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story of EU and EZ

European Integration: 1870 — 2014

Major Political and Economic Events

Monetary Developments

1870-1914

Largely peaceful era; economic growth and stability.

The gold standard system of fixed exchange rates prevails.

1914-1945

World Wars I and II; economic malaise, Great Depression.

Collapse of gold standard, floating exchange rates with
instability: capital controls widespread.

1946

Period of postwar rapid growth begins, and will Last until
1970s.

The Bretton Woods system of fixed exchange rates
established.

1947-1951

Marshall Plan reconstruction financed by United States
and overseen by the European High Authority.

European Payments Union is created to free up the
European payments system and facilitate trade.

1954-1965

1971-1973

In 1954, France, West Germany, Italy, Belgium, Netherlands,
Lurembourg form European Coal and Steel Community
(ECS0). In 1957 they sign Treaty of Rome to form European
Economic Community (EEC). In 1967 the European
Communities (EC) merges EEC, ECSC, and Euratom: Council
of Ministers and European Commission established.

First enlargement: Denmark, Ireland, and United Kingdom
join (1973) to form an EC of 9 countries.

The Bretton Woods system of fixed exchange rates
collapses.

1973-1979

European Parliament directly elected (1979).

European Monetary System (EMS) of monetary coopera-

tion creates a currency basket called the ecu (@ precursor
of euro) and the Exchange Rate Mechanism (ERM), a
system of quasi-fixed exchange rates (1973). Belgium,
Luxembourg, Denmark, Germany, France, Ireland, Ttaly,
and Netherlands join EMS/ERM; United Kingdom joins
EMS only.

1981-1986

Seeond and Third enlargements: Greece (1981), Portugal
and Spain (1986) expand EC to 12 countries.

Greece, Portugal, and Spain join EMS but not ERM.

1987-1990

Single European Act (1987) has goal of EC “single mar-
ket” by 1992.

Spain (1989) and United Kingdom (1990) join ERM.

1990

German reunification in 1990 creates new unified German
state, adding former East Germany to the

Capital controls abolished in EC.

1991

Maastricht Treaty transforms EC into European Union
(EU): to take effect in 1993. EU citizenship and EU
enlargement process established. Plan for Economic and
Monetary Union (EMU) adopted.

Plan for EMU includes a common currency (Britain and
Denmark retain right to opt out), with ERM seen as an
entry route. Rules for membership and convergence
criteria established.

1992

Portugal joins ERM. ERM crisis: Britain exits ERM;
ERM bands eventually widened.

1993
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EU sets out Copenhagen Criteria, the political and eco-
nomic conditions that future EU applicants must satisfy

Applicants are expected to enter ERM/EMS and achieve
the requirements for monetary union in  given period.
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story of EU and EZ

European Integration: 1870 — 2014

Major Political and Economic Events

Monetary Developments

1995

Fourth enlargement: Austriz, Finland, and Sweden expand
€U to 15 countries. Treaty of Schengen will create com-
mon border system, immigration policies, and free travel
zone (Treland and UK opt out; non-EU countries Lceland,
Norway, and Switzerland opt in.)

Austria, Finland, and Sweden join EMS.
Austria (1995) and Finland (1096) join ERM.

1907

Treaty of Amsterdam addresses EU citizenship, rights,
powers of European Parlizment, employment, and common
foreign and security poliey.

Stability and Growth Pact (SGP) is adopted to further
enforce the Maastricht budgetary rules.

1998

Eleven countries say they will adopt the euro: France,
Germany, Ttaly, Belgium, Netherlands, Luxembourg,
Ireland, Portugal, Spain, Austria, Finland

The European Central Bank (ECB) is created. The 11
euro countries freeze their bilateral exchange rates on
December 31.

1999

The euro is introduced as a unit of account on January 1.
Euro notes and coins appear in 2002 and replace national
currencies. Greece, Denmark join ERM.

2000

In Denmark voters reject euro adoption in a referendum.

2001

Treaty of Nice addresses EU expansion, amends and
consolidates Rome and Maastricht treaties, and modifies
voting procedures.

Greece becomes the twelfth country to join the Eurozone.

2003

In Sweden voters reject euro adoption in a referendum.

2004

Fifth enlargement: Cyprus, the Czech Republic, Estonia,
Hungary, Latvia, Lithuania, Malta, Poland, Slovakia, and
Slovenia expand EU to 25 countries.

Estonia, Lithuania, and Slovenia join ERM.

2005

Ratification of EU Constitutional Treaty postponed indefi-
nitely following rejection by voters in French and Dutch
referenda. Controversial EU accession talks start for Turkey
(candidate since 1999 and an associate member of EEC/
EC/EU since 1963).

Cyprus, Latvia, Malta, and Slovakia join ERM.
12 out of 25 Eurozone members are in violation of the
Stability and Growth Pact rules.

2007

Sixth enlargement: Bulgaria and Romania expand EU to
27 countries,

Slovenia becomes the 13th country to join the Eurozone.

2008-2011

Global financial crisis (2008); peripheral countries
(Greece, Treland, Portugal, Spain) in deep recession and at
risk of default (2009- ); The troika (ECB/EU/IMF) bailout
programs begin in crisis countries (2010).

Cyprus and Malta (2008), Slovakia (2009), and Estonia
(2011) expand Eurozone to 17 countries; ECB (with the
£U) takes extraordinary steps to support banks and
governments.

2012-2014
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Fiscal contraction in EU and harsh austerity measures in
periphery. Eurazone enters double-dip recession (2012).
Unemployment climbs over 12%, youth unemployment

over 26%; in 2013, a majority of people distrust the EU
in 15 of 17 Eurozone countries; Croatia joins EU (2013).

ECB President Draghi promises (2012) to do “whatever it
takes” to save the euro. Cyprus banking crisis (2013) is
fifth troika program; de facto break in monetary union as
capital controls imposed. Latvia joins the euro in 2014,
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The EU-28 and the Euro Project in 2014

YEAR JOINED

National Currency

EU ERM  Eurozone Euro Parity (€1=)  (Current or Former)
Austria 1995 1995 1999 13.7602 schilling .
Belgium 1950 1079 1909 40.3300 frank Note: This table shows the progress
Cyprus 2004 2005 2008 0.585274 pound of each country through EU
Estonia 2004 2004 2011 15.6466 kroon . .
Finland 1095 1996 1099 5.94573 markka membership, ERM membership, and
France 1959 1979 1999 6.55957 franc adoption of the euro (as of 2014).
Germany 1959 1979 1999 1.95583 mark .
Greece 1981 1999 2001 24075 drachma The euro parities of Eurozone
Countries
o Treland 1973 1979 1999 0.787564 pound members and ERM members are also
B Italy 1950 1979 1999 1036.27 lira
urozone
Latvia 2006 2005 2014 0.702804 lats shown, although the former have now
Luxembourg o 198 1999 60:329 franc abolished their national currencies.
Malta 2004 2005 2008 0.4202 lira R .
Netherlands 1959 1979 1999 2.20371 guilder Dates for future euro adoption are in
Portugal 1986 1992 1999 200.482 escudo most cases uncertain or unknown
Slovakia 2004 2005 2009 30.126 koruna K
Slovenia 2004 2004 2007 239.64 tolar (shown by a question mark).
Spain 1985 1989 1999 166.386 peseta *The United Kingdom and Denmark
Countries  Denmark 1973 1999 i 7.46038 krone legall £ th
in the ERM  Lithuania 2004 2004 20157 3.4528 litas can legally opt out of the euro.
Bulgaria 2007 = B B tev Sweden is opting out de facto by not
o o £ i ¢ - joining the ERM. All other countries
i Czech Republic 2004 ? ? ? koruna
& e Hungary 2004 2 2 2 forint are expected to join at some point.
Countries  Poland 2004 ? ? ? 2oty
Romania 2007 ? ? ? leu
Sweden” 1995 2 ? ? krona
United Kingdom™ 1973 1990-92 H 2 pound
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Wikiwand: Exchange-rate Regimes for EU Members
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Wikiwand: EU and Eurozone in 2018

H 19 in the eurozone.

[ 7 not in ERM [I, but obliged to join
the eurozone on meeting
convergence criteria (Bulgaria,
Croatia, Czech Republic, Hungary,
Poland, Romania, and Sweden).

[0 1in ERM Il, with an opt-out
(Denmark).

H 1 not in ERM Il with an opt-out
(United Kingdom).

Non-EU member states

[ 4 using the euro with a monetary
agreement (Andorra, Monaco, San
Marino, and Vatican City).

B 2 using the euro unilaterally

(Kosovo[h] and Montenegro).
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2. The Economics of the Euro 2.1 The Theory of Fixed Exchange Rate Regime

Two Benefits of Fixed Exchange Rate Regime

@ The term economic integration refers to the growth of market
linkages in goods, capital, and labor markets among regions and
countries. As integration rises, the efficiency benefits of a fixed

exchange rate increase.

o If there is a greater degree of economic similarity between countries,
then the economic stabilization costs of fixing the exchange rate are
smaller. As symmetry rises, the stability costs of a fixed exchange

rate decrease.
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PR N R =TT el TG SN =TIl 2.1 The Theory of Fixed Exchange Rate Regime

The Symmetry-Integration Diagram

FIGURE 8-4

Symmetry of shocks

Net benefits of
fixing are positive ~ |
above the FIX line.

Net benefits of — __|
fixing are negative
below the FIX line.

the region to float.

Symmetry-Integration Diagram

Cities Neighborhoods

Very well Regions withina  within a city
integrated within a region
and/or very
similar
countries

Well

. integrated

and/or

Poorly integrated ~ similar

and/or dissimilar countries
countries

Market integration

A Theory of Fixed Exchange Rates Points 1 to 6 in the figure represent a pair of locations. Suppose one
location is considering pegging its exchange rate to its partner. If their markets become more integrated (a move
to the right along the horizontal axis) or if the economic shocks they experience become more symmetric (a

move up on the vertical axis), the net economic benefits of fixing increase. If the pair moves far enough up or

to the right, then the benefits of fixing exceed costs (net benefits are positive), and the pair will cross the fixing
threshold shown by the FIX line. Above the line, it is optimal for the region to fix. Below the line, it is optimal for
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PR N R =TT el TG SN =TIl 2.1 The Theory of Fixed Exchange Rate Regime

Evidence: Benefits Measured by Trade Levels

FIGURE 8-5

Do Fixed Exchange Rates Promote Trade?

Volume of trade, The chart shows one study’s estimates of the
relative to a impact on trade volumes of various types of
floating exchange fixed exchange rate regimes, relative to a
rate regime floating exchange rate regime. Indirect pegs
o R
More ) +45% 1 were found to have a small but statistically
trade +40 insignificant impact on trade, but trade
+35 increased under a direct peg by 21%, and under
+30 a currency union by 38%, as compared with
425 floating.
420 Note: Based on a gravity model of trade with binary controls
for each type of exchange rate regime using country-pair fixed
+15 effects.
+10 Source: Michael W. Klein and Jay C. Shambaugh, 2006, "Fixed
+5 Exchange Rates and Trade, ” Journal of International Economics,
70(2), 359-383.
Less i) -
i L 1%
el Indirect peg Direct peg  Currency union

Exchange rate regime
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The Economics of the Eur 2.1 The Theory of Fixed Exchange Rate Regime

Further Benefit: Credible Anchor to Control Inflation

In developing countries beset by high inflation, an exchange rate peg may be the

only credible anchor.

ﬁ_ﬁ_*
7T—E s

TABLE 8-1

Inflation Performance and the Exchange Rate Regime Cross-country annual data from
the period 1970 to 1999 can be used to explore the relationship, if any, between the exchange
rate regime and the inflation performance of an economy. Floating is associated with slightly lower
inflation in the world as a whole (9.9%) and in the advanced countries (3.5%) (columns 1 and 2).
In emerging markets and developing countries, a fixed regime eventually delivers lower inflation
outcomes, but not right away (columns 3 and 4).

Annual Inflation Rate (%)

(4)
Emerging Markets and

Source: Author' calcultions based on the dataset from Kenneth Rogoff, Ashoka Mody, Nienke Oomes, Robin Brools, and Aasim M.
Husain, 2004, “Evolution and Performance of Exchange Rate Regimes,” INF Occasional Paper No. 229, Intemational Monetary Fund.

[€) Developing Countries
(1) 0] Emerging Markets and (Excluding the Year after

Regime Type World Advanced Countries Developing Countries a Regime Change)
Fixed 17.4% 4.8% 19.6% 8.8%

Limited flexibility 1.1 83 12.4 10.8

Managed floating 14.0 7.8 15.1 14.7

Freely floating 9.9 35 212 15.8

Freely falling 387.8 479 396.1 482.9
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PR N R =TT el TG SN =TIl 2.1 The Theory of Fixed Exchange Rate Regime

Evidence: Inflation Control of Argentina

3500
Start of the currency board
3000
2500 I|\\
$ 2000
>
Q.
s 1500 I \
1000 ’ \
500 r\\j L
0 kot Pttt
o N < ©0 0 o al < © @0 (=] AN < © =] o o < ©
~ ~ ~ ~ ~ © @ @ =] © (=2 (=] [=2] [} (=2 (= o o (=]
geegacEecmaa2zERR S

Figure 5.20 Disinflation in Argentina: Inflation rate, 1970-2006.
Source: World Bank, World Development Indicators.

Note: From Bénassy-Quéré et al.(2010).
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The Economics of the Eur 2.1 The Theory of Fixed Exchange Rate Regime

Further Benefit: Stabilization of External Wealth

The external wealth of a country will change with the exchange rate:

AWy = AE (As — Ls)

TABLE 8-2

Measures of “Original Sin” Only a few developed countries can issue external liabilities
denominated in their own currency. In the financial centers and the Eurozone, the fraction of
external liabilities denominated in foreign currency is less than 10%. In the remaining developed
countries, it averages about 70%. In developing countries, external liabilities denominated in
foreign currency are close to 100% on average.

External Liabilities Denominated
in Foreign Currency (average, %)

Financial centers (United States, United Kingdom, Switzerland, Japan) 8%
Eurozone countries 9
Other developed countries 72
Eastern European countries 84
Middle East and African countries 9%
Developing countries 03
Asia/Pacific countries 9%
Latin American and Caribbean countries 100

Source: Bany Eichengreen, Ricardo Hausmann, and Ugo Panizza, “The Pain of Original Sin.” In Barry Eichengreen and Ricardo
Hausmann, eds., 2005, Other People’s Money: Debt Denomination and Financial Instability in Emerging-Market Economies (Chicago:
University of Chicago Press).
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PR N R =TT el TG SN =TIl 2.1 The Theory of Fixed Exchange Rate Regime

Evidence: Wealth Loss for Developing Countries

In countries that cannot borrow in their own currency, floating exchange rates are

less useful as a stabilization tool and may be destabilizing.

FIGURE 8-8

Korea
Brazil
Turkey
Malaysia
Argentina
Philippines
Thailand

Indonesia

-40 -35 -30 -25 -20 -15 -10 -5 0
Cumulative change in external wealth due to valuation effects
1993-2003 (% of GDP)

Exchange Rate Depreciations and
Changes in Wealth The countries
shown in the chart experienced crises and
large depreciations of between 50% and
75% against the U.S. dollar and other
major currencies from 1993 to 2003.
Because large fractions of their external
debt were denominated in foreign
currencies, all suffered negative valuation
effects causing their external wealth to
fall, in some cases (such as Indonesia)
quite dramatically.

Source: IMF, World Economic Outlook, April 2005,
Figure 3.6.
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PR N R =TT el TG SN =TIl 2.1 The Theory of Fixed Exchange Rate Regime

Adjustment of the Symmetry-Integration Diagram

FIGURE 8-10

Symmetry-Integration Diagram

Symmetry of shocks
o i 1. Extra costs of

floating or extra
benefits of fixing shift
the FIX line in.

2. Fixing is now preferred
to floating at point 2.

Market integration

A Shift in the FIX Line Additional benefits of fixing or higher costs of floating will lower the threshold for
choosing a fixed exchange rate. The FIX line moves down. Choosing a fixed rate now makes sense, even at lower
levels of symmetry or integration (e.g., at point 2).
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2.1 The Theory of Fixed Exchange Rate Regime
Main Cost of FIX: Loss of Monetary Autonomy

FIGURE B-7

Change in home country +0.10%
real GDP growth rate when
base country interest rate

rises by 1 percentage point  +0.00

-0.01%

-0.10
Higher
output | g 59

cost :
-0.30 e i
All countries Advanced Emerging and
countries developing

countries.
M Floating exchange rate regimes M Fixed exchange rate regimes

Output Costs of Fixed Exchange Rates Recent empirical work finds that shocks which raise base country
interest rates are associated with large output losses in countries that fix their currencies to the base, but

not in countries that float. For example, as seen here, when a base country raises its interest rate by one
percentage point, a country that floats experiences an average increase in its real GDP growth rate of 0.05%
(not statistically significantly different from zero), whereas a country that fixes sees its real GDP growth rate
slow on average by a significant 0.12%.

Source: Julian di Giovanni and Jay C. Shambaugh, 2008, “The Impact of Foreign Interest Rates on the Economy: The Role of the Exchange Rate
Regime,” Journal of Intemational Economics, 74(2), 341-361. See Table 3.
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2.2 The Theory of Optimum Currency Areas
Main Benefits of OCA: Same with FIX

@ As market integration
rises, the efficiency
benefits of a common
currency increase.

@ As symmetry rises,
the stability costs of a
common currency

decrease.

Fan Xiaoyan (SOE, Fudan University)

FIGURE 8-4

Symmetry-Integration Diagram

Symmetry of shocks

Cities  Neighborhoods
Very well Regions  withina  within a city
m;t;grzted within a region

and/or very  county

similar Y ... O
countries

Net benefits of OOSK
fixing are positive
above the FIX line.

Net benefits of -
fixing are negative R
below the FIX line. oo Well

** integrated

and/or

Poorly integrated _ similar

and/or dissimilar countries
countries

Market integration

A Theory of Fixed Exchange Rates Points 1 to 6 in the figure represent a pair of locations. Suppose one
location is considering pegging its exchange rate to its partner. If their markets become more integrated (a move
to the right along the horizontal axis) or if the economic shocks they experience become more symmetric (a

move up on the vertical axis), the net economic benefits of fixing increase. If the pair moves far enough up or

to the right, then the benefits of fixing exceed costs (net benefits are positive), and the pair will cross the fixing
threshold shown by the FIX line. Above the line, it is optimal for the region to fix. Below the line, it s optimal for
the region to float.
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2. The Economics of the Euro 2.2 The Theory of Optimum Currency Areas

Further Factors for the Formation of OCA

@ Labor Market Integration: Countries are more likely to want to form a

currency union when their labor markets are more integrated.

@ Fiscal Transfers: The better the fiscal transfer mechanisms, the more the

countries are likely to want to form a currency union.

@ Monetary Policy and Nominal Anchoring: Suppose that the common central
bank of the currency union would be a more politically independent central
bank, ...high-inflation countries are more likely to want to join the currency
union.

@ Political Objectives: Forming a currency union has value for political,

security, strategic, or other reasons.
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2.2 The Theory of Optimum Currency Areas
The Choice of FIX and OCA

FIGURE 10-2

When countries consider
forming a currency union, Sy'""'e"y"“""“\

Benefits of a common

Symmetry-Integration Diagram

currency dominate

the economic tests (based above the OCA re

Benefits of fixing
dominate between FIX —

United States?

Eurozone?

on symmetry a nd fine and OCA tine
gt e
|ntegrat|0n) set a hlghel’ below the FIX line (Eens)

bar than they set for

Market integration

judging whether it is T ———— Y S———— -

tight on the horizontal axis), the net economic benefits of a currency union increase. If the economic shocks they

. . experience become more symmetric (a move up the vertical axis), the net economic benefits of a currency union also

0 pt] mal to fix. increase. If the parts of the region move far enough up or to the right, benefits exceed costs, et benefits are positive,
and they cross the OCA threshold. In the shaded region above the line, it i optimal for the parts of the region to form

a curtency union. In practice, the OCA line is likely to be above and to the right of the FIX line.
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2.3 Is Eurozone an Optimum Currency Area?
OCA Criteria for EZ and US

@ Interregional trade in the United States rises to levels much higher than

those seen among EZ countries.

@ U.S. and EZ shocks are comparably symmetric.

Intra-US/EZ 80%
export flows
relative to
U.S./EZ GDP, ol
total

20

66%

U.S. states

(50)

(a) Integration Criterion (b) Symmetry Criterion
Correlation 1.0
of loFal 0.9F
growth with | 078
u.s./ez 02
growth, 0.7
average 0.6
0.51
0.5F 0.46*
0.4
0.3F
17%
0.2
0.1F
5 0 $ 3
EZ countries U.S. regions  EZ countries
(17) (8), or (17)
states* (50)
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2.3 Is Eurozone an Optimum Currency Area?
OCA Criteria for EZ and US (cont.)

@ U.S. labor markets are very integrated compared with those of the EZ.

@ The interstate fiscal stabilizers are large in the United States, but essentially

nonexistent in the EZ.

(c) Labor Mobility Criterion

Persons born 50% -

outside

state/country ik
in U.S./EZ,
average

30+

20

10+

42%

Share of

local income 30% |-

shock offset
by federal
transfers

20

14% 10

U.S. states
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(50)

EZ countries
(17)
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(d) Fiscal Criterion

30%
28%

10%

0.5%

U.S. states  EZ countries
(50, range (17)
of estimates)
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2.3 Is Eurozone an Optimum Currency Area?
Conclusion: EZ is not an OCA

FIGURE 10-5

Symmetry-Integration Diagram

Symmetry of shocks

United States

Eurozone

Market integration

Stylized OCA View of the EU and the United States Most economists consider that the Eurozone and

EU countries do not satisfy the OCA criteria—they have too little market integration and their shocks are too
asymmetric. The Eurozone may be closer to the OCA line since integration runs deeper there, but it is still far behind
the United States on the OCA criteria. If we expand to the EU of 27, it is likely that this larger zone fails to meet
OCA criteria by an even larger margin, with lower integration and higher asymmetry than the current Eurozone.
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2. The Economics of the Euro 2.4 Policy Regime in Eurozone

ECB: Instrument and Goals

@ The instrument used by the ECB is the interest rate at which banks

can borrow funds.

@ According to its charter, the ECB's primary objective is to “maintain

price stability” in the euro area.

@ lts secondary goal is to “support the general economic policies in the
Community with a view to contributing to the achievement of the

objectives of the Community.”
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2.4 Policy Regime in Eurozone
ECB: Forbidden Activities

@ To prevent the use of monetary policy for other goals, the ECB may
not directly finance member states’ fiscal deficits or provide bailouts

to member governments or national public bodies.

@ In addition, the ECB has no mandate to act as a lender of last resort
by extending credit to financial institutions in the Eurozone in the

event of a banking crisis.
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2. The Economics of the Euro 2.4 Policy Regime in Eurozone

ECB: Governance and Decision Making

@ Monetary policy decisions are made at meetings of the ECB's
Governing Council, which consists of the central bank governors of
the Eurozone national central banks and six members of the ECB's

executive board.

@ In practice, policy decisions are made by consensus rather than by
majority voting.

@ Meetings are usually held twice each month.
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24 Policy Regime in Eurozone
ECB: Accountability and Independence

@ No monetary policy powers are given to any other EU institution. No
EU institution has any formal oversight of the ECB, and the ECB
does not have to report to any political body, elected or otherwise.

@ The ECB does not release the minutes of its meetings. The ECB has
independence not only with respect to its instrument (it sets interest
rates) but also with respect to its goal (it gets to define what “price

stability” means).
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P N R =TT Te s [T W =TI 2.4 Policy Regime in Eurozone

Five Convergence Criteria in the Maastricht Treaty (1991)

TABLE 10-3

Rule
(‘prior to entry only)

Rules of Euro Membership The Maastricht Treaty of 1991 established five conditions that
aspiring members of the Eurozone must satisfy prior to entry. The last two fiscal rules are also
supposed to be obeyed by members even after entry.

Criterion

Exchange rate’
Inflation rate”

Long-term nominal interest rate”

Government deficit
Government debt

Notes:

Two consecutive years in ERM band with no devaluation (no change in central parity).
No more than 1.5 percentage points above the level in the three member states with
the lowest inflation in the previous year.

No more than 2 percentage points above the level in the three member states with
the lowest inflation in the previous year.

No more than 3% of GDP in previous financial year.!
No more than 60% of GDP in previous financial year.?

The ERM bands in effect at the time of the Maastricht Treaty were narrow (+2.25% or +6%); since 1993 they have been wide
(£15%). The first rule is now applied using the wide bands. Escape clauses are included in the last two fiscal rules, as follows:

* Or “the ratio must have dectined substantially and continuously and reached a level close to 3% or, alternatively, must remain close
to 3% while representing only an exceptional and temporary excess.”

20r “the ratio must have sufficiently diminished and must be approaching the reference value at a satisfactory pace.”

Fan Xiaoyan (SOE, Fudan University)
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P N R =TT Te s [T W =TI 2.4 Policy Regime in Eurozone

Breaking of Fiscal Rules

FIGURE 10-8
Breaking of Fiscal Rules The fiscal
e convergence criteria laid down by the
Maastricht Treaty and affirmed by the
Ttaly Stability and Growth Pact have been widely
France ignored. This figure shows the number of
Germany times that each of the original 12 members
Portugal of the Eurozone violated the 3% of GDP
g. government deficit limit from accession until
Austria 2010. After the global financial crisis and
Ireland double-dip recession, the frequency of these
Netherlands violations increased even further.
Spain Source: Martin Wolf. “Implications of the Crisis for Stability
. and Growth in the Eurozome,” World Bank Workshop on
Belgium Inclusive Growth in Advanced Countries, New York University,
Finland October 8, 2010.
Luxembourg
0 1 2, £l 4 5 6 7 8 9 10
Number of violations of 3% of GDP deficit limit
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2. The Economics of the Euro 2.4 Policy Regime in Eurozone

Summary: Policy Shortcomings

@ Limited Lender of Last Resort

No Fiscal Union

@ No Banking Union

@ Sovereign-Bank Doom Loop

Labor Immobility
o Exit Risk
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CRRDIEVS [Ty T ET e MO ERT W =TT(FZU I 3.1 Economic Integration and Problems in EZ

Inflation Convergence

— Austria
— Belgium
— Finland
— France
— Germany
— Greece
— lreland
— haly

— Luxembourg
— Netherlands
— Portugal

— Spain

1980 1983 1986 1989 1992 1995 1998 2001 2004 2007 2010 2013 2016

Note: Annual growth rate of “Consumer prices” from BIS. The dotted lines indicate 1999 and 2008.
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https://www.bis.org/statistics/full_data_sets.htm

CRRDIEVS [Ty T ET e MO ERT W =TT(FZU I 3.1 Economic Integration and Problems in EZ

Long-term Interest Rate Convergence and Divergence

— Austria
— Belgium
— Finland
— France
— Germany
— Greece
— lreland
— haly

— Luxembourg
— Netherlands
— Portugal

— Spain

1994 1998 2002 2006 2010 2014 2018

Note: “Long-term interest rate statistics” from ECB. The dotted lines indicate 1999 and 2008.
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CRRDIEVS [Ty T ET e MO ERT W =TT(FZU I 3.1 Economic Integration and Problems in EZ

Current Account Imbalances

Current Account (1992-2007) Current account imbalances (1998-2014)
250
Percent of GDP
8 M Greece
Finland 200
M Portugal
6 W Austria
W Spain
W italy e
4 M France
B Netherlands
Germany 100
2 s g
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i ¢
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e -50
-6
-100
SBenia
North A

_10 .= South

Euro Area 19000,
2004 5,

-12 008
1992 1994 1996 1998 2000 2002 2004 2006 2% 2010 501,

2014 ‘Source: OECD

Source: Holinski et al.(2012). Source: Wikipedia.
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https://en.wikipedia.org/wiki/European_debt_crisis

CRRDIEVS [Ty T ET e MO ERT W =TT(FZU I 3.1 Economic Integration and Problems in EZ

Low Interest Rate and Credit Boom

(d) Government Long-Term Interest Rate

(f) Nominal Bank Credit to Residents

Percent 30 Euros 140
per year (200704 130
(€ debt) 25 =100) 120

20 110
100
15 ) 90
* Euro area

10 == Germany 80
== (reece 70

=== [reland
5 = Jtaly 60
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2005 2007 2009 2011 2013
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3. Development and Ciri [=0T¢FA M 3.1 Economic Integration and Problems in EZ

Budget Deficit and Public Debt to GDP: 2009 and 2012

[Oserlimits [Junhealthy [ critical

[l Unsustainable

Debt to GDP (%)

Debt to GDP (%)

Belgium
3.0%
100%
o Germany oo
e 2.6% +
82% 73%
+Finland | Slovenias 4 sjovakia
1.8% GHr3 4.9%
53% 54% 52%
Estonia + Luxemb
11% | 1.
1% 21%
o 1 2 3 4 5 6 7 8 9 10 1 12 1B ¥ 15 1 o 1 2 3 4 5 6 7 8 9 10 1
Deficit to GDP (%) Deficit to GDP (%)
Source: Wikipedia, original data from EuroStat.
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3. Development and Crisis in Eurozone [N N W =TT ML I gel0[0}:]

Timeline of the Crisis

DOYou HANE A FeeliNa

Note: In 2010 the debt problems in Greece and
elsewhere were symptoms of deeper
macroeconomic and financial conflicts that put
the Eurozone at risk. German Chancellor
Merkel and French President Sarkozy are shown

watching from the ramparts.

More Information about the Euro Crisis on Wikiwand:
@ European Debt Crisis

@ 2000s European sovereign debt crisis timeline
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23 I G 03
EURIBOR-EONIA Swap Spread

Percentage points
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Source: European Banking Federation.

a. Difference between the 3-month euro interbank offered rate (EURIBOR), the interest rate at which
euro interbank 3-month deposits are offered by one prime bank to another prime bank within the euro
area, and the EONIA swap index. An EONTA swap is an interest rate swap transaction in which one party
agrees (o pay interest at a fixed rate to another party in exchange for receiving interest at a floating rate
based on EONIA (the euro overnight interest average).

Source: Shambaugh(2012).
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https://www.brookings.edu/wp-content/uploads/2012/03/2012a_Shambaugh.pdf

3.2 The Euro Crisis after 2008
The Euro’s Three Crises

Too many bank Ao i Weak banks slow
failures bankrupt growth through

sovereigns as they reduced lending.
try to support banks./

- - Weak economy and
Sovereign defaults falling asset prices
bankrupt banks with damage banks’

sizable sovereign balance sheets.
debt holdings.

Austerity measures

imposed to relieve Growth and

Sovereign debt crisis R /
\ SONCreisn stess competitiveness crisis
weaken economies.

Weak growth makes
certain indebted
sovereigns insolvent.

Source: Shambaugh, J.C. 2012, The euro’s three crises, Brookings Papers on Economic Activity, 2012, P157-231
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https://www.brookings.edu/wp-content/uploads/2012/03/2012a_Shambaugh.pdf

3. Development and Ciri (=O0[(FA Ml 3.2 The Euro Crisis after 2008

Trust Crises

Trust in national parliaments
Difference in level of trust

Trust in politicians

Difference in level of trust

0.1
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I Id
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Trust in European Parliament
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Difference in the unemployment rate

Trust in the United Nations

Difference in level of trust
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I .
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Difference in the unemployment rate

® North ® South
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e Center

.
-10 0 10
Difference in the unemployment rate

o East

Lecture Eleven

Source: Algan, Y., S. Guriev, E.
Papaioannou, and E. Passari,
The European trust crisis and
the rise of populism, Brookings
Papers on Economic Activity,
2017(2), P309-400

Note: Data from European
Social Survey; Eurostat;
authors? calculations. The
sample includes 24 European
countries at the NUTS 2 level
of aggregation. The
unemployment rate is measured

as a percentage.

38 / 54



SO TN e LT
Optimistic: Self-Fulfilling of OCA

@ Even if the Eurozone isn't an OCA now, by adopting a common currency, it
might become an OCA in the future.

@ The euro would make the countries converge as they trade much more
intensively with one another.

@ If goods markets are better connected, a case can be made that shocks will
be more rapidly transmitted within the EU and will be felt more
symmetrically.

@ The euro-optimists see the EU single-market project as an ongoing process

and the single currency as one of its crucial elements.
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Pessimistic: The Centrifugal Force Tearing the OCA Apart

@ Further goods market integration might also lead to more specialization in
production. If specialization increases, each country will be less diversified

and will face more asymmetric shocks.

@ Whether the common currency will encourage greater labor and capital
mobility? Maybe it will encourage more fiscal federalism? As with the
arguments about the effects on trade creation and specialization, evidence

for these claims is fuzzy.
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Which Way for the Euro?

FIGURE 10-6

IS dv_Trt, tion Di

Symmetry of shocks 1. If a currency union expands trade
(point 2), then the OCA criteria are
more likely to be satisfied. An increase
in symmetry (point 3) also helps.

2. ...but if more trade means greater
specialization in each region, then
shocks are likely to be more

asymmetric (point 4) and if the
asymmetry effect dominates,
then the OCA criteria are less
likely to be satisfied (point 5).

Market integration

Increase in integration
due to common currency

Self-Fulfilling OCA Criteria Euro-optimists believe that the OCA criteria can be self-fulfilling. Suppose the

Eurozone is initially at point 1, but then the effects of EMU start to be felt. Eventually, there will be an increase in
market integration (more trade, capital flows, migration), moving the zone to point 2. There may also be a greater
synchronization of shocks in the Eurozone, moving the zone to point 3. However, euro-pessimists note that market
integration and more trade might also lead to more specialization by each country in the EU. In that case, the shocks to
each country are likely to become more asymmetric, implying a move toward point 4 or point 5. In the case of point 5,
the case for an OCA grows weaker, not stronger, after the long-run effects of the currency union have been worked out.
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4. Secular Stagnation and Structural Reform for Europe SR EIRERIT ET@S £ Lol Fd

What is Secular Stagnation?

Larry Summers HOME | CONTACT

oy [resoscs [rocae [weonrsoncs

Secular Stagnation

"Secular Stagnation - a prolonged period in which satisfactory growth can only be
achieved by unsustainable financial conditions -may be the defining macro-economic
challenge of our times. The concept of “Secular Stagnation” originally formulated by the
eminent Depression-era economist Alvin Hansen, has experienced a revival since my
November 2013 speech on the topic." june 7, 2017

"Secular stagnation even truer today" June 1, 2017

"Secular Stagnation in the Open Economy" April 28, 2016

"The Age of Secular Stagnation" February 17, 2016

Source: Personal website of L. Summers.
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SO e S e
Signs of Secular Stagnation: Prolonged Low Growth
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4. Secular Stagnation and Structural Reform for Europe SR EIRERIT ET@S £ Lol Fd

Signs of Secular Stagnation: Prolonged Low Interest Rate

8 i
'II
6 4
2010
\// 2015

4 4
2 4
0 : . : : ; :

1995 2000 2005 2010 2015 2020 2025

Note: Forecasts are those reported by Blue Chip Economic Indicators released in March of the given calendar year, the median of over 50 private-
sector economists. Source: Blue Chip Economic Indicators, Aspen Publishers.

Source: CES(2015), Figure 5 “10-Year Treasury Rates and Historical Economist Forecasts”.
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One-Year and 10-Year U.S. Nominal Interest Rates
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18 | Classical Gold e En One-YearInterest Rate
StandardEra
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Stability Era
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) Great
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Source: CEA(2015), Figure 1, original data from Robert J. Shiller (Yale University) and FED.

Fan Xiaoyan (SOE, Fudan University) Lecture Eleven 45 / 54
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Global Interest Rate in History
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Source: Schmelzing, P. 2018, Eight centuries of the risk-free rate: bond market reversals from the Venetians to the ‘VaR shock’,
Staff Working Paper No.686, Bank of England
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4. Secular Stagnation and Structural Reform for Europe 4.2 Why Low Interest Rate is Harmful?

Low Interest Rate and Liquidity Trap

First, if real rates are low in normal times, adverse macroeconomic shocks are more
likely to require negative real rates to restore a full-employment investment-savings

balance. In today's low-inflation environment, this tends to undermine the effectiveness
of monetary policy.

LM

AS

\ y
1S AD

Source: Krugmann(1999) “Thinking about the liquidity trap”.
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4. Secular Stagnation and Structural Reform for Europe 4.2 Why Low Interest Rate is Harmful?

Low Interest Rate and Financial Instabiltiy

Second, low nominal and real interest rates undermine financial stability. According to

Summers(2014), there are three main channels:
@ increasing risk-taking as investors reach for yield;
@ promoting irresponsible lending;
@ making Ponzi financial structures more attractive.

According to Wikiwand, Hyman Minsky stated that in prosperous times, when corporate
cash flow rises beyond what is needed to pay off debt, a speculative euphoria develops,
and soon thereafter debts exceed what borrowers can pay off from their incoming
revenues, which in turn produces a financial crisis. This slow movement of the financial
system from stability to fragility, followed by crisis, is something for which Minsky is best
known, and the phrase “Minsky moment” refers to this aspect of Minsky's academic

work.
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CRSIYCT ETS SO EVIIE [ BTG TS NS GG N T STT{T Sl 4.3 Determination of Interest Rate

Determination of Interest Rate

@ The real interest rate of home country:

,_1te&
p

@ The nominal interest rate for a closed economy:

-1

i=r+m7°

@ The Real Interest Rate Parity in open economy:
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CRSIYCT ETS SO EVIIE [ BTG TS NS GG N T STT{T Sl 4.3 Determination of Interest Rate

Derivation of Real Interest Rate from HOP

Given the discount factor (3, the real interest rate r, and incomes of present and

future Q1, @ = (1 + g,)Q1, the Household Optimization Problem(HOP) is to
maximize the life-cycle utility (T = 1,2):
IC\{lj?éUzlnClJrﬂlan
st. 1 +S=@0Q;
G=01+r)S+&

After solving the problem, we can get:
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Evidence: Productivity and Real Interest Rate

20-Quarter Moving Average, Year-over-year Percent Change
6

Real 10-Year
Interest Rate

Productivity Growth

2015:Q1

PCE Per Capita
Growth

£ . L L . L L L L
1958 1965 1972 1979 1986 1993 2000 2007 2014

Source: CEA(2015), Figure 7. “10-Year Real Interest Rate, Real Consumption, and Productivity”
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4. Secular Stagnation and Structural Reform for Eur 4.3 Determination of Interest Rate

Evidence: R&D and Innovation Returns

Chart C17: R&D spending across countries Chart C18: Returns to innovation
R&D Expenditures as a share of GDP (%) Marginal output per idea
| 45
0 Increasing
35 Returns
3.0
25
US: Federally 20
Funded 15
. Innovation
05 Waves
0.0
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Returns
—US France em— UK
China e Japan Korea Stock of ideas
Source: NSF Science & Engineering Indicators 2014 Source: Adapted from Fernald and Jones (2014,

Source: Rachel and Smith(2016).
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4. Secular Stagnation and Structural Reform for Europe [EERNEENEIENG M

The Consensus of Monetary and Credit Policies

o CEA(2015):
The goal of policy should not be to target a particular rate, but to support
long-run growth, maintain price stability, and strengthen the resilience of

financial markets.

@ Summers(2016):
o The defining challenge is going to be absorbing all the savings in a
satisfactory way in the global economy for the next decade.
@ The first priority for policy... (should be) a concerted effort to identify and
find the means of financing the most productive investment opportunities

globally.
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4. Secular Stagnation and Structural Reform for Europe [EERNEENEIENG M

List of Structural Reform Policies

In the review of Teulings and Baldwin(2014), the policies to promote growth will

include:

Improving the education system
Investing in the physical infrastructure.

Removing barriers for labour mobility between firms by trimming down

employment protection legislation.
Increasing incentives for low-skilled workers to participate on the labour market.
Simplifying procedures for starting up businesses.

Applying anti-monopoly policies to reduce the profit margins in new IT industries.
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