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ABSTRACT

The objective of this paper is to analyse key aspects of economic policy in
EMU taking into account the basic components of the Community
framework, namely (i) the internal market, (ii) common fiscal rules and
provisions for economic policy co-ordination, and (iii) the single monetary
policy. The paper argues that EMU provides a framework favourable to
economic activity provided EMU advantages are fully exploited and
disadvantages minimized. An optimal use of available policy instruments
1s necessary by individual member states in order to take advantage of
the framework of stability provided by EMU and take an active role in

the European and international division of labour.
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Economic Policy in EMU: Community Framework

and National Strategies — focus on Greece

1. Introduction

The objective of this paper is to analyse key aspefeconomic policy in EMUtaking
into account the basic components of the Commuraiynework, namely (i) the internal
market, (ii) common fiscal rules and provisions éeonomic policy co-ordination, and (iii)
the single monetary policy. The basic elementshef EMU framework are analysed in
annex 1.

In section 2 the paper reviews the main econorerods in the euro area in recent years and
the main policy challenges. It analyses subseqgyeintlsection 3, the policy response, at

Community level, to the challenges posed by the glace of reform, the need to ensure

sustainability of the recent economic recovery enldance the growth potential of the euro

area economy. Initiatives at Community level in@dutie re-launch of the Lisbon strategy,

the reform of the Stability and Growth Pact and ieayements in economic governance in

the EU, and actions to complete the Internal Maskath as the adoption of the services
directive.

In section 4 the paper examines the implicationEMtJ for economic policy at national
level, notably the effect of the loss of the exgmamate instrument and the common
interest rate policy. Key issues related to fispalicy and structural reforms are also
examined, with special focus on Greece’s fiscalusttjent effort and long-term
sustainability of public finances. In the same imectthe importance for Greece of the
rapid development of its neighbouring Balkan coistrs briefly reviewed.

In section 5 the main advantages and disadvantdfdesIU are identified and their impact
on the design of economic policy and the introductof structural reforms is analysed.
Some preliminary evidence is also supplied on greadhics of adjustment in EMU.

In the final section the paper concludes that EMOvples a framework favourable to
economic activity provided EMU advantages are fudlyploited and disadvantages
minimized. An optimal use of available policy instrents is necessary by individual
member states in order to take advantage of timeefnsork of stability provided by EMU
and take an active role in the European and intieme division of labour.

2. Euro area: Economic trends and policy challenges
2.1. Economic trends

The dominant feature of economic trends in the ewea in the period 2001-2005 has been
the very modest growth performance and relativebh unemployment rate. This has
justifiably been a matter of serious concern arkeddsor appropriate policy response.

! EMU stands for Economic and Monetary Union. A giale question may arise: what is the difference
between EMU and the euro area? Formally, the arga is simply the sum of EU member states that hav
reached the third stage of EMU and have adopte@udhe In practice, most people associate the tetnro
area” with the single monetary policy conductedhxy ECB, i.e. the “M” of EMU.



Indeed, after an outstanding performance in 200@&nweal GDP growth rate in the euro
area reached 3.7%, there was a prolonged econdovici®vn in subsequent years and
despite a tentative recovery in 2004, growth ra¢esained very modest, averaging 1.3%
per annum during 2001-2005. Economic developmemdspgiospects are currently better
for 2006 and 2007, as real GDP growth rates foetlre area is estimated at 2.6% for 2006
and 2.3% for 2007, according to the latest econdorecasts (IMF). However remains to

be seen whether the current recovery will be sushde.

The average unemployment rate in the euro area ast@mated 8.6% of labour force in
2005 (and slightly below 8% in 2006) is much higtiemn, for example, in the USA (below
5%), although important differences do exist ameuag area countri

Table 1. Key economic indicators, 2001-2005 average

EU-15 Euro-area USA Japan
GDP growth rate 15 13 e p
(volume, annual %) ' : : .
Unemployment rate
(% of labour force) 7.7 8.4 5.4 4.9
GDP per capita
(2004, USA=100 72 71 100 74

Source: Eurostat

The failure to translate remarkable macroeconon@bildy into sustained economic
growth raised concerns amongst policymakers alheusaources of the growth problem and
the policy measures that are required to reinvigoeonomic activity in the euro area.
Productivity trends are of particular concern.He turo area, average productivity growth
(measured in terms of output per hour worked),ratewing on average by about 2.5%
from 1980 to 1995, declined to just above 1.5%hm period 1995-2000 and further to just
above 1.0% on average in the period 2000-2004. @&ytrast in the US, growth in
productivity per hour worked, after averaging jhstow 1.5% from 1980 to 1995, rose to
an average of just below 2% in the period 1995-28@0to just below 3% over the period
2000-2004. There seems to be robust evidence lthvaéisproductivity growth in the euro
area since the mid-1990s reflects both less cagaepening and lower growth in total
factor productivity. The latter may be explainegart by differences in the production and
diffusion of information and communication techrmjo

Fiscal adjustment in the euro area in recent ybass been inadequate, as the average
general government deficit for the euro area in62@nained higher than in 1999, the year
the third stage of EMU commenced. The still higlveyjpment deficits can, to a large
extent, be attributed to the prolonged economiwdtavn, until 2005, although they also
reflect a relaxation in the pace of fiscal consatiion in several member states -- notably
large countries -- after their intensive effortdomply with the Maastricht convergence
criteria. For example, there was inadequate fischlistment in 2000, when real GDP
growth in the euro area was significantly highearthpotential output. Because of the
inadequate fiscal adjustment in good times, fipodicy was not able to play fully its anti-
cyclical role, mitigating the economic slowdown thdut exceeding the deficit limits (3%
of GDP) required by the Treaty.

2 |t should be noted, however, that there was cenalile employment creation in the euro area irpéeod
1999-2006 (see Quarterly Report on the Euro Ar€a,[E5 ECFIN, No 1, 2007).



A principal lesson of the first years of EMU is thalthough the pursuit of macroeconomic
stability is a precondition for sustainable growthere is no automatic mechanism for
raising the economy’s growth potenfiaVost analysts, including international institurso
(IMF, OECD) and Community bodies, agree that thel@esb growth performance of the
euro area was due to a lack of adequate progrestauictural reform in product, labour and
capital markets. Even though a number of reform&haeen set in motion in several
member states, the overall pace of reform is tow sl

Several estimates indicate that comprehensive ptoald labour market reforms could
add almost half a percentage point to the annuaitr rate. An additional quarter of a
percentage point could come from the increasedsinvent in knowledge foreseen in the
Lisbon Strategy. The effects of capital market gné¢ion could further add to potential
growth. Comprehensive reforms, covering productlabdur markets, more investment in
R&D and education and the creation of a single efaink financial services could thus
raise potential growth from 2% to 3% (see AImuid)6).

A number of reforms have been set in motion at Camity level and in member states in
recent years. At Community level, there was thiauech of the Lisbon agenda, the reform
of the Stability and Growth Pact and a number béotnitiatives (see below).

There is evidence that reform and adjustment efftatted to pay dividends. There is,
however, uncertainty about the duration of the vecptaking into account past experience
of short-lived recoveries. The right lessons mstkawn from this experience in order to
ensure a sustainable recovery in the Euro areanetpn Tackling the root causes of slow
growth via the implementation of reforms identifiedthe Lisbon strategy is perhaps the
most important economic policy challenge now facihg EU and the euro area in
particular.

2.2. Monetary developments

In contrast to economic policy, where responsipilites principally with national
governments (subject to common Community rules agebudgetary policy is concerned),
the issue is different concerning monetary polisyaanew institution, the European Central
Bank, was assigned the exclusive responsibilitgrsuring price stability.

Key questions concerning monetary policy in theoeanea after eight years of operation
are (i) whether the ECB rose to the challenge dihotey and implementing an effective
monetary policy for the euro area as a whole ahavfiether the primary objective of price
stability was successfully achieved and whether etemy policy was adjusted in an
appropriate manner in line with economic conditi¢g8se European Commission, 2004a).
On the first one, despite the numerous uncertairaie the undertaking of a task without
historical precedence, the ECB succeeded in dewmglop monetary policy strategy
reflecting the experience of the most successfatrakbanks in Europe. Regarding the
second question, although inflation has been allowe=CB’s definition of price stability
over most of the past eight years, this mainlyectl the series of one-off price shocks that
the euro area was subjected to in that period. HBB has remained focused on achieving
price stability over the medium term, and residtezitemptation to raise rates in response
to one-off shocks when the risk of second rounceatéf was very limited. Inflation
expectations have remained both stable and closeet@CB'’s price stability definition.

% See European Commission, (2004a).



Low inflation and stable inflation expectations bdween also reflected in historically low
nominal and real interest rates in the euro area.

Even critics of some aspects of ECB’s monetary cgoliagree that ECB performed
remarkably in issuing a stable currency for 31diamlpeople under circumstances without
historic precedence. There are, however, sevesakdiing voices among academics and
other observers on ECB’s monetary policy stance watgue that the ECB must not be
overly obsessed with inflation risks when evidestews that the policy priority in the
euro area is rather the support of deficient irgemhemand and less the fight against
perceived inflation risks. For example, Bofinger0O@2) while praising ECB for its
established reputation (“...there is no doubt thateil999 ECB has been very successful
in implementing the common monetary policy and ldghing a high reputation as a
stability oriented central bank”), he is critical other aspects of its policy arguing that in
addition to a comprehensive reform of the Stabilégd Growth Pact, the overall
macroeconomic philosophy of the ECB needs a thdraagexamination (Further analysis
on the implications of the single monetary polioy individual member states is presented
in section 4, below).

2.3. Other developments and global trends

A major event in the European Union in recent yemas the enlargement by which ten
new member states joined the EU on tfiéthy 2004.

Slovenia joined the euro area from 1 January 2861t fulfilled the required convergence
criteria. Seven of the new member states havedirbacome members of the Exchange
Rate Mechanism (ERM 1), in preparation of theirtpgpation in the euro area, once the
convergence criteria foreseen in the treaty arféléal.

On the global scene, a noteworthy developmentaanieyears, affecting also the European
economy, has been the sharp rise in the pricelofrom about $ 25 the barrel in 2002, to
an average $ 37.5 in 2004 and further to $ 54 Bb2@ rise by 44% compared to 2004).
The average 2006 price of oil is estimated at aB66tper barrel.

On the positive side, there was the recovery ofatbedd economy in 2004, when it reached
a growth rate of 5.3%, the highest rate for 25 geand the still high growth rates in 2005
and 2006 around 5%, despite the adverse impacigbfdil prices. Growth prospects are
also good for 2007.

3. Response at Community level to key policy chatiges

The review of the main economic trends in the EUhi@ preceding section showed that
European policy makers will have to act decisivalyorder to address the important
challenges faced by the European economy and ealitangrowth potential.

There was, over the past two years, a series ttimes whose aim was to enhance the
dynamism of the European economy. The achievenfesuah an objective relies also on
the sound fundamentals of the EU economies, inatuthe prevailing price stability and
stable inflation expectations, the still low nonlimad real interest rates, sound financial
systems and the lack of significant external anghekiic macroeconomic imbalances. The
most important initiatives are described below.



3.1. Re-launch of the Lisbon Strategy

The mid-term review of the Lisbon stratéghat took place during the first half of 2005
concluded that its main weakness was poor implestient of reforms by member states.
The implementation of reforms has not been fastgh@nd has not been comprehensive,
particularly in the larger member states. Therefdhee re-launched Lisbon strategy
attempts to improve implementation by increasingiomal ownership of the reform
process, better focusing the strategy and simplifyits governance. According to the
Conclusions of the European Council of March 2005t is essential to relaunch the
Lisbon Strategy and re-focus priorities on growthdaemployment...placing the main
emphasis on knowledge, innovafiand the optimisation of the human capitah the
field of R&D, the overall objective of 3% of GDPvestment spending by 2010 was
maintained, with an adequate split between prigatk public investment (R & D spending
in the EU was 1.9% of GDP on average during 200@B2mpared to 2.6% of GDP in the
US and 3.1% of GDP in Japan). It also needs td fig tape, remove obstacles to the
mobility of workers and develop better regulafion

In order to fill the existing gap between highemueation, research and innovation in
Europe, the European Commission, in a Communicitiproposed the creation of a
European Institute of Technology. After an initi@vourable view of the European
Council, a formal Commission proposal for a Regatatestablishing the Institute was
made in October 2006.

The endeavour to enhance and step up the impletieentd reforms must be shared by all
if it is to be successful. Therefore, the renewidtesgy creates the conditions for a new
partnership with the member states, based on arecledistribution of tasks and
responsibilities.

The major innovation of the renewed Lisbon strategg the decision to prepare National
Reform Programmes in which member states, govertanpearliaments and social partners
should identify the main challenges they are fa@ng outline the reform measures they
deem appropriate for addressing them. A key asgfeitte NRF is the capacity of member
states to learn from each other experiences. Thosild make member states actively
involved and increase support for government itintes.

3.2. Reform of SGP and Improvement in Economic Gmance
3.2.1. Reform of the Stability and Growth Pact

The Stability and Growth Pact was established @718 order to improve economic
policy coordination within EMU and ensure budgetdrscipline and sustainable growth.
One of SGP’s cornerstones is that Member Statesldhseek to achieve budgetary
positions close to balance or in surplus over tbenemic cycle, as this would allow
automatic stabilizers to operate freely without tis& of breaching the reference value of
3% of GDP for the fiscal deficit.

* The Lisbon Strategy was initiated in 2000 and reakunched in 2005.

® In September 2006 the European Commission proptesecpriority actions to achieve a broad-based
innovation strategy for the European Union (EC/MEMIGI325, 13 September 2006).

® See Bank of Greece (2005b) for an analysis of¢gHaunched Lisbon Strategy.

" Communication from the Commission to the Europ@aancil, 8.6.2006, COM(2006) 276 finall.



However, budgetary developments in recent yearslyntne high government deficits in
several member states and the failure of EU fisgl@ls and mechanisms to correct such
imbalances, have led to the decision to amend st Pact’s rules.

A reform of the SGP was, indeed, introduced in 2006rder to take more into account
economic realities faced by member states, impregenomic and fiscal policy
coordination and economic governance in the EU taedeuro area. The reformed Pact,
which acquires more flexibility while keeping itgour, is expected to contribute to the
sustainability of public finances and, also, rein®its contribution to growth and jobs.
The new Pact preserves the EU’s fundamental fiedals for keeping budget deficits
below 3% of GDP. At the same time it leaves momnrdor economic judgment in the
application of these rules so as to better reftaet economic heterogeneity of the 25
member states. It gives, for instance, more timeadiwect imbalances, takes into account
the level of government debt and adjusts accorditigg medium term fiscal target or be
stricter when considering one-off measures.

Most observers agree that the amendments concetmengreventive arm of the pact (i.e.
to prevent excessive deficits from occurring in flvst place) and the improvement of
economic governance in the EU are steps in the digéction. However, reservations have
been expressed as to the amendments referring tBatt’s corrective arm (i.e. correction
of excessive deficits) and its ability to ensuszéil discipline. Most analysts seem to agree
with ECB’s view that a rigorous and consistent iempéntation of the reformed Pact is of
utmost importance for the credibility of EU fiscalles (for details on the reform of the
SGP see Bank of Greece, 2005b).

3.2.2. Strengthening national ownership of thealif@mework

The ECOFIN Council in its report on “Improving tiraplementation of the Stability and
Growth Pact” stressed the importance of improvingonemic governance and
strengthening national ownership of the fiscal fearark. To this end, the Council called
for
- close and constructive cooperation among membggsstthe Commission and the
Council in the process of economic and fiscal silaree in order to guarantee
certainty and effectiveness to the SGP rules
- national institutional bodies to assume a more jment role in budgetary
surveillance, so as to strengthen national ownprsifi the fiscal rules and
objectives
- continuity with respect to the budgetary targetdaesed by the Council, as well as
description of the specific policies and measuggsttieir achievement, in case of
change of government
- presentation of stability/convergence programmes @ouncil opinions thereon to
national parliaments
- member states to affirm their commitment to produsleable statistical data, in
view of the great importance of fiscal statistfts.

Given that this ECOFIN Council report was endorsgdhe European Council and forms
part of the new Stability and Growth Pact, the abproposals are already part of the Pact.

8 Provisions for the improvement in the quality @fcl data are included in Council Regulation (B®)
2103/2005 of 12 December 2005 amending Regulatt@b/®3 “as regards the quality of statistical data
the context of the excessive deficit procedure” LG3B7/1, 22.12.2005.



Box A: Policy co-ordination in EMU

Several official Community documents talk about tieed for economic policy co-ordination
co-ordination of economic and budgetary policieswab area level. However, there is no refere
in these texts to co-ordination of economic and eary policies. This may appear surprising
coordination of economic, notably fiscal, and mamgtpolicies is a very common issue wh
monetary policy is exercised at national level.

An explanation of the absence of reference to emomand monetary policy co-ordination at ey
area level can be found in the independence oftB8 and the desire of other Commun
institutions to respect, and be seen as respectirmgindependence. Therefore, the Council and
European Commission are reluctant to discuss #sgei in order to avoid being perceived
interfering with ECB’s independence (although thease been a few cases of eurogroup minis
arguing about the need for closer co-operation \lign ECB on economic issues of comn
interest).

On its part, the ECB has been more explicit on ibssie, through comments and speeche
members of its governing council, arguing that atante co-ordination of economic a
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monetary policies is both undesirable, being incatilpe with the ECB’s independence, and

ineffective. Otmar Issing, member of the ECB’s goweg council until May 2006, justified thi
view arguing that with an independent central band its stability-oriented strategy, the euro 3
has a highly predictable monetary policy (Issing)%). As a consequence, there is no ambiguit
to how monetary policy will respond to economigluding fiscal, developments: it will respond
the extent that they pose risks to price stability.

Issing argued further that a stability- orientednestary policy will take fiscal policy measures in
account in its analysis. Yet, there cannot be ansibment to an automatic or even ex-a
monetary policy reaction in response to fiscal otidation policies or structural reform
R Given the absence of credible enforcement mesthaniex-ante co-ordination betwe
monetary and fiscal policies are unlikely to becassful. In addition, ex-ante coordination tends
blur the fundamental responsibilities for the redpee economic actors and may even incre
uncertainty about the general policy framework....lemicdistinction of responsibilities betwe
monetary and fiscal actors is consistent with igiplpolicy co-ordination between authorities.
single monetary policy that is committed to maimitag price stability in the euro area will by it§e
facilitate “appropriate” economic outcomes in theelhber States. If national fiscal authoriti
correctly perceive the behaviour of the single ntanepolicy they will take actions that wou
likely lead to implicitly “coordinated” policy out@mes ex post.”

According to Issing, an open exchange of viewsiafamation between individual policy actors
without any commitment or mandate to take and imglet joint decisions - will assist the over
outcome, if it manages to improve the understandinthe objectives and responsibilities of
respective policy areas and does not dilute acedility.

S
rea
y as
to

5 to
ase
2N

A

|
es
Id

all
he

3.2.3. EU’s Integrated Guidelines for Growth andgo

The Broad Economic Policy Guidelines (BEPGs) haeenbthe main instrument for
coordinating economic policies within the EU, inpagation of Article 99 of the Treaty
stating that “Member States shall regard their eotn policies as a matter of common

concern add shall coordinate them”.

The European Council of March 2005 decided to simghhe BEPGs and make them more
focused on the crucial problems faced by the Ele Ehropean Council decided further

° For details on this issue see Bank of GreecetitMonetary Policy Report, Appendix: “EU’s integed
guidelines for growth and jobs”, October 2005.



that the BEPGs will be merged with Employment Glinds to form the Integrated
Guidelines for Growth and Jobs.

The Integrated Guidelines adopted on 16-17 Juneb X¥) two main priorities: af
enhancing Europe’s potential for job creation afifl dccelerating productivity growth.
Emphasis was also given to the need for sound reesnmmic policies that will foster
market confidence in the stability of the Europemonomy and lay the foundations for
dealing with future demographic problems.

3.2.4. New working methods for the Eurogroup

At the Informal Ecofin in Scheveningen, on 10 Sagier 2004, finance ministers of the
euro area countries have unanimously agreed onwaing methods for the Eurogroup.
There was also broad agreement among ministershbagfficiency and effectiveness of
the Eurogroup can be improved and that policy doattbn can be strengthened. Ministers
therefore agreed to the following.

There was unanimity on the principle of creatingtable presidency of the eurogroup for a
period of two years as the embodiment of the stremgd policy coordination and the

enhancement of the continuity within the Eurogrolipe Eurogroup president will be

selected on the basis of skills and experiencespective of nationality and giving equal
treatment of candidates from all member stdtes

Jean Claude Juncker, prime minister and financasteimof Luxembourg was chosen as
the first Eurogroup president from 1 January 20854 period of two yeats The vice
president of the Eurogroup will always be the articofin president, provided he/she
belongs to the Eurogroup.

3.3.Clarification of monetary policy targets

Following concerns expressed in the press, theemec@dand in official circles about the
worldwide risk of deflation, notably in view of thegersistent deflation phenomenon in
Japan and elsewhere, the ECB proceeded in 2002 larification of its monetary policy
strategy to, precisely, take into account theseeons.

In a statement on 8 May 2003 the Governing Cowfdtie ECB? confirmed the definition

of price stability announced in 1998 but added thatpursuit of price stability will aim to
maintain inflation below _but clos® 2%. The communiqué added that the clarification
underlined the ECB’s commitment to provide a sudfit safety margin to guard against
the risks of deflation and it also addressed trsiasof the possible presence of a
measurement bias in the HICP and the implicatidnisflation differentials within the euro
area.

The Governing Council, in the announcement of 8 ,n@nfirmed that its monetary
decisions will continue to be based on a comprahenanalysis of the risks to price
stability. The ECB announced also that the econanalysis will serve as the principal
basis for analyzing monetary conditions and thatrtftoney supply measures will serve to
cross-check, from a medium to long-term perspectheresults of the economic analysis.

9 The draft Treaty on European Constitution foreseese further enhancement of eurogroup duties.
In September 2006, the mandate of J-C. Junckerevesved for two more years.
125ee ECB, Monthly Bulletin, May 2003.



3.4. Completing the Internal Market
3.4.1.Market services

There is growing recognition of the importance afmaoothly functioning internal market
for Europe’s economic and social future. The ggpetential for more growth and more
innovation exists in the area of services, whicls ba far been largely untouched by
internal market policies. A wide range of legal adhinistrative barriers inhibit direct
cross-border trade in services and make it unnaabsslifficult, if not impossible, to set
up permanent establishment in one member stat@pdoate as a true European service
provider. There has been little market integrattovd not enough competition, with the
result that productivity growth has been held b@®, Internal Market Report, 2005).

The removal of these internal market obstaclessemtial for the EU economy to raise its
growth potential and for its companies to becomeencompetitive on global markets. The
services covered by Services Directive accountriore than 50% of EU GDP and an even
greater share of employment, so the potential gaiterms of growth and job creation are
huge. A recent study by the Netherlands BureauElmsnomic Policy Analysis (2006)
estimated that full implementation of the servidegctive — i.e. including the country of
origin principlé® — would increase European GDP by 0.3% (lower bptmd®.7% (upper
bound). When the directive is applied without theurdtry of origin principle, GDP
increases by 0.2% and 0.4% respectively.

A substantially modified version of the initial Camssion proposal for Services Directive
obtained a positive vote in the European Parliansenl5 February 2006. Following this
development, the Commission prepared a new propgmassd on EP’s modifications, on
which there was a political agreement by the EU r@dwf Ministers on 29 May 2006.

The services directive was finally adopted in Debben2006*. Member States will have to
transpose the directive into their national legistawithin three years.

3.4.2.Financial integration

Financial services and financial integration hadrbthe subject of particular interest on the
part of Community institutions, national authomsti@nd the business community. In
September 2005 the ECB (2005a) published, for ttet fime, a series of indicators
regarding the state of integration of the euro direncial and banking markets. The main
findings were as follows:

While the euro has undoubtedly acted as a catldyd$inancial integration in general, it is
true that the degree of integration differs fromrkef segment to market segment, with
integration being more advanced in those segméatsatre closer to the single monetary
policy, notably the money market. There, was acddeaimost complete integration, thanks
to, among other things, the establishment of theEaropean payment infrastructure, the
TARGET systerr.

'3 The “country of origin principle” implies that @iice provider who operates legally in one menstate,
can trade its services in other member states wiithaving to comply with further rules — save fofeav
explicitly named exemptions — in those host mensiegtes.

14 Directive 2006/123/EC of the European Parliamext the Council on services in the internal mar&ek,L
376/36, 27.12.2006.

!> payments are the oil in the wheels of the InteMatket and it is of major importance that thosecels
run smoothly and safely. The objective is a SirRggment Area, in which citizens and businesses1ie



Bond market integration has also progressed sagmfly. Government bond yields have
converged considerably and are now driven mainlhebro area-wide shocks and news.
The euro area corporate bond market has grown denagily in recent years and is also
fairly integrated, in the sense that the countrissfiance is only of marginal importance in
explaining yield differentials.

The integration of equity markets in Europe is awsland more laborious process of
overcoming fragmentation. That said there are eragmg signs of an increasing degree of
integration, such as the substantial decreaseeirfitbme bias” in the equity holdings of

investment and pension funds, and a more homogeeaation of equity prices across the
euro area to monetary policy signals.

The pace of integration in the banking sector lenluneven. Integration is well advanced
in wholesale and capital-related activities, whiles lagging behind in retail markets. This
partly reflects differences in the nature of contpet in these segments. Proximity to
clients, bank-customer relationships and accessftsmation play a key role in retall
banking, while they are less crucial for investmbanking and for corporate banking
aimed at large companies. However, lack of intégmastems also from differing national
regulatory arrangements, practices and productchenstics.

All in all, monetary union has been highly beneficfor euro area financial markets,
although improvements can still be made, if thepddiguid and unified US financial

markets are taken as a benchmark. The euro atehastisome way to go, especially as
regards the integration of equity markets, the bdistament of common legal and
regulatory framework, and the consolidation of bla@king sector.

3.4.3. Taxation

Other initiatives concerning the Internal Marketlude a number of actions undertaken by
the Commission in order to improve the situatiorthia area of taxation in the EU. Some
proposals were approved by the Council and aregs@@ommunity law while others are
still the subject of deliberation:

The Council adopted on 12 December 2005 a direetitending until the end of 2010 the
minimum standard rate of value added tax at 15%. directive maintained the minimum
standard rate for a period long enough to coverahgoing strategy to simplify and
modernize current EU legislation on VAT The proposal for an extension of the reduced
VAT rates on a number of products and labour intenservices was approved by the
Council on 14.2.2006.

Another important initiative concerns Commissiomposal for a harmonisation of the tax
base for taxing corporate income. It was felt thaharmonising the tax base (and not tax
rates) European companies will be helped as it dvoetuce the administrative burden
associated with the existence of diverse tax bases.

cross-border payments as easily, safely and aftigi@s they can within their own countries andjsabto
identical charges. Important current initiativestimis area include the recent Commission proposalaf
Directive on payment services (PSD) which will ramdhe legal barriers to the creation of a SingleoE
Payments Area. On 27.3.2007 the ECOFIN Council stba general approach on a compromise text for the
PSD which will be subsequently considered by theogean Parliament.

'® The initial minimum vat rate of 15% was set byediive 77/388/EEC.
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3.4.4.Competition policy

The Commission’s exclusive powers on competitiosués bring also a specific
responsibility to examine how the system can berawvgd in search of better

competitiveness. Three priorities have been seahbyEuropean Commission, in 2004, in
this area: (i) a comprehensive reform of the Seatkrules, (i) effective enforcement and
modernization of the anti-trust and merger rulesl @ii) a proactive competition policy to

complement competition rulés

The re-launched Lisbon Strategy makes specificgafe to an active competition policy
which should be accompanied by a reduction in #greetal level of state aid, accompanied,
however, but a re-deployment of aid in favour opmart for certain horizontal activities
such as research and innovation and the optimmsatidiuman capital. The Commission
proposed to increase the scope for compatible aigchkading innovative start-ups and
innovation clusters as well as new rules on rigktehaid.

An effort has also been made in recent years dothieatask of policing anti-competitive
behaviour and handling complaints to be better eshadsy the national competition
authorities and the Commission linked through tbheopean Competition Network.

3.5.Other initiatives: a European Globalisation Adjustemt Fund

The European Commission, taking into account csiticthat it remained insensitive to the
effects of restructuring and extensive job lossesra from trade liberalisation measures,
gave on 1 March 2006 details about its proposal th@ creation of a European

Globalisation Adjustment Fund. The fund aims apimg workers made redundant due to
changing global trade patterns reintegrate into ldi®ur market. The proposal was
endorsed, in principle, at the December 2005 Euwmogeouncil, where there was general
agreement among European leaders on the need tesadtie adverse effects of changing
trade patterns on workers. It was finally adopte®écember 200&

The fund will provide up to € 500 million each yeigr 2006 prices. Its operations will start
as soon as the new regulation governing the creatid operation of the fund is in force.

On analytical grounds the proposal seems, in piecijustified as the theory of
international trade shows that the net gains fn@ade outweigh the losses and the welfare
economics suggest that it is fair that gainers campte the losers. The proposal tries to
invent a mechanism in order to make this principgperational. However, critics of the
proposal see it rather as a bureaucratic mechgmisuiding no much help to the need for
economic adjustment (see EurActiv.com, 2005).

4. National economic policy in EMU: focus on Greece
4.1. Recent economic trends

As was already noted in section 2 of this papes,dbonomic performance of most euro
area countries, notably the larger economies, bas bery modest in the first half of this
decade, both compared with their estimated growetiergial and in comparison with the
performance of other advanced economies. For exancpiring 2001-2005, the annual
average growth rates of real GDP was 0.7% in GeyntaB% in Italy and 1.6% in France,

7 See Kroes (2006)
18 Regulation (EC) No 1927/2006 of 20 December 2@B|. 406/1, 30.12.2006
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compared with 2.6% in the US and 2.3% in the UkKnddable feature of this comparative
performance has been the faster recovery of thedd&omy from the slowdown in 2001,
when real GDP growth rate was as low as 0.8%, toigis as 4.2% in 2004 and 3.5% in
2005. In contrast to this, the economic slowdowrs weolonged over a longer period of
time in most euro area economies, as initial smngecovery proved repeatedly illusory,
although the 2006-2007 recovery seems more progisin

There were, however, some bright spots in this semlzture. Economic developments in
a number of small economies and also in one lacgaamy, Spain, have been above the
euro area average. For example, average annuatigrates of real GDP during 2001-
2005 was 5.1% in Ireland, 4.2% in Greece, 3.1% paits and 2.2% in Finland. Even
concerning the unemployment rate, an area whergeheral picture in the euro area is
unsatisfactory, some member states, notably smatheédium economies, succeeded in
reducing unemployment to very low levels. Exammes Luxembourg, Austria, Ireland
and the Netherlands where the unemployment ratebetygeen 4.3%-5.5% of the labour
force in 2005.

Fiscal adjustment has, also, been unequal amongberestates, combining cases of
remarkable fiscal consolidation with others withrgagently high deficits. For example,
four euro area countries registered government dtadg positions in surplus or in balance
in 2005 while five others are subject to the excessivécidefroceduré®.

In annex 2 are presented the main elements of dbroenic performance and economic
policies in a number member states. This examinasiopplied a useful input in the
analysis of the implications of the EMU framewodk hational economic policy and the
identification of advantages and disadvantageshMt/Eor the design of economic policy
at national level.

As was already noted in section 2 above, thereawsisong recovery in the euro area in
2006 and prospects are good for its continuatiaar te short-term.

4.2. Implications of EMU for economic policy at niainal level

One of the consequences of joining EMU is the lokshe exchange rate as a policy
instrument for individual member states. Also, pglinterest rates are decided by the
ECB’s governing council for the whole euro area,ahdrefore, this policy instrument is

not anymore at the disposal of national authorities

Although these two issues are different in the edhat the interest rate instrument is not
lost but delegated to the ECB, while the excharaje rs practically lost as a policy
instrument even at the level of the euro arealaddrmation of an exchange rate policy
vis-a-vis third countries has become extremely censtmé") the fact is that neither
instrument can be used by individual member states.

' These were, Finland, Spain and Ireland with ssgswf 1.8%, 1.0% and 0.3% of GDP, respectivelg, an
Belgium with balanced budgetary position.

%0 These countries are: France, Germany, Greecg altal Portugal

2L According to Article 111 of the EC Treaty, agreemseconcerning exchange rate policy with non-
Community countries may be concluded by the Cowrtih recommendation from the Commission and after
consulting the ECB.
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4.2.1.The loss of the exchange rate instrument

The loss of the possibility to devalue and regasst Icompetitiveness is generally
considered as depriving EMU countries from an ingoadrpolicy instrument. A first step in
evaluating the implications of this loss is to exa@ndevelopments in international price
competitiveness and export performance of memlagesivhich in the past made repeated
recourse to devaluation in order to regain lost petitiveness and, on the other hand, of
member states whose currencies had as a rule eealned.

Italy, Greece, Spain and France are examples ofoesies whose currencies experienced
devaluations in order to recover lost competitigsnand Germany the typical case of
country with an appreciating currency.

It emerges form relevant studies (ECB, 2005) thatumulative terms, since the start of the
Stage three of EMU in January 1999, Germany haslgyegained export market shares, in
contrast to the sizeable losses seen in ItalytaralJesser extent, in France.

The ability of German firms to compete better ia Hrea of capital intensive products, for
which there is a strong demand from the EU New Menftates and from many Asian
economies together with moderate labour cost grawtr this period, partly explain the
positive export developments in Germany since 1988.France, adverse non-price
competitiveness factors, such as relatively subdgexivth in R&D investment and
specialization on consumer goods that may respessitb dynamic foreign demand, may
have played an unfavourable role while, in facpak price competitiveness has evolved
rather similarly to that seen in Germany.

In the case ofSpain the lagged cumulative impact of deteriorating akpprice
competitiveness since 2000 appears to mostly exjple recent losses in export market
shares. In ltaly, a clear correlation appears betwesses of competitiveness and losses of
export market shares. Although no detailed refexesenade to Greece in the above study,
available data (EC, Price and cost competitivengsrs] quarter of 2006) indicate that
losses of price competitiveness have been significtaough lower that those in Italy and
Spain (concerning Spain, only as far as total esgnimdicator is concerned).

Table 2. Real effective exchange rate (unit labowosts) relative to 1IC34

Total economy Manufacturing
GR E I DE GR E I DE
1999 100.0 100.0 100.0 100.( 100.0 100.0 100.0 100.0
2006 (Q3) | 108.2 1115 1122 92.1 123.1 1183 130.0 87.5

Source: EC, DG ECFIN, Price and cost competitivengsrd quarter of 2006

Although the loss of price competitiveness indidatethe above cases would suggest that
the exchange rate instrument could have been uséde absence of the euro, to restore
competitiveness, there are important counter-argisrte this view:

) It is well known that devaluations are not suffidieby themselves, to obtain
lasting effects, unless accompanied by supportiagsures, notably appropriate
wage policy and structural reforms in order to eomtcosts and improve
competitiveness of internationally traded goods aedvices. Therefore, the
focus must, in any case, be on implementing thet policies in the first place
and not on devaluations

(i) Moreover, it is argued that a hard currency poigcieneficial in the long- term
to the economy concerned, as it forces economiotage contain costs and be
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more productive and innovative in order to prese@petitiveness and market
share§’

(i)  Finally, an aspect which must be taken into accowhéen discussing the
potential use of the exchange rate instrument énBb is the extent to which
currency devaluations could be used within a fraorkwof increasingly
integrated economies of the EU. Even in the absehdtlee single currency, it
would have been increasingly difficult to resort dorrency devaluations. In
fact, recourse to currency devaluations by memioérshe EU before the
creation of the euro area was the source of teasiod acrimonious accusations
about “competitive devaluations” which put at ridle very existence of the
single European market.

The policy conclusion from the above analysis iat taxchange rate changes are not a
substitute for appropriate policies to contain pitbn costs and improve international
competitiveness. Probably more importantly, the losexport market share in the case of
some member states - that occurred also in pewbdse the exchange rate instrument was
available- suggests that a more dynamic approachnéasessary in enhancing
competitiveness, involving the upgrading of edwratiresearch and human capital and
differentiating the composition of exports. The Iempentation of the renewed Lisbon
strategy would help advancing towards this directio

4.2.2. The single monetary policy

The single monetary policy implies a uniform intdreate set by the ECB for the whole
euro area. Market interest rates in individual membtates may, of course, differ
depending on local competitive conditions and thedit-worthiness of the borrower.
However, it is true that in general interest ratethe euro area in recent years have been
historically low (see Table 3), a development htited both to global trends in interest
rates but also to low inflation in the euro ared tmthe credibility of the ECB reflected in
stable inflation expectations.

Table 3. Long-term interest rates (10-year Governma Bond yields)

1999 2000 2001 2002 2003 2004 2005 2006
Euro-area 4.7 54 5.0 4.9 4.1 4.1 3.4 3.9
USA 5.6 6.0 5.0 4.6 4.0 4.3 4.3 4.8
Japan 1.8 1.8 1.3 1.3 1.0 15 1.4 1.7
UK 5.0 53 5.0 4.9 4.6 4.9 4.5 4.5

Source: ECB and European Commission (DG ECFIN)

Regardless of the current level of interest rateshie euro area compared to those
prevailing in the past and in other economic regjdhere seem to exist two sources of
costs for individual member states from the transfe responsibility for interest rate
decisions to the ECB (see Thygesen, 2003):
0] ECB’s interest rate may not correspond to the ksalion needs of each
member state due to lack of synchronisation ofonali macroeconomic
variables, and

2 This was, in particular, the prevailing view int@mny after the second world war and one of thenmy/bf
the export-based German economic miracle.
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(i) Transmission mechanisms of monetary policy may Wicgently different
among member states to create divergence in mamroetc performance even
if the stabilisation challenges faced by the paguéints are broadly similar.

Available evidence suggests that ECB’s monetaricpdias been supportive of economic
activity in individual member states. However,gtd different question (not addressed in
this paper) whether the-one-size-fits all monefaolicy has been optimal (see Honohan,
2005).

- Some analysts report evidence of a more synchrdréoenomic cycle in EMU
during the first years of its operation. For examccording to Hericourt (2005),
monetary integration supported and strengthenednéss cycles and inflation
convergence among the euro zone countries

- Other economists, however, argue that there isonolasive evidence on increased
business cycle synchronisation following EMU creatiMoreover, to the lack of
synchronization, they add the worrying factor abwth differentials among EMU
member countries, notably between Germany and t¢althe one (the weak) hand
and several dynamic small member states on ther,othigh France being
somewhere in-between (see, for example, Gros, 2006)

- In a recent review of the issue of cyclical synctiwation within the euro area, the
economists of DG ECFIN of the EC concluded thdtalgh measures of cyclical
synchronisation have recently sent somewhat caimigicsignals, the analysis
suggests that member states’ business cycles bawarred closely aligned in the
past few years

- Hayo (2006), in his paper “Is European Monetaryidyohppropriate for the EMU
Member Countries” found that for almost all EMU member countriesthaihe
exception of Germarfy, euro area interest rates tend to be below thensttarget
interest rates, even after explicitly accounting &lower real interest rate in the
EMU period. He argued that the gain in terms ofdowterest rates is a result of
the high credibility imported by becoming a membeEMU

- Regarding Ireland and Finland, Honohan (2005) atghat Ireland’s experience
suggest little loss from the abandonment of anraartwus currency, while Salo
(2006) reports that the general perception in Rehlas that common monetary
policy has been reasonably appropriate for theigineconomy (see annex 2 for
case studies of Ireland and Finland)

- In Austria, according to Gnan, Kwapil and Ladera@805), both monetary
conditions indices as well as Taylor rules suggfest the monetary conditions have
turned more expansionary under EMU than in the f@mars preceding the start of
EMU. Also inflation and real GDP growth in Austraad in the euro areas have
become more closely synchronized

Z«Cyclical synchronization within the euro area:atllo recent data tell us?”, DG ECFIN, Quarterlyp&e

on the euro area, 11/2006. The study found alsd the dispersion of member states’ output gaps has
remained at historical lows, although some measpirésisiness cycle correlation have pointed to ssitibe
de-synchronisation in a few member states (BelgiGmeece, Finland and Spain) which, however, reflect
temporary and minor shifts in cycles which are itable in EMU.

24 paper presented in the Workshop ‘The Travailshef Eurozone”, Heriot Watt University, March 2006.
The methodology adopted by Hayo consists in esitilgdong run Taylor rules for the last 20 yearsdoef
the formation of EMU and deriving long-run targedtas which are employed in the simulation of
counterfactual interest rate paths over the timegelanuary 1999 to December 2004 and then compare
actual short-term interest rates in the euro area.

% Other research (ECB) concludes that ECB inteegssrhave been lower also compared to Bundesbank'’s.
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- For a number of member states (Greece, Portugabaad) which experienced a
sharp fall in interest rates due to their convecgenith those prevailing in the rest
of the euro area countries, there was a big inergasredit expansion and a boost
in economic activity following interest rate congence.

Policy conclusions: the relatively short periodiloé operation of EMU makes premature a
definitive assessment of the implications for indidal member states of the delegation of
interest rate policy to the ECB. It is true, howewbat some rather sizeable effects have
been noted in a number of member states, notabllgase countries where interest rate
convergence was significant. These effects seemrtimless to be of a transitory character
(although the transition may last several years)thry created some delicate problems of
adjustment. In general, ECB’s nominal and realrggerates have been lower in most euro
area countries compared to their probable levéiérabsence of EM. This suggests that
the single monetary policy has been supportivetmemic activity in the euro area.

Box B: How Independent is Monetary Policy in EU coatries outside the euro area since it$
creation in 1999?

A criticism often addressed to EMU is that the “eee-fits-all' monetary policy may not be
appropriate for every single member state. Stayotside the euro area, the argument gpes,
countries could retain their independent monetaficy.

Regardless of the analytical and practical relegasfdhe argument, it is interesting to see whether
EU member states outside the euro area follow,eidden independent monetary policy (the
analysis here is limited to the three member st@&s SW and the UK, which stayed outside the
euro area from its creation in 1999).

It is interesting to note that Denmark, a countdyichi enjoys an opt out clause regarding [the
adoption of the euro, is member of the exchangemegchanism (ERM II) a fact implying that this

member state has de facto pegged its exchangwithtéhe euro and its monetary policy decisigns
follow closely those of the ECB.

Sweden, although is not subject to an opt-out el@isilar to those applying to Denmark and fhe
UK, is not yet member of ERM Il and follows a maneependent monetary policy. However, eyen
in the case of Sweden there is a strong correldd&iween ECB’s and central bank of Swedgn’s
monetary policy decisions. For example, betweenebder 2005 and October 2006 both the HCB
and the Riksbank raised their respective policgriedt rates five times by 25 basis points each fime
(in four cases, ECB'’s decisions preceded thosheoRiksbank and in one case, in March 2006 the
Riksbank decision preceded that of the ECB by @yg.d

The UK, on the other hand, follows a more indepahdeonetary policy while its exchange rate

follows a free floating regime. However, even ip ttase of the UK, there was some “convergerce”
between the ECB and the bank of England in thairtfi&ion target for the latter was modified |in
December 2003 to 2% (based on CPI inflation) imsteh 2.5.% (based on PRIX inflation)
previously. T

With regard to both the loss of the exchange irlgrument and the transfer of the interest
rate instrument to the ECB, we do not know enough alibatdynamics of economic
adjustment, which could be generated in the ewra as a whole and in individual member
stateé’ (some preliminary evidence of economic adjustmisnpresented in section 5

% This does not necessarily imply that interestsré@ve been optimal in each case.
2 The dynamics of economic adjustment may be linkizl the phenomenon of the endogeneity of optimum
currency areas (see Tavlas, 2004).
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below). As a consequence, we can make the ratlw@ntnoversial assumption that the loss
of the exchange rate instrument and the delegatiaine interest rate instrument to the
ECB would entail soméimitation of available policy instruments at raatal level. Such
limitation will have to be addressed by appropradaptations and enhanced effectiveness
of remaining policy instruments at the disposahational governments

Euro area’s single monetary policy, despite théictsims it is receiving, it is popular
enough (or influential enough) so that other manyetauthorities in the EU follow ECB’s
monetary policy decisions or at least co-ordinartmonetary policies with that of the
ECB. Box B provides some evidence of this.

4.3. Fiscal Policy: adjustment, stabilization andayvth

In contrast to the exchange rate and monetaryyapects of EMU analysed above, fiscal
policy remains at the core of member states’ coemusts, subject of course to common
EU fiscal rules. The objective of EU’s budgetariesuis that member states achieve fiscal
positions close to balance or in surplus and lébraatic stabilisers play freely over the
economic cycle.

There is significant convergence of views of acadsrand policymakers that fiscal policy
is more effective, and much less subject to advside-effects, through the operation of
automatic stabilizers, as opposed to discretiofisoal policy’®. Given the large tax and
benefit systems in Europe, relying mainly on auttenatabilization would allow a
relatively high degree of cyclical smoothing, whaleoiding pitfalls of fiscal activism (see
Buti and van den Noord, 2004)

As common EU fiscal rules concern the governmefariz@ and debt as percentage of
GDP and do not enter into issues referring to the af the public sector or to expenditure
policy and the tax systéth there is a wide scope for national policies i #nea of fiscal
policy.

- Indeed, an important challenge for member statésvsto achieve an optimal use
of fiscal policy in the EMU environment. One dinect of reflection is the
functioning of automatic stabilisers and how it tenimproved. For example, there
are demand and supply side aspects of automatiilistas, which should be
examined in each case.

- Also, consideration should be given to assessiegifip fiscal instruments on the
basis of a number of criteria e.g. maximizing tHecat on activity, minimizing lags
and C%Qtributing to the attainment of wider polayective such as efficiency and
equity:

As government expenditure accounts for 47% of G@Paverage, in the euro area, it is
evident the importance of the optimal use of thigghamount of resources for enhancing
productivity and competitiveness of euro area enuas. The need for an optimal use of
public funds is even more pressing if account igemaof the requirement to respect
Community fiscal rules and, also, the limited marti raise tax rates in an environment of
integrated markets and international tax competitior example, the key objective of the
Lisbon Strategy of allocating more budgetary resesirto innovation and research and

8 Typical pitfalls of discretionary fiscal policye@model uncertainty, risks of pro-cyclical behavidue to
implementation delays and irreversibility of spergldecisions.

29 Except in areas where there are commonly agreeth@mity rules as, for example, those concerning VAT
rates.

%0 See “Fiscal stabilization and EMU, a discussiopgraHM Treasury, 2003.
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upgrading the education systems requires that@fibAnces are reformed so that adequate
resources become available for these purposes.

Ensuring the long-term sustainability and enhandimg quality of public finances are
important steps in the effort towards both fiscahsolidation and the optimal use of
budgetary resources. The focus on long-term fisgatainability is justified by the reality
of population ageing and the needed reforms in rotde avoid shifting on future
generations of the budgetary burden arising froenstippport of the social security system.
Attention on the quality of public finances emerdeaim the necessity to extract maximum
benefit from alternative uses of funds out of leditbudgetary resources. Quality covers
both expenditure and revenue, but the focus henigovernment expenditure, as the
analysis of the revenue side would require a thginaeview of tax systems and tax policy
which lies beyond the scope of the paper.

In the following paragraphs the issues of budgetatjstment, long-term sustainability
and quality of public finances are examined in mdegail, focusing in particular on
Greece.

4.3.1. Fiscal adjustment in member states and tine area

Fiscal adjustment in the euro area since the efatie Third Stage of EMU is generally
considered as inadequate in terms of the requiresrednthe treaty and the stability and
growth pact and the policy objectives set at Comitgtand national levéf. In 2006, the
euro area budget deficit, estimated at 2% of GBRmained at a higher level compared to
1999 (1.3% of GDP), the year the monetary unionroenced. The euro area primary
balance has actually deteriorated by about 2 ptgerpoints of GDP since 1999, while
the primary expenditure ratio is broadly unchangeer this periot. The decline in the
euro area debt ratio has been minimal, to 69.4%IP in 2006 from 71.8% in 1999.

- The budgetary stance of the euro area as a whate #he start of the Third Stage
of EMU was largely determined by fiscal developnseimt large countries. There
was, indeed, a significant deterioration in thedlsposition in Germany, France
and Italy in the period under review which resuliadthe general government
deficits exceeding the 3% of GDP threshold and abivation of the excessive
deficit procedure against the countries conceriéthere was also in the same
period a significant deterioration in the cycligaluindusted fiscal position in
Germany and Italy and a less important deterianatid=rance.

- In contrast to the situation in large countriesesal smaller countries managed to
reach balanced budgetary positions and even buggstapluses: For example,
Belgium reached budgetary equilibrium in 2000 (eeesmall surplus of 0.1% of
GDP), Austria in 2001 and Spain in 2003, while drel and Finland registered
budgetary surpluses already in 1997 and 1998 régplc These member states
were then in a position to let fiscal stabilizersrky mitigating thus the effects of
the prolonged economic slowdown after 2000, withbrgaching the 3% deficit
threshold.

%1 1t is recalled that the 1999 Broad Economic Pol@yidelines of the EU Council recommended that
Member States achieve budgetary positions of dlm&alance or in surplus no later than by the €rD62.

%2 This points to the fact that the “premium” of deirig interest payments in recent years has bepents

on tax cuts rather than fiscal consolidation.

% Under the excessive deficit procedure have alsm iptaced Greece and Portugal as well as otheEfive
member states, not members of the euro area {sitiatDecember 2006).
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- Among smaller countries, significant was the detation of the fiscal position in
Portugal, from 2.8% of GDP in 1999 to an estimade®Po of GDP in 2006. In
cyclically adjusted terms the deterioration of fiegal position was limited, from
3.5% of GDP in 1999 to 3.7% in 2006 after havingcteed a peak of 5.1% of GDP
in 2005.

4.3.2. Fiscal adjustment in Greece

As was the case with the rest of EU member staiémgvto form an economic and
monetary union by the end of the 1990s, Greece lmebiall energies in order to comply
with the convergence criteria and qualify for earea membership. Although not among
the first wave of countries which participated e teuro area from 1.1.1999, Greece
managed to join the rest two years later, nJanuary 2001. That was an undeniable
success, given the “distance” Greece had to coverder to fulfill the convergence criteria
and the difficulties involved - for example riskkspeculative attack on the currency in the
last critical months - inherent in such a “singt®satry” convergence effott

As was seen above, following euro area memberst@petwas a relaxation, at a varying
degree, of fiscal adjustment effort in several E@nmber states, as there was a sort of
“fiscal fatigue” after the intensive consolidatieffort to meet the Maastricht fiscal criteria.
However, the relaxation was relatively more proraaehin Greece if account is taken of
the robust GDP growth rates compared to weak ecmnativity in most euro area
members and its implications more serious thanwélsee, given the very high government
debt and the elevated debt servicing costs as merE&DP.

Since the start of this decade, there was in Graesmall improvement in the nominal
deficit, which passed from 3.4% of GDP in 1999 toestimated 2.6% of GDP in 2006,
after having peaked at 7.8% of GDP in 2004. Howetrex cyclically adjusted deficit --

which measures changes in the fiscal stance -- edaskclear deterioration, rising from
1.3% of GDP in 1999 to an estimated 3.3% of GDR(OA6. Moreover, the relaxation of
Greece’s fiscal adjustment effort was accompanieffdquent and extensive revisions of
the general government data in recent years invglegignificant increases in the deficit
and debt figures as percent of GBIP

Concerning Greece’s fiscal adjustment strategyjlaMa data indicate that the savings
from the decline in interest expenditure, by almégiercentage points of GDP between
1999 and 2006, were mainly “absorbed” by a redactibtotal revenue as percent of GDP
(by 3.8 points) with limited contribution to thedrgction of the government deficit ratio

(which was reduced only by 0.8% of GDP between 1899 2006). The primary balance
(i.e. general government balance excluding intepsstments) is estimated to having
returned to a surplus of 2% of GDP in 2006, aftecording primary deficits during 2003-

2005. It is clear that a sustained fiscal constibeieand debt reduction strategy should rely
on a high enough primary surplus in the years toecdt should be noted in this respect
that the total revenue ratio is quite low in Greét®.6% of GDP in 2005) compared with

the euro area average (45.1% of GDP). Taking intmant that the average tax rates in

% See T.Papaspyrou (2004) “EMU strategies: lesbons past experience in view of EU enlargement”.
% For details see “Fiscal data revisions and fiseatelopments” in Bank of Greece, Interim Monetao}idy
Report, October 2004.
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Greece are, overall, above the euro area averagesues that there is in Greece a serious
problem of tax evasion that needs to be tackled

Table 4. General Government debt (as % of GDP)

1995 1999 2000 2001 2002 2003 2004 2005
Greece 108.7 112.3 1116 113.2 110.7 107.8 108.5 107.5
Belgium 129.7 113.6 107.7 106.3 103.2 98.5 94.7 93.3
Italy 121.2 113.7 109.7 1087 1055 104.2 103.8 106.4
Ireland 81.0 48.1 37.8 35.3 32.1 31.1 29.4 27.6

Source: European Economy, Statistical Annex, autR@yé

Probably a clearer picture, than looking at thedetidleficits’, of the fiscal adjustment
effort in Greece can be obtained by examining gawent debt ratio figures since the start
of the Third Stage of EMU, in comparison with thafethree other high-debt euro area
members: Ireland, Belgium and lItaly.

It emerges from Table 4 that in Greece the govenindebt ratio registered a modest
decline by less than 5 percentage points betwe88 a8d 2005 to a still very high figure
of 107.5% at the end of 2085 During the same period Ireland managed to redtsce
government debt ratio by 20.5 percentage points #8.1% of GDP to 27.5% of GBDP
Even more remarkable was the decline in the dabb rin Belgium, by about 20
percentage points (from 113.6% of GDP in 1999 t@%3in 2005), taking into account the

% The general government total revenue ratio in Gragould fall even further on the basis of the sedi
national accounts data.

37 According to the latest data confirmed by Eurbstaautumn 2006, the general government deficit in
Greece was 5.2% of GDP in 2005, 7.8% in 2004, 612003 and 5.2% in 2002. In principle, the annual
data for government deficits/surpluses must beecedld in the outstanding amount of government debt.
However, according to established statistical rulesrtain operations are registered directly in the
government debt (either increasing or decreasiagdébt) without passing through the governmentrizala

In certain cases (e.g. privatization revenue) #wmilt of the operations are correctly, accordingtwostat
rules, recorded directly in the debt figures (decreasing the debt ratio) without affecting theegoment
balance. However, certain operations may be inctyreecorded directly in the debt and not, alsothe
government balance. This implies an adjustmenthan dccounts once the Eurostat corrects the records.
Eurostat has become more vigilant in recent yeadsphienomena of incorrect recordings are less numser
However, creative accounting by Member States sdenie still alive (see, for example, an intervietv
Commissioner Almunia, in the Financial Times of ét@er 2005).

% In September 2006, the Ministry of Economy andaRize announced that the National Statistical Servic
of Greece proceeded, according to EU rules, tosigiom of national accounts data and a changedrbdse
year to 2000. The revision, which amounts to anarpvadjustment of the GDP of the order of 25%, will
imply a significant downward adjustment of the gowaent deficit and debt ratios (bringing governmasint
down to around 85% of GDP - it should be noted th#tl the revised data are validated by Eurodtat,
multilateral and budgetary surveillance will beeeted on the basis of the unrevised data). Howeker,
argument about the limited budgetary adjustmentiasivalid, as the government debt ratio, althdogrer

by more than twenty percentage points of GDP withrevised data, would be little changed in theoger
1995-2005, on the plausible assumption that the sfzGDP revision in the period 1995-1999 would be
similar to that in 2000-2005 (if anything, the retan of the debt ratio between 2000 and 2005 iallem
with the revised data (3.4 percentage points, coetptn 4.1 pp with the unrevised data).

%9 More impressive was the reduction of the goverrtinaet ratio in Ireland between 1995 and 2000, by
about 43 percentage points, a performance madéjeoby the double digit GDP growth rates in Irelan

the 1990s. The contrast with the very limited reaitucof government debt ratio in Greece in the sperod

is sharp: in ten years, the Greek government dshit declined by only one percentage point, alttnotigs
summary performance conceals a reduction by alvaufpercentage points between 1997 and 1999 (which
allowed euro area qualification), a deterioratior2001 and a rather slow decline thereafter.
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rather modest GDP growth rates in that codfitrin annex 2 the main ingredients of
Belgium’s successful fiscal consolidation and dedatuction strategy are examined. The
essence of Belgium’s strategy was coherent fismasalidation and debt reduction policies
based on strict expenditure rules and supportedwell-designed and functioning
institutions.

It should be noted that recent estimates and fetétgoint to a faster decline in Greece’s
government debt ratio in 2006 to 104.1% of GDP fmther, to 91.3% of GDP, in 2009
(see also below projections of the updated stglplibgramme of Greece, 2006-2009).

An area where considerable progress was made ec&rever the last ten years, concerns
the management of government debt which resulteatdniced borrowing costs for the
state.

The above analysis shows that fiscal adjustmenttlamdong-term sustainability of public
finances must be key policy priorities in Greeche Tollowing subsection examines key
aspects of this issue, notably those linked to Canity rules and the reformed Stability
and Growth Pact. A related issue is the qualitpublic finances, which is linked both to
fiscal adjustment and sustainability and to theraleompetitiveness of the economy.

4.3.3. Budgetary adjustment in the updated stgijplibgramme of Greece
(i) Updated stability and growthprogramme, 2005-2008

In the updated stability programme of Greece, 20088, the deficit of the general
government sector is projected to decline to 1.7%DP in 2008 from an estimated deficit
of 5.2% of GDP in 2005, while the government dettitoris projected to fall by more than
10 percentage points, from an estimated 107.9%# (& 2005 to 96.8% of GDP in 2008.
The main projections of the updated programmerarieded in Table 5.

Table 5. Greece: projections of the stability and @pwth programme, 2005-2008

% of GDP Projection | 2004 2005 2006 2007 2008 2009

Real GDP (% change) Dec 2005 4.7 3.6 3.8 3.8 4.0

Dec 2006 3.7 4.0 3.9 4.0 4.1
General Govt Balance Dec 2005| -6.6 -4.3 -2.6 -2.3 -1.7

Dec 2006 -5.2 -2.6 -2.4 -1.8 -1.2
Cyclically adjusted GGB | Dec 2005| -7.8 -5.5 -4.4 -3.5 -3.0

Dec 2006 -5.6 -3.4 -2.7 -2.2 -1.6
GG Primary balance Dec 2005| -0.9 0.9 2.3 2.4 2.8

Dec 2006 -0.4 2.0 2.0 2.4 2.9
General Govt Debt Dec 2005| 109.3 109.3 1079 104.8 101.1 96.8

Dec 2006 107.5 104.1 100.1 959 91.3

Source: Ministry of Economy and Finance, Decemii®52and December 2006.

0|t is noted that in 1995, Belgium was the countith the highest government debt ratio in the ERB.7%

of GDP, followed by Italy, 121.2% of GDP and Greeb@8.7% of GDP.

“! European Commission, autumn 2006 economic forecast

2 According to the relevant EU Council Regulationeber States having adopted the euro must submit
stability programmes, updated annually. Greecedéelcto name these programmes as “stability and throw
programmes”. Although this initiative may have sojugtification in that it corresponds to the Stapiand
Growth Pact, it represents an innovation that the Comarigdsas chosen not to contest.
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In its Opinion of 24 march 2006 on the Greek stgbprogramme, the ECOFIN Council

“welcomed the efforts undertaken so far and theonityy given by the government to

a

permanent reduction of the deficit and noted tbagrall, the programme is consistent with
the correction of the excessive deficit by 2Qd&it addedsubject to a full implementation

of the envisaged adjustment and conditional on dffects on the planned deficits
possible further statistical revisions of budgetdata”.

of

This qualified approval implies both that the prrgme must be applied rigorously and,

also, that even better results than the projectess should be sought as a margin

for

unfavourable statistical adjustments. In regardthte excessive deficit procedure, the

Council invited Greece ttimplement the necessary permanent measures leadirthe
correction of the excessive deficit by 2006 atiaest”.

Box C: procedures for the abrogation of the excess deficit in Greece

The procedures for the abrogation by the Counciltfdecision on the existence of excesgive
deficits (ED) have become more rigorous followirgges, in the past, of sharp deterioratior] of

budgetary situations shortly after the ED situati@md been abrogated and, also, following
provisions of the reformed Pact which give moreghiebn the sustainability issue.

the

In the case of Greece the ED situation must (sae€ilodecision above) be corrected by 2006 at
the latest. This implies that the Commission wélib a position to verify whether the ED has bgen

corrected in April 2007, on the basis of Eurostatiidation of data reported by member state
the context of ED procedures.

Assuming that the data for 2006 indicate that txeghment deficit in Greece does not exceed

of GDP, the decisive element for a Commission reoendation for the abrogation of the BD

5 N

3%

decision will be the Commission forecasts of Ma@2@oncerning government deficits for 2007

and beyond. Commission’s budgetary forecasts aMetinto account, among other elements,
Greek budget for 2007 and measures supportiveediildget projections.

It is recalled in this respect that the Report led Council of March 2005 on “Improving the
implementation of the SGP” (which is an integrattpaf the reformed SGP) makes specific

the

reference to the importance of Commission forecaséssessing the reliability of macroeconornic

and budgetary projections of stability programmes.

(ii) Updated stability and growth programme 200®20

On 22 December 2006 the Minister of Economy andamée presented the updated

Stability and Growth Programme of Greece 2006-200% programme was based

on

upwardly revised general government data for 2005 (2% of GDP instead of 4.3% of
GDP in the 2005-2008 update of the stability progre) but kept unchanged the

estimated deficit for 2006 at 2.6% of GDP (see & &)l

In its Opinion of 27.2.2007 on the updated stappitogramme the Council shifts the focus

from short-term fiscal adjustment to more mediunfotgy-term fiscal sustainability: “.in

view of the very high level of debt and the pre@dadncrease in age-related expenditiire

Greece is invited to “.improve the long-term sustainability of public fnt@s by
achieving the Medium Term Objective, controllingblm pension and healthcar
expenditure and resolutely implementing ambiticferms.
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4.3.4. Fiscal adjustment in the light of new SGRsu

Regarding fiscal adjustment, Community rules hastetlse broad framework for action in
order to comply with the requirement to avoid esoes government deficits and, further,
to achieve -- over the cycle -- a fiscal positibwse to balance or in surplus.

Key issues concerning fiscal adjustment are the paavhich the government deficit will
be reduced, and finally eliminated, and the fisadjustment strategy, i.e. how the
elimination of the deficit (and reduction of goverent debt) will be achieved. Another
important issue is how to ensure that fiscal adjestt programmes, once agreed, will be
effectively implemented.

We have seen, in section 3 above, that the EUdwaswed and tightened its surveillance
of economic and budgetary issues and invited mesthgzs to collaborate in that effort by
improving their own internal procedures and ecomomovernance. The existence of
appropriate rules, procedures and institutionsatibnal level will ensure the respect of the
agreed fiscal adjustment programmes and contrddgteto improving the quality of public
finances, an issue analysed below. Regarding fetjalstment, Community rules have set
the broad framework for action in order to compigtwvthe requirement to avoid excessive
deficits and, further, to achieve over the cycléisaal position close to balance or in
surplus. We have seen above that the reformed|iBtarid Growth Pact (Pact) takes more
into account the economic situation and prospeétta eonember state and its reform
programme in order to determine the objective tatt&ined and the pace of the adjustment
effort.

Specifically, the elements of the reformed Pact tmdisectly concerning high debt
countries which are also subject to the excessifieitiproceduré® include:

- A minimum fiscal adjustment effort of 0.5% of GDRRrpyear in the cyclically-
adjusted balance is required for member stateshadmie subject to the excessive
deficit procedure (EDP), i.e, those with generalegoment deficit above 3% of
GDP. This minimum effort must not include temporaryne-off measures.

- Particular attention will be paid by the Councilrémlucing government debt ratio at
a satisfactory pace, thereby contributing to thegiterm sustainability of public
finances. For countries above the reference val@®% of GDP, the Council shall
formulate recommendations on the debt dynamicgsiropinions on the stability
and convergence programmes. In practice, this mewissituations of declining
deficits and inadequately declining (and, more rsing) debt ratios will not be
acceptable, unless adequate justification is pexlid

- Another important aspect concerns the deadlinegh®icorrection of an excessive
deficit. The reformed Pact gives the possibilityeddend the period to two years,
compared to one year before the revision. In cdsgpecial circumstances, the
initial deadline for correcting an excessive defigould be set, as a rule, one year
later, i.e. the second year after its identificatend thus normally the third year
after its occurrence.

- Following cases of significant revision of budggtdata in recent years, statistical
surveillance of fiscal data has been enhanced lypgtrengthening the monitoring
role of the Eurostat and by efforts to upgrade phefessional competence and
scientific independence of national statisticavems. Although the efficacy of the
new changes will have to be tested in the lengtintg, it is clear that a closer look
at budgetary data will be paid in the future by @ussion services.

“3 For example, Greece and Italy among euro areatges fall currently (Dec 2006) into that category
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Implicit liabilities (related to increasing expetdies in the light of ageing populations)
should be taken into account, as soon as critemé @modalities for doing so are
appropriately established and agreed by the CauAwgilable experience indicates that
realistic economic and budgetary objectives, exjeral rules and appropriate fiscal
institutions are decisive elements of effectiveraxoic governance at national level.

4.3.5. Long-term sustainability of public finances

The long-term sustainability of public finances al$yi requires, in addition to short term
fiscal adjustment, structural reforms with lastieffects on public finances. Fiscal
sustainability is of particular importance for Geeegiven its high fiscal deficits and the
very high government debt ratio, taking also intwaunt demographic trends and the
budgetary cost of pension and health care systé@ims.Ecofin Council, the European
Commission as well as international institutionshsuhe IMF and the OECD, have
underlined the need for action in order to ensheesustainability of the public finances in
Greece.

The Ecofin, in its opinion, of 14 March 2006 on tifated stability programme of Greece
2005-2008" was noting that...with regard to the sustainability of public finees, Greece
appears to be at high risk on grounds of the prgeaosts of ageing populations. The debt
ratio is currently the highest in the EU, and isojacted to remain at very high levels
throughout the projection period up to 2050. It tleerefore necessary to implement
rigorously the planned consolidation of public fit@s over the medium-term and to
further strengthen the budgetary position in order reduce risks to public finance
sustainability. At the same time, the projectedanse of government expenditure, notably
on pensions, over the projection period is expedtedut a high burden on public
finances” concluding that Greece should control public pension expenditured an
resolutely implement the approved pension reformd earry out structural reform to
ensure the long term sustainability of public finasi.

Similar remarks with regard to long-term sustaitigbof public finances were included in
Commission’s assessment of Greece National Refaogr@mmé® and in its report on
“The long-term sustainability of public financestire European Union” (October 200%)

Monitoring the likely trends of public finances @ paramount importance to preventing
the burden of public debt from becoming unsustdeab should be noted in this respect
that fiscal surveillance of long-term sustainapiéntails a high degree of uncertainty as the
results may differ according to assumptions onrtuteends of demographic developments
(mainly growth conditions) and budgetary developt@nage-related expenditures. Also,

“0J C82p.1,5.4.2006.

%> The European Commission, in its assessment ofc8iedlational Reform Programme, dated 25.1.2006,
noted that “...Greece did not present a comprehensive strategyeforming the pension system to improve
adequacy and sustainability’and further, that“except for in the banking sector, the Nationaf&m
Programme important measures -- such as refornesady retirement, reform of pay-as you-go systerther
development of the second pillar --, are postpdiea future social agreement, with an imprecisesndbyf’.
Similar remarks were included in Council’s opiniom Greece’s Stability and Growth Programme.

“s The report, referring to Greece, notéalthough projections for pension expenditure art available for
Greece in the 2006 Ageing Report, according to lgest available information from the 2002 updated
Greek stability programme, a significant increasgension expenditure as a share of GDP is projeoteer
the long-term”, and concludes: “...Overall, Greece paars to be at high risk with regard to the
sustainability of public finances”
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sustainability depends on the impact of structuedbrms that may affect either the
potential growth rate or the budgetary profile eftain expenditure categories.

In the reformed Stability and Growth Pact, sustailityg is at the core of budgetary
surveillance. References to sustainability existeweral provisions of the Pact:

0] in the requirement that a Council opinion on sumsthility is formulated on the
annual update of the stability or convergence @nognes,

(i) the definition of the medium-term objective for aemmber State budgetary
position will take account of the Commission andu@@l assessment on the
sustainability risks,

(i) if a member state introduces major reforms thatehdirect long-term budgetary
saving, for example a reform of the pension systien a deviation from the
medium-term objective or the adjustment path towtanay be allowed,

(iv)  in applying the excessive deficit procedure, theaost of pension reforms that
introduces a mandatory fully-funded pillar will bensidered carefully, as such
reforms involve a short-term budgetary cost whhe fong-term impact is
positive, and

(v) there will be increased focus on the debt criteseh down in the Treaty. In
particular, Member States with high debt-to-GDHosatshould make greater
efforts to reduce them rapidly, thus contributireg the sustainability of the
public finances.

It should be noted that the long-term sustainghdgftpublic finances is not only a matter of

budgetary discipline, which is of course indispdsabut also a matter of economic and
employment growth. This is the reason why any tiledstrategy in this regard must

incorporate policies dealing with fiscal, finangi@mployment, health care and pension
systems. It is useful to look at ways member stéimge tackled this important and

sensitive issue. There are several interestingpaagimatic solutions, both institutional (e,qg,
the Ageing Fund introduced in Belgium, see annexs2yell as operational ones.

According to the European Commission, while thedatdry impact of ageing populations
is a concern for all EU Member States, the EU agages mask considerable variety. There
is a large variation across the EU in the degregs&$ and where they mainly come from.
Overall among the 25 Member States of the EU sixtrtes are assessed to be at high
risk, ten at medium risk and nine at low risk, whaverall confirms the assessments of the
stability and convergence programmes carried otthénearly months of 2006. The main
characteristics of the sustainability challengeyttace can be summarized as follows: The
high risk group of countries which comprises twooearea members, Greece and Portugal
as well as Czech Republic, Cyprus and Hungarghasacterized by a very significant rise
in age-related expenditure over the long-term, dirdeg that measures aimed at curbing
them will prove strictly necessary. Moreover thee€@z Republic, Greece, Cyprus, Hungary
and Portugal have large deficits and some of themahigh level of debt, in particular in
Greece. Budgetary consolidation is as well necgssad urgent in order for these
countries to reduce risks to public finance sustaiirty.

4.3.6. The quality of public finances

In recent years, in support of budgetary adjustraentfiscal sustainability, the concept of
“quality of public finances” has gained in importanin the economic policy debate, at
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national and EU levels, on how fiscal policy canntcibbute to more growth and
employmerit’.

The huge amount of economic resources absorbedhandged by the public sector gives
a measure of the difference an improved qualitypublic finances would make for the
overall performance of the economy. In Greece,pifedlem is more acute, as the quality
of public finances is, according to all availabléidence, far from satisfactofyy As a
consequence, it can be safely argued that the metaaf the competitiveness game for
Greece would depend to a large extent on improtiagsituation in this aréa

Generally accepted definitions of quality of pubfinances are not available. A broad
concept of quality would include the allocationresources and the efficient and effective
use of those resources in relation to identifiedtegic priorities. The Lisbon Strategy
defines sustainable growth, full employment, soa@ahesion and competitiveness, as
strategic priorities.

In recent years, a number of reports have beeraprdpy EU institutions in connection to
the quality of public finances. In European Comiois's reports on “Public Finances in
EMU” in 2004 and in 2005, analytical, methodolodiead policy aspects of the issue of
the quality of public finances were examined. Thethndology adopted by Commission’s
reports is to examine the link between the commsivf public expenditure and revenue
and long-term growth.

It emerged from reports and case studies that thmsetries that have been at the forefront
of institutional reform, by introducing national penditure rules and performance

budgeting schemes within a medium-term framewodyehbetter managed to redirect
public spending towards their national expendiforierities and to protect these targeted
items during periods of fiscal consolidation. THere, appropriate and effective budgetary
institutions appear to be a key factor in facilitgtthe implementation of medium-term

policy objectives, which are relevant not only farsing the quality of public budgets but

also for helping maintain fiscal discipline.

Several Member States have introduced medium-temmeworks for expenditure control
and reforms to the budgetary process that aimtaeaag priorities in the most efficient
and effective way by linking public expenditure fmlicy outcomes (performance
budgeting). The analysis shows that, in countrié wmore effective control of public
expenditure, fiscal consolidation in the run-up EMU has been mainly based on
containing expenditure, rather than on raising meres, thereby contributing to a better
long-run growth performance. Overall, this analysiplies that the allocation of resources
and the monitoring of action undertaken to pursieatified priorities should have a greater
role in the analysis and conduct of fiscal poifcy

4" However, while the EU fiscal framework lays dowre tprinciples and procedures for achieving fiscal
sustainability, the principles for improving theadjty of public finances have not yet been integgain a
systematic way within the framework of EU policies.

“8 For example, according to the 2005 World Compatitess Report, issued by the World Economic Forum,
that weak area of Greece’s overall competitivepésisire is the public sector as enterprises faffecdities
related to bureaucracy, tax regulation, labour maldgislation and corruption. Greece’s comparatareing
was 51, among 104 countries, regarding the Globahg&titiveness Index and 37, regarding Growth
Competitiveness Index. The ranking regarding saexes of the latter was as follows: 38, Technology
Index, 44, Public Institutions Index and 31, Mac@@omic Environment Index.

49 The IMF (2006) argues that strengthening inteomati competitiveness will require further refornes t
product and labour markets, including by improvimgplic administration.

Y A proper design and implementation of medium-texpenditure frameworks and progress in cost-benefit
analysis and performance budgeting would help forave both the control and allocation of existingds.
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In 2005, the issue of quality of public financesrd its place in two policy documents of
the Council: Ecofin’s report to the March 2005 Ewgan Council on “Improving the
implementation of the Stability and Growth Pactiludes specific references to the overall
quality of public finances and the implementatidmpolicies in the context of the Lisbon
agenda, as elements to be taken into account vadsessing budgetary developments in the
EU.

Also, in the Broad Economic Policy Guidelines (BES@005-2008, Member States are
asked to direct the composition of public spendowards growth-enhancing items, adapt
tax structures to strengthen growth potential asgkss properly the relationship between
public spending and the achievement of policy dbjes.

The European Council, in March 2006, underlined tieed “to further improve the
efficiency and effectiveness of public spendingtares in order to enhance the quality of
public finances and foster growth and employmehganing activities...>.

More recently, in October 2006, the Ecofin in isiclusions on a report by the European
Commission and the Economic Policy Committee umuedl the important role that
national fiscal rules and institutions can playhe attainment of sound budgetary positions
and invited member states to provide relevant mfdron on their national fiscal
frameworks in the forthcoming stability and conwarge programmes. The Ecofin invited
also the Commission to develop further in co-openatvith the Economic and Financial
Committee and the Economic Policy Committee itslymm of the quality of public
finances, including the efficiency and compositadrpublic expenditure, and to provide an
overview of the implementation of the existing mileased on the 2007 updates of the
stability and convergence programmes.

4.4. Structural policies — implementing the Lisb&ygenda
4.4.1. The role of structural reforms as a poliogtrument

Structural policies, together with fiscal policyeahe main policy instruments in the hands
of national authorities in the EMU environment. Ustural reforms, in particular, are

A starting point focuses on the link between figgalicy and long-term growth, notably by examinitig
composition of expenditure and revenue and longrtgrowth. The major difficulties that empirical dtes
have encountered concern the distinction betweeadtgtive” and “unproductive” expenditure. Although
there is a certain degree of agreement that a #&&gories of public expenditure can quite safelynieuded
among “productive” public expenditure because they directly aimed at productivity improvementgy(e.
R&D, education and infrastructure investment) thexeno consensus among researchers concerning the
impact of most expenditure items on long-term gload its timing. This lack of consensus is reféidcby
the fact that available estimates of “productivependiture in the EU range between 5% and 44% taf to
public expenditure In the light of these difficelti the analysis of the composition of public exjitene
across EU countries focuses on what the changi®ioompositions have been and what factors dhigset
changes. Generally, over the last decade sociggion and health care expenditure increased sheire in
total expenditure, while total expenditure exprdsae a share of GDP has gone down. This suggedtthth
main drivers of expenditure re-composition over thedium-long term are related to underlying upward
pressures such as those resulting from ageing bhad any framework for the definition of strategic
expenditure priorities must take such long-termdeeinto account.

*1 In December 2005, the EU Economic Policy Commiiite@ report to the Ecofin Council analysed thésin
between public finances and long-term growth, fow®n the expenditure side of the subject, deailing
particular with three aspects: a) investigating ttode of budgetary institutions in identifying the
implementing expenditure priorities, b) analysingd amonitoring trends in the composition of public
expenditure, and ¢) measuring the efficiency oflipuxpenditure.
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important in facilitating adjustment -- also by lieasing the effectiveness of the single
monetary policy -- and enhancing economic efficieand performance.

- Structural policies contain the most powerful pylitools for addressing and
preventing problems that may arise in a curren@aalas well as individual
countries and regions, because they can influeheespeed with which market
forces can operate and provide lasting adjustmiéett an economic shock. In this
regard, two mechanisms are particularly relevanth® euro area economy: the
mobility of factors of production and the flexiltyliof price and wage setting. Either
of these mechanisms would need to react in ordeadimeve a sustainable
adjustment to economic disturbances (seeTrich@5)20

- At the Lisbon council the EU has launched its caghpnsive strategy of reforms as
an important precondition to become the most coitieiand dynamic knowledge
based economy in the world. To reach this goal, liisbon strategy put heavy
weight on structural reforms, notably on produahdur and financial markets in
the EU member states. The introduction of EMU lilesdy reinforced the need of
structural reforms, as monetary policy or nominall@nge rate adjustments are no
longer available for individual countries to resgaim asymmetric shocks. Due to
trade integration for example, specialization pagef the member states may have
become more important, implying that the probapiiitr asymmetric shocks could
increase. In the absence of substantial migratmamsfinto the prosperous regions,
appropriate reforms could strengthen market-baseljusenent processes.
Restrictions on the use of fiscal policy constrhie use of this instrument unless a
country starts from a position of a budget surfidee Dreger, 2007).

Structural reforms concern all areas of public@olFor example, measures to enhance the
long-term sustainability of public finances exantingn the previous section have a
structural character. We have seen that structafaims are taken explicitly into account
in the reformed stability and growth pact, in tresessment of fiscal adjustment and the
sustainability of public finances.

4.4.2. Progress in implementing the Lisbon Agenda
(i) At the EU level

The latest European Commission annual asses¥manNational Reform Programmes
arrived to the following summary conclusions:

- Progress over the last year has in general beed tgveards boosting R&D and
innovation, improving regulation and enhancing tbesiness environment,
especially for SMEs

- Weak competition in many markets, especially inwoek services including
energy, continues to hold Europe back.

- In labour markets, measures have been taken. Emplatyis up and unemployment
down. The growing consensus in favour of the “ibexity” approach to labour
market reform is a very positive development. Buias yet to be fully translated
into action. The EU is not moving fast enough tokla the twin problems of
inflexible labour markets that hold back compeétiess and of the “segmentation”
between workers on permanent contracts with higipleyment protection and
those working on fixed-term contracts, with littte no security or chance of
obtaining it.

2 European Commission: “Working for growth and jeb& year of delivery”, 12 December 2006.
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Box D: Reform of product markets: focus on competibn and innovation

Product (and services) market reforms are direatlgted to the single market and Europg¢an
integration. The reason why the issue of competitieserves particular attention is becausg its
impact on productivity and competitiveness is digant: both theoretical work and practidal
evidence indicate that competition is fundamergairinovation and productivity growth. There are
analysts who even argue that product market refavinsh create conditions of free competitipn
are the most important. For example, William W. i£w2004) in his book “The power (
productivity” argues that

=

“Undistorted competition in the product market makeconomies healthyrhat's why produci
market distortions are much more important thanolab Most economic analysis ends |up
attributing most of the differences in economicf@anance to differences in labor and capital
markets. This conclusion is incorrect. Differengesompetition in product markets are much mpre
important. Policies governing competition in theoguct markets are as important s
macroeconomic policies”.

Although the above view about the overwhelming ingpace of product market reform apd
competition may seem too strong, it is recallece (section 3, above, and annex 1) that free
competition lies at the foundation of the InterMarket and product market reforms have bedgn a
pillar of economic policy in the EU. Starting withe removal of trade barriers between 1958 @and
1968, measures to open up markets to competitivea haen pursued with the implementation of
the Single Market Programme by the end of 1992taddy product market reforms remain a ey
element of the Lisbon Strategy and the Broad Gindslof Economic Policy.

In a study on product market reform and produgtiv@.Nicodeme and J-B. Sauner-Letbtipund
that although product market reforms may have ectlimpact on the cost of doing business, njost
of their effects actually translate into produdiivincreases through three transmission charrTneIs
which depend heavily on the competition effects iraduct market reforms unleash by means of
opening up markets to domestic and foreign congrstiremoving hurdles to business activifjes
and leveling the playing field among businesseang@tition immediately puts pressure on the
economic rents and creates incentives to companibsth reallocate (allocative efficiency) ahd
use (productive efficiency) their resources initest efficient way. Those changes that are intenal
to the firm drive capital and labour productivitycieases. In addition, competition plays |an
essential role in enhancing dynamic efficiency tigto creative destruction. Although the
relationship is of non-linear nature and dependstlom type of the industries and on the
technological gap, competition generally forces petitors to innovate. This in turn raisgs
productivity growth in the long-term.

In practice, however, there are interactions antesyies between labour and product market
reforms. Labour market reforms should go hand indhavith structural reforms resulting |n
enhanced competition in goods and services mafkatsere are significant productivity gains [to
be reaped in Europe by removing the considerahlgebs to competition that still remain at the
national and EU levels.

In addition to the above view, it may be of intéressee also how the implementation of
the Lisbon agenda is assessed by a body outsidelUhastitutions. The World Economic
Forum in its “Lisbon Review 2006” published in Dedger 2006 makes a comparison of
the EU with the US and East Asia on the basisglitadimension and sub-dimensions. The
comparison shows that the US outperforms the EUageein all areas except for

3 G. Nicodeme and J-B. Sauner-Leroy, “Product marifetrms and productivity: a review of the thearati
and empirical literature on the transmission ch&inEuropean Economy, No 218, December 2004.
** See Papademos (2005).
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telecommunications and modernizing social protectishile the East Asian economies
outperforms the EU average in all dimensions exegpist barely — for financial services
and sustainable development. On average, the gtemtps between the EU’s performance
and those of the US and East Asia is in the dewedop of an information society,
innovation and R&D and enterprise environment.

(i) In Greece

The European Commission, assessing Greece’s 2066&taumf the National Reform
Programme, concluded th&BGreece is moving ahead relatively strongly in thecro-
economic area, whereas progress in implementatidnth® micro-economic and
employment reforms is still insufficient. Therdimited policy response to commitments
made in the 2006 Spring European Council. Regardjagernance, better coordination
and stringer ownership among administrative levslsieeded’ Among the strengths of
the Greek NRP and its implementation were the gnodress made on the consolidation
of public finances and promising signs of progregse also noted on improving public
resource allocation, improving the business enwiremt, R&D and innovation,
Information and Telecommunications technology ashacation and training.

Against the above background the Commission recamdetk that Greece (i) ensures the
continuation of fiscal consolidation and debt rddwc (i) modernize its public
administration by building up efficient regulatorgontrol and enforcement capacities,
including through upgrading skills, in order to ereseffective use of Structural Funds, (iii)
modernize employment protection including legislatireduce the tax wedge on labour,
and strengthen active labour policies to fostexilbiity and security in the labour market
and transform undeclared work into formal employtnand (iv) increase investment.

4.5. Geography matters: Greece and the dynamic tigraent of SE Europe

When Portugal ceased, at the start of this dedadee a star performer of the EU, many
observers were predicting that Greece would follawsimilar orbit as Portugal’s,
experiencing very modest growth rates after théherig of the second half of the 1980s

Greece escaped, so far, this oracle and manageditdain high GDP growth rates in the
drive to EMU and after EMU membership. Also, recshidies indicate that Greece’s
potential output lies above 3% Comparative figures of potential output calcwlas are
supplied in Table 8’

%5t is recalled that in Portugal real GDP growttesaaveraged 4% during 1996-2000, before fallingbtout
0.6% on average during 2001-2005.

% Of course, there are risks of some deceleraticeconomic activity in Greece when credit growtkesa
would come down to more sustainable levels. Alsojgetions for potential output for the period 2€0BGL0
suggest that growth rates are diminishing. Theegftite need to keep alive the reform momentum shoul
never be forgotten.

*" |t is specified in the study by Dergs al that since the estimates of potential output aesldor budgetary
surveillance purposes, a prudent approach was ta&gmding the assessment of future evolution témtl
growth in the EU
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Table 6. Potential growth (annual % change)

EA Greece Ireland Spain Portugal
2005 1.8 3.5 6.1 3.6 1.1
1996-2000 2.2 3.1 8.1 3.1 2.8
2001-2005 1.9 3.6 6.4 3.6 1.6
2006-2010 1.9 3.0 4.9 2.5 1.4

Source: Denis C., Grenouilleau D., Mc Morrow K. drdger W. (2006), Calculating Potential Growth and
Output Gaps, European Economy Economic Papers\4itl)

What many analysts probably missed was that Gnedoeated in a more challenging, but
at the same time much more dynamic area in thehSeastern Europe and Eastern
Mediterranean. As political stability is being ddished in the Balkans (EU membership,
for some, and prospect for EU membership for tts¢ of the countries of the regidh,
helps a lot) the catching up process is gaining ergom in the region and Greece has
been an active player in this procéss.

Statistical data confirm the economic dynamism positive prospects of the economies of
the regiofi® and the rising commercial and investment link&oéece with them. Greece’s
economic linkages with the Balkan countries haveetiged significantly in the past ten
years or so and are expected to develop furthénaryears to come, as the prospects for
stability and economic growth in the region are riaved.

About 17% of Greek total exports are destined eéoBhlkan countries (excluding Turkey).

The value of Greece’s exports to these countrige walltiplied by twenty between 1990

and 2004, rising from €102 million to €2074 millioaccounting for about 17% of total

exports. Imports from the above countries durirggsame period increased from €151 in
1990 to €1313 in 2004. As a consequence, the tratlnce with the Balkan countries
passed from a deficit of €49 million in 1990 towa@us of € 761 millions in 2004. The

value of the Greek exports to Bulgaria reachediifon in 2004, accounting for 6.4% of

total Greek exports and that of imports 464 millioe. 1.1% of the total. Exports to

Romania, the second most important export markdtarBalkans, reached 383 million and
imports 504 million in 2004.

Commercial transactions between Greece and Turlsgyiacreased significantly in the

past decade. Greek exports to Turkey were multddefive in current prices and reached
750 million euros in 2005, while imports from Tuykimcreased by six times in the same
period and reached 956 million euros. However, thorts and imports to and from

Turkey remain relatively low as percent of totak€k exports and imports (5.4% and 2.2%
respectively) a fact implying that there is scome further development of these

transactions.

Greece has also become one of the biggest investtre Balkans, as countries in the area
gradually build market economies. Increasing numbef Greek companies have

%8 The situation of the Balkan countries regardingession to the EU is as follows: Bulgaria and Roima
are, from 1.1.2007, members of the EU. AccordingEtd terminology, Croatia, the Former Yugoslav
Republic of Macedonia and Turkey are “candidatentdes”, while Albania, Bosnia and Herzegovina,
Serbia, including Kosovo, and Montenegro are “ptiéandidate countries”.

% Also, according to intergovernmental agreementee@e could play a key role in the transfer of Russ
and Central Asian oil and gas to Western Europe.

0 Real GDP growth in 2006 was 6% in Bulgaria and# i Romania and around 5% in the rest of the
Balkan countries and their economic prospects nenpaisitive, according to forecasts of international
institutions.
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developed activity in the region attracted by tlze ®f the market and by the potential for
growth. Total Greek investment in the region atarested at over $7,0 bn (however, more
recent estimates suggest that total Greek investmehe Balkans are much higher, i.e. of
the order of 12 billion euro%)

Greece’s large banks pursued the expansion of Hwativities to the Balkans and the
broader region of South-Eastern Europe through isitguns and the establishment of
branches. The five largest Greek banks have inddsteéhe countries of South-Eastern
Europe funds exceeding € 2 billion, employing 16.@@rsons in a network of about 960
branches (see Mantzounis, 2085nd their market share was close to 20% in most of
these countries at the end of 2005. Of course, ancexpansion involves also important
challenges inherent in an environment of dynamid st moving economies. Provided
that such challenges and risks are properly assegweactive presence of Greek banks in
the region is a positive development. It is noteat the business activity of Greek banks in
the region is already contributing significantly tteeir profitability and is expected to do
that at a higher scale in the future.

Greek manufacturing companies are expected totleathvestment drive as they seek to
lower costs and expand their markets. The strat@gicof the bigger Greek companies is
to become key regional players in specific sect@eece is also expected to become
leading provider of financial services as Greek-etvbanks expand their branch networks
and offer new products to small and medium-sizesinasses and retail clients.

Greece is expected to benefit from increasing-tiésade, investment, tourism — with the
fast growing neighbouring countries and has evetgrest in preserving and developing
further such relations.

Prospects for further development of economic ielat of Greece with the Balkan
countries are bright. It is expected that the pseder political and institutional stability
and economic reform already under way will advasteadily and rapidly in those
countries of the region where difficulties and utaaties are still present. An important
element of stability and positive developmentdes prospect of integration of all countries
of the region into the European Union. The EU enages such a prospect through a series
of initiatives including financial support througpecific projects.

4.6. Main findings from country-specific experiense

The main findings from the examination of econopécformance and reform progress in
member states in the first half of this decadelmsummarized as follows:

1. Slow progress towards reform has been a featurtheofEU and the euro area
economies, although exceptions to this phenomerere woted. It is expected that
the re-launch of the Lisbon Strategy will providhe theeded impulse to accelerate
reform effort.

2. Economic performance of large economies has beea morse than that of most
small countries.

3. Reform inertia was greater in large countries, aetigpment which may partly
explain their modest economic performance.

®1 See, interview of K. Michalos, President of thee€k Chamber of Industry and Commerce to the daily
“Eleftherotypia”, 27.12.2006.

%2 These figures should certainly be adjusted upwasishere were important new acquisitions by Greek
banks.
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4. Countries which traditionally had shown strong expperformance, such as
Germany, continued to perform well in this aresh@ EMU environment.

5. Countries which used to rely on currency adjustsédépreciation) such as lItaly,
Greece, Spain and Portugal have been loosing poogpetitiveness and export
market shares in EMU. Despite this adverse devedopnsome of these countries
(Greece, Spain) exhibited strong overall macroegvo@erformance.

6. Exchange rate changes are not a substitute foroppate policies to enhance
productivity, contain production costs and impraviernational competitiveness.

7. There is not, as yet, conclusive evidence on whdtleeone-size fits all monetary
policy is appropriate for each national situatiatthough ECB’s nominal and real
interest rates have been lower in most euro aremtges compared to their
probable level in the absence of EMU, a phenomeatiributed to ECB’s
credibility.

8. Countries in which interest rates have fallen safisdlly as a result of interest rate
convergence, experienced also a sustained crgehineion (this may partly explain
the strong GDP growth in Greece and Spain notedegbo

9. Member states with reform/technology-oriented pesic (e.g. Ireland, Nordic
countries) have been experiencing good economionpeance.

10.Member States which maintained sound public finan@e terms of both low
government debt ratio and budgetary position clusebalance or in surplus)
achieved, also, high GDP growth rates.

5. Advantages and disadvantages of EMU and optimaktional strategy

EMU, with the centralized monetary policy and thecehtralized economic and fiscal
policies, subject to common Community rules, h&atad an environment which requires
a reconsideration of policy making at national le#teemerges from a review of the main
themes in policy discussion on EMU that focalization the loss of the exchange rate
instrument, and the assumed shortcomings of thesiaeefits-all monetary policy,
overshadows important positive aspects of EMU dt agedisadvantages other than those
generally assumed.

5.1. Advantages and disadvantages
5.1.1. Advantages

- An important advantage of EMU is the protectiopritvides to its members against
exchange rate pressures and balance of paymes¢s @ind their implications for
interest rates and economic policy in general. @hespects can be more clearly
seen if account is taken of past cases of exchemtgeand balance of payments
crises accompanied by destabilizing capital movemevolving even large and
economically advanced countfi&s

- A measurable effect of the EMU is the low intemegés enjoyed by member states,
notably those with high inflation and weak curremestory, compared with the pre-
EMU situation, as a result of the disappearancthefexchange rate risk and, in
general, the low risk premia associated with euea anembership.

%3t is recalled that even advanced countries sschrance, Italy and the UK were hit in the paschpital
outflows, balance of payments crises and pressuithe currency which led to currency devaluatiohsess
economically advanced countries experienced suigatgins much more often.
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-  EMU facilitated intra-euro area trade: accordingatailable evidence the euro
probably did already boost intra-euro area tradedrgething five to ten percent on
average (see Baldwin, 2006).

- Moreover, precisely because it provides a framewadrktability, EMU gives its
member countries the possibility to design str&egind policy measures with a
medium to long-term horizon without the often dbsiaing pressure of financial
markets and capital movements on the balance aheats and the exchange rate.
This is a valuable, and often underestimated, aspieEMU that deserves to be
evaluated carefully. If this aspect is combinedhwihe financial support and
guidance provided by EU programmes and mechaniamsyre clear view can be
gained of the advantages offered by the Communétméwork to member states’
forming and implementing their economic and finahpolicies.

The above aspects related to euro area membernsthitha single monetary policy should
not be examined in isolation but within the framekvof other EU policies already in
place, or further developed, which form a set ¢éswaffecting national policy making. As
we have seen above, such rules and decisions coticercompletion of the Internal
Market and the common trade policy. These Commumigs and mechanisms should not
be perceived as constraints imposed by the EU is aften the case in most, if not all,
member states — as they are the result of intesrsguttations and decisions by the majority
(unanimously for taxation issues) of member statdabe relevant Council configurations.
This Community framework is often the best allygolvernments in order to take difficult
decisions, which may adversely affect certain gspuqut are nevertheless to the overall
benefit of the economy.

5.1.2. Disadvantages

A probably serious disadvantage of EMU, revealed itsy operation, is, perhaps
paradoxically, linked to the above mentioned priodecit offers to its members. Because
of the “shield” it provides against external momgtshocks and pressure on the currency,
EMU exerts a “tranquiliser effect”, as member statl not feel the need to act and
introduce the necessary reforms in order to codh wideteriorating situation. We have
noted above the tendency of delayed adjustmentefodn in the area of public finances
following entry into the euro area, but it appl&so in other areas. This tendency may
delay the necessary adjustments and aggravateittiaion. The huge current account
deficits in some euro area countries, which wouéveh been unsustainable outside a
currency union, are indicative of the effects o t8BMU “shield” but also, probably, of a
deteriorating economic disequilibrium.

Table 7. Current account deficit (as % of GDP)

1997 1998 1999 20002001 2002 2003 2004 2005

Greece 2.1 3.5 5.7 8.2 9.2 9.7 10.0 9.5 9.2
Spain 0.1 1.3 2.8 3.8 4.3 3.8 4.0 5.9 7.5
Portugal 6.4 7.4 9.1 10.3 10.5 8.2 6.5 7.8 9.5

Source: European Economy, Statistical Annex, Nowam006.

The existence of a “tranquiliser effect” may bepsising, as one could have reasonably
expected that EMU would mobilise the reform zeahwmber countries in order to cope
with the intensifying competition of the internabrket. This expectation has even taken a
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code name, TINA, standing for There Is No Altermatio structural reforms, taking into
account the loss of exchange rate instrument alreshtioned. However, recent research
seems to confirm the tendency to postpone refoatnkeast for larger members of EMU.
For example, R. Duval and J. EImeskov (2005) shwt large member states are even less
inclined to introduce the necessary reforms in ENimpared to smaller, more open
economies (see Box E).

In the introduction of this paper, reference waslen# constraintsto economic policy
implied by the Community framework. What is meantthis term is the need for national
policymakers to take account of commonly agreedsrsuch as free movement of goods,
services and capital, trade agreements with tlochities minimum vat rates etc. The fact
that these constraints limit (by definition) thengia of action of national authorities does
not imply that they are harmful. On the contraryeit existence ensures the smooth
functioning of the internal market and EMU and avecourse to restrictive practices (e.qg.
imposition of import restrictions) which may allate temporarily the extent of a problem
but can be harmful in the medium to long term.

Box E: is there a reform inertia in EMU?

R.Duval and J.Elmeskov argued that large, moreedlorember states of EMU are less inclined
than smaller, open economies to introduce refomasralate this finding to the role of monetary
policy regime. Their methodology is as follows: thexamine the impact of monetary poligy
autonomy (or absence thereof, as is the case of EMlhber countries) on structural reform gnd
deduct conclusions on EMU. They argue that theltsegwncerning the influence of monetgry
autonomy and country size can be rationalized withiframework where structural reform |is
expected to create slack resources in economiesmhbdl open economies such slack is miore
quickly taken up through changes in net trade aweéntives to undertake structural reform pre
therefore stronger. In larger, more closed econgnbg contrast, net trade is less powerful 3s a
mechanism for taking up slack. Hence, such ecoroarie more reliant on accommodation throligh
monetary policy when they undertake structuralmafand when exchange-rate arrangements,|like
EMU, exclude such accommodation they undertakeréfssm.

If the above finding is added to the conclusiothid paper that the protection provided by EMU to
large and small member states alike against exehaatg and balance of payments pressures rgnder
them less inclined to undertake reforms, then thee cof a tendency towards reform inertig is
strengthened. Moreover, the fact that the Lisboat&gy was initiated, in the first place, and was
deemed necessary to be re-launched as the pacefonins was judged inadequate, provifles
evidence that there is not enough natural momeiiutine system to introduce structural reforms.
To the same direction seems to work the low senitgitof financial markets to high government
debt, as reflected in the very low spreads betvgemernment securities of high debt and low debt
euro area countries vis-a-vis German government ¢ede Wyplosz, 2006): it constitutes| a
disincentive to fiscal adjustment and reform.

The policy conclusion from the above is that meigmas of reform initiatives must be put in plgce
both at Community level, such as the Lisbon Styategt also at national level.

5.2. Ingredients of a national economic strategy

The design of a strategy for growth and stabilityational level should take into account
the main elements of EMU, and their implicationsgolicy analysed above, as well as the
international environment. This means a need to:
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0] Take advantage of the protection and stability releby EMU to design
appropriate medium-term policies without the presduom foreign exchange
and financial markets,

(i) Ensure sound public finances and long-term fisaatanability while paying
particular attention to the quality of public fircas,

(i)  Avoid the inertia owed to the “tranquiliser effeefid the “large country” effect
mentioned above and implement the necessary refaithsdetermination and
consistency,

(iv)  Shift focus on “microeconomics” aimed at improvitige performance of the
economy and enhancing its productive potentiah@rhedium to long term,

(v) Prepare the economy to meet the challenge of giatiain.

5.2.1. Optimal use of available policy instruments

The guiding principle for conducting economic pglat national level must be the optimal
use of available policy instruments and resourdétough optimality should guide public
policy action under any circumstances, it is evemwamecessary in EMU, as fewer policy
instruments require that the use of existing imegnts and resources to be more
effectivé®. Moreover, pressure on available budgetary ressym@s a result of the need to
reduce the tax burden and enhance the attractivesfesational economies to foreign
capital and their overall competitiveness, makedpegmal use of limited resources even
more pressing.

The content to be given to the optimality principleeach case is a real challenge in the
uncharted territory of economic and monetary unibhe renewed Lisbon strategy and
other Community mechanisms provide the generalcpdiiamework. In particular, the
Broad Economic Policy Guidelines and Employmentdslines, now combined in the
Integrated Guidelines, as well as Council opinias stability programmes provide
recommendations on economic and budgetary issues.

The economic, fiscal and financial strategies tatiepted, the method to be followed and
the concrete policy measures to be taken is amatresponsibility and should be adapted
to the specific national situation and needs.

5.2.2. Focus on structural reforms and the microremmy

Structural reform is an issue that transcends iad E£lements enumerated above and
deserves some further comments. First of all, arkeyirement of the theory of optimal
currency areas is that economies should be stalgtwound to make monetary unification
beneficial. Furthermore, the notion of microeconesnis related to structural reforms, in
the sense of ensuring that reforms must be relemashteconomically sound. The focus on
microeconomics involves also an orientation of bathdemic thinking and policy debate
towards the need for microeconomic foundation diicpes and projects.

In practice, the “microeconomic” approach to EMWsld cover issues such as:
- How to enhance competition in goods and serviceketsa

% According to Garganas (2005) “Although some refoimrave been implemented since the start of EMU, the
euro area is still not an optimum currency arethentraditional sense. This is the reason that iinportant
that national labour market policies enhance fléikjbat the national and regional levels. Strualypolicies
should also aim at improving the efficiency of thage and price setting mechanism to reduce thésparse

of inflation divergence”
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- The quality of public finance and optimal taxation
- Regulation and supervision of financial and norafiicial services
- The right incentives in order to promote researathianovation

Even a preliminary exploration of these issues givemeasure of the difficulties involved
in the design and implementation of the right tasitbns and policies. Although successful
models of institutions and policies exist in the Bhd around the world, their successful
transposition in each national framework remaingrgrortant challenge.

5.3. The dynamics of adjustment in EMU: some preiivary evidencé

The dynamics of economic adjustment in EMU is sl uncharted territory as the
operation of EMU so far is too short in order t@wrdefinitive conclusions. However,
some interesting developments have been alreadyifidd.

Euro area countries try to maintain and improveititernational competitiveness of their
production by containing costs, notably labour sosA characteristic of the EMU
environment has been wage moderation, a phenontbabprevailed in practically every
member staf8. It should be noted that wage moderation was ptesieeady before the
introduction of the euro, as the process of EMUeaped irreversible and social partners
were aware of the risks for economic activity antpyment of competitiveness losses. It
may be interesting to note that wage moderatiod ¢@mmon feature of both traded and
non-traded goods sectbfsAn explanation of this phenomenon may be sougtihé fact
that in EMU, the inability to regain competitivesethough exchange rate adjustments,
combined with the intensified international competi in the form of increased low-cost
imports, have kept import prices low (except ol ather commodities prices) putting thus
a downward pressure on wages in the traded goarterselt seems that in a sort of
Reverse Balassa-Samuelson effedhis development exerted also a downward pressure
on wages in non-traded sectors, through the supipgxcess labour from the import-hit
sectors.

However, control of wage and non-wage productiost@s a necessary but not sufficient
condition for successful participation in the Ewrap and international division of labour
as available evidence indicatgsThis is the reason why member states, while grym
contain their production costs, are also attemptmgdentify sustainable comparative
advantages. Although the mechanisms of economistdgnt in EMU are not yet known,
there are signs indicating that the adjustmentgs®ds in progress and may take different

%5 Economic adjustment in Emu has been describebditerature as falling either in the “competitiess
channel” or in the “real interest rate channele(geg. “European Economy”, November 2006, EC, Baig¥s
Such an approach has, indeed, analytical meritowdh it may not fully reflect the complexity ofeth
adjustment process.

% Data on nominal compensation per employee (anpeentage change) in EUR-12 show the following
picture: 1991-2000: 3.8%, 2001-2007: 2.4%. Dataeath compensation per employee gives a similaupact
1991-2000: 1.1%, 2001-2007: 0.4% (2006 and 200r&chsts). Source: European Commission, European
Economy, spring 2006, statistical appendix)

®7 See for example data on compensation per emplayeaious sectors in DG Ecfin's AMECO data base

% It is recalled that the Balassa-Samuelson effesemtially implies that high wage growth in thegghi
productivity) traded-goods sector is transmittedht® (low productivity) non-traded sectors, a depetent
resulting in higher inflation than in the absen€swch a phenomenon

% According to a recent study (ECB, 2007) the catieh between changes in export market share and
relative export prices is not particularly strorgyggesting that other determinants, such as nae-pri
competitiveness, the different sectoral speciabmaficross countries and the different ways of stijg to
globalisation also influence export market shares.
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forms and paths in each country. fimland, for example, priority has been given to
technology and innovation paths, without neglectiogt competitiveness. Bypain despite
the relatively high real GDP growth, an intensecdssion is underway in the country, and
concerns have been expressed, about the reasoti® feery modest rates of productivity
growth and about the appropriate policy responghisophenomenon. Concerns have been
also expressed on the excessive reliance of ecaraetivity on the construction sector.

Another noteworthy development is the unexpectdulyh growth rates ofGreeces
exports in recent years despite the cumulative dbgsice competitiveness noted ab&e
For example, the growth rates of Greece’s expoftgamds and services (volume)
increased by an average of 7% in 2004 and 2005endbrecast (by the EC) to grow by
about 6% per year in 2006 and 2007. In value tefBnsgce’s exports of goods increased
by 13.1% in 2005 and by 13.8% in 2006, accordingravisional data of the Bank of
Greece. Although it is premature to draw definitim@nclusions, this development may
reflect the working of an adjustment process byclwhosses of price competitiveness may
be partly offset by improvements in non-price fastsuch as product differentiation,
reorientation of export destinations (towards hygbwth emerging markets) and marketing
efforts. This development must not, however, leathé underestimation of the importance
of containing production costs and preserving pioenpetitiveness which must be a
constant objective.

Portugal is facing the difficult challenge of unwinding theccumulated domestic and
external imbalances while enhancing the competiggs and the growth potential of the
economy. Short term growth prospects remain, hovwenedest with real GDP projections
of around 1% in 2006 and 2007. According to Portagaational reform programme in
order to strengthen fiscal consolidation and fost@momic growth a few policy areas are
identified, the majority concentrating on the mie@onomic area, including public
administration reform, competitiveness and entepeership and R& D and innovation.
Germanyrepresents the clearest example of a paradoxtcaltisn of bright external cost
competitiveness and export performance combineld wdak domestic demand and very
modest real GDP growth. Although the macroecongmaspects have improved in 2006
and prospects are reasonably good for 2007, th&nesa of domestic demand makes the
sustainability of economic recovery uncertain. @e positive side, implementation of
economic reforms and the improvement of employnsénition are expected to support
private consumption even with continued wage mdaera while good export
performance will boost also business confidenceiavestment spending.

Concerns about loss of competitiveness and weakoectia performance ittaly have been
often expressed in recent years and are also egportannex 2 of this paper. Although the
facts indicate, indeed, an important, cumulativeslof price competitiveness in lItaly, a
more careful look at the data shows some positivelgss negative) developments. For
example, growth rates of unit labour costs, afteviilng peak at 4.3% per year in 2003
slowed down to about 2.5% on average in the foligwhree years and are projected to
decelerate to 1.9% and 1.6% in 2007 and 2008 ragpkcaccording to autumn 2006
Economic Forecasts of the European Commissiony’dtébss of export markets share,
although still important, is also diminishing, wilts current account deficit remained
modest, estimated 1.4% of GDP in 2006. The abosmehts may suggest that economic
adjustment may have been underway also in Italgiwihe EMU framework.

0 According to the IMF, the surprising strength a6k goods exports, despite several years of eyartist
competitiveness, reflects partly the pickup in expoarkets (IMF, Greece-2006 Article IV Consultatio
October 20, 2006). See also Thomopoulos (2006 raexplanation of recent Greek export performance.
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6. Concluding remarks

A key feature of economic developments in the erea in the most part of the current
decade has been a weak economic performance accmuiphy relatively high
unemployment rates in a framework of slow paceroictural reforms. Some exceptions to
this sombre picture did not change much the getenadl. A recovery of economic activity
in the euro area in 2006 and in 2007 may indidagestarting point of a positive trend if it
is supported by the right policiés

The unfavourable trends during the first half o# turrent decade have naturally been a
matter of concern for European policymakers whcehasen seeking appropriate responses
to these challenges. There have been, indeed, s@jue initiatives at Community level,
notably the re-launch of the Lisbon Strategy fayvggh and employment, the reform of the
Stability and Growth Pact and efforts to improveoedination of economic policies. Also,
the adoption of the Services Directive in Decentfi6 was an important development in
completing the internal market which is crucial Gmonomic activity and job creation. On
its part, the ECB ensured that inflation and inflatexpectations remain low in the euro
area, contributing thus to an environment favowedtt economic activity.

However, economic policy in EMU is primarily a n&tfor each member state to decide.
This paper argues that EMU provides favourable tmms$ in which member states can
design and implement their economic policies. Thanmadvantage of EMU is that it
provides protection from risks of balance of payteamises and pressures on the exchange
rate that allows the design and implementation aicigs with a medium to long term
horizon, in an environment of price stability awmevlinterest rates. Member states can also
rely on financial support and advice from the Comitwin their effort to achieve real
convergence.

There is, however, a “snake” in EMU’s “paradisehidis not, as is generally believed, the
loss of the exchange rate instrument, whose effEotiss was anyway questionable in the
absence of accompanying measures, or the singletargnpolicy, but a reform inertia
emanating from the very same protection EMU pravidgainst external monetary risks
evoked above. Such protection, while broadly berafigenerates also a tendency to delay
the necessary adjustments. Reform inertia has lgeater in large countries, a
development which may partly explain their modesbr®mic performance. It was
precisely this slow reform progress that led theohaan Council to re-launch the Lisbon
Strategy whose aim is to accelerate structuralrmesoand enhance the dynamism of the
European economy.

It emerged from the analysis in the paper, bassal @h the experience of member states,
that the competitiveness concept is not limiteddst indicators but reflects the situation in
the whole economy. For example, available researditates that the deterioration of
competitiveness and export performance in some raemstiates has not only to do with
relatively high costs of domestic production busioalvith the low quality of public services
and the slow pace of structural reforms.

Given the importance of sound public finances far proper functioning of EMU and for
the overall competitiveness of the economies of bwnstates, the paper examined fiscal
adjustment and reform in a number of member statéh, focus on Greece. It emerged
from the analysis that fiscal adjustment and refamould be a high policy priority in

It is recalled that since the start of this dectidee had been a number of short-lived recovémi&sirope.
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member states in order to ensure sustainability gulity of public finances and in
particular in Greece, taking account of its verghhgovernment debt ratio and the low
guality of public services. The competitiveness gam EMU will, to a large extent, be
played on the capacity to make significant and dapiogress in this direction. It is
certainly not by chance that EU member states wafiorm and technology-oriented
policies, sound public finances and efficient paldector (e.g. Ireland and the Nordic
countries), have been also experiencing better auan performance and low rates of
unemployment.

In conclusion, two major lessons can be drawn fthenanalysis developed in this paper
concerning economic policy in EMU: (i) The existenaf a reform inertia requires that a
constant effort must be made, at both Communityrertnal level, to maintain the reform

momentum, (ii) In view of the loss of some poliogtruments, national authorities should
make an optimal use of available policy instrumentgably fiscal and structural policies,

and institutions.

There are signs indicating that the adjustmentgs®ds underway in EMU and may take
different forms and paths in each country. Econgmoigcy must create the right conditions
for facilitating adjustment so that member stateket maximum advantage of the
opportunities of the integrated European marketthadtability offered by the euro.
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Annex 1. The Community institutional and policy framework

General aspects

The Community framework comprises the broad priesiguiding the action of Community
institutions and EU member states and the morele@tprovisions and rules governing the
functioning of the internal market, economic policgordination and the single monetary
policy.

Key objective& of the European Union and of Community Instituti@reeconomic growth
to be achieved through the completion of the irtbmarket, the coordination of economic
policies and the conduct of the single monetaryicgohnd solidarity, pursued through the
implementation of policies aimed at supporting oegi development, improving basic
infrastructure and supporting agricultural actestiand income.

Solidarity is basically exercised through the EWdet which amounts to about 100 billion
euros per year, or slightly above 1% of EU Grossddal Income. Concerning medium-term
financial perspectives, which will determine thecamt to be spent through the EU budget
during 2007-2013, an agreement has been reachtde theads of state and government at the
European Council summit of London, in December 2800Bhis agreement, which was also
approved by the European Parliament, determinesatheunts to be received by less
prosperous countries of the Union in order to supibeir effort towards real convergence.

The Internal Market and the Common Trade Policy

At the basis of thenternal marketare the four freedoms enshrined in the Treaty, frae
movement of persons, goods, services and capited. deadline for the completion of the
internal market was the year 1992 and, indeedhaidate most barriers to the four freedoms
were removed. For example, freedom of capital mares by July 1996 was a necessary
condition for entering the second stage of EMU adgancing towards monetary union as
foreseen in the Maastricht Treaty. However, in séeeareas, as in services, the single market
is far from being a reality. However, the adoptafithe Services Directive (see section 3 of
this paper) was a major step forward.

Of particular importance both for the completiortlod internal market and the implementation
of the single monetary policy is financial integpoat a concept which includes integration of
banking and capital markets and the developmenarofefficient, safe and competitive

payments system in the EU and the euro area.

In addition to financial integration, the focustims paper is on a number of key aspects of the
internal market which are central for European eaain integration and particularly important
for economic performance and economic policy aibnat level. These are competition policy,
taxation and common trade policy.

2 As reflected in Article 2 of the Treaty on Europdanion and Articles 2 and 4 of the Treaty estdiitig

the European Community.

3 According to the agreement, 862.4 billion eurasresponding to 1,045% of EU GNI, will be allocated
during 2007-2013 in order to realize the objectieéshe EU. The amount allocated to Greece was 20.1
billion euros. For details on the agreement seekBdrGreece, Annual Report for 2005, April 2006,xB0
“Prospects for transfers from the EU during 200720

" Complete liberalisation of capital movements wealised in 1992 in Spain, Ireland and Portugal iand
1994 in Greece.
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Competition policy

Competition policy, which aims at creating a lepklying field for all companies operating in
the EU, is the cornerstone of the internal market a key driver for delivering an attractive
environment for growth and jobs. It is a well-edislted fact that the existence of competitive
business conditions sustains and promotes conyegtdss, productivity and growth, in global
and regional markets, as well as at national level.

It is noteworthy that the competences of the Elsop@ommission are very extensive in this
domain and subject only to rulings of the Europ€anurt of Justice. The most important way
in which competition policy can contribute to coripeeness is through the tool of state aid
control.

Taxation

In the EU, responsibility for tax policy mainly sevith the member states. However, member
states face two important constraints in their capdo adjust tax rates and, in general, to form
their tax policy:

Firstly, some harmonization has been achievedengt in the area of indirect taxes because
they affect the free movement of goods and freettbprovide servicés There is a EU-wide
minimum value added tax rate of 15% and decisionffver vat rates for certain products and
services require unanimous decisiSn#\s a consequence, the capacity of member states t
adjust their indirect taxes is subject to seriousstraints.

Secondly, because of tax competition in the inéngdg integrated European market, but also
due to pressures coming from globalization, govermisi have to take into account very
seriously external factors before raising tax raléss consideration concerns mainly mobile
tax bases, for example tax rates on savings @xg.ates on bank deposits, bonds and equity
investments) but also less mobile tax bases texttent that tax differentials become sizeable.

Financial integration

In a fully integrated financial market, institut®ninvestors, and services should be able to
move freely around the EU, without restrictionsestthan complying with common prudential
and investor protection rules.

European and international financial integratiofe@s the three major components of the
financial system, namely the financial markets, thated market infrastructures, and the
financial institutions. Financial integration is lkey factor in the development and
modernization of the financial system, which inntdeads to a more efficient allocation of
capital and an increased potential for economievtftoAn integrated financial market is an
important driver for improving economic growth amdoductivity in all sectors of the
economy.

Furthermore, a well-integrated financial systenkurope is essential for the implementation of
monetary policy as it enhances the smooth and tefée¢ransmission of monetary policy
impulses throughout the euro area.

"5 Article 93 of the Treaty calls for harmonizatiohtornover taxes, excise duties and other formimdifect
taxes. No such harmonization is required for diteges. However, efforts for some approximatioro afs
the field of direct taxation have been made inaiercases. Moreover, irrespective of specific Biowis
about tax harmonization, Article 90 of the EC Tyeptohibits any tax discrimination which would, elitly
or indirectly, give an advantage to national praduwer products from other member states.

® Temporarily reduced vat rates have been agreeal fiommber of labour-intensive services.
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Finally, financial integration will progressivelyrengthen the stability of the financial system,
provided that the financial integration processolaing structural transformation of the
financial system is closely monitored. Cross-bordanking broadens and deepens financial
markets and increases liquidity and risk sharing.

Common trade policy

Trade policy forms one of the main pillars of ther&pean Union’s relations with the rest of
the world. Its purpose is to promote the interesthe European Community and covers all the
main aspects of trade in goods and services asaselley aspects of intellectual property,
investment and competition.

The European Union’s 25 members represent 7% oivtiréd’s population, but they account
for more than a fifth of global imports and expoifée EU is the first exporter of goods and
services and the first investor abroad. It is emidéherefore, that Europe has more to gain by
expanding its exports of goods and services thanabgpting a protectionist stance
(Mandelson, 2005).

Although the gains from trade are well documenteatje openness exposes economic sectors
to international competition and are bound to betmss that will come under pressure.
However, international trade agreements imply tbavernments cannot take protective
measures which would amount to raising barrierdré@ movement of goods. It is, as a
consequence, obvious that a coherent strategyisreel in order to cope with severe sectoral
problems arising from the removal of trade barriangl globalization while respecting the
World Trade Organization rules and agreements.

Economic and Monetary Policy in EMU

The T' of January 1999 marked the effective beginnindhef third stage of economic and

monetary union. This implied (i) a single monetpolicy managed by the Eurosystem, which
consists of the European Central Bank (ECB) andhtt®nal central banks of the euro area,
(ii) introduction of the euro as the single curngmé the participating countries (on financial

markets from 1.1.1999 and in coins and notes anfiary 2002) and (iii) in terms of economic
policy, increased convergence of policies, witmf@iced multilateral surveillance and an

obligation of the euro area member states to aexeessive government deficits.

Economic policy

According to the Treaty, member states will condbetr economic policies so as to contribute
to the achievement of the Community’s objectivesoribmic policies are regarded as an issue
of common interest and will be coordinated at Comityuevel. To this end, broad economic
policy guidelines will be proposed by the Commissimd adopted by the Council on the basis
of the conclusions of the European Council.

The Council will regularly undertake an overall essment (multilateral surveillance) of
economic policies and, where appropriate, will addrrecommendations to any member state
whose economic policies do not appear to be camtistith the broad guidelines.

As regards budgetary policy, member states aregedblito avoid excessive government
deficits’”. The Stability and Growth Pact also requires pamditing member states, under
normal circumstances, to maintain a balanced buadlgat surplus and to present once a year

" Article 104 of the EC Treaty. It is noted that nimmnstates of the EU which are not members of tine e
area shall endeavotw avoid excessive government deficits.
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stability programmes (convergence programmes fonbee states not participating in the euro
area). In order to encourage member states togepdgetary commitments, the Council may
impose sanctions on those which do not comply whigr obligations to avoid excessive
deficits. Sanctions may be much more severe for Ipeesnof the euro area than for non-
members, as sound public finances are consideuethtfor the proper functioning of EMU.

It should be noted that the economic policy pravisi of the treaty concern, in principle, all
countries, both members of the euro area and nanb@es. Where certain provisions do not
apply to non-members of the euro area (for exampteerning sanctions for non-correction of
excessive deficits) this is stated explicitly asexteption. It is also of interest to note that
EMU is considered by the Community legislator as ‘thormal” state of affairs. This can be
seen from the fact that provisions concerning estekly non-members of the euro area are
included in a section of the Treaty titled “traimsial provisions” revealing the provisional
character of the situati6h

Monetary policy

The Treat§® makes provisions fot...the definition and conduct of a single monetaofigy
and exchange rate policy, the primary objectivavbich shall be to maintain price stability...”
and specifiéd how the implementation of this monetary policylvoié effected and by which
institution.

The body which has responsibility for defining angplementing the monetary policy for the
euro area is the European System of Central BABREB), or briefly “The Eurosysterft:
composed of the Executive Board of the ECB and @uwrs of central banks of member states
participating in the euro area.

The ECB and national central banks are indeperatghtmay under no circumstances seek or
take instructions from Community institutions anadles, governments of member states or
any other bodiéd

An aspect which is worth noting, as it is consisteith the internal market principles analysed
above, is that the activities of member states @mehmunity institutions, including monetary
policy and related activities undertaken by the BS@ust be conducted “in accordance

with the principle of an open market economy witle tompetition’

8 Articles 98 to 104 of the EC Treaty

9 Of course, the fact that certain member states batained an opt-out clause from participatinthiseuro
area imply that such a situation may last for (Yéong.

8 Article 4 of the EC Treaty.

8 |n Articles 105 to 111 of the EC Treaty

8 The term “Eurosystem” is commonly used to desctiteeECB plus the national central banks of member
states participating in the euro area (in distorctio the European System of Central Banks, ESCGH;hnis
a term explicitly mentioned in the Treaty and coisipg central banks of all EU member states. InDhaft
Constitution the term “Eurosystem” has been offigimtroduced.

8 Article 108 of the EC Treaty.

8 Article 4(2) of the EC Treaty.
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Annex 2: Economic trends and policy issues in seled member states

The review of the key features of the growth patterselected member states could provide
useful insights on successful and less successfidigs and economic performances in EMU.
As monetary union is only several years old itae early to take definite views about the

dynamic process of economic adjustment in EMU. Hewgethe study of the different country

experiences suggests that there are policies wiitthlead to a better result under most

circumstances. Also, given the limited budgetarsotgces available for government action,
because of the fiscal rules and because of thecaaxpetition in the globalised economy,

priorities have to be set and an optimal use ohswsources must be made. The study of
successful policies in each member state is a kpgch of the Lisbon Strategy and of the
integrated guidelines of economic policy.

Greece: the challenge of reform and real convergeac

In a possible taxonomy of EU member states in icelato reform progress and economic
performance, Greece could be ranked in the catetgloyv reform — high GDP growth”
category compared to, for example, Portugal whmhld be ranked in the “slow reform — low
growth” category or to Ireland’s “fast reform — higrowth” one. The qualification of slow
reform for Greece (and Portugal) is of course arsarg assessment but not arbitrary as it
reflects detailed assessments by internationatutisns and other entities, although the reform
performance is currently improving in both courgri@egarding macroeconomic performance,
Greece has consistently achieved much higher rB& Growth rates than most EU and euro
area countries during the last ten years. Greesegge real GDP growth rate was 3.4% in the
period 1995-2000 and 4.2% during 2001-2805

The apparent paradox of slow reform/high growth bmation could be resolved if account is
taken of a number of special factors which suppbréeonomic activity in Greece: (i)
significant inflow of EU funds, (ii), low intereshates as a result of convergence to euro area
rates combined with expansionary fiscal policy dng the effect of preparation for the
Olympic Games of 2004. To these factors must beddie geographical location of Greece
(see below).

The diverging macroeconomic performance betweercerand Portugal since the start of this
decade has attracted much attention as both cesngkhibited similarities in their
macroeconomic performance and some other featurgsgdthe 1990s. When Portugal ceased,
at the start of this decade, to be a star performéire EU, many observers were predicting that
Greece would follow an orbit similar to that of Rgyal which experienced very modest growth
rates after the euphoria of the second half of11#@08°. While there have been similarities
between Greece and Portugal (both countries arefibag from sizeable inflow of EU funds
and from lower interest rates), several factoransée have contributed to Greece’s better
performance. In addition to the activity-boostintieet of the preparation for the Olympic
Games of 2004 (which is an ad hoc factor), Grescado benefiting from the fact that it is
located in a probably more challenging but, atdhme time, more economically dynamic area
in the South-Eastern Europe and Eastern Meditemranés political stability is being
established in the Balkans (EU membership for santeprospect of EU membership for the

% Indicative average real GDP growth rates wereolievs: during 1996-2000: Ireland: 9.7%, Spain:94,1
Greece: 3.4%, Belgium: 2.7%, ltaly: 1.9%, Euro a2d@% and during 2001-2005: Ireland: 5.1%, Greece:
4.2%, Spain: 3.1, Belgium: 1.5%, Italy: 0.8%, Earea: 1.5%.

% It is recalled that in Portugal real GDP growttesaaveraged 4% during 1996-2000, before fallingttout
0.6% on average during 2001-2005.
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rest of the countries of the region helps a lo¢) ¢atching up process is gaining momentum in
the region and Greece has been an active playdisirprocess, notably as exporter of goods
and services. Greece has also become one of thesbimvestors in the Balkans, as countries
in the area gradually build market economies. lasirey numbers of Greek companies have
developed activity in the region attracted by tize ®f the market — about 50 million people —
and by the potential for growth. Total Greek inmesntt in the region is estimated (in 2005) at
over $7 billion. As we have seen above, Greek lsghanks all have operations across the
region. Also, available eviderfteindicates that macroeconomic and financial imbzganin
Portugal had been accumulated earlier and become high. In particular households’
indebtedness in Portugal is much higher than ireGreThe current account deficit was very
high already in 1997 and reached 10% of GDP in 2@@0the correction process for these
imbalances has started to unwind, its adversetsftaceconomic activity has been significant.
However, despite these differen®eshe Portuguese example suggests that compladercy
bad advisor, and care must be paid in Greece ¢éntate economic policies towards enhancing
the competitiveness of the economy and its capa€itiie economy to overcome external and
domestic shocks.

Risks of deceleration of economic activity in Greedo exist as credit growth rates would
come down to more sustainable levels and the pesitifluence of other factors diminish.
Moreover, despite the above favourable factors, dtractural weaknesses of the Greek
economy are still significant: consistently higlwdtation than the euro area which is eroding
international competitiveness, high current accodeficit, low inflow of foreign direct
investment (though increasing recently), and, as walaeady noted above, still high fiscal
deficit and a very high government debt ratio. Ef@re, economic policy centered on
adjustment and structural reform is necessary a&ottie present favourable growth momentum
acquires more sustainable characteristics. Thenmemmdations and advice of international
(EU, IMF, OECD etc) and national institutions (eBank of Greece) all converge to the need
for adjustment and reform in the labour, produa aervices markets so that Greece enhances
its competitiveness and performance of its economy.

What is probably not always obvious are the spe@blicies, the method and the role of
institutions in this process. The example of susftéseconomic policies in some member
states presented in this annex show that, regardiethe particular situation and economic
structure of each country, there is a core of pedicwhich remain indispensable in all
circumstances: these include a constant reformtedfiented towards innovation, technology
and improvement of human capital, sound publicrfaes and efficient public administration,
and an attitude of transparency and openness teshef the world.

These policy objectives are to a large extent cedl in the renewed Lisbon Strategy agreed at
the European Council in March 2005, which membeatest are committed to implement
through their national reform programmes. As watedalso in the main text of this paper,
fiscal adjustment and the long term sustainabibfy public finances are of paramount
importance for Greece. In a sense, the very hidhigpdebt and the Community requirements
derived from the Treaty and from the provisiongha stability and growth pact make easier

87 Recent research by the National Bank of Greec@®@R@nderlines the significant differences in the
orientation of exports and the size of macroeconofimancial and fiscal imbalances between Greewk a
Portugal. The study indicates that Greece’s ortemtaof exports has shifted to the more fast-grawin
markets of SE Europe, while 80% of Portugal's eigpaare oriented to the EU. Also, households
indebtedness in Greece at about 37% of GDP is anientpwest in the euro area, while the correspandi
ratio for Portugal is 80% of GDP and it was alre@@yo of GDP in 2000. The study argues, also, ttaem
significant progress towards fiscal adjustmentbieen achieved in Greece compared to Portugal’s.

8 It should be noted that regarding public finanadthough the general government deficit in Portiga
presently higher than Greece'’s, its government deti, at about 64% of GDP, is much lower thaat fh
Greece, 107.5% of GDP (2005 data).

46



for Greece to set the priorities for policy act@mong competing tasks. A decisive action in
the area of public finances will serve all key alipges: enhancing the competitiveness of the
Greek economy, support real convergence and cowifilythe requirements of the Treaty and
the Stability and Growth Pact.

Portugal and Spain: similarities and differences ineconomic policies and economic
performance®

The comparative review of economic trends in Spamd Portugal may help identifying
similarities in their growth pattern during the D3 as well as factors explaining diverging
performance in recent years.

Since the late nineties, Portugal and Spain hawedha number of economic features
associated with accession to EMU and the convemygmocess. Strong anti-inflationary
commitment, coupled with structural reform, undengd the credibility of policies in a setting
of economic expansion. GDP grew in both countrigsniore than 3.5% annually. Rising
income expectations linked to the run-up to thegtogether with supply-side developments
in financial markets supported a very strong mommentin private consumption and
investment, in particular construction. Althoughlrestate was the main target of credit boom,
consumer credit also grew rapidly, from a low basedecline in saving and rising private
indebtedness were evident.

Both economies experienced adverse cost developmerihis phase. In Spain there was a
positive inflation differential relative to the euarea, apparently due to higher mark-ups in
sheltered sectors, in a context of wage moderatioriRortugal wage increases in excess of
productivity gains occurred in a tight labour markenit labour costs, which rose at 1%
annually in the euro area, rose by close to 4% ahnun Portugal and nearly 2.5% in Spain.

One differentiating aspect lay in exchange ratécpgs during the run-up to the euro. While

Spain experienced depreciation until 1995, Portwgglported an appreciating currency. In

fact, Portugal was almost the only country in therent euro area whose real effective

exchange rate did not depreciate in the seconddhalfie nineties. The result was a worse
external competitiveness position in Portugal thanSpain. Consequently, the external

balances performed differently in the two countries2000, Portugal registered a peak current
account deficit of above 10% of GDP, the highedhim euro area, and the state’s net lending
worsened to some 9% of GDP from a situation ofectosbalance in 1995. In Spain, during the
1995-1998 high growth period, a balanced positiontlee current account was registered
coupled with a net lending position of the natiéri% of GDP.

The stance ofiscal policy differed markedly in the two countries. In Spalialancing the
public finances was a key tenet of policy. Adjustineas based on reduction in the current
expenditure (e.g. civil service salaries were frore 1994 and 1997) and a restructuring of
revenues, including a full reform of the persomadome taxation. Moreover, the government
promoted an important privatization policy. Grogbt and the debt service burden, continued
to fall. Spain reached a position of budgetary egan 2001, which was maintained during the
following years. This consolidation effort allowgdlicy to work as a stabilization instrument.
Despite a fall in private saving, national savingswnaintained. Fiscal policy in Portugal, by
contrast, amplified the effects of easy monetaxyfamancial conditions over the second half of
the nineties. Current primary expenditure was kapta clearly expansive path until 2001,
mainly reflecting higher pay and number in the puldervice and also non-cash social
transfers. Strong revenue growth resulting froreliivdomestic demand, together with falling

8 This annex draws on the analysis in “Financialafabces on the road to EMU: lessons from Portugal a
Spain” Public Finances in EMU, 2005, EC.

a7



interest expenditure, provided sufficient margimieet the Maastricht requirements. With no
fiscal offset to private sector developments, thigomal savings rate gradually declined.

In Portugal, after a period of strong credit growtigh indebtedness and rising interest rates
triggered a sharp re-assessment by private seggmtsaamid a more gloomy growth outlook.
Household consumption decelerated and the savimgs started to increase. Almost
simultaneously, corporations started boosting thaiings rates as well. The strongest effects
were felt in 2003, the year in which Portugal wiemb a recession, as real GDP fell by 1.1% on
account of a shrinking domestic demand. After 20®drtugal registered improvement in its
external imbalance. But the loose fiscal stancéh@diPortugal into a situation of excessive
deficit in 2001

In Spain, as budgetary adjustment has been rdiaiiMense since 1995, there was no need to
tighten policy at a tine of sluggish growth. Stifirivate sector imbalances have left some
legacy in terms of economic vulnerability. Easy mamy and financial conditions have
continued to stimulate household spending. Thepshiae in housing prices in Spain (they
doubled in real terms between 1997 and 2004) raeserns about their sustainability and the
potential impact of an abrupt adjustment. Someyatglare, however, reassuring suggesting
that the annual financial effort to service moregmgemained broadly constant between 1997
and 2004. As a result, rising housing prices haiehad any significant impact on households’
purchasing power.

Despite the relatively high real GDP growth ratas,issue of concern and heated debate in
Span is the low productivity growth of the econormgleed, economic growth over the last ten
years was based mainly on increases in employmemr@ductivity growth has been very
modest. The composition of economic growth in rég@ars, based mainly on construction
and low-value added services, is advanced as asemef the low productivity growth but the
debate continuous.

ltaly: symptoms and causes of weak economic perforance”®

The search for explanations for the weak perforraasfcthe Italian economy in the 1990s, a
trend that continued and sharpened in recent yeaayg,lead to a better understanding of the
dynamics of economic adjustment in EMU, operatmghie broader context of an increasingly
globalised economy, and to policy lessons for leatygl for other member states with similar,
even if less acute, problems.

The Italian economy has shown weak growth evenesthe beginning of the 1990s. More
recently it has developed two particularly strikingterlinked symptoms: a discouraging
performance by exports and the longest stagnatiarutput in the tradable goods sector in
post-war history. In contrast to previous episodeweak growth, the current difficulties are
not caused by supply shocks such as excessive waggases. On the contrary, the dismal
export performance has fallen within a period ofezanoderation, and, since the late 1990s, of
buoyant employment growth. The persistent losxpbda market shares would seem to chiefly
result from the unfavourable product specialisatdrthe Italian economy — more recently
coupled with a marked slowdown in productivity gtbwwhich has largely offset the
achievements of wage moderation. The productiviywdown resulted from two factors: (i)
the weakness of manufacturing output in combinatgh (ii) atypically resilient employment
growth since the late 1990s. On the aggregatepribductivity slowdown entailed an increase

% This section draws on M. Larch’s article “Stuckaimut? Italy’s weak export performance and unfasble
product specialization”, ECFIN country focus, 125 and on K. Church’s article on “Does ltaly’sght
threaten European Monetary Union?”, Economic Oltl&ank of England Commission Report, July 2005.
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in real unit labour costs, including in the manafigZimg sector, which in turn affected Italy’s
cost competitiveness as measured by the real wi#eztchange rate.

Comparatively low inflows of foreign direct investmt seems to have contributed to Italy’s
weak economic performance, as FDI is a potentipbyverful determinant of technology
diffusion, specialisation and a driver of econompiowth. In addition to its comparatively low
levels of FDI, recent inward FDI in Italy is alsbaracterised by a low and decreasing share in
high technology industries. However, cost compatiiess is not the only and, according to a
number of studies, not even the most importantoredsr Italy’'s weak export performance.
Indeed, Italy seems to be losing export marketesteen in times of stable real effective
exchange rates.

Italy’s product specialization has not significgndhanged over past decades in reaction to
global economic developments. ltalian industry rasastrong in traditional, low-skilled
labour-intensive sectors for which global demandyiswing below average. The inertia is
generally attributed to a number of structural dastwhich are hampering change, including
low levels of R&D investment, low human capitallgeompetition — issues that fall within the
remit of the Lisbon strategy.

Towards the end of the 1990s, after more thanyfears of weak economic growth, it was felt
that a large part of the problem was due to thelapef a number of temporary factors such as
fiscal consolidation, exchange rate movements aedpblicy mix. However, as the growth
malaise dragged on and even worsened during tleiag five years the assessment changed.
There is now a broad consensus that Italy is doffeirom a series of mutually reinforcing
structural shortcomings affecting its foreign sabasd more generally its overall growth
performance. Remedy should focus on education dalis, sinnovation, research and
development, more competition and better regulatidime renewed Lisbon strategy launched
at the 2005 Spring European Council provides tgbtrsetting in which to tackle the Italian
economy’s structural challenges.

While much of the emphasis when talking about cditipeness is rightly placed on trade, it is
worth mentioning another factor that may be impadrend also impacts on competitiveness: a
problematic public sector. Inefficiency in the pobsector needs to be addressed in order to
raise competitiveness. This is not related to tidgkt deficit per se — in fact Italy is running a
primary surplus anyway — but it is a question afdurctivity in the public sector and the trend
in prices for services such as utilities, healtfecsc.

Finland: some lessons from a Nordic economic modél

The case of Finland is interesting as it represargsuntry having experienced not very long
ago a severe recession due to the collapse oade with the ex-Soviet Union but managed to
recover quickly, stabilize its economy, restructiteeproduction and exports and become a
founding member of the euro area.

The Finnish economy exhibits a number of strengiltsalso faces a number of challenges.
The strengths include a stable society, a strawjtion for the rule of law and a well-educated
population. An important challenge is the relayveigh unemployment rate. Real GDP growth
rates passed from an average of -0.9% during 19916%.7% in 1996-00 and 2.3% in 2001-
2005. The unemployment rate was 8.4% in 2005 anlihael to 7.7% in June 2006.

In many respects Finland represents a successini@e of a “knowledge economy” in Lisbon
Strategy’s language, in which human capital plageraral role. However, not long ago, in the

L This section draws on M. Maivali’ “Structural unployment: a blot on the Finnish success story”,
ECFIN, Country Focus, and S. Salo’s “Finland — Fraerisis to a successful member of the EU and EMU”
seminar at Narodowy Bank Polski, 21 April 2006.
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early 1990s Finland drifted into the worst economuitsis seen in any western market
economy. The sources of the crisis were externgh ¥ie collapse and disintegration of the
Soviet Union, Finnish exports to Russia droppeddigpMeanwhile, the global forest industry
was in recession and the level of internationatredt rates high. Finnish GDP declined by
more than 10% in the early years of the 1990s aremployment rose close to 20%. The
recession led to a banking crisis. Getting throtlgh crisis was largely aided by the state’s
decision to provide guarantees for all banks. T¢t@nemic and human losses caused by the
crisis were extensive. On the other hand, thescpsbmpted basic improvements in structures
of the economy. These improvements have been af intportance for Finland’'s fairly
favourable performance over the last ten years.

As a member of economic and monetary union, thes@f Finland’s economic policy is on
fiscal and incomes policies. As far as incomesqyois concerned, comprehensive incomes
policy agreements have been continued, with dulgerate wage hikes; on the other hand, the
Finnish cost level has risen faster that the ewea average. Since Finland’s adoption of the
euro, fiscal policy has been marked by fiscal gikoe. Finnish general government finances
have been in surplus all the time. Central goventrfirances have remained close to balance,
despite sizeable tax cuts. The local governmentitief small. The share of public expenditure
to GDP has been falling gradually, and their leielclearly lower than in Sweden and
Denmark.

When it comes to internationalization and globdi@a Finland has adopted an open market
approach. Within the EU, Finland has been opposedrious attempts at building internal and
external barriers to trade, starting from the comen that globalization is an inevitable
challenge and that the countries quickest to atapt will also, in the long run, reap the
greatest benefits from it. A case in point is Nokrehich has benefited decisively from
domestic and global liberalization.

The success story of Finland after the recessidargely due to the economy bouncing back
by successfully embracing the opportunities of glaation. The jobs lost during the recession
were substituted with new ones, albeit often ireotbectors, and with a time lag, markedly
different features and other skill requirementsntiiaose lost. In very broad terms, jobs in
construction, manufacturing of consumer goods grit@lture were replaced by employment
in business services, social services and elecsamianufacturing. The situation in Finland
therefore confirms the theory that internationabe and capital movements should entail net
gains for the economy as a whole. The global opmma@my was an important ingredient
enabling Nokia’s phenomenal rise to become a wedder in telecommunications equipment.
Economic recovery was largely based on rapid grawtindustrial production and exports,
which also added to industrial employment.

This success has come by no coincidence. Finlasdsystematically been ranked highest in
cross-country comparisons on the competitiveneseeoBconomy and its human capital. The
quality of the Finnish educational system is highiyed in the OECD’s programme for

international student assessment rankings. Firlkirda relatively good position to compete in
the global division of labour with its high level buman capital. The structural shift towards
jobs with higher human capital content is beneffilwathe Finnish economy as a whole

While the Finnish economy as a whole has coped wéh the structural changes, the
extensive adjustments in the economy apparentlydedrise in structural unemployment due
to adjustment lags. The present stabilization ahish unemployment at rather high levels in
spite of favourable overall demand seems to confins While many features of the Finnish
labour market institutions are well-designed andli-iwmded, the stalling of unemployment in

recent years points to deficiencies which have o dudressed. Further reductions in
unemployment will depend crucially on taking stejos eliminate features encouraging
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unemployment among older workers and to improveleynpent opportunities among the low-
skilled employees.

All in all, the Finnish EU and EMU membership seeim$iave fulfilled most of its promises
and most of the fears have not materialized. Tiegevery broad consensus among Finnish
economists and policymakers that the stabilityhef économy is now much better than it used
to be in the past, and that the policy trade-ofts much more favourable now. The general
perception in Finland is that common monetary polias been reasonably appropriate for the
Finnish economy. The problem of asymmetric (i.eintoy-specific) shocks has not at all been
at the forefront in Finnish economic policy. Actiyait seems that economic cycle in Finland
has recently become more synchronized with the axga countries although the amplitude of
the cycle in Finland in larger.

Ireland: is there a recipe for its economic “mirack”?°%?

The paradox with the successful story of the lashnomy over the last fifteen or so years is
that it is so remarkable that few believe thatit e copied. Although there may be some truth
in this statement, the Irish example provides usefements which could, at least, inspire

policymakers in other economies.

Some basic figures should give the essence ofld&daachievements: real GDP growth rates
reached double digits in the 1990’s to slow to nsustainable levels of around 5% since the
start of this decade. As a result, GDP per capitialand climbed from 88.8% of EU15 in
1995 to 127.9% in 2005.

According to Cech and Macdonald (2004), who citeeaech of several authors, Ireland’s
massive catch-up in the 1990’s benefited from aevaday of important, often interconnected,
features:

* macroeconomic stability and institutional quality: the fiscal correction of the late 1980’s
was a necessary precondition for an economic taumat. In addition, the falling interest
rates up to the launch of the euro gave Irelanddalitional monetary stimulus. Ireland also
scored high on most of the subjective indicatorspolfitical stability and institutional
quality

* EU internal market and membership of the euro Ireland benefited from increased
openness, as the country’s attractiveness forgoreirect investment inflows were boosted
by the launch of the EU internal market. During 19#90s, the requirements for joining the
euro area acted as an external anchor to help s@mmomic stability. Since then, EMU
has continued to provide an external incentivariacroeconomic discipline.

* Wage competitivenesslreland put in place a series of national agregm&om the late
1980s onwards that ensured a high degree of supportall stakeholders in the economy.
These resulted in industrial peace and wage madera®rogress in fiscal consolidation
also allowed the authorities to trade off tax reauns for moderate pay increases.

 EU funds: Transfers from EU funds, also in the light ofci$ consolidation, helped to
finance a resumption of public capital spending dmdped to improve public sector
efficiency.

* Educated and abundant workforce Ireland’s population has been growing stronghcsi
the early 1990s and the country had been invebtiagily in education since as far back as
the 1960s, producing a supply of skilled labourdyeto meet the needs of the incoming
FDI.

%2 This section draws on Z. Cech and J. Macdonal@p&fhe “Celtic Tiger” learns to purr, ECFIN couptr
focus, 19.11.2004 and on P. Honohan and A. Legdper “Ireland in EMU: more shocks, less insula®ipn
October 7, 2005
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» Industrial policies: Industrial policies played a key role in Irelasdsuccess. In order for
growth to be generated in Ireland it had to becaompetitive in internationally-traded
sectors, where its low corporation tax strategy ethér measures to promote FDI played a
crucial role.

Regarding Ireland’ performance in EMU, we have saleove that the extraordinary growth of
the economy in the 1990s, mainly due to the favaleraxternal environment and the sizeable
pool of available labour at that time, has gives ptace to more sustainable growth rates.
Therefore, by most measures the Irish economy moesi to perform well in EMU, and better
than most, if not all member states. Closer exatwwinaof things point, however, to some
particular challenges. Honohan, for example, arghasthe experience in EMU has been an
unalloyed success for Ireland if account is takeitsoGDP growth rates, unemployment rate,
BOP current account balance and even inflatiorhoalyh it averaged 3.7% per annum.
However, he expressed more concerns about thetmdinsmechanisms. Examining Ireland’s
performance during the first seven years of EMUnétean asked whether

- exogenous shocks hitting the Irish economy arestargeMU, and

- how have the economy’s endogenous responses téssbbanged as a result of the

regime changed.

His conclusion on shocks is that these have ndiadance increased by much. While neither
interest rate nor exchange rate movements have belkful for internal macroeconomic
stability in Ireland since EMU began, this dimemsgeems on balance no worse than it was
before EMU began. To have an independent monetatyeachange rate policy does not mean
that it will be used in an optimal manner. Irelangractical experience in this regard suggests
little loss from the abandonment of an autonomauseocy.

On the other hand, the initial fall in interestesmtunleashed a long-lived property price and
construction-led boom which, interacting with losignding migration forces, has allowed the
economy on aggregate to survive -for the presentrelatively severe loss of labour
competitiveness. This may help explain why losdesage competitiveness have not yet been
followed by a downturn in employment as has beerei@ for several years now. As this
positive force finally weakens, period of labourrket weakness cannot be ruled out.

Another key question was whether, with EU enlargetméhe highly open Irish economy
would face further potential challenges, as soméefnew EU member states are likely to
pose a threat by diverting FDI inflows away froneléamd. Many new member states are
attempting to put in place similar policies to thas Ireland, including low-corporation-tax
strategies. It is argued on this issue that thehldase was a mixture of different factors at
different times, with the country having also somspecific features which might not be
available to the EU new member states. Irelandalsasthe advantage of a core labour force in
sophisticated tradable services sectors and imfbemation technology sector, which require
skilled labour and, further, FDI flows into the nemwvember states are likely rather to
complement the Irish production networks. Thereftre main challenge for the economic
policy continues to be maintaining competitivenassl addressing the structural bottlenecks
that arise.

Belgium: the importance of rules and institutions i fiscal adjustment®

In section 5 of this paper was examined the sigaifi budgetary adjustment in Belgium over
the last ten years, notably the decline in the guwent debt ratio by about 37 percentage

% The section draws on a number of sources inciudelgium’s stability programmes and ECOFIN
opinions on them, IMF's 2005 Article IV Consultai® on Belgium and EC Public Finances in EMU
publications.
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points, from about 130% of GDP in 1995 to 93% offGiD 2005 and the budgetary position in
balance or in surplus in the last five years. Qurpdans are to reduce the government debt
ratio to 60% of GDP by 2015. This achievement Istte#¢ more remarkable as GDP growth
rates over the said period were rather modess. dtso interesting to note that Belgium is the
only high debt country of the EU that has not beebject to the excessive deficit procedure.
The examination of the fiscal adjustment in Belgiimdicate that there have been three key
elements behind the successful fiscal adjustmefarso
(1) a clear, broad and strong political commitment lionieate fiscal deficits and
reduce rapidly the huge government debt so thagdtady resources are freed for
other policy priorities of higher economic and sb&alue
(i) a clear and coherent fiscal consolidation stratbgged on high primary (i.e.
excluding interest payments) surpluses and tramspaguantitative rules on
expenditure grow
(iii) credible institutions, such as the High Financer@duwhose role is consultative,
but nevertheless central, on the formulation anplementation of the budgetary
effort of each sub-sector of the general governraeator.

The broad political commitment towards fiscal athusnt and debt reduction was forged
following the excesses of the1980s and early 1980sh led to a budget deficit of close to 8%
of GDP in 1992 and the government debt ratio to.4%3 of GDP (the highest in the

Community) in 1993.High primary surpluses for agaeries of years (around 5% of GDP, on
average, per year during 1995-2005) was a ceracabif to the fiscal consolidation strategy.
Such high primary surpluses were made possibleigfrthe implementation of strict rules, for
example by limiting the primary expenditure incieas real terms for the federal government
and the social security to 1.5% per year. On amatjpmal level, there was a tight control of
expenditures in order to respect the budgetareptigns.

The role of theHigh Finance CouncilHFC) has been important in the success of tlmlfis
adjustment. The HFC essentially formulates indepehgiiews on the fiscal outlook, assesses
the budget proposals of the various levels of guwent in Belgium (Regions and
Communities), monitors the execution of the budged issues warnings in case of non-
compliance by any counter-party in the budgetarga@ment. Although the role of the Council
has become crucial in the specific federal ingahal structure of Belgium, and it may not be
easily transposed elsewhere, it provides nevedbebn example of the useful role of
independent, highly-respected consultative andnieeh bodies. The HFC is chaired by the
minister of finance (who has no vote in Council’sogosals) and is composed of
representatives of the central bank, the ministakdinance and budget, of communities-
regions and of independent experts.

Noteworthy initiative in order to prepare for thedgetary consequences of the ageing of
population was the creation of tigeing Fundin 2001 whose objective is to accumulate
reserves in order to finance additional pensioneagiures between 2010 and 2030. No
expenditure will be made by the Fund before 2016rddver, any expenditure after that date
will be subject to the requirement that the govesntrdebt ratio is lower than 60% of GDP. At

the end of September 2005, the Ageing Fund reseéotated € 12.391,5 million.
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