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Introduction
The year 2008 was a period of global economic dommntPrices of oil, food went up,

inflation and unemployment increased. The credgicmprovoked the bankruptcy of banks of

different size. USA, Japan were hurt by the crikisrozone suffered as well. Greece has the
worst situation among today’'s 17 members of the ENWass media, print media and the

Internet are filled with the news about what's haqipg in Greece, with its economy and, of

course, with the EU response. Since 1981 Greeaeat of the European Community and in

2001 it adopted the euro and joined the Europeanetémy Union.

The relevance of the topic “Greece Crisis: the &k of the European Monetary
Union?” explains by the reason that today many [geopGreece, in the EU and people of the
global community observe the situation and thinkuother workability of the euro system. This
paper is written with an attempt to think about wban happen to one of the world’s biggest
markets and the euro as world’s reserve currency.

The main objectives of this work are:

1. To review the causes of the current crisis andffect on shipping and tourism of
Greece;

2. To analyze the steps that has been taken to neetitis;

3. To analyze whether those steps/plans will have sitipe effect on Greek
economy and can they really strengthen it;

4. To find an answer to the question if the Greek aeists can cause the collapse of

the EMU.

The work is based on the review of the researchat lhave been already done by
scholars from different states and with a variopsions about this topic. Also paper contains

the analysis of the data concerning the econoratson in Greece.
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Chapter one gives a definition of what it was usedall a monetary union, as well the
mechanisms according to which it functions and aimsvhich it servers. This explains the
principles of any monetary union. As well this cteapgives two historic examples of monetary
unions of the 18 century. One of them is Latin Monetary Union andtaer is the Scandinavian
Currency Unions. They show that the today EMU i the first notion of European states to
establish a single currency. Moreover, they mellehges and finally collapsed. And this makes
think if the EMU follows their example.

Monetarism theory is explained in the second chafites the theory that can explain the
dept crisis, unemployment etc. It was included para of the work to give an idea how the state
may act in order to cover the deficit and raisegbenomy.

Chapter three is a historical part on how the EeaopMonetary Union appeared. This
chapter gives an overview of what has been donthdyuropean states since after the Second
World War and the creation of the Bretton Woodsteystill the adoption of the Treaty on
European Union in 1992 and the introduction oféhbeo in 1999. As well, this chapter explains
the policy-making in the EMU.

Chapter four contains an analysis of the accunaiatf the crisis, and its outbreak. The
causes that had such an impact on the scale afigig are also revised in this part. In order to
understand the influence of the crisis this chaptelyzes the situation in shipping and tourism
industries as two main sectors of Greek economy;tle consequences of the Greek debt crisis
for Greece and the EMU.

In the following chapter five the Greek austeritydahe IMF/EU rescue package plans
are investigated. It talks about what has Greece do meet the crisis, to reduce the budget
deficit and to stabilize economy. As being a p&ithe EU and EMU Greece formally asked for
EU help. The EU and IMF designed a bilateral loanGreece that is worth about 110 billion of

euros.
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The effect of the crisis on Greek economy will heestigated in a way that in spite of the
economic decline, loose of trustworthy and skegtiicof other EU members, Greece will rise its
economy and the crisis will have a positive efteath Greece and the EMU.

One of important goals of EU member states is ito floe EMU. Greek government budget
deficit was higher than the Masstricht criteriauiegd, government misreported that allowed
Greece to adopt the euro and gave an excess loviheterest rates credits. This chain led to the
current debt crisis and now Greece has to follosvatsterity plan, asks for help of IMF and the

EU.
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Chapter 1: Definition and examples of a monetary uion

1.1 Monetary union — definition, mechanisms, amdsai
For further exploring of the EMU, this chapter giva description that monetary unions

differs in terms of institutional division, in patal terms; and always their aims are to fac#itat
trade relations and to reduce transaction costs.

Monetary union is a unification of two or more smign states under common currency or
its equivalents such as gold or silver. The maatuees of a monetary union are the common
currency printed by the common central bank andieel exchanged rates. This is a contrast to
the national currency with its individual centranik and floating exchange rate. In the strictest
sense of the term, monetary union means completedaimment of separate national currencies
and full centralization of monetary authority insagle joint institution (Cohen “Monetary
Unions”).

The institutional division of monetary union can bktwo kinds. First is the issuing of
currency, and second is the management of decid&sgng of currency implies that currencies
may still be issued by national governments andhamge rate ties them together. As an
alternative variant currencies may be replacedchbycurrency of the larger and stronger partner.
The management of decisions states that nationargments may continue to exercise the
function of a monetary authority to a certain extamd they may not delegate this role to a joint
institution, but rather to one of the partners e thrgest and the strongest one — as e.g. the
United States.

In political terms monetary unions are divided itk categories. It depends on whether the
national sovereignty in terms of monetary policysigred or surrendered. Unions with a joint
currency base or with an exchange rate base hdeetie¢ monetary authority. They have a
form of equal alliances or partnerships. In cortfrdee structure of unions with that are created

on a base of one partner-leader causes the emergeherarchy and subordination.
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The greatest attraction of a monetary union is ithegduces transaction costs as compared
with a collection of separate national currenciéshien “Monetary Unions”). Transaction costs
cheapen because now they don’t incur the experisasr@ncy conversions or hedging against
exchange risk.

However, disadvantages must also be consideredbbgrigments. First, countries-partners
loose control over the money supply and exchange fEhese are the instruments to resist
domestic and external disturbances and shocksn8gcountries-partners loose their exclusive
capacity to print money with an aim to increaseliputpending. Such an exclusive right is also
known as seigniorage. This is an alternative soofceevenue beyond what can be raised by
governments through taxes and borrowing from firenmarkets.

The type of a monetary union determines the impodaof losses mentioned above. In
unions with parity type authority is pooled. Natibigovernments delegate monetary control to a
joint institution. The control is shared and cdiieely managed by all members of a union.
Therefore, each partner looses and gains simuliasheoln unions with a leader-partner
individual governments loose a lot of their freeddmthis case looses will be delivered in ‘one
pair of hands’. Subordinated partners can resistesmeasures of seigniorage, however, only
with a compliance of a leader.

The ultimate goal of a monetary union is to cremateingle market among its members. It
facilitates trade relations, reduces transactiasssc As well it establishes the unimpeded flow of
goods, services, labor and capital among them.

In 19th century the idea of a monetary union apgxband it was widely promoted especially
in Europe. At that time many national currenciesenalready fixed to each other by the gold

standard.
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1.2 Latin Monetary Union
Latin Monetary Union is an example of monetary gaifion of 19 century, where France

was the main inspirer and executive; and whichdade-to-one exchange rate.

By 1890s France, Belgium, Switzerland and Italy imaeinse trade relations, because of their
close geographical location. The chamber of comenfereored the adoption of the gold standard
and monetary unification (Einaudi 285), however keaa did not support this notion of
monetary unification, and they did not want changesbe brought to existed monetary
standards. It was France and Napoleon Il as itpeeon who wanted to expand the area of
French influence. French side stated that this tiniad to unite all civilized nations and they
should adopt a common coinage. There were botltigabland economic factors to establish the
LMU.

The French economist and politician Félix EsquidmuParieu directed the French policy
towards monetary unification and embodied its mdmdral character (Einaudi 286). French
government insisted on that the LMU must be comeiién a larger prospective, not rather than
just a uniform circulation of money through Europé&erefore, in 1865 France, Belgium, Italy
and Switzerland established a monetary union basdeench franc. In 1867 Parieu proposed to
introduce a new unit a ‘Europe’ that was equal @frhnc unit. The French gold coins
constituted the largest part of gold circulation Barope. But the Monetary Convention of
December 25, 1865 did not really create a uniotherait was the Latin European coinage
agreement. The union was introduced a single unécoount. There was a fixed one-to-one
exchange rate. The idea was that countries would ltentical coinage made of silver or gold
(GoldCoin.org). It implied that faces and namegahs in each country would not change, but
their weight would be the same, e.g. 5 French famere equal 5 Italian liras. Nations did not
deliberated their sovereignty to a unite institatiti was restricted only in some parts in terms of
overvalued divisionary silver coins and by coursriebligation to respect issued by other

members. Union was not managed by any adminis¢ratistitution. Unlike European Monetary

" In this chapter the word Union relates to the LMU
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Union today there was no central bank or any ndtwedrcentral banks, “no penalties for over-
issuing currency or suspending the convertibilifytleeir paper currency in gold and silver”
(Einaudi 286).

The LMU scored some early success and proved pagywath many southern and central
European states (Einaudi 287). As in 1866 Franferex any state to join the Union, simply it
had to observe the rules of the LMU. Thus, Greewk Bulgaria joined the LMU in 1867 and
some states (Romania, Austria, Spain, Finland, ¥egla, Serbia, Montenegro, San Marino and
Vatican) did not officially join the LMU, but issdecurrency following the conventions. Public
sector of economy in these countries was poor;etbex, they wanted to facilitate their
international trade, to improve and to strengthlea standard of their internal currency, to
acquire monetary credibility. As well it gave tham access to international financial markets.

Of course, there were political motives explainiwlgy states joined the LMU and directly
appealed to France. Greece upraised against theésfwccupation in Crete, therefore it made
an application when it needed French support. ¥atiapplied the LMU in order to receive
protection against Italy. And Italy entered the amibecause it needed both political and
financial support from France to complete the @aifion of the state.

Unlike the states mentioned above neither GreahiBrnor Prussia wanted to join the LMU.
They did not want to be in a subordinate positemwell they didn’t need a political protection
of France. Actually, the name LMU was given by tBetish press. Thus, it showed the
impossibility of extension to the northern Europén@udi 284).

In spite the first success of the LMU it did nohtiaued to exist for a long time. And there
were some reasons for its failure. Einaudi (200Ques that neither the disturbance of the price
of silver nor the Franco-Prussian war in 1870 wheecauses of failure of this union. Rather it
was the conflict among interest groups. They paedypolicies of France and those regulated
the work of the LMU. Struggles inside the intergstups led to the split of governments. As a

consequence it provoked the misbalance among galiiowers. The balance shifted to the
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conservative side. By comparing the popularityhe t MU in northern and southern member
states, it can be concluded that in southern part.MU was popular, while in the northern it

failed.

1.3 Scandinavian Currency Union
Scandinavian Currency Union is the second exampléhe® European states’ monetary

unification that adopted the gold standard and dbaed it at the beginning of the First World
Warr.

The SCU was more successful than the LMU and fanetl during forty eight years. The
SCU was established on May 27, 1873 by Sweden amin@rk. They agreed that it would be
based on gold. It was supposed that Norway wouierehe Union in 1873 as well. However,
the Norwegian parliament rejected this opportur@@gly in 1875 after the SCU adopted the gold
standard Norway joined the Union. By the ScandiaawWonetary Commission that signed the
treaty in 1872 it was written that “three countriagroduce the decimal system and adopt a
common unit of currency” (Bergman 365). The tred¢§ined the value of a new unite in terms
of gold. According to the treaty before the endl881 countries should replace their national
coins by the new unit. The treaty fixed the eigb#ytransition period and contained a note on
the exit case.

Countries were allowed to mint not only golden spibut bronze and silver ones as well.
Such coins were used as subsidiaries or so cableehs. Countries agreed that they would
accept both golden coins and tokens, minted byrsti#end the treaty of the SCU regulated the
weight and denomination of tokens. The disadvantage that the treaty did not regulate the
reserve amount of tokens, so countries could nmsnmach as they were needed. Fixed rates
between tokens and golden coins prohibited ovarigsef national currencies.

Control over the monetary policy and states’ sagety was not delivered to a common

institution. And the gold standard regulated thenetary policy within the SCU. In order to

" In this chapter the Union relates to the SCU
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arrange the monetary policy countries agreed toesimdormation on activities that were taken
by monetary authorities within these countries.

Until 1894 the central banks of each member acdejpte bank notes of each other by their
nominal price. Such measure was not indicatederS8U agreement. And formally it was done
in 1894 by Norway and Sweden. Denmark joined in1190

In spite of the common currency the members o6& had separate exchange rates of the
currency on the markets of international exchafde currency union could be created by the
gold standard itself, thus the exchange rate bahdssingle currency should be smaller against
other gold-standard-base currencies. Comparingxbkange rates among members of the SCU
and countries outside the SCU, it was found thattkchange rates within the Union were lower
than the non-Scandinavian exchange rates. Form@rathe Swedish/German mark exchange
rate was twice as volatile as the Swedish/Danishaxge rate (Bergman 366).

The SCU treaty concerned the establishment of dmenwon currency union and did not
contain notes on international relations and tiad®articular.

The trade among the SCU members was small and oniamp, while the trade with the
German states and the UK was significant. Paradbyjcbut the intra-Scandinavian trade
diminished during the SCU existence. As well theveroent of labor force was small within the
SCU. And the growth of populations differed sigedintly. In Norway and Denmark it was
constant, while in Sweden it swayed considerablyre economic structures of the countries
differed from each other. In Sweden and Denmarkatipecultural sector dominated, while in
Norway it was the sector of service.

In 1905 Norway and Sweden broke with their politiedations, as a result the central bank
of Sweden nullified the SCU agreement of 1885. Hmwgethe acceptance of each other’s drafts
continued, but no longer necessarily at par (Bergrd@7). Norway, Sweden and Denmark
abandoned the gold standard at the beginning ofitisé World War. And this meant that three

countries abandoned the agreement simultaneously.
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Summarizing, it must be highlighted that in sphattthe SCU sometimes is called as the
most successful European currency union, there vireportant and real reasons why it

collapsed. They were the different trade patteznenomic structures and population growth.
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Chapter 2: Monetarism theory
Further this chapter discusses that monetarisnmthea theory that explains how the

amount of money influences the price level, revenpeoduction and unemployment. The main
idea is that monetary policy is a basic instrumtenegulate income.

According to the definition of the monetary unida main point is that states unite under
single currency. In order to understand proceskeset are dependent on the currency, its
circulation, supply and demand, | suggest reviee thonetarism theory. It also presents
mechanism and instruments effecting and explaipmogesses related to the currency.

Since 1930s till 1970s Keynesian theory was predantiin economy and policy-making of
some countries. In 1970s after the simultaneous/tr@of unemployment and price level, that
Keynesian theory was not able any more to expla@sd processes. The Chicago school of
economics that represented the neoclassical sofidlwbught established the monetary theory. It
was described by Milton Friedman and Anna SchwiartZA Monetary History of the United
States, 1867-1960". According to Phillip Cagan (@98onetarism is a view that variation in
money supply has major influence on national outpdihe short-run and price level over longer
periods and that objectives of monetary policylast met by targeting the growth of the money
supply. In short it means that monetarism is amegoc policy that involves controlling the
amount of money that is available and in use inuntry at one time and this is the chief method
of stabilizing the economy.

In principle the monetarism theory is based ont&& century theory of mercantilism. The
main point of mercantilism is that it views thatetltountry welfare depends not on the
production, but relevance of the amount of expgrtjoods over the amount of importing and
accumulation of capital.

The term monetarism was introduced by Karl Brunner968. Usually it associates with the
Chicago school of economics that states that tia tevenue has first and foremost influence on

change of money supply. Milton Friedman establishdtieory of monetarism that defines the



Puchina 16
level of income and the cyclic theory. The mainaid# the theory is about the influence of
money supply on the price level. According to Fnieoh’s theory (Patinkin 1972:885) money
matters on the price dynamics and just the monpglgunot interest rates, influences the market
of money or conditions to obtain a credit. Friednséates that the control of interest rates by
commercial banks is not a useful or effective mmstent of monetary policy (Money, credit, and
banking 32).

For monetarists capital is the total sum of cagetas Change in price is the main factor
affecting the amount of cash reserve and othenéfishassets. As far as the dynamics of money
supply has first and foremost significance to eixpthe fluctuation of production, the conclusion
is that the monetary policy is the most effectivstiument of income regulation.

One of the key points of monetarism to explain ecoic cycle says that money plays an
important role in the change of an active inconmepleyment and common level of prices. It
states that there is a correlation between groatiéh of money supply and nominal income. In a
case of rapid growth of money supply, the nominabme grows rapidly as well, and vice versa.
The alteration of money supply influences priceeleand the amount of production. In this case
monetarism functions to manage money demand argdtthmanage economic process through
it. Monetarists maintain that capitalist economyistable system and it can reach equilibrium
by self-regulation. They created a system of ecoaaycle where the change of money supply
plays a determinant role.

The size of money demand is a result of optimizatiddifferent alternative investments in
capital and depends on existing or expecting prafedifferent assets. In case when sizes of
marginal revenues of all practicable investments exyual then the optimum reaches. In case
when sizes of marginal revenues are not equakttiieture of assets changes. The part of assets
which are able to return the bigger interest ineesaor the part of less profitable assets reduces.
An important determinant of money demand in thisteay is the size of nominal income that

depends on money demand and supply. In order tiol @eadlock it is assumed that the size of
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money supply must be determined over and aboveysiem. Monetarism theory says that ex
ante money supplyentirely and instantly accommodates to the améumtemand. They also
make a conclusion that the change in nominal incoare be made by the change of money
supply. According to Friedman (Patinkin 1972:898) alteration of nominal quantity of money
affects on the size of production, unemploymenshiort-term and on price in long-term. He
points out the constant dependence between thegehah money supply and the cyclical
fluctuation of economic activity.

Ramaa Vasudevaif‘Dollar and Sense” Sept/Oct 2006) writes that thage defines
correlation between demand and supply on the mafkiatbor. Therefore, in order to influence
on the total amount of production the money demaijdsts to its supply. The size of the wage
depends on money demand and supply as well. Théogment is determined by the level of
actual wage and absolute price level does not aepemoney supply. The full employment can
be achieved only by reducing the wage.

In conclusion, according to monetarists any ecooopnbocess depends on fluctuation of
money supply. Any divergence from equilibrium cam femoved by the adjustment between

money demand and supply.

" Ex ante money supply = supposed money supply
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Chapter 3: Historical background and policy-making of the EMU
After the Second World War six countries establisB€€SC by the treaty of Paris in 1951.

One of their aims was the reconstruction of thdrdgsed regions. Step by step the cooperation
became deeper and touched different spheres. Aadcassequence, today there is the EU and
one of its integral parts is the European Econoamd Monetary Union. Following chapters

contain history of creation of the EMU (4.1 — 4a4)d one more chapter (4.5) explains how the
policy-making happens in the EMUable 1is the brief summary of main dates and reports tha

relate to the creation of the EMU.

Table 1 Main steps toward the EN

1950 1960 1970 1980 1990 2000
@ecccee C TYTYYYYYYY YYYYYYYYYY )
3 4
from the Treaty of Rome to the from the Werner Report from the start of EMS from Maastricht
Werner Report: to the EUROPEAN to Maastricht: to the euro
1957 to 1970 MONETARY SYSTEM 1979 to 1991 and the euro area:
(EMS): 1970 to 1979 1991 to 1999

Source: European Commission, Publication Offi€@ne Currency for One Europe:The road to tgro. Belgium, 2007
p.4

3.1 Bretton Woods system
After the Second World War US dollar had a veryorsty power and uniqueness in

international trade. The market economies of Néutterica, Europe and Japan were founded on
the Bretton Woodsystem. This was the transition step of Europeamiri@s toward their own
common currency.

The system was established in 1944 in a New Hamgshiwn, USA. It was a mechanism to
exchange currencies on the international basisvéikit led to the creation of the International
Monetary Fund and the World Bank. This was an giteto create the system of free
international trade. It should assist as well i postwar reconstruction. Participants agreed that
they would fixe exchange rate mechanism based enUB dollar. American politicians,

meanwhile, assured the rest of the world that utsency was dependable by linking the U.S.
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dollar to gold; $1 equaled 35 oz. of bullion (Stept2008). However, Europeaassumed that
Europe’s construction could be securely based dweaing a customs union and a common
market allowing the free movement of goods, sesjigeople and capital. These pointes they
indicated in the treaty of Rome

The Bretton Woods system came under pressure inatke1960s and early 1970s. It
happened because policies taken by the UnitedsSdaterged from policies of other countries.
The United States faced rising unemployment andinareasing deficit at that time their
monetary policy became more expansionary. Thergthee tension between dollar and other
currencies led to the collapse of the system ir8197

EEC authorities continued their policy orientatimward own single monetary policy and
currency. As well they assumed it as a way to eoddfurope’s role in the world monetary
system. Fixed intra-European exchange rates wesrethbught to be important for promoting

trade in goods and services and capital flows wikhirope.

3.2 Hague summit and Werner report
The creation of the purely European monetary systaried in 1969 at Hague summit. It

was the first significant steps out of three t@bksh the Euro.

At The Hague summit the Barre Report proposed grestonomic coordination. In addition
the Government communiqué announced the EMU agfbgeals. It stated ‘the development of
monetary cooperation should be based on the hamawtom of economic policies’ (The Final
Communiqué of the Conference 1970: point 8). Theaidf harmonization was unique and
significant, because it emphasized that beforeiaatibn different economies must have the
same level of development.

Another report by Pierre Werner, the Prime MinisteLuxembourg, expressed steps on how
the EMU could be achieved by 1980. It suggestedhhee-stage process within ten years. The

final objectives would be next:
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* “the Community currencies will be assured of totald irreversible mutual
convertibility free from fluctuations in rates amdth immutable parity rates, or
preferably they will be replaced by a sole Commwaitrrency;
» The creation of liquidity throughout the area andnetary and credit policy will
be centralized;
* Monetary policy in relation to the outside worldliviae within the jurisdiction of

the Community” (Werner report Chapter 3), etc.

In order to achieve objective the report called d¢twser coordination in several terms of
economic policy: interest rates, reserves, fram&svdor national budgetary policies. At time
when it was adopted the Council restricted thetflagton between dollar and its currencies to
0.6 per cent (‘the tunnel’). It caused the pressamebanks and devaluation of the dollar.
Therefore, European system of exchange rates wagps@ order to narrow the gap between
strong and weak currencies. The limit between cwares was up to 2.25 per cent (‘the snake’).
Thus the metaphor of the ‘snake in the tunnel’ appe It was an attempt of the exchange rate
band for the Economic and Monetary Union to pegopean currencies to one another. This
flexible system provided currency stability andliépifor central banks to intervene if needed.
By 1975 the ‘snake’ collapsed because the intenaticonditions were not right, the Werner

plan was simple and insufficient national politicall.

3.3 Exchange rate mechanism and Delors report
In 1978 the international economic situation im@adythus the EEC members made next

step to create exchange rate system. It was mad®&78. Eight of the nine members of the
European Community, all except for Great Britaimgrtigipated in the Exchange Rate
Mechanism. At that time differences in inflaticates across members of the ERM were up to

10 percentage points. Inflation rate differentiaéssrowed across Europe by the mid 1980s and
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by 1987 most capital controls were lifted (Klein. @he Single European Act called for
removing all internal barriers to trade, capitalv@ments, and labor migration within Europe by
the end of 1992. The SEA was another step towardfean economic integration, which began
with the Treaty of Rome.

Further step was made after the Hanover summit 988 1where the president of the
Commission Jaques Delors and the central banksrigangesubmitted a report in April 1989.
This Delors report proposed the principle featwfasmonetary union were “the assurance of total
and irreversible convertibility of currencies; themplete liberalization of capital transactions
and full integration of banking and other finanamaarkets; and the elimination of margins of
fluctuation and the irrevocable locking of exchamgee parities” (Delors report 14). According
to the Reportthe transition to a single currency must be madériee staged.able2 presents in
short these three stages and what should be derelaof them.

The first stage aimed “to have all EC states dgrieinbers of the ERM ...to create a system
of discipline for the EMS currencies, increase @apon of monetary policies and bolster the
ECU” (Archer 86). This first stage was the begimnof the process of creating economic and
monetary union. This stage implied the final stegamplete the creation of the internal market
and to reduce the economic misbalance and diffeselmenong member states. At this stage
Commission should complete the removal of fis@dhhical and physical barriers.

It said that the second stage in Delors reporttvasit might come into force only when the
new legal basis would be adopted and legally bondit this stage all the basic and necessary
institutions and structures should be set up. Tistitutional framework would take over
operational functions, serve as the centre for tohang and analyzing macroeconomic
developments and promote a process of common deaisaking, with certain operational

decisions taken by majority vote (Delors report.33he second stage involved narrowing of

.
Delors report
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exchange rate bands and the establishment ofuitistis of the EMU, which would supervise

the domestic monetary policies.

Table2: Three stages toward EMU in Delors report

STAGE ONE
| July 1920

Qe

e

Complete freedom
for capital transactions

Increased co-operation
berween central banks

Free use of the ECU

{Earopean Currency Linid,

foreranner of the €)

Improvement of
ECONDMiE CONVErgence

i
0

"
"

e

STAGE THREE
1 January 1599

_._*.__

Irrevacable fixing

;
'
STAGE TWO ; of conversion rates
1 January 1994 .
o E Introduction of the euro
i

mmpEmmmm s

Establishment of the
Euaropean Monetary
Imstituts (EMIY

Ban om the granting
of central bank credit
fo the public sector

Increased co-ordination
of monetary polictes

Strengthoming of
economic convergence

Process leading to the
independence of the
national central hanks,
0 be completed at the

Conduact of the single
monetary policy by
the Evropean System of
Central Banks

Entry into effect of the
intra-EL exchange rate
mechanism
(ERM IT)

Entry into force of the
Stability and Growth Pact

lntest by the date of

establishment of the

Exropean System of
Central Banks

Preparatory work
for Stage Three

Source: European Central Bank — Eurosystem, official welstite: //www.ecb.int

The third stage assumed the “commence with the nmweevocably locked exchange
rates and the attribution to Community institutions the full monetary and economic
competences” (Delors report 35). This stage wowthldish a European System of Central
Banks to replace national central banks and repfatienal currencies with a single European
currency. The Maastricht Treaty, signed at the @nti991, set up a timetable for this process,
with stage three starting no later than Januafy929.

However during next year the timetable planned aasfricht was infracted and the
probability that European single currency wouldrdsecome a reality was questionable. In June

1992 Danish voted against ratification of the Maelst treaty, and they expressed the “growing
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public skepticism about the desirability of a conmmeurrency” (Klein 6), that led to the
speculative attacks of European currency marketsat@ritain and Italy dropped out of the
ERM in September 1992. Sweden and Finland, whichbdeen shadowing the deutsche mark in
hope of eventually joining the EMS, were forceddevalue later that autumn. And in 1993
France was able to retain its membership in the ERM through a widening of the bands from
+2.25 percent around the central parity to 15 @erdKlein 6). In spite of these economic
events political support for European Monetary Wnanong the leaders of Europe remained
strong. This support allowed staying on the wayat@ithe completion of the Maastricht criteria

and fostering the efforts to rich them.

3.4 TEU and Maastricht convergence criteria
The EC states produced the Treaty on European Unidi®91 which consisted of four

chapters and number of protocols on the establishimeand economic and monetary union,
including a single currency. Title VI of the TEU d@evoted toward the regulations and main
principles of the economic and monetary union.

According to article 102a of TEU states that “MemB&ates and the Community shall act in
accordance with the principle of an open markethenty with free competition, favoring an
efficient allocation of resources”. Article 103 (dgtails that “Member States shall regard their
economic policies as a matter of common concernsaatl coordinate them within the Council”
and article 103 (2) says that the Council mustrffolate a draft for the broad guidelines of the
economic policies of the Member States and of tben@unity”. Thus the Treatyprovides a
balance between strict qualifications and the requess ahead to move the single currency and
monetary union without a possibility to reverse.

The TEU contains and states the precise convergentia also called as Maastricht
convergence criteria in Article 109j of Title VI.cBording to this article “the Commission and

the EMI shall report to the Council on the progneegle in the fulfilment by the Member States

" Treaty on European Union
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of their obligations regarding the achievementafrmmic and monetary union”. The Maastricht
convergence criteria were created with an aim wuenthat the economies of member states
were appropriately prepared for the adoption ofdimgle currency. They provided a common
basic level for the stability, strength and susthility of public finances. It was made in order to
let them be ready for changes in economic policgveogence and elasticity for economic
shocks. These criteria were invented to find owt ihember state could manage its economy.
Five main criteria were worked out.

First of all, states should have no more than &rscpnt inflation during a period of one year
comparing to the rates of three states with theekivinflation. Second, the budget deficit of the
state should not exceed 3 per cent of its grossedboproduct. Third, the government debt must
be less or equal 60 per cent of country’s GDP. fhotihe long-term interest rate should not be
more than 2 per cent for at least last two yeanspaning to three states with the best performing
of price stability. And the fifth was the critetilaat the country should stay in the Exchange Rate
Mechanism for two yearslable 3 summarizes the Maastricht convergence criteripla@xs
how they should be measured.

At the end of February 1998, when European goventsneleased their official results for
1997, eleven members of the European Union mefishal and inflation criteria required for
participation in the European Monetary Union atiitgial stage. All had inflation below the
required rate which is about 2.9 percent for 19QIgi6 8). All also had fiscal deficits of less
than 3 percent of GDP. Interestingly, the defiaitios of the three countries that were initially
the source of the greatest concern, Italy, Spamd, Rortugal were each lower than the 2.7
percent ratio recorded by Germany. Sweden, theedriingdom, and Denmark are choosing
not to join EMU at this stage. Greece is the omyndry that desired membership in EMU but
was precluded from this at that time with othewvetlecountries because of its failure to meet the

economic criteria. However, it joined the EMU latéut with violation of some Maastricht
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convergence criteria. An interesting fact is thar@any was the first state that violated the

Maastricht criteria, but comparing to Greek econaimyas more stable and trustable.

Table3: Maastricht convergence criteria.

What is measured Convergence criteria

_§ Price stability Harmonised consumer price Mot more than 1.5 percentage points
= inflation rate above the rate of the three best
—— performing Member States
_E Sound public finances Covernment deficit as % of GDP  Reference value: not more than 3 %
" = Sustainable public finances Government debtas % of GDP  Reference value: Not more than 60 %
_§ Durability of convergence  Long-term interest rate Mot more than 2 percentage points
i above the rate of the three best
= performing Member States in terms
_= of price stability
_= Exchange rate stability Deviation from a central rate Participation in ERM for two years
= without severe tensions

Source:One Currency for One Europe: the Road to the E Belgium: European Communities, 2(

As it was written by Christian N. Chabot, the ebas evolved as an essential step toward the
ultimate goal of “ever closer” political integratidirst outlined in the 1958 Treaty of Rome (37).
Comparing to other currencies euro is quite newenay created by the European Union
member states. This is the currency that becana tegder on January 1, 1999. By 2002 the
euro replaced national currency in Austria, Belgildimland, France, Germany, Ireland, Italy,
Luxembourg, Denmark, Portugal and Spain. The laktrgement of the Eurozone happened in

January 1, 2011 when Estonia became a part ofliti¢ &d adopted the euro.

3.5 Policy-making in the EMU
For now the economic and monetary policies areemtesl on the supranational level.

Maastricht treaty contains the main economic andetary framework, goals and fundamental
principles of economic governance. First of alhitludes the price stability as primary objective
of the monetary policy. Second principle is theependence of the European Central Bank. And

the third principle states for the sustainable ghowf the public finances.



Puchina 26

Unlike monetary policy, the fiscal policy remainsational competence. But the EU puts
different constraints on the fiscal policies of m®mber states at different levels. It is done in
order to coordinate the policies of the states #edneed to support public finances. The EU
exercises the coordination through the Board Ecand?olicy Guidelines (BEPG) and other
coordination procedures. The economic policy becanmeatter of common concern and it is
coordinated through the ECOFIN. Thus the econoralicy includes government tax and
expenditure policies. According to the TEU, all nemrs of the Union are protected against
becoming responsible for financial liabilities dher member states. That is the case of no bail-
out situation.

There are several EU procedures that are relewathiet coordination and conduct the fiscal
policy. These are the Mutual Surveillance Procedame the Excessive Deficit Procedure
lunched by the Lisbon Treaty. One more is the 8Staland Growth Pact established by the
Council. The multilateral surveillance procedureliides the possibility of making confidential
or public assessments of the policies of individue@mber states and to give confidential or
public recommendations to the governments (von Héasje The BEPG consolidate various
policy coordination processes at the level of thé Bs well it acts as a reference for the
multilateral surveillance procedure.

The European Council decides on the proposalsedEtiropean Commission which are done
on the basis of the BEPG recommendations. The EaropCouncil decides on the
recommendations of the ECOFIN as well.

The process of monitoring public finances is sebyphe Excessive Deficit Procedure. And
member states have to ensure that they remainirsaisia in the sphere of public finances. Also
it includes a warrant that the members of the EMW implement appropriate measures in the
sphere, thus enabling to fulfill their obligatiotts maintain sustainable finances. However, “the
practical meaning of this obligation is vague” (Mdagen 5) formally members can be asked to

change their institutions in case if this enablestt to maintain stable public finances. The EU
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common policies and the monetary union can funaotidhout coordination, while sound public
finances are necessary for the EMU to function ergp(von Hagen 5). And there are no
penalties for governments if they fail to adhereaordination. In contrast, maintaining stability
is required; therefore the EMU states can be peswli

The monetary policy procedure is the next conckri998, the Government Council of the
ECB adopted an explicit monetary policy strategarfdemos 26). It contains several key
elements.

First is that the ECB has to keep price stabilitg @stablish a ‘quantitative definition’ of
price stability and the policy aim. This providesthb a firm anchor for inflation expectations in
the euro area and a yardstick for holding the Bardountability (Papademos 2006:27). Second
is that the strategy is forward-looking and has iemeeterm orientation. Such orientation allows
for a gradual response to some economic shocksnigie notion as that the policy should be
designed according to circumstances. Its medium-tetientation also implies that the single
monetary policy can avoid unnecessary high opt-eoiatility in the economy, without
compromising price stability (Papademos 27).

Another element conducts analysis and explainscyalecisions in two perspectives:
economic and monetary. This broadly based framevemdures that the Governing Council
arrives at a robust overall assessment of the mue@nomic situation and the associated risks
to price stability (Papademos 27).

As it was mentioned previously, member states doatd their economic policies at the
level of the EU. The Council for Economic and Ficiah Affairs (ECOFIN) is the relevant
institution for discussion and decision about spegdtaxations and government deficits.
European Commission and the Economic and Fina@caimittee (EFC) serve as secretariats to
the Council of Ministers. The Council, according ttee TEU, adopts recommendations and

policy guidelines by majority voting on a proposéthe European Commission.
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Another body is the Euro Group that was establighedhe European Council in 1997. It
consists of financial ministers of the member statethe euro area. It has no legislative power.
The main role of the Group is to assess the ecansituation and to discuss the policy issues
for the Eurozone. It meets in coordination with BHZR meetings (von Hagen 7). At the
beginning the presidency in the Group changed dlyniut since the Lisbon Treaty came into
force the period was extended to 2.5 years. AlsoTifeaty determines that both the European
Commission and the ECB will take part in meetinfjghe Group.

The Commission has a right to provide political radge for the meetings of the Council. As
well it has a right to provide analysis for multdeal surveillance. The EFC is an advisory body.
It consists of representatives of national banks® aiministrations, two representatives from the
ECB and the Commission. Commission and the EFCramaeroeconomic and financial issues.

And the Economic Policy Committee is concerned wsttiactural policies.

" Lisbon Treaty
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Chapter 4: Analysis of the Greek debt crisis
Economic crisis arrived in Europe in August 20a8cHanged the economic and fiscal

situation. The sector of public finance was undeediby the very sharp decline in economic
activity. Table 4 shows the change of the government balance irEtltezone countries. In
2009 the Greek government balance was -13.6% @B, comparing to -3.3% of German’s.

For that year it was the second worst result anothgr 16 EMU states.

Table 4: General Government Balance in the Eurozone Couninié$ of GDF
Country 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Eurozone -1.4 0,0 -1.9 2.6 -3.1 -2.9 2.5 -1.3 -0.6 2.0 6.3 5.6
Austria -2.3 1.7 0,0 0.7 -1.4 -4.4 -1.6 -1.6 -0.6 0.4 -3.4 56
Belgium 0.6 0.0 04 0.1 0.1 -0,3 2.7 0.3 -0,2 -1.2 -6.0 £.3
Cyprus 4.3 -2.3 2.2 4.4 6.5 -4.1 24 -1.2 3.4 0.9 -6.1 6,3
Finland 1,6 6.9 5.0 41 26 24 2.8 4.0 52 45 2.2 -4.2
France -1.8 -1,5 -1.5 =31 -4.1 -3.6 -2.9 2.3 2.7 -3.4 -1.5 -rA
Germany -1.5 1.3 2.8 -3.7 4.0 -3.8 -3.3 -1.6 0,2 0,0 -3.3 4.6
Greece - 3.7 45 48 586 75 52 29 3.7 77 1386 -TA
Ireland 27 48 0.9 -0.4 0.4 14 1.7 3.0 0,3 -7.2 143 133
Italy -1.7 -0.8 -3.1 29 -3.5 -3.5 -4.3 -3.3 -1.5 2.7 -5.3 -5.6
Luxembourg 34 6,0 6,1 21 0,5 -1.1 0.0 1.3 37 25 0,7 4.4
Malta =17 -6,2 6.4 5.5 99 4.7 -2.9 2.6 2.2 4.7 -3.8 4.4
Holland 0.4 20 -0.2 2.1 -3.1 -1.7 -0.3 0,5 0,2 0.7 -5.3 -5.7
Portugal -2.8 -29 4.3 2.8 29 -3.4 -6,1 -39 26 2.7 94 -T.3
Slovakia -74 -12.3 -6.5 8.2 -2.8 -2.4 -2.8 -3.5 -1.9 2.3 -6.8 4.4
Slovenia -3.0 -3.7 -4.0 2.5 2.7 22 -1.4 -1.3 0,0 -1.8 5.5 5.6
Spain 14 10 06 05 02 0,3 1,0 2,0 1.9 41 112 125
Source Prokopijeve,Miroslav. “Euro Crisis.” PANOECONOMICUS 3 (2010) @3

4.1 Buildup and outbreak of the crisis
A fall of GDP for more than -2% justifies a defistirpassing -3% (Prokopijeév874). There

are several reasons for that deficit. First, coastwere not ready to reduce the gap between high
expenditures and low revenu@sble 5 contains data of Greek government deficit and sisrpl
for 2009. At this year the deficit of Greece wasthtimes bigger comparing to that of 2006.
Second, due to a rise in layoffs, more people gemployment compensation and this
expenditure is higher. Third, the fiscal stimuloghe euro area in 2009 and 2010 is estimated to

be at least 2% of GDP per year (Prokopije¥t4). Fourth, rising risks in debt service enldrge



risk spreads, making debt service and borrowingenmmostly for a majority of euro area

countries.
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Table £: GDP, government deficit/surplus and debt in Gegec 2009

2006 2007 2008 2009
Greece
GDP mp (million euro) 211 314 227 134 236 936 235035
Government deficit (-) / surplus (+) (million euro) -12 109 -14 465 -22 363 -36 150
(% of GDP) 5.7 -6.4 -9.4 -15.4
Government expenditure (% of GDP) 452 46.5 492 53.2]
Government revenue (% of GDP) 391 398 397 37.8|
Government debt (million euro) 224 204 238 581 261 396 298 032
(% of GDP) 106.1 105.0 110.3 126.8|

Source: Eurostat. November 2010

During the decade preceding the global financigicrthat started in fall 2008, Greece’s
government borrowed heavily from abroad to fundssatial government budget and current
account deficitsNelson, Belkin, and Mix 2

Between 2001, when Greece adopted the euro asuitency, and 2008, Greece’s
reported budget deficits averaged 5% per year, aoeabto a Eurozone average of 2%,
and current account deficits averaged 9% per ymanpared to a Eurozone average of
1%. In 2009, Greece’s budget deficit is estimatetidve been more than 13% of GDP
(World Economic Outlook 2009).

Many attribute the budget and current account defio the high spending of successive

Greek governments.

Greece funded these deficits by borrowing in irdéomal capital markets, leaving it with
a chronically high external debt (Country Reportl@0 Both Greece’s budget deficit and
external debt level are well above those permittethe rules governing the EU’s Economic and
Monetary Union. Specifically, the TEU calls for lged deficit ceilings of 3% of GDP and
external debt ceilings of 60% of GDP. Greece isalohe, however, in exceeding these limits.
Of the 27 EU member states, 25 exceed these limits.

Greece’s reliance on external financing for fundinglget and current account deficits
left its economy highly vulnerable to shifts in @stor confidence. The outbreak of the global

financial crisis in fall 2008 led to a liquidityisis for many countries, including several Central
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and Eastern European countries. In contrast, teekcgovernment initially weathered the crisis
relatively well and had been able to continue agiogsnew funds from international markets.
However, the global recession resulting from thearficial crisis put strain on many
governments’ budgets, including Greece’s, as spgndcreased and tax revenues weakened.

The fears of investors have centered on Greecgalfposition and outlook, which have
deteriorated significantly over the past year. Bipeead between Greek and German 10-year
yields has increased at the beginning of 2008 @elBelkin, and Mix 4). This spread widening
reflects a process of credit differentiation whitds gone on across the euro area during the
recession and financial crisis. The situation ir€se has been far more dramatic than in other
weaker Eurozone countries.

The key factor underlying the abrupt sell-off ine@k bonds has been a disturbing
depreciation in the country’s fiscal position. IrctGber 2009 the new socialist government
revised up the estimate for the 2009 budget defiioih 6.7% of GDP to 12.7% of GDP (Is
Greece heading for default 4). This move shockedstors not only because of the scale of the
upgrade, but also because of the admission by thekGauthorities that past deficit figures had
been misleading. Figures prove an underestimatsh Geeasures of the deficit for 2009 look
significantly larger and there have been significaesent downward revisions to GDP.

Before the crisis, Greek 10-year bond yields wededl 40 basis points above German
10-year bonds. With the crisis, this spread in@dds 400 basis points in January 2010, which
was at the time a record high (qtd.Neelson, Belkin, and Mix3). High bond spreads indicate
declining investor confidence in the Greek econofaple 6 contains the data on foreign direct
investments in Greece. Despite increasing nervasssarrounding Greece’s economy, “the
Greek government was able to successfully selliéi®rbin bonds at the end of January 2010”
(Nelson, Belkin, and Mix 3)However, Greece must borrow an additional €5H4ohilto cover

maturing debt and interest payments in 2010.
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At the end of March 2010, Eurozone member statesigeld to provide financial
assistance to Greece in concert with the Internatidonetary Fund, if necessary, and if
requested by Greece’s government. Negotiationdasnissions about the package continued in
April 2010, when Eurostat released its estimat&dece’s budget deficit. This led to renewed
questions about Greece’s ability to repay its de®is April 23, 2010, the Greek government
formally requested financial assistance from th& ldhd other Eurozone countries. In late April
2010, the spread between Greek and German 10-gedslveached a record high of 650 basis
points, and one of the major credit rating agend#sody’s, downgraded Greece’s bond rating
by one notch (Is Greece heading for default 6).Apnl 2010 the status of Greek bonds was
rated to “junk” status.

In meetings with members of the German ParliaméktF Managing Director
Dominique Strauss-Kahn reportedly raised the prdspé a three-year assistance package to
Greece totaling €110 billion. As negotiations amadhg IMF, Eurozone member states, and
Greece continued. Greece agreed to additional ritysteeasuresThe Greek government has
promised to slash its public deficit from nearly?d®f gross domestic product to nearly nine
percent of Gross Domestic Product by the year's @mndece's debt is currently estimated at
more than $404 billion - or about 113 percent ®GDP (VOANews.Com).

Despite the substantial size of the financial &ste package, the threat of Greece’s
crisis spreading to other Eurozone countries reethiBond spreads for several other European
countries spiked and the euro started to depre@gidly. In a bid to “save the euro,” on May 9,
2010, European Union governments announced thatvtbald make an additional €500 billion
available to vulnerable European countridgeléon, Belkin, and Mix ¥ Following the
announcement, the market reacted positively, asl lIspneads for several vulnerable European

countries dropped and the euro began to strengthen.
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4.2 Possible causes — domestic and international
Greece’s current economic problems have been cabhged mix of domestic and

international factors. Domestically, high governmgpending, structural rigidities, tax evasion,
and corruption have all contributed to accumulatbriebt. Internationally, the adoption of the
euro and lax enforcement of EU rules that are aiatéiniting the accumulation of debt are also
have contributed to Greece’s current crisis.

Between 2001 and 2007, Greece’'s GDP grew at anageeannual rate of 4.3%,
compared to a Eurozone average of 3.1% (IMF 2Q8@jh economic growth rates were driven
primarily by increases in private consumption anflg investment financed by the EU and the
central government. Over the past six years, howeeatral government expenditures increased
by 87%, revenues grew by only 31%, leading to budgécits well above the EU’s agreed-
upon threshold of 3% (Greek Ministry of Finance @010bservers also identify a large and
inefficient public administration, costly pensiondahealthcare systems, tax evasion, and the
absence of the will to maintain fiscal discipline major factors behind Greece’s deficit.
According to the OECD, as of 2004, spending on ipuddministration as a percentage of total
public expenditure in Greece was higher than in@hgr OECD member, with no evidence that
the quantity or quality of the services are supe(ieconomic Survey 2007). This trend has
continued. Greek government expenditures in 20@®wded for 50% of GDP, with 75% of
public spending going to wages and social bendfitdF Survey online 2010). Greek
governments have taken steps to modernize and labatsothe public administration. However,
observers continue to cite poor productivity in fhgblic sector as an obstacle to improved
economic performance. An aging Greek populatioexigected to rise could place additional
burdens on public spending. According to the OEGEeece’s replacement rate of 70%-80% of
wages is high, and entitlement to a full pensiogqunes only 35 years of contributions,

compared to 40 in many other countries (Economig&u2009).
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Weak revenue collection has also contributed toeGrs budget deficits. Many
economists identify tax evasion and Greece’s umdszb economy as key factors behind the
deficits. They argue that Greece must address thesl@lems if it is to raise the revenues
necessary to improve its fiscal position. Observeifer a variety of explanations for the
prevalence of tax evasion in Greece, including heylels of taxation and a complex tax code,
excessive regulation, and inefficiency in the puldector. Prime Minister Papandreou has
committed to cracking down on tax and social séguwontribution evasion. Observers note,
however, that past Greek governments have hadeshf imixed success seeing through similar
initiatives (Nelson, Belkin, and Mix 6)

Greek industry is suffering from declining interioatal competitiveness. Economists cite
high relative wages and low productivity as a priynfactor. Wages in Greece have increased at
a 5% annual rate since the country adopted the, elrout double the average rate in the
Eurozone as a whole. Over the same period, Gregérexto its major trading partners grew at
3.8% per year, only half the rate of those coustrimports from other trading partners (Is
Greece heading for default 7). Some observers dhmgiidor Greece to boost the competitiveness
of its industries and reduce its current accouricideit needs to increase its productivity,
significantly cut wages, and increase savings.tAwas discussed by many scholars and officials
Papandreou government has begun to restrain pstior wages and hopes to increase Greek
exports through investment in areas where the cpilnais a comparative advantage. In the past,
tourism and the shipping industry have been thekseeonomy'’s strongest sectors.

Greece’s adoption of the euro as its national ogyen 2001 is seen by some as a
contributing factor in Greece’s buildup of debt.tkvthe currency bloc anchored by economic
heavyweights Germany and France, and a common argr@blicy conservatively managed by
the ECB Nelson, Belkin, and Mix 6)investors have tended to view the reliability eafro
member countries with a heightened degree of cenfid. The perceptions of stability conferred

by euro membership allowed Greece to borrow at eerfavorable interest rate making it easier
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to finance the state budget and service existirgt. ddowever, this benefit may also have
contributed to Greece’s current debt problems. @ess argue that access to artificially cheap
credit allowed Greece to accumulate high levelsleft. Critics assert that if the market had
discouraged excess borrowing by making debt fimapenore expensive, Greece would have
been forced to come to terms earlier with the rfeedusterity and refornNelson, Belkin, and
Mix 6).

The lack of enforcement of the Stability and Growtct is also seen as a contributing
factor to Greece’s high level of debt. In 1997, Elédmbers adopted the Stability and Growth
Pact. They agreed to enhance the surveillancer@ndcement of the public finance rules set out
in the Maastricht Treaty’s convergence criteria EvIU. The 1997 Stability and Growth Pact
clarified and sped up the excessive deficit prooedo be applied to member states that
surpassed the deficit limit. If the member stateleemed to have insufficiently complied with
the corrective measures recommended by the Europeammission and the Council of the
European Union during the excessive deficit prooedthe process may ultimately result in a
fine of as much as 0.5% of GDP (Resolution of theopean Council 1997).

Following the launch of the euro in 1999, an insieg number of member states found it
hard to comply with the limits set by the Pact. c8ir2003, more than 30 excessive deficit
procedures have been undertaken. The EU, howesasrnéver imposed a financial sanction
against any member state for violating the defimit. The lack of enforcement of the Stability
and Growth Pact is thought to have limited the tbeeEU can play in discouraging countries to
reduce debt level.

The European Commission initiated an excessivecitigfrocedure against Greece in
2004 when Greece reported an upward revision @063 budget deficit figure to 3.2% of GDP.
In its report, the Commission indicated that thaldy of public data is not satisfactory, noting
that the Eurostat had not certified or had unitgramended data provided by the National

Statistical Service of Greece since 2000 (Europeammission 2004). Subsequent statistical
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revisions between 2004 and 2007 revealed that @rkead violated the 3% limit in every year
since 2000, with its deficit topping out at 7.9%&DP in 2004 elson, Belkin, and Mix 7)The
Commission also noted that Greece’s debt had baleove 100% of GDP since before Greece
joined the euro” (IMF 2009), and that the statatievisions had pushed the debt number up as
well. The EU closed the excessive deficit procednr2007, with the Commission pronouncing
itself satisfied that Greece had taken sufficiemiasures, “mainly of a permanent nature,” and
that the country’s deficit would be 2.6% of GDP2iD06 and 2.4% in 200Nglson, Belkin, and
Mix 7). The Commission also concluded that “the Greelistitzal authorities improved their
procedures,” leading to “an overall higher quabfydata” (European Commission 2007). The
Commission opened a new excessive deficit proceidu2®09 when Greece’s 2007 deficit was
reported at 3.5% of GDP (European Commission Cgtsgecific procedure), and that

procedure is ongoing in the context of the cursotation.

4.3 Shipping and tourism industries after the erisi
Hence the crisis is a significant event for a coyrthis chapter narrates about its influence

on main economic sectors of Greek economy. Thusuthenage will be drawn. Food, tobacco
processing, chemicals, textile, metal products;gbeim and industrial products are among the
main industries of the Greek economy. And this tdrapeviews situation with two biggest and
most important sectors that are tourism and shgopin

Historically and traditionally Greece is the marimation. This sector of economy represents
8% of the countries GDP and controls 40% of theopean vessels (Greece Shipping Sector 1).
Most Greek-owned shipping firms are now locatedGieece, and in 2008 shipping accounted
for a net income of 11 billion euro in the Greelomamy, covering around a quarter of the
country’s trade deficit (Icaza, Marzo, Popa, Sahdrad Saravelos 14-15). Thus, Greece is one of
the main contributors of the EU marine trade. thlasng the importance of the sector to

Greece’s economy, total commitments from the domestd international banking community
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amounted to $67 billion at year-end 2009, and tlmsemitments have been growing during
2010, with a positive outlook for 2011 and beyoaddxa on a gradually improving domestic and
global economy (Greece Shipping Sector 1). Durexgegal years there was a steady increase in
terms of different kinds of shipping transportatibowever the last two years show the decrease
though not a big as it was supposédble 7 graphically represents the change in volume of
vessels, dead weight tonnage and gross tonnagieef@eriod of twenty years. It also shows that
their volume didn’t changed significantly after tatburst of 2008 global crisis.

Crisis caused global banking problems, loss of womws confidence, the significant
downturn of international trade and the decreasaige of vessels. However, the effect on with
both treading carefully as to find a way to ride the storm and deal with lower cash flows and

vessel value problems (Greece Shipping Sector 6).

Table 7: Greek controlled shipping fleet
300 4500
- 4000
250 - 3500
200 - 3000
- 2500  =—t=DWT
150 2000
- T
100 - 1500
L # of Ships
50 - 1000
- 500
D T T T T T T T T T T T T T T T T T T T T T G
1989 1991 1993 1995 1997 1999 2001 2003 2005 2007 2009
Source qtd. in Greece Shipping Sec. Nova Capital Partners, New Y 201(

Greek ship finance has been of little size withaoy mergers, acquisitions, bankruptcy, or
substantial lay-offs. It is said that this year @0fas a year of adaptation by both owners and
banks.

Despite challenges mentioned above 2010 has shome signs of recovery as the rate of

decline of Greek ship finance has slowed downrimseof the presence of different banks of the
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world who seek to take advantage of the nowadaymt®n in Greek shipping sector, “to
capitalize on market opportunities arising from theak economy, the Greek government’'s
foreign direct investment incentives, and gene@egnment reform providing grounds for
increased competition (Greece Shipping Sectorazacet al. 28).

Tourism is another main economic sector, whichreggnts 15% of country’s GDP and
almost 17% of the employment. Thus, a change in@odc situation can significantly influence
on the economy of Greece. The economic downturrcoahfive billion euro for Greek tourism
industry (The Herald Sun 2011). The associatiorsodek tourism enterprises estimates 20%
decrease of booking in nationwide arrivals and rfinise shipping, 50% fall in luxury boat
booking. These numbers predict that this year thdieapproximately three million tourists less
than last year. Comparing to the British pound &adt European currencies the euro raised
significantly, therefore Egypt and Turkey becameager and more attractive to spend summer
vacancies. People in Greece are unsatisfied, thaggt on the streets and this makes travelers
from around the world to postpone or even canceir ttiips. And as a result all those who
involved in the tourism sector lose expected reesnurhe Greek government reduced the
airport fees and the docking fees for cruises assalt airline and cruise companies benefit
(TravelObserver.Com).

Crisis-stricken Greece plans to spend more thami@libn of euro over the next three
years on improving Vvisitors’ service at historictesi and museums to boost tourism
(FoxNews.Com). The reason is that most of Greekennus and monuments lack basic services
e.g. restrooms, parking lots etc; and none of thetrpopular places meet requirements such as
translated signs or facilities for blind people.

Thus in contrast with the shipping, Greek tourisuifers significantly and needs for

substantial funding to be improved.
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4.4 Consequences of the crisis for Greece and ke E
Previous chapters analyzed the causes that causexlisis and showed its influence on the

main sectors of Greek economy. Now the outcomest esinvestigated. It suggests the
consequences of the crisis both for Greece — vafitipe and negative possibilities — and for the
European Union.

In order to return to a situation of credible EMW@mmitment Greece must have the
willingness and the ability to implement those reie that are strongly necessary to improve it's
the fundamentals of its economy. As well it musivranvince markets not only that she wants
but also can implement the required reforms (Arghyand Tsoukalas 16). Thus, Greece can
meet positive or negative outcomes.

“In positive case Greek government will show defeation in implementing reforms”
(Arghyrou and Tsoukalas 16) and with a conditicat fublic opinion will support them without
strong opposition. One more condition of this dasat recession won’t be delayed and no any
further shocks will appear. In addition it supposasleoffs between short-term looses and long-
term benefits. It will show the progress in implartaion of the reforms and will give a strong
degree of confidence that Greece will graduallyabke to build them. In time, reforms will be
seen to have progressed enough to establish folidemce in Greece’s ability to maintain EMU
participation, allowing withdrawal of the emergenEW/IMF fiscal guarantee and a gradual
return to a regime of credible commitment and fissstainability (Arghyrou and Tsoukalas
16). Finally, Greece will achieve the sustainabiengh of the economy that will be strong and
restructured.

The negative case supposes that the governmeng whplementing reforms will meet
strong public resistance against them. In that,casekets will refuse to lend Greece funds and
the EU/IMF rescue mechanism, which will certainiwalve conditionality clauses, will be
discontinued (Arghyrou and Tsoukalas 17). In thas/wareece will have no other option rather

than to abandon the euro and to leave the EMU. . TBusece will re-establish drachma which
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will be highly devaluated against euro. In thisec&reece looses the financial support of the
EMU.

Thus the success of the government reforms is fldjyendable on the public opinion.

Euro is a single currency for 17 countries, whosenemies are, thus, interconnected,
different and dependent on each other. Therefbeegtonomic instability shift the balance and
others have to be alerted. Although none of theropleriphery EMU countries tick, as Greece
does, all boxes in the explosive triplet of budgdeficit, current account deficit and debt to GDP
ratio, they are either close of doing so or thegvewnge fast towards that point (Arghyrou and
Tsoukalas 19). Any further increase in the budgsficd of these countries can lead to the
default of the bonds and the emergence the Grdexesituation. In order to avoid the same
situation as Greece has these countries havertmide economic reforms that will show their
capacity for further participation in the EMU. Spiler from Greece into Balkans might be
possible too via trade and, more importantly, viaaricial links (Georgios P. Kouretas,
Prodromos Vlamis 398). The financial links of thee€k banks are widespread and they are

“aggressive lenders” in Balkans countries.
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Chapter 5: Analysis of the solutions to meet the @is
Today Greece government implements an austerity fgaeduce budget deficit. IMF and

the EU designed a rescue package to bail GreeceThist chapter investigates both of these

plans and as well discuses what Greece can cortrde or what new can be done.

5.1 Greek austerity plan
Any austerity plan supposes the sharp and hargleaks of budget spending. And the Greek

government of Papandreou applied a series of dystiscal measures. The main principles of
its plan are to cut spending and to increase takiesvever, they did not appear to enable Greece
to raise money to pay for its debts. Investors tlerpress a lot of confidence about Greek
survival and further stable functioning.

In autumn 2009 Greek government announced abouttbation of the three different
packages of fiscal measures. Their main aim istvahse the deficit from 13.6% in 2009 below
3% (Maastricht criteria!) in 2012l'he austerity plan was detailed in the Stabilitg &rowth
Programme for Greece. It was submitted to the EranpCommission on January 2010 and
approved on February.

The specific longer-term budget deficit targetsabbshed by the government are 8.7% of
GDP in 2010; 5.6% of GDP in 2011; 2.8% of GDP in20and 2% of GDP in 2013 (Greek
Ministry of Finance 2010). The main features of the revenues are about the increase of the
VAT. The main VAT is to be raised from 21% to 23%he government expects the new VAT
increases to generate additional revenues of €h80r 0.3% of GDP) in 2010 and €1.00 bn (or
0.4% of GDP) in 2011Georgios P. Kouretas, Prodromos Vlamis )33 other measure is the
increase of the tax on fuels, tobacco products lzdhrages, which is supposed to bring an
increase of the revenues from 0.2% of GDP in 2@10.83% in 2011. As well taxes on luxury
goods, introduction of the ‘green tax’ and on firmpsofits are the measures to increase the
revenues in budget. The measures to cut spendengharp as well and focus on the cuts in civil

services.Thus the 13th and 14th annual salary installmeniisbe abolished for civil servants
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earning a gross salary in excess of €3,000/mohéhPublic Investment Budget for 2010 will be
reduced by €0.5bn (or 0.2% of GDP); a 3-year freezeages and pensions and further cut
backs in central government operational costs (@esP. Kouretas, Prodromos Vlamis 398).

There is a hope that this program will stabilize #conomy and will make it to go up.
However, the mix of taxes that are to be incream®dl sharp cuts in spending could lead to a
worse situation. It can result in even higher unleympent, decrease in demand for goods and
services and can cause deepen of the recessiorefditee the monetary and fiscal authorities of
Greece have to plan and implement such measurewithpush the economic growth and the
reduction of unemployment simultaneously.

At the same time government announced that thetstel of Greek economy requires the
changes to be brought in public administrationJthezare and pension systems; and measures to
improve situation with employment, the developmehthe private sector, more support for
innovations and researches etc.

Comparing to the other European pension system$sthek one is seen as far from the
strictest one. Therefore, the government decidediige the retirement age and to change the
calculation principle based on the lifetime conitibn. Papandreou has announced a similar
effort to tighten public regulation and strengttemtountability in what is widely considered an
inefficient Greek health care systeie{son, Belkin, and MixX). The restructure of the public
administration will concern about the reducing lbé local government authorities and legal
public entities. For now the unemployment is aeaing quite quickly. And the Greek
government hopes to counter these trends by atigacew foreign investment in Greece and by
boosting exports of goods and servicdel§on, Belkin, and Mi®). As well authorities plan to
strengthen sectors with strong comparative advastdgr trade and investments. However,
public opinion has been divided almost equally ennts of the question whether all these

measures are good or they aren't.
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5.2 IMF/EU rescue package
The EU currency was not introduced because of enanoonsiderations, but because the

European Union is pretending to be a genuine siatke states are expected to have single
national currencies

On April 23, 2010 Greece formally asked for finadielp other Eurozone countries. After
the mechanism of financial assistance was desigosgosing of bilateral loans. One part is an
assistance of the EMU members which is borrowet @ib% of interest rate; the second part is
loaned by the IMF. The three years rescue packageorth about 110 billion of euros. The
largest bilateral loans from EMU are provided byri@any and France. And these countries
demanded for a detailed plan of measures, thusc&mest show an ability to serve its austerity
plan.

At the beginning the EU insisted that the Greekisiis of its own concern. It was an attempt
to demonstrate its strength and ability to take cdrthe problems. ECB and other officials were
strongly opposed to the intervention of someonenfoutside. However, IMF involvement was
reportedly a key condition of Chancellor Merkel'dliwgness to compromise and agree to the
“safety net” mechanism (Nelson, Belkin, and Mif). Previously Greek authorities told that
they would ask for the IMF assistance if the EUefdito provide help.

Of course, a lot of disputes arose after the EMUisiien to help Greece. The concern is
about whether other members should pay for the K3rgstakes and thus bail it out. According
to the definition of the bailout, it involves arjention of liquidity into a failing company, or in
this case a country, to keep it from going undée sources of this liquidity can vary
(WiseGeek.Com). Authorities undertake the bailautcase when the consequences of the
collapse of the company/country will be terrible.the legislation of the EU there is no a legal
basis that prescribes clearly on bailout and wirat kf procedure it must have. Neither TEU not
the Lisbon treaty contains any mechanism for suad®e.cSome countries e.g Slovenia, Slovakia

etc. are strongly against to bailout with or with@ny legal bases. Moreover, the German



Puchina 44
economy has also been badly affected by the ctisst year, Germany’s GDP fell by 5%, the
biggest drop since the war, with a drop of 15% xpaets and 20% in sales of German
manufacturers (Belien 2010). The German peoplenateprepared to lift countries such as
Greece, Romania, Spain, Portugal and Ireland otlteofecession at its own expense.

However, in spite this opposition, not only 17 memsbof the EMU today are obliged to
bailout, but all other 26 members of the EU camrade to do so. In December 2010 the Article
122 of the TEU went into force. Now this article yrize seen as a legal base to bailout. It sais
“where a member state is in difficulties or is easly threatened with severe difficulties caused
by natural disasters or exceptional occurrencestmkyts control, the council of ministers, on a
proposal from the European Commission, may gramdeu certain conditions, Union financial
assistance” (Belien 2010). The decision must bertdky majority voting. And even countries
which opted out e.g. Britain might be forced tovpde an assistance if the Council requires
under this article. The biggest fear is that ifytheovide assistance for Greece other countries
like Spain, Portugal, Ireland, Italy may ask fofphéAnd this consequently means that France,

Germany, the UK etc. may be required to contrilewen more money.
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Conclusion
The global crisis that hurt economies a lot is @nésd since 2008 and makes be nervous

about the future consequences. As one of the igdnidgest markets the EU met challenges.
The EU is a unification of different sovereign ctiigs. The monetary policy that fits everybody
is hardly to achieve and it may be not appropriateall EMU members. Therefore, some
countries express less willingness to help othemné¢et the crisis. The shift of the balance in

stability and opinions appears.

Current situation with Greek economy is a hugelehgk for the EU and the EMU to show
their ability for well functioning. As the 17 ecomdes are interconnected by the euro, an event
such as debt crisis in one country causes theioeact other economies. However, it is quite
disputable that only the Greek debt crisis willyiyke the collapse of the euro system and the
EMU. Thus, today th®apandreogovernment has to implement the measures of thergys
plan and ask for financial assistance from EU aktF Idesigned in the rescue package.
Nevertheless, it is quite disputable if these pleas strengthen the Greek economy. In short-
term until 2012 they supposed to cover the budgétitl but there is a doubt that they are able
to raise the Greek economy at the same level asa$ieEU countries have. It may remain in the
group of poor Europe. Thus the crisis will have asipive effect only in terms of the deficit
recovery, but not the economy strengthening. Magedhre Greek government has to take into

account the public opinion on the policies and pldrey implement.

In addition, many people think of a possibility fGreece to return to drachma. In this case
Greece will take back the right to establish itsnawonetary policy and it will be independent
from the EU decisions. But this case seems vergalno be happen. Greece would have to
abandon the euro and simultaneously leave the tBubuld negatively influence the whole euro
system and the EMU member states. The devaluafidheore-established drachma might be

very big and cause the worse situation than ibis hoth in Greece and the EMU.
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Appendix
Table 6: Net Foreign Direct Investment in Greece by counfrgrigin (in min. euros)

Source:Bank of Greece, Statistics Department 201

COUNTRY
ORIGIN

OF

TOTAL

EUROPE

EUROPEAN UNION

EURO AREA

AUSTRIA

BELGIUM

GERMANY

SPAIN

FINLAND

FRANCE

IRELAND

ITALY

LUXEMBOURG

NETHERLANDS

PORTUGAL

SLOVENIA

CYPRUS

MALTA

SLOVAKIA

2010

1651,9

1686,4

1569,7

1766,6
sOfns
-74,3
210,2
-45,5
6,5
1005,8
14,5
-158,7
269,8
2211
0,5
-0,3
366,8

15

2009

2008

1753,8 3071,1

1624,3 2982,0

1561,1 2907,9

1601,4 3043,3

182,8
-84,1
670,5
67,5
4,4
426,8
43,5
-88,2
245,3

138,6

=3Il02
-194,6

2941,4
59,9

3,2

254,2
11,5

0,3

2007 2006 2005 2004 2003
1542,7 4268,8 501,3 16924 1
129,9
1498,0 4223,8 298,2 18444,
386,4
1440,8 4058,7 2319 13551 1
660,3
1679,2 3310,0 -21,9 697,853,2
-10,2 48,3 65,6 19,9 6,7
-34,1 65,6 -46,0 1,5 -6,6
2675 -72,9 -225,3 -220,2 -56,9
255,9 24,5 45,9 3,3 14,8
1,0 11 0,3 -1,1 0,0
307,1 2340,3 23555 3091 212,3
14,7 13,2 19,4 3,2 -10,4
17,8 92,8 96,1 72,5 92,0
390,3 147,12 256,8 406,0 506,8
2151 4149 -565,0 83,9 158,6
0,5 28,7 38,1 0,3 29,2
0,4 0,0 0,0 0,0 0,0
253,2 206,2 56,6 19,0 6,7
0,0 0,2 0,0 0,0 0,0
0,1 0,0 0,0 0,0 0,0



EU MEMBERS

NOT BELONGING TO
EURO AREA

DENMARK
UNITED KINGDOM
SWEDEN

CZECH REPUBLIC
ESTONIA
HUNGARY
LITHUANIA
LATVIA

POLAND
BULGARIA
ROMANIA

OTHER EUROPEAN
COUNTRIES

of which: ALBANIA

SERBIA &
MONTENEGRO

CROATIA

FYROM

SWITZERLAND
TURKEY

RUSSIAN
FEDERATION

AMERICA
of which: USA

CANADA

-196,9

4,5
-216,1
6,9
4,5
0,3
0,2
0,6
3,6
1,2
-1,6
1,4

116,7

1,7

0,1

48,8

-40,3

63,2

0,2

0,0

0,0
0,0

56,1

-135,4

=S85

-115,9

74,1

0,2

0,2

0,3
0,2

63,0

1,2

5,6

79,2
64,2

-1,3

-238,4

3,7

-268,4

57,2

0,2

0,3

54,1
41,6

0,2

748,6

-45,8
783,2
5,3
0,0
0,1
1,3
0,3
0,1
2,3
0,6
13

165,1

0,2

-0,4

0,0
0,1

72,3

0,7

-373,5
94,9

3,4

Puchina 51

253,9  657,7 707,1
55 =578 0,9
259,0 6489 701,8
13,7 10,7 4,6
0,0 0,1 0,0
0,0 0,0 0,0
-0,1 3,1 0,0
-123 0,6 0,0
0,1 0,1 -0,4
-0,7 -0,6 0,0
-0,1 -0,8 0,1
-0,4 -0,9 0,1
66,3 89,7 -273,9
0,2 0,2 1,2
0,4 0,1 0,1
0,0 0,2 0,0
0,0 0,0 -0,1
41,4 69,9 AHINS
-0,3 -0,5 -0,1
6,4 6,4 -4,3
190,6  267,7 -11,9
97,1 2159 46
1,9 1,9 -1,0



Puchina 52

of which: CHINA

AFRICA

NON  ALLOCATED
COUNTRY

0,1

-33,0
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