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Abstract

The aim of the euro was to speed up the integration process and economic
development in Europe. History of euro showed us that these optimistic goals have
been only partly fulfilled. This modest result has several essential roots. Our
research showed that Europe have not been and is even not today the optimal
currency area. The architecture of the EMU was incomplete: in building up it was
not given enough power to ECB, also were underestimated vitality national interests
in member states. Therefore common interests in euro area were not enough
protected. Last global financial and economic crisis showed clearly main
weaknesses of euro and enforced to start to liquidate them. We conclude that resent
reforms and enlargement of the EMU (Estonia) probably will strengthen this union.
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Introduction

The introduction of euro had political and economic factors: to speed up the
integration process in Europe and economic development of this region. Namely, it
has been presumed that introduction of a common currency makes the European
economy more efficient due to the better allocation of resources.

The 11 years history of euro has showed us that these optimistic goals have been
only partly fulfilled. This modest result has several essential roots like in the
framework of the common currency so in fact that Europe is not the optimal
common currency zone. Some experts are even forecasting the collapse of euro in
near future (Krugman, 2011).

In our paper we try to find some roots of the weaknesses of euro and to show some
possibilities to improve the credibility of our common currency.

Europe is not an optimal currency area

Integration of markets needs also integration of monetary systems. So EMU
(European Monetary Union) is not the first monetary union in Europe. For instance
beginning in 1379 until the Napoleonic wars, cities along the Baltic Sea and North
Atlantic Ocean joined together in the trading association known as the Hanseatic
League, and cities and principalities inside Germany formed the Monetary
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Federation of the Rhine. Within each group there was agreement upon the same gold
and silver content for coinage (Einaudi, 2000, p. 2).

In 1838 a German Monetary Union was established. “Baden, Bavaria, Frankfurt,
Hesse, Nassau Saxe-Meiningen (joined later), Schwarzburg-Rudolstadt (joined
later), and Wurttemberg agreed on a monetary union with the northern states
adopting the thaler and the southern states, the florin with a fixed rate of exchange
between them.” (Hawkins and Mason, 2003, p. 27).

It may be seen that the idea of European monetary integration in the 20th century
arise already in 1957 when was established European Community and it was
developed ahead in Werner Report in 1970. But it took thirty years to realize it. Euro
was formally introduced on 1 January 1999 as a unit of account for banks and
corporations for eleven EU countries. Only on 1 January 2002 euro coins and bills
became available to the people of the twelve member states. Three other members of
the EU (European Union) have thus far decided not to adopt the euro. To be honest
it is necessary to say that a bit later Denmark (in September 2000) and Sweden (in
September 2003) voted by referendum unsuccessfully about adopting the euro.
Basic idea for the common currency was that for countries joining the monetary
union have much bigger benefits of exchange rate stability for international trade
against the costs of giving up monetary policy independence when they are forming
the optimum currency area (OCA).

The theory of OCA was developed by Mundell (1961) and McKinnon (1963). Very
important aspects of the OCA are synchronisation of economic cycles, resilience to
asymmetric shocks, flexibility of prices and wages and international labour force
mobility. Some of these criteria are not fulfilled by the present members of the euro
area. For example, mobility of labour force is insufficient in Europe mainly by
language and cultural differences. It is possible to see from unemployment statistics.
So before the start of the latest recession (Q4 2007) unemployment rose from 7,6 %
level in euro area to 10 % in the second quarter 2010. At the same time
unemployment rose moderately by 2 percentage points in Italy (reaching 8,5%) and
by 1 percentage point in France and Belgium (raising to 8,9 and 8,2% respectively).
Spain and Ireland saw the largest increases in the unemployment rate. These two
countries rank among the euro area countries with highest unemployment rates (20%
and 14% respectively in second quarter of 2010 (ECB Monthly Bulletin, December,
2010, p. 74).

Professor Axel A. Weber, President of the Deutsche Bundesbank in his lecture “The
Euro: Opportunities and Challenges” mentioned that the single monetary policy
requires that member states should be able cope to with asymmetric shocks to which
a common monetary policy cannot respond. But in the EMU were large government
deficits in some member states as well as persistent current account divergencies
between member states. While some countries, such as Germany or the Netherlands,
had been recording persistent current account surpluses, other countries such as
Greece, Ireland, Spain or Portugal, had been posting persistent deficits. The problem
with this development was that the deficit countries had not always used the

288



inflowing capital in an efficient way. Instead of financing investments to increase
productivity and to raise potential output, government and private consumption were
propped up while in some instances, capital imports helped to fuel bubbles on
domestic real estate markets (Weber, 2011).

Years before introducing euro it was known that European Union is not enough
integrated to be the OCA. The European Commission’s 1992 report stated that “It
became conventional wisdom to say that Europe was not an optimum currency area”
(Emerson et al., 1992, p. 46). However Europe was not an ideal OCA it was
necessary to work out the Stability and Growth Pact, a rule-based framework for the
co-ordination of national fiscal policies in the EMU. The Pact consists of a
preventive and dissuasive arm (Beetsma and Giuliodori, 2010, p. 637). The
Maastricht Treaty in 1992 established five preventive criteria for entry into monetary
union (Table 1).

Table 1. Maastricht Criteria

Criterion Principles of the criterion
Inflation criterion | Inflation in a candidate country must not exceed average
inflation of the three EU member states with the lowest
inflation, plus 1.5 percentage points — in 2002, the indicator

was 2.9%.
Interest rate Interest rate on long-term (10 years) government bonds
criterion nominated in national currency of the candidate country must

not exceed average long-term interest rates in the three EU
member states with the lowest inflation, plus 2 percentage
points — in 2002, the indicator was 6.9%.

Exchange rate During the period in ERM2, the national currency of the

criterion candidate country must not fluctuate more than +15% against
the euro.

Government Annual budget deficit of the candidate country must not

budget criterion | exceed 3% of the country’s annual GDP.

Public debt General government debt of the candidate country must not

criterion exceed 60% of the country’s annual GDP.

Source: http://www.eestipank.info/pub/en/EL/ELiit/Euroliit/mstr.htm/.

Price stability is the monetary policy target of the European Central Bank (ECB).
Marc A. Miles argues that it is empirical fact that countries with stable money (low
rates of inflation) tend to grow faster than countries with high rates of inflation. For
example, over the past half-century, growth in the United States has been lower
when inflation has been higher. Growth averaged 3.9 percent in years when inflation
was less than 3 percent and only 2.7 percent when inflation exceeded 6 percent. A
similar pattern is found in the European Union over the past decade (Miles, 2004,
p. 123).
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Some countries were doubtful about prospects of this preventive action (Maastricht
criteria). For instance the British government evaluated the utility of adopting the
euro and established five criteria, in addition to the above criteria in the Maastricht
Treaty, which the UK was acknowledged to have met.
1. Are business cycles and economic structures compatible so that we and other
could live comfortably with euro interest rates on a permanent basis?
2. If problems emerge, is there sufficient flexibility to deal with them?
3. Would joining EMU create better conditions for firms making long-term
decisions to invest in Britain?
4. What impact would entry into EMU have on the competitive position of the
UK’s financial services industry, particularly the City’s wholesale markets?
5. In summary, will joining EMU promote higher growth, stability, and lasting
increase in jobs? (UK Membership ..., 2003).

Swedish opponents of the euro also had ten arguments against adoption of the euro
in Sweden (Sorg, 2003, p. 21).

Even today, more than ten years after introducing the euro EMU has not achieved
fulfilling the OCA criteria. Reszat (2005, p. 224) concludes that the EU is not an
OCA looking at trade figures. On average intra-European trade is low and the factor
labour in the region is still highly immobile.

In the stable developing period it was not very noticeable but after middle of 2007
when the global financial crisis started some countries experienced deep economic
downturn and debt crisis. In 2010 Greece and Ireland did not resolve without
external financial support. Big problems are also in Portugal and Belgium. Some
even forecast by these problems the collapse of euro. The 2008 Nobel Memorial
Prize in Economic Sciences winner Paul Krugman wrote that he is doubtful about
the future of euro for the absence of central financial assisting system in Europe like
it exists in the US. He said “Euro is not working as well as dollar in America for
exactly the reasons Europe isn’t fiscally integrated” (Krugman, 2011). Enlargement
the EMU may also pass forward forming the OCA in this zone for last mentioned
reason.

In conclusion we may say that the EMU is managing quite normally in the stable
economic development period, but a new crisis period may become fatal for the
reason that the European Union has not succeeded in forming in the euro zone the
OCA.

Architecture of the EMU was incomplete
We already wrote that in the plans to build up the euro zone it was presumed that all
EU member states will join it. It may be clearly seen from the Maastricht criteria of

inflation and interest rates where into account are taken also the EU members
outside the EMU. It becomes more noticeable after the EU enlargement in 2004.
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Now there are two blocks of countries in the EU: 17 EMU member states and 10
non-member states. The second group may continue independent monetary policy
for improving the competitiveness of these countries. Some experts have noticed
that during the first years of the euro, economic development in the euro zone was
slower than in the EU as a whole and also slower than in the post-communist
countries of Central and Eastern Europe. Similar trends can be expected also in the
next few years (Cornejova and Fassman, 2003, p. 68). What does it indicate?

Last economic and financial crisis also demonstrated that the states outside the EMU
like Great Britain, Sweden and Denmark managed their problems better than the
euro zone as a whole. By that reason some new EU member states do not hurry to
join the EMU. However, although the idea of a rapid shift to the euro receives
widespread support, opposing voices can also be heard. A number of influential
economists have warned of rushing into the euro zone, arguing that despite
unquestionable long term benefits for the country, in the medium term adoption of
the euro may cause painful side-effects. As Edmund Pietrzak, an economic advisor
to the President of Poland points out of that striving to meet the down in GDP
growth and a rise in unemployment, which is already very high (Gardawski, 2005, p.
214-215).

One of the weaknesses of the EMU is the fact that the European Central Bank
(ECB) was not directly involved in supervision of credit institutions. It means that
ECB had problems with arranging the banking policy in EMU. It has also the lack of
resources to manage as a lender of last resort to avoid the lack of insolvency of
states and in financial sector of EMU. We know well that one of the main reasons of
the last financial crisis was uncontrolled activities of banks to finance forming the
asset bubbles. From the Figure 1 we can see that during the bubble forming period
(2004-2008) of bank financing constituted around three-quarters of total external
financing by non-financial corporations in the euro area but less than half in the
United States.

The main tool of ECB to fight against the lending boom and forming the price
bubbles are central bank interest rates. The Governing Council of the ECB sets three
key interest rates in the euro area that determine the monetary policy stance, namely
the interest rate on main refinancing operations through fixed or variable rate
tenders: on the deposit facility for overnight deposits and on the marginal lending
facility for overnight credit. The ECB responded to the crisis with significant
reductions in official interest rates and liquidity management interventions (The
Quest for Stabiluty ..., 2010, p. 63).

It did not help to avoid this phenomenon in the euro area. Our research also showed
that the interest rate as the external determinant of the borrowing decision is
relatively weak, and is outperformed by other external macro determinants (Tuusis,
2010, p. 135; Tuusis et al., 2010)
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Figure 1. Sources of finance for non-financial corporations in the period 2004—2008
(Monthly Bulletin, ECB, October 2010, p. 62).

When it was too late to avoid big problems it was started to work out the European
banking regulation and supervision system.

In October 2008 the European Commission mandated a High Level Group chaired
by former managing director of the IMF Jacques de Larosiére to give advice on the
future of European financial regulation and supervision. The Group presented its
final report on 25 February 2009 and their recommendation provided the basis for
legislative proposals by Commission later that year (de Larosiére, 2009).

In this report de Larosicre argues that a key lesson to be drawn from the crisis is the
urgent need to upgrade macro-prudential supervision in the EU for all financial
activities.

However the European Commission made its proposal first, followed a little later by
a Report by Herman van Rompuy, the President of the European Council. There are
small — but significant — differences between the two proposals. It is anticipated that
the latter will form the basis for further work.

Mr. van Rompuy’s working group proposed changes in five areas: 1) strengthening
of the Stability and Growth pact, 2) monitoring of macroeconomic imbalances, 3)
more extensive budget coordination via the European semester, 4) creation of a
long-term framework for credible crisis management and 5) creation of stronger
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institutions for general government finances. This box deals with the first two
proposed changes (Bank of Finland Bulletin, 2010, p. 15).

The new capital requirements for banks, the Basel III framework, were approved by
the G20 Seoul summit in November 2010. The extensive banking regulatory reform
(Basel III) should decrease the risk of collapse so called “too big to fail” banks like
happened in US with Lehman Brothers investment bank. The “too big to fail”
problem is particularly serious in Europe, as the banking systems are highly
concentrated in most European countries. A few large banks dominate national
markets in most European countries.

From Figure 2 we may see that a “too big to fail” problem impairs the stability of
the financial system more seriously in new euro area state Estonia and also
Netherlands and Finland.
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Figure 2. Credit institutions’ balance sheets in different countries: proportion of the
five largest institutions ex ante and ex post financial crisis (European Central Bank).

On this basis the EU heads of state and government took important decisions to
strengthen the euro at their meeting in Brussels on October 28-29, 2010. The
recommendations of the task force are aimed at increasing fiscal discipline and more
effective supervision of the economy (Karapetyan, 2010).

So global financial crisis taught to the decision makers in the EU that it was a
mistake that in the EU framework they did not give up enough administrative and
financial power to the ECB to avoid the distribution of crisis of the financial markets
in the EMU. Also in building up the EMU the budgetary and fiscal national interests
of member states were underestimated.
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Common interests were not enough protected

At the meeting held in Madrid on 15 and 16 December 1995 the European Council
conformed that the third stage of the EMU will start on 1 January 1999 as laid down
in Article 109 of the Treaty. But when the 11 countries adopted euro from January
1999, only Finland and Luxembourg were able to fulfil the public debt criterion
(they had it lower than 60% of GDP) (Wéjtomicz, 1999, p. 63).

The fact that for a single currency it was more important to follow the arranged
starting data than financial stability and convergence criteria was an evident signal
for the member states that it is possible by national interests not to follow common
ones. When we add that in the framework of EMU were not seen sending sinners out
of this club and is very easy to avoid the possible sanctions it is clear that usually
were preferred the national interests. From the Table 2 we may see that even in good
times several countries did not follow government budget deficit criteria. However,
as in this sinners list there were also Germany and France some years, then it is not
surprise that the discipline weakened step by step.

Table 2. Fiscal position in the euro area (as a % of GDP)

200120022003 |2004|2005|2006|2007 (2008 | 2009
Belgium 0,4/ 0,1 04| 0,0 -2,3] 0,3 -0,2| -0,9] -5,9
Germany -2,8| -3,7| -3,8| -3,7| -3,2| -1,5| 0,2| -0,1| 3,4
Ireland 0,9 -0,5| 02| 1,5/ 1,1] 3,0 03] -6,3| -12,5
Greece —4,1| -4,1| -5,2| -7,8| -5,2| -2,8| -3.,7| -3,4| -12,7
Spain -0,5| -0,3| 03| -0,2| 1,1] 20| 1,9 -3,4|-11,2
France -1,6| -3,2| —4,2| -3,7| -2,9] -2,4| -2,7| -3,2| -8,3
Italy -3,0| -2,6| -2,9| -3,4| 4,1| -3,4| -1,5] -2,8] 5,3
Cyprus -1,2| 34| 1,0] -3,5
Luxembourg 6,2 23| 0,5 -1,1] -1,0| 1,3| 3,7 3,0 -22
Malta 2,3 2,21 -3,5| 4.5
Netherlands -0,1| -1,9| -3,2| -1,8| -0,3| 0,6| 02| 1,1| -4,7
Austria 0,3| -0,2| -1,1] -1,2| -1,5| -1,5| -0,6] -0,6] —4,3
Portugal 44| -2,7| -2,9| -3,2| -6,0| -3,9| -2,6| -2,2| -8,0
Slovenia -1,2| 0,0] -0,9| -6,3
Slovakia -3,5| -1,9] -2,2| -6,3
Finland 521 43| 25| 23] 27| 41| 52| 45| 2.8
Euro area -1,8| -2,5| -2,8| -2,8| -2,4| -1,3| -0,6| —-1,7| 6,4

Source: ECB Annual Report, 2009, 2008, 2006, 2004 (are taken latest figures).
Completed by the authors.

Budgetary criteria did not take into account a unique feature of the euro zone that
monetary policy is centralised in the hands of ECB while fiscal policy remains
decentralised in the hands of the individual member states. So particular relevance
for the EMU is the conflict between the monetary and fiscal authorities about the
macroeconomic objectives within the union (Beetsma and Giuliodori, 2010, p. 605).
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Calculation of these convergence criteria was also too optimistic. How were these
reference values chosen? It has been suggested (Thygesen, 2002) that 60% was the
average debt ratio of the EU Member States in 1990 and if countries kept their
deficit at the 3% limit, their debt would converge to 60%, assuming that nominal
GDP is rising at a trend rate of ca 5% which is the result of a real growth of 3%
(assumed to be the potential output growth of the EU at that time) plus 2% inflation
(in line with the ECB’s inflation target) (Orban and Szapary, 2004). In reality real
GDP grew in the euro area every year less than 5%, annual real GDP growth will
range between 1,6% and 1,8% in 2010, between 0,7% and 2,1% in 2011, and
between 0,6% and 2,8% in 2012. With uncertainly remaining elevated, the risks to
the economic outlook are tilted to the downside (ECB Monthly Bulletin, December,
2010, p. 76, 63).

Empirical results from cross-country study of economic growth for 112 countries
with available data from 1960 to 2000 showed that growth depends negatively on
the rate of inflation and the ratio of government consumption to GDP (Barro, 2004,
p. 243)

The introduction of euro was based on both political and economic factors. The most
significant political factor was the wish to speed up the integration process of the
European countries. The theoretical description of economic factors is usually based
on the theory of optimal currency area. Namely, it has been discovered that
introduction of a common currency makes the economy more efficient due to the
better allocation of resources, as the currency exchange costs and exchange risks
within the currency union disappear.

Also was supposed that European monetary integration is only one element in the
process of economic and financial integration and the — preliminary — last step in the
development of a common monetary and financial culture that is deeply rooted in
history (Reszat, 2005, p. 184). Our analysis showed that this wish for policy
harmonization was not fulfilled due to the weak discipline in euro zone.

We may conclude that in December 1991 the Maastricht Treaty agreed the
convergence criteria that were aimed for providing stability in the currency union.
However the common interest were weakly protected, some countries used it for
protecting national interest in short run with the price of weakening the common
currency and damaging their own national interests in long run.

A lack of confidence in the most highly indebted European countries’ ability to
service their debts came ahead in the spring on 2010 and again at the end of the year.
Prolongation or further tightening of the debt crisis remains a threat to the recovery
of the European economy and to the world economy overall as well as to financial
system stability. Experts forecast that the EMU has ahead the third act of the
nowadays financial crisis when it will be necessary to start to save Italy and Spain
(Lepik, 2010).
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Following the positive assessment of Estonia’s economic convergence in the ECB’s
and the European Commission’s Convergence reports of May 12. 2010, and the June
2010 EU Council Conclusions to welcome Estonia’s entry into the euro area, the
Ecofin Council adopted a decision allowing the country to join the euro area January
1, 2011. The Ecofin Council also irrevocably fixed the conversion rate of the
Estonian kroon at its central parity within ERM II agreed in June 2004, which is
EEK 15,6466 to EUR 1.

It has been told that Estonia jumped on to the drowning ship and its economy will be
destroyed by the collapse of euro. But probably the contrary scenario will realize.
Bloomberg forecasts that however Estonians prefer a stability-oriented approach as
their fiscal policy shows. Analysts said that Estonia’s adaption of the euro may
bolster a German-influenced faction on the European Central Bank’s Governing
Council that is pushing for more government austerity in the member states
(Bloomberg, 2011). So Estonia’s joining the EMU may accelerate the process of
renovating it for increasing benefits and cutting costs of monetary unification.

Conclusions

The introduction of the euro had both political and economic factors: to speed up the
integration process in Europe and economic development of this region. Namely, it
has been presumed that introduction of a common currency makes the European
economy more efficient due to the better allocation of resources.

The EMU manages quite normally in the stable developing period. But last financial
crisis period showed that it may become fatal for the reason that the EMU has not
been successful in forming the OCA.

One of the weaknesses of the EMU is the fact that the European Central Bank was
not directly involved in supervision of the credit institutions. It means that the ECB
had problems with arranging the banking policy in the EMU. When it was too late to
avoid the crisis of the euro the European banking supervision system was started to
work out.

However, as long as the monetary policy is centralised in the hands of the ECB
while the fiscal policy remains decentralised it produces the conflict between the
monetary and fiscal authorities and therefore weakens the common currency.

So, the global financial crisis taught to the decision makers in the EU that it was a
mistake that in the EU framework they did not give up enough administrative and
financial power to the ECB to avoid the distribution of crisis of the financial markets
in the EMU. And also the national interests were underestimated in building up the
EMU.
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