market price.

37 See Foreign Policy (2009), p. 7.
>3 See Foreign Policy (2009), p. 7.
39 See Financial Times (2009), http://www.ft.com/csf3/1433134a-e75d-11dd-aef2-0000779fd2ac.html .
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For the Credit Rating Agencies (CRAS), legally bingdregistration should be imposed as
well as the supervision of the policies and procesiuollowed. This should take place

through European regulatots

Regarding banking refinancing, the ECB tightens ¢baditions. Beginning with March 1
2009 it will accept asset backed securities onlthdy have AAA rates. ABS can also no
longer be used as collateral for an ABS paper. 8ggiABS banks could get liquidity from
the ECB in a repo transactijh

Two furthermeasures which are also very important in ordentoease the optimality of
OCA have been discussed: the introduction of Eweds and an EMU wide supervision of
the banking sector by the ECB.

The possibility of the introduction of Euro bondsasvdiscussed, but Germany rejected it
because of differences of risk premium between Edduntries (the risk premium is lower in
Germany than in Spain, Greece, Ireland, Portugdlltty because of the public deficit and
competitiveness). Countries with a high creditwiorélss could determine lower interest rates
for other countries. According to Germany, the S@®&vision of 3 percent deficit should be
held. Paris does not share this view in the coraéxtisis and affirms that the risk premium

becomes more importaft

The ECB president said that he “stood ready” toetdkuropean bank supervision
responsibilities. According to his statement it Yeboot be very difficult to grant the ECB the
necessary legal powers. This could be essentighrenting financial market crises in the
future. In Brussels a meeting took place with thgppse of making proposals for a European

financial supervisory systet.

>4 5ee Foreign Policy (2009), p. 7.

*41 See Financial Times Deutschland (2009), http:/witdade./unternehmen/finanzdienstleister/
:Verbriefungen-EZB-erschwert-Bankenrefinanzierus@a73.html .

%42 See Financial Times Deutschland (2009), http://witdsde./politik/europa/:Risikoaufschl%E4ge-in-Euro
Zone-Steinbr%FCck-lehnt-Plan-f%FCr-Euroanleihe-88B¥8.html .

**3 See Financial Times (2009), http://www.ft.com/csi3/88e473d6-e826-11dd-b2a5-0000779fd2ac.html .
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6.6.5. Economic and Financial Cooperation betweent he EU and the
us

Even though the EU and the US are different cuyremmeas, cooperation between the two is
very important especially because of the challemgg®sed by globalization. The crisis that

began mainly in the US shows that the linkages éeitwcountries increased during the last
years significantly, so the crisis spread globdégding to the need of stronger economic and

financial cooperation.

The EU-US transatlantic economy is worth $4 triliand represents the most integrated
economic relationship in the world. The EU and Wi are essential for influencing growth,

trade and prosperity. 12 percent of the world papo lives in the EU and US and the two

regions account for close to 40 percent of glotzalé¢ and nearly 60 percent of world GDP.

Cooperation is essential for promoting trade andstment and to eliminate unnecessary
regulatory burdens. Annual presidential summitsehaeen organized since 1990 between the
EU and the US in order to clarify aspects of bialteelationship. At the 2007 summit “The
Framework for Advancing Transatlantic Economic ¢mégion” was signed. The purpose was
increasing economic integration and growth. Deasioegarding regulatory cooperation,
capital market integration, investment, innovatipnptection of intellectual property rights

and secure trade were adopted.

The EU-US Financial Market Dialogue was establisme@002. The scope was to achieve
common goals like the international equivalence eonvergence of accounting standards,
open and efficient markets as well as further irgggn. The Dialogue can help to take
decisions about regulations. It involves the EuaspeCommission, the US Treasury
Department, the US Securities and Exchange Conmwmnisbeederal Reserve Board of the US

and representatives of EC’s internal market.

A significant role for the EU-US integration is péad by the Transatlantic Economic Council
(TEC) which was established at the 2007 EU-US sumfini

%44 See Foreign Policy (2009), p. 8.
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All these possibilities of cooperation are very orant in order to take decisions and to deal

with the crisis and to improve the optimality oétburrency areas.

6.6.6. G-20 Measures

At the G-20 summit measures to stabilize the wdiridncial system and to improve the
international regulatory framework were discussBEde following action plan was decided
“to (1) address weaknesses in accounting and disdostandards for off-balance sheet
vehicles; (2) ensure that credit rating agenciestrttee highest standards and avoid conflicts
of interest, provide greater disclosure to investa@nd differentiate ratings for complex
products; (3) ensure that firms maintain adequafatal, and set out strengthened capital
requirements for banks’ structured credit and ggzation activities; (4) develop enhanced
guidance to strengthen banks’ risk management ipesctand ensure that firms develop
processes that look at whether they are accumglabio much risk; (5) establish processes
whereby national supervisors who oversee globaltiva financial institutions meet together
and share information; and (6) expand the FinarStability Forum to include a broader

membership of emerging economi¥s”

6.6.7. Purposes of Measures

The measures aim at:

- restoring confidence. The measures taken incluterast rate cuts, in some cases
unprecedented measures to rescue financial ingtituthat are viewed as “too big” to
fail, injections of capital, government takeovefsimportant financial institutions,
guarantees of bank deposits and money market fopdgpvernments and easing of
mergers and acquisitions.

- increasing economic activity and coping with fligtitcapital from regions affected by
the crisis. Financial packages have been provigethd IMF and others for Iceland
($2.1 billion), Ukraine ($16.5 billion), Hungary 2%.1 billion) and Pakistan ($7.6
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billion). Some other countries confronted with miagconomic problems in the
context of crisis are Belarus and other countrieth® Former Soviet Union, Mexico,
Argentina, South Korea, Indonesia, Spain and taly

- changes in the financial system to reduce risk predent future crises. Long-term
solutions against financial crises are searcheds,Timeetings as the Bretton Woods
Il. and the G-20 leaders Summit on Financial Makatd the World Economy on
November 15 2008, in Washington DC took place. Ha US, some problematic
aspects that have been identified and against wimeasures are planned include:
“weaknesses in fundamental underwriting principlds build-up of massive risk
concentrations in firms; the originate-to-distribumodel of mortgage lending;
insufficient bank liquidity and capital buffers; moverall regulatory structure for
banks, brokerages, insurance, and futures; lack regfulatory ties between
macroeconomic variables and prudential oversigid,reow financial rescue packages
should be structure@’. Questions that occurred were, for example, whetbentries
should agree to cede authority to an “internatiamaichdog” and regulatory agency,
as well as whether more “Europeanized” (i.e. inoagcwith Europe’s practices)
financial markets should exi&t

- dealing with political and social effects of th@dncial turmoil. The financial crisis
shows that along with the US, major European leagéay an instrumental role in
handling the crises and the importance of non-itréiged nations in dealing with

global issues is also increasifiy

Apart from the aforementioned aspects, the findrariais poses additional effects that need
to be considered. The financial crisis occurs ia tontext of global food shortages. In
developing countries the economic situation worsams it is expected that the demand for
economic and humanitarian assistance will incréagker. However, the ability of the US to
provide funding for aid and other programs decredszause of lower government revenues
and the extremely high costs for rescue packagess,Tthe US will also lose some of its

>4 See Nanto et al. (2008), p.
>4 See Nanto et al (2008), p.
¥’ See Nanto et al (2008), p.
8 See Nanto et al (2008), p.

p.

1.
3.
4.
4.
*9 See Nanto et al (2008), p. 5.
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influence regarding the requests for human andrlalgbts, product safety as well as other
issues towards some countries. Russia, Mexico, Xext@ and other oil exporting countries
will have less financing possibilities because e€réasing oil prices. Prices for commodities
(e.g. beef, rice, coffee, tea) of exporters fromisf, Latin America and Asia also decredse

Security problems in countries like Yemen and Raki€ould also increase in the context of

economic problems and with lower funds availabldeal with these issu&s

6.7. Expectations of Further Developments

Many bubbles exist and have only begun to burstin&habilities of financial markets
include: a credit crunch that will get worse, deleaging because hedge funds for example
have to sell assets into illiquid and distressedketa thus determining falls in asset prices
and margin calls, as well as the financial crisigmerging-market economies. It is probable
that the US contraction will last about 24 montlheTstagnation in the US could be even
longer, similar the one experienced by Japan in1@80s. A recession of the entire global
economy can be expected as a result of the US syosbrinkage. In Europe, Canada and
Japan as well as in emerging markets that are ctethéhrough trade in goods, finance and
currency with the developed countries, the crisislve severg® In these circumstances, the
annual growth in China could even fall from 12 tpecent per year and in Brazil and South
Korea the growth could drop below 3 percent per.yBauador, Hungary, Latvia, Pakistan

and Ukraine are the most vulnerable countries hey need significant external financing.

The credit excesses that determined the crisis \gkrieal. Bubbles that exist in different
countries regard not only housing but also comraéreial estate mortgages and loans, credit
cards, auto loans and student loans. Securitizedlupts converted such loans into
problematic financial instruments. Bubbles alsouoed in local government borrowing,
leveraged buyouts, hedge funds, commercial and stndu loans, corporate bonds,
commodities and credit-default swaps, leading tal&agerous unregulated market wherein

up to $60 trillion of nominal protection was soldainst an outstanding stock of corporate

*0g5ee Nanto et al (2008), p. 5.
1 See Nanto et al (2008), p. 6.
52 See Roubini (2009), p. 63.
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bonds of just $6 trillior™>, It is the biggest asset and credit bubble thauwed in human
history. Credit losses could be $2 trilli3h

2009 could become the first truly global recessionmodern economy. The US asset-
dependent growth resulted especially from homebglactivity and personal consumption.
Both sectors accounted for nearly 80 percent ofGI¥°. Asian economies were driven by
export bubbles and had an influence upon the copgambubble in the US. Countries such
as China wanted to maintain cheap currencies amsl kbpt significant amounts of dollar-
based assets. As a consequence, the interestimaties US could be maintained low and
credit bubbles occurred. In countries such as statethe oil-dependent Middle East,
Australia, Canada, Brazil, Russia and Africa, bebtiktorted commodity prices exist. A
reason for the world wide spread of the crisishisstgiven by globalization which increased

during the last years in the form of trade, infotimand labor flows”.

Another important reason for financial problemsgisen by Europe’s exposure to risky,
emerging-market trade debt, which is six times darthan its exposure to US subprime
mortgages. In Britain for example the exposure ésvilre country’'s GDP. The problem in
developing economies is that they are very muchoexgependent and have built excess
savings. However, during crises, the demand fosdhproducts decreases. In Austria the
emerging market financial exposure of banks is dd290 billion, while the GDP of the
country is $370 billiorr®

Leading international banks that operate in Censwad Eastern Europe try to convince
governments, the EU and the ECB to adopt antiscpsiicies in the region. Measures to ease
liquidity shortages and assistance in reviving legdare necessary. The Group of these
leading international banks considers that supgtoould be assured not only to new member
states like Poland, but also to Serbia, Bosniaeseth Ukraine. The group was brought to life
by the chief executive of the Austrian bank Ragési International.

53 See Roubini (2009), p. 64.
4 See Roubini (2009), p. 64.
% See Roach (2009), p. 65.
¢ See Smick (2009), p. 67.
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The economic outlook is darkening in EU states & was in countries that are not EU
members. According to a forecast of the Europeami@igsion, EU economic output is

expected to decline by 1.8 percent in 2009.

The EU and the IMF already played a significané n@garding emergency financial packages
in Eastern Europe. The ECB gave extended suppdititmary and Poland and the EU plays
a significant role in Latvia’s bailoty.

Home prices could remain low for a few years betbey increase again. In the US, housing

prices are nearly back down to the 1990s leved®ine citie¥®.

Another bubble is the dollar bubble. Since the [BH#80s the dollar has been significantly
overvalued and led to a US trade deficit of aln@gercent of the GDP in 2006. Eventually,
the dollar could be forced to fall to levels tharmit trade close to balance. However,
because of the crisis there is a higher demanddibars that are considered safe and thus the
currency value increases, so trade deficit willbatady rise during the recession. Higher
import prices and a reduced standard of living ab &s higher interest rates in order to avoid
inflation could occur in the US. Defaults on prito@ns, car loans, credit card debt and other

forms of consumer debt can be expected as peoptEpdess mongy

6.8. Conclusions

The financial and economic crash that occurredd@82was the worst in 75 years. “This
damage has put the American model of free-markgtaism under a cloud. The financial
system is seen as having collapsed; and the reguldamework, as having spectacularly
failed to curb wide-spread abuses and corruptioow,Nsearching for stability, the US
government and some European governments havenabtied their financial sectors to a

degree that contradicts the tenets of modern dmpit2®°. “For decades, much of he United

5" See Financial Times (2009), http://www.ft.com/cs8/9830fa0c-e809-11dd-b2a5-0000779fd2ac.html
?nclick_check=1 .

8 See Shiller (2009), p. 67.

9 See Baker (2009), p. 68.

0 5ee Altman (2009), p. 2.
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States’ influence and soft power reflected thelletéual strength of the Anglo-Saxon brand
of market-based capitalisnf*, but in the context of the present crisis the ofléhe state will

increase and that of the private sector will becsmaller®?

The international influence of China could increbseause of the crisis. The country is the
strongest regarding liquidities, with foreign exobea reserves of about $2 trillion. Its
financial system is not exposed and the countryswth rate is strong even though
diminished because of the crisis. Its shareholgisjtion in the IMF could also increa&&

Regarding European countries, the impact of the82fd@ancial crisis would have been
significantly more negative without the EU and EMUWBecause of the euro, economic
stability in countries belonging to EMU could becrieased. The average inflation was two
percent per year and the average nominal inteed¢stnine percent during the first EMU
decade. Since 1999, 16 million jobs have been edeiat EMU. In 2008, the unemployment
rate represented about seven percent, which waswest rate in 15 years. The situation of
public finances improved significantly. The avergmlic budget deficit was 0.6 percent of
GDP in 2007. The economic and financial integraiimereased. Internal EU trade accounts
for one-third of GDP. Private and public investmen2 percent of EMU GDP. Transaction
costs were eliminated because of the adoptionettlhro. The common currency euro is the
second most important world currency and has okentahe US dollar in the international

bond market.

With its strong economic situation, the EU had plssibility to respond to the current global
financial crisis rapidly. A rescue plan was decidduch permits governments to guarantee
interbank lending, provide short-term liquidity abdy into banks in order to increase their
liquidity. Measures were taken to restore confideand increase stability. Other significant
measures regard the improvement of regulatione@smmended through the 2007 Economic
and Financial Roadmap. New regulatory and supeanviades for financial markets (banks,

1 5ee Altman (2009), p. 1.
2 5ee Altman (2009), p. 2.
%3 See Altman (2009), p. 3.
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other lenders, hedge funds, private equity) areeebga. Economic reforms in order to

increase the optimality of the EMU will contimjé

Aspects that hindered even more negative consegseoic the crisis for EMU were the
monetary policy of the ECB, the Lisbon Strategy @nmowth and Jobs and the Stability and
Growth Pact®®.

%4 See Foreign Policy (2009), p. 1.
%> See Foreign Policy (2009), p. 4.
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7. Opinions

In this chapter different opinions are presenteghrging the question whether EMU is an
optimum currency area. The aim is to illustratefedént views regarding the question

analyzed in this paper, which shows that ther@iseal consensus concerning the matter.

J. E. Meade (1957) supported the view accordinghh flexible exchange rates would be

more effective than a common currency in Europese of the lack of labor mobilf&.

Scitovsky (1958) thought that a common currencyukhbe supported because it would lead
to a greater degree of capital mobility. Furthezpst are, however, necessary in order to

achieve higher labor mobilit§/.

De Grauwe writes that, “...from an economic pointv@w, a monetary union involving all
EC member countries is a bad idea. The economis cbsa monetary union are likely to be
larger than the benefits for a significant numbercauntries®®. His argument is that the
EMU countries cannot use the exchange rates asuimshts of stabilization policies.
Opinions against this point of view are that thel@nge rate policies do not help against real
monetary shocks, and the fact that the flexibiityprices and wages will increase within the
EMU®>®,

The reason for taking the risk and setting up ENtpugh the Maastricht Treaty of 1991,
was politics. According to Martin Feldstein, whoascritic of the single currency, “political
leaders in Europe seem to be prepared to ignose th@verse consequences because they see
EMU as a way of furthering the political agendaaofederalist European political union...
The adverse economic effects of EMU and the broguditical disagreements will
nevertheless induce some countries to ask wheki®r lhave made a mistake in joining.
Although a sovereign country could in principle hdtaw from the EMU, the potential trade

sanctions and other pressures on such a countrjiketg to make membership in EMU

% See Meade (1957), quoted in Mundell (1961), p. 661
%7 See Scitovsky (1958), quoted in Mundell (196156
%8 See De Grauwe (1994), p. 87.

9 See Tomann, H. (2007), p. 19.
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irreversible unless there is widespread econonsiocktion in Europe or, more generally, a
collapse of peaceful coexistence within Eurdpe According to this point of view, EMU is
not justified from an economic perspective. In ortebe able to survive, major steps towards
a federal Europe are required, e.g. a common defans common foreign policies, the

harmonization of taxation and labor market regaladi

Another important view on this issue is expressgdBlaldwin and Wyplosz: “We have
reached two important conclusions. First, Europeoisexactly an optimum currency area; it
does well on some but not all of the criteria. $®cd is not just labor mobility that is
insufficient but, more generally, the labor markitat display significant rigidity, especially
in the large countries. In these countries, the etemy union may worsen an already painful
situation of high unemploymetit.”

According to Baldwin and Wyplosz the main reasanEMU was to bring wars in Europe to
an end and to strengthen pedteThe negotiators of the Maastricht Treaty did not
concentrate on OCA theory. They intended to preséne exchange rate stability in the
context of full capital movement liberalization, t@ave a strong new currency, and an
independent central bank. Now, the authoritiessamier more and more the importance of
OCA theory”®. The following question can be put: “Does the ®iise of the monetary union
make Europe increasingly an optimum currency af@@€ view is that the OCA criteria are
endogenous, that they will be increasingly fulfllever time as citizens and governments
learn to live with a common currency.” However, théegration in Europe is significantly
lower than in the USX*.

"0 See Feldstein (1997), p. 41-2.

"1 See Baldwin, R., Wyplosz, Ch. (2006), p. 370.
3’2 See Baldwin, R., Wyplosz, Ch. (2006), p. 370.
"3 See Baldwin, R., Wyplosz, Ch. (2006), p. 371.
" See Baldwin, Wyplosz (2006), p. 367.
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8. Summary and Concluding Remarks

The main question analyzed in this thesis is whetlie EMU is an optimum currency area.
A currency area can be described “as a domain nwitiiich exchange rates are fixe@®”

According to Mundell, who won the Nobel Prize inrfpfor having created the OCA theory
and whose views are presented in detail, a monetaign is optimal when the factors of
production, capital and labor are fully mobile. Aptimum currency area means that giving

up the exchange rates between participating mestatss is justifiet/®.

In order to answer the question regarding the adtiynof EMU, the following aspects have
been presented in detail: Firstly, a descriptioa haen given regarding the current and the
historical situation in EMU. Secondly, the OCA thedias been presented and depicted
graphically, especially the views of Mundell, KrugniObstfeld and Baldwin/Wyplosz.
Thirdly, the OCA criteria have been described a#l a® their fulfillment in the EMU. The
relevant OCA properties analyzed in this paperudellabor and capital mobility, price and
wage flexibility, financial market integration, mhoct diversification, economic openness,
similarities of inflation rates, fiscal and pol#ilcintegration and homogeneous preferences.
Fourthly, the Maastricht criteria, which are neeggpremises for the EMU accession, have
been presented, as well as the question whethermjptimal to impose these conditions for
euro zone membership. At the end, significant apisi of economists have been shown

regarding the question whether the adoption ottremon currency euro is optimal.

It can be observed that significant positive aspetthe EMU consist in the permanent steps
that are taken in order to increase the economitraonetary cooperation between EMU
member countries as well as to improve the fuli@imhof the OCA criteria in this currency
area. Some relevant measures are aimed at ingge&g®edom of payment and capital
movements, the removal of capital controls as wadl the reduction of monetary
independence. Problematic facts can, however, elém the high number of EMU member
countries and from the differences between theneroéning for example a longer period for

decision taking. Especially rigidities in the laboarkets represent a problem in EMU.

"> See Baldwin, Wyplosz (2006), p. 367.
°’® See Baldwin, Wyplosz (2006), p. 351.
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The OCA theory has been the subject of studiesopedd by important economists,
including Kruman/Obstfeld and Mundell. A very impamt conclusion of the description of
the OCA theory, made by Krugman/Obstfel, is thatiaency area is optimal when the output
and employment instability after joining is loweran the efficiency gaMy’. In another
renowned analysis of OCA theory, Mundell concludest the EMU fulfills some of the
criteria of the OCA theory (e.g. capital mobilityJore than others (e.g. labor mobilit)

The analysis of the OCA criteria mentioned in tpeper shows that some of them are
fulfilled in EMU (e.g. capital mobility, financiamarket integration, product diversification,
trade openness, similarities of inflation ratesjheos are only partly satisfied (e.qg.
homogeneity of preferences) and others are ratbiefulfilled (e.g. labor mobility, price and
wage flexibility, fiscal transfers, political integfion). The conclusion of the analysis is that
although there is significant progress necessargrder to increase the optimality of the
currency area (e.g. regarding the labor marketatiogption of the euro had positive effect and
made for a higher degree of fulfillment of the OCAteria. Some of the possible measures
that could be recommended, in order to a have a mptimal euro zone, are: a common
European stock marké? to increase the financial market integration andEMU wide
supervision of the banking sectff measures towards a more efficient communicatiog. (
dealing with the challenges imposed by the numentffsrent languages in the currency
union); institutional improvements to determineighler political integratiort™; a further and
increasing economic and monetary cooperation betvpeesent participants and also with

future EMU members.

Regarding the adoption of convergence criteria, es@dvantages are that: low inflation
determines fiscal discipline, higher credibility e disinflation goals of the European
Central Bank (ECB) and a strong currency; a lowméegrest rate leads to higher investments
and imports and to an economic recovery; a staktdhange rate is connected to price
stability; the deficit and debt criteria should fekample increase the capacity of EMU

" See Krugman/Obstfeld (2006), p. 563.
"8 See Mundell (1961), p. 661.

¥ See Aehling (2000), p. 27.

0 5ee De Grauwe (2005), p. 191.

81 See Treaty of Lisbon (2007).



Summary and Concluding Remarks 169

countries to react to adverse shocks. Disadvantaggard especially the fact that the
convergence criteria are very strict and the retstg fiscal policy can be very expensive. The
analysis of the convergence between EMU membezsstitows that convergence is stronger
between countries that joined the ERM from the iveigid®’. In the new EU member

countries there is a tendency towards increasingergence®,

The specific situation in some EU members (Romanid Bulgaria) as well as in candidate
countries (Croatia and Turkey) has been also ptedeifhe goals of these countries during
the transition period include: “stabilization offlation, control over budget deficit, price
liberalization, adoption of a single exchange ratayent account convertibility, opening to
trade and capital movements, building up bankirgyfarancial systems, establishing property
rights, ending soft-budget constraints, setting market-based welfare systerf§” The
following common developments could be observeith@se countries, also as a result of their
intention to become EU and then EMU members: higbnemic growth because of
investments and privatization; increasing wages sowlal transfers; a strong credit growth;
higher consumer and economic confidence; increasmngpetitiveness; increasing discipline
regarding the fulfillment of economic criteria likprice stability; increasing optimality
(significant steps that can lead to a higher ftf@nt of the OCA properties are taken, for

example by satisfying the Maastricht convergeniteréa)®®°.

There are two important economic views regardirggitisue whether it is optimal to impose
the Maastricht convergence criteria as conditioms fthe accession to EMU: the
representatives of the traditional Keynesian maoanomy and of the OCA theory consider
that the convergence criteria and the Stability &wth Pact are too strict and very
expensive, while representatives of economic podog public choice share the opinion
according to which the convergence criteria araiagant in order to increase the credibility
and to reduce the spill-over effects between difierEMU countrie®®. The fact that

countries do have to satisfy the Maastricht citdrefore joining the EMU determines the

82 See Busetti, Forni, Harvey and Venditti (2006)6 p.

83 See Kocenda, Kutun and Yigit (2005), p. 1.

84 See Wyplosz (2004), p. 7.

%8> See European Commission Economic Forecast (2p0¥f .
8¢ See Andrejovic (1998), p.2.
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fulfillment of the OCA criterion of similarity ofriflation rates even before the states become
part of the currency uniof.he political conditions that must be achieved ridep to become

an EU member are essential and lead to an incregs@dment of the OCA criterion of
political integration. However, opinions regarding EMU and EU breakup must also be
considered. Eichengreen (2007) believes that ‘linikely that one or more members of the
euro area will leave in the next ten years and tiattotal disintegration of the euro area is

more unlikely still’®®’.

The impact of the crisis 2008 on EMU representsttarosignificant aspect. The financial
crisis can pose challenges for currency areastlikeUS and EMU for example because of
mistakes in financial market regulation. Other does, especially China, whose financial
sector is not so exposed to the present crisidddogrease in significance. Knowing the
reasons and developments of the financial crisis ltalp to take measures in order to
overcome its negative consequences as well as aideqreventive measures in the future.
The crisis could lead to an improved design of fimancial system in currency areas.
Financial crises are also significant because thake Maastricht criteria more difficult to
fulfill and can theoretically increase the dangeEMU breakup or weaken the currency area
if adequate and coordinated measures are not atopte role of EMU institutions is
therefore essential. It shows how important pdaltiategration is and how this OCA criterion
can be improved despite the crisis (e.g. througheasing competences of EMU institutions
in order to deal more efficiently with the crisidjaking adequate measures is very important
from different points of view: from a political (fexample by increasing the optimality of the
currency area through a higher acceptance by diftestates) but also from an economic
perspective. This crisis could become even womegxample because of the high amount of
consumer loans that have to be paid by the populétie. possible defaults could occur in the
context of increasing unemployment) as well as bgeaf further bubbles (like the dollar
bubble). However, the crisis should be seen aspgortunity to improve and strengthen
EMU and EU and not to increase the possibility bf@akup of the currency area.

%87 See Eichengreen (2007), p. 1.
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The economic views regarding the question whetidtJBs an OCA differ significantly.
Some economists, e.g. J. E. Me4deDe Grauwe®™ and M. Feldstei?® favor flexible
exchange rates and not the euro because the O@&iarare not fully fulfilled in EMU.
Baldwin and WyplosZ* share the opinion that the EMU fulfills some o&é tBCA criteria,

like trade openness and product diversificationjlavbther factors like labor mobility and
fiscal transfers are not fulfilled. According teete authors, the homogeneity of preferences is
only partly fulfilled. Scitovski®* supports a common European currency, for examesause

of higher capital mobility.

The conclusion is that although there still are am@nt steps to be taken in order to increase
the optimality of EMU, there are significant bemgfirom a common currency area that
justify the adoption of the euro and the sustaieffdrts to improve the economic and

monetary situation in EMU member countries.

%8 See Meade (1957), quoted in Mundell (1961), p. 661

%9 See De Grauwe (1994), quoted in Tomann (2007)9p.

0 See Feldstein (1997), quoted in Baldwin/Wyplo20@), p. 370.
91 See Baldwin/Wyplosz (2006), p. 367.

92 See Scitovski (1958), quoted in Mundell (1961)6@1.
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Abstract

In this thesis aspects of the European Economidvémtktary Union are presented, especially
from the perspective of the theory of optimum cncseareas. Conflicting opinions regarding
the criteria that have to be fulfilled in ordernteet the requirements of an OCA as well as
regarding the question whether EMU is an OCA aszdeed. According to Mundell some of
the criteria of the OCA theory (e.g. capital mdpjliare fulfilled by EMU more than others
(e.g. labor mobility). Eichengreen (2007) considet®wever, that the total disintegration of

the euro area is unlikely.

It also will be shown that the adoption of the ecoatributed to a higher degree of fulfillment
of the Optimum Currency Area criteria. The purpotéw inflation rates has been generally
reached, in some cases even before the countrezsmieemembers of the currency union
given the requirements of the Maastricht Treatyislalso shown that the convergence is

strongest between countries that introduced thé&nge Rate Mechanism earlier.

Regarding the political conditions for EU membepshthey are important from the

perspective of the OCA theory because they corttilba an increased achievement of the
OCA criterion of political integration. Finally, ¢himpact of the crisis of 2008 is discussed.
The conclusion is that the crisis should lead t@snees that increase the optimality of EMU

and EU and not determine a higher possibility efaup of the currency area.
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Zusammenfassung

In dieser Arbeit werden Aspekte Uber die Europd@sdiahrungsunion presentiert, vor allem
aus der Perspektive der Theorie Optimaler Wahréngse. Gegensatzliche Standpunkte tGber
die Kiriterien, welche erfillt werden muissen, um dfnforderungen Optimaler
Wahrungsraume zu erfillen, sowie bezuglich der &mly die Europdische Wahrungsunion
einen optimalen Wahrungsraum darstellt, werden lyedzen. Mundells Meinung ist, dass
einige der Kriterien der Theorie Optimaler Wahrudgsne (wie zum Beispiel die
Kapitalmobilitat) mehr als andere (wie zum Beipt@é Arbeitsmobilitat) erfullt werden.
Eichengreen (2007) schlul3folgert, dass die totalesiridegration der Eurozone

unwahrscheinlich ist.

Es wird gezeigt, dass die Einfihrung des Euro nerei hdheren Grad der Erfillung der
Kriterien optimaler Wahrungsraume beigetragen Iizds Ziel der Inflationsreduzierung

wurde im allgemeinen erreicht, teilweise sogardem Beitritt zur Wahrungsunion, aufgrund
der Bestimmungen des Vertrages von Maastricht. Ed wawusserdem gezeigt, dass die
Konvergenz am starksten ist zwischen Landern welicheer den Wechselkursmechanismus

eingefuhrt haben.

Die politischen Bedingungen fir eine EU Mitgliedattrsind wichtig aus der Perspektive der
Theorie optimaler Wahrungsraume, weil sie zu ewerbesserten Erfullung des Kriteriums
optimaler Wahrungsraume fihrt bezilglich der paliten Integration. Schliel3lich wird der
Impakt der Krise 2008 diskutiert. Die Schlussfolgeg ist, dass die Krise zu MalRhahmen
fuhren sollte, um die Optimalitat der EuropaischWgahrungsunion und der EU zu steigern
und nicht um eine hoéhere Wahrscheinlichkeit derimegration der Wahrungsunion zu

bewirken.
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