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SUMMARY

The article examines whether the euro crisis can be entirely attributed to factors
such as regulatory failure or fiscal indiscipline, as opposed to the mechanisms
built into the euro itself. It concludes that the euro contains a built-in bias that
would result in the divergence of the path taken by the developed members on
the one hand and the less developed ones on the other. The original the optimum
currency area (,,OCA”) theory appears to have been valid, and the departure
from it, as embodied in the Maastricht Treaty, amounted to an unjustified depar-
ture in light of the experience of the five weak countries of the eurozone (PIIGS).
These experiences have proved that after the introduction of the common cur-
rency overcoming significant differences in initial conditions seems quite diffi-
cult. Only the countries having international companies with very strong posi-
tions on the world markets could take advantages of the euro, and the disadvan-
tages resulting from the deterioration in competitiveness were left to the weaker
ones. This also implies that the advantages for the stronger countries to the ex-
tent actually experienced were enhanced by the competitiveness of the weaker
ones.



The euro area is in crisis. So far three
countries have required massive rescue
packages: for Greece even the second one
was not enough, Spain and Italy are facing
the risk of insolvency, their ratings from
the rating agencies have seriously deterio-
rated. Indeed, it has become a matter of
some doubt whether any of the eurozone
countries will retain their current credit
rating.

The sovereign debt of Greece exceeded
160% of GDP in 2011, and the country is
compelled to cut domestic consumption
significantly. The situation is similar, if not
quite as dramatic in the other weak euro-
zone members. The only means available
to them for the improvement of competi-
tiveness is ,internal devaluation”, but the
measures imposed on them in the pursuit
of this end only reduce the effective de-
mand without any sign of the promised
result, and, not unnaturally, meet with
social resistance.

In autumn 2011 the 10-year Greek
government securities were bought only
with 17-18% CDS, the yield of the Portu-~
guese bonds was more than 11%, the Irish
8.5%, and the Spanish goverment bonds
was also more than 5%, which represents
nearly three times more than the German
yields. (Eurostat 2011) Moreover, the
European Central Bank has sought to offset
the weakening of the euro by raising the
interest rates (April and July 2011), al-
though it makes the borrowing more ex-
pensive. ,,Rescuing” Greece strengthens the
euro and thus reinforces the real apprecia-~
tion of the ,,Greek euro”, which increases
the debt ratio and deteriorates the com-
petitiveness of Greece, so further internal
depreciation (cuts) is required. It is a vi-
cious circle.

Euro zone countries in trouble would
have to reach extremely high, for most of
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them unattainable (4-6-8%) annual
growth rates for more than a decade in
order to be able to clear their debt.

We examine whether the euro crisis can
be entirely attributed to factors such as
regulatory failure or fiscal indiscipline, as
opposed to the mechanisms built into the
euro itself. Although we do not dispute the
deleterious effects of mistaken national
policies, we conclude that the euro con-
tains a built~-in bias that would result in
the divergence of the path taken by the
developed members on the one hand and
the less developed ones on the other. It is a
separate, and in this study unexamined
question whether policy tools could be
fashioned to counteract the centripetal
dynamics of the euro. Instead, this article
focuses on the original theory of the opti-
mum currency area (,,OCA”), the history
of the glosses and modifications in the ser-
vice of policy thought to be appropriate for
the realization of the ,European Dream”,
and the historic experience of the member
countries since the introduction of the
common currency with respect to the most
commonly used economic indicators. We
conclude that the original theory appears
to have been valid, and that the departure
from it, as embodied in the Maastricht
Treaty amounted to an unjustified depar-
ture in light of the experience of the 5
weak eurozone countries, namely Ireland,
Greece, Spain, Portugal and Italy, which
are known as PIIGS.

1) THE THEORY

The theory of optimum currency area
(OCA) was established half a century ago
by two seminal studies published nearly
simultaneously, Balassa (1961) and Mun-
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dell (1961). Both authors saw the primary
conditions of a viable OCA in the similar
reaction of the member countries to ex-~
ogenous shocks, in the synchronicity of the
business cycles and in the creation of pol-
icy instruments needed to manage the dif-
ferences between these factors. If the reac-
tion is more or less symmetrical, the fac-
tors decomposing the unity of the common
currency can be kept under control. Al-
though any asymmetric transient reaction
may cause confusion, a serious problem
arises from asymmetric shocks that are the
consequences of sfructural factors. The last
chapter of Balassa’s 12 chapter book deals
with the preconditions for creating the
monetary union. These include the suc-
cessful integration of an impressive list of
economic institutions and phenomena —
namely markets, prices and wages, the
labour market, capital and financial mar-
kets, institutions, etc. — analysed in the ear-~
lier chapters. Balassa put a great emphasis
on the order of integration processes and
saw a serious threat if the integration takes
place in the wrong sequence. According to
his logic the common currency is not a tool
of integration, but, rather the fruit of the
already successfully implemented real in-
tegration, which can be the platform of
further development. The importance of
structural similarities was brought to the
fore by Myrdal in 1957 and Kaldor in
1966, and a similar position was repre-~
sented in Peter Kenen’s study published in
1969.

The first significant cracks were caused
by Mundell himself, who in 1973 thought
that the sequence problem could be man-
aged with the help of ,the interim solu-
tion”. If the members of the OCA invest
their savings in each others’ securities —
according to Mundell’s new theory — the
asymmetric shocks can be compensated by
the price movement of securities. In 2001

MacKinnon followed Mundell’s theory,
and claimed a similar intermediating role
for diversified sources of income.

An even more serious departure from
the original theory occurred in 1992 by
Emerson’s report entitled ,,One Market,
One Money”, the debate on Phillips curve
versus NRU (Natural Rate of Unemploy-
ment), and the growing number of litera-~
ture on the longer-term ineffectiveness of
monetary instruments (See Frankel 1998
and Frankel and Rose 2002). According to
Emerson, on the basis of OCA theory, the
advantages and disadvantages of entry into
OCA cannot be sufficiently established. The
two other papers aimed at minimizing the
consequences of the abandonment of
monetary instruments by states joining an
OCA.

As so often, economists understood the
changing requirements. The political will
of Europe has decided on the rapid inte-~
gration, and the original OCA-theory pos-
ing an obstacle as it did, required some
restyling. The writings of Giavazzi and
Giovanni in 1989, as well as of Goodhart
in 1989 and of Rogoff in 1996 served to
further pave the road to Maastricht. Ac-~
cording to them price stability in the coun-
tries struggling against inflation can only
be achieved if they give up their independ-
ent monetary policy, and peg their cur-
rency to a stable, low-inflation currency.
Along this idea the theory of ,nominal an-
chor” has taken shape, whose role was
enthusiastically assumed by the reunified
Germany. To eliminate the risk of asym-
metric shocks, instead of achieving the full
integration, the discussions about the op-
tions for the management of shocks came
into the fore. Kenen’s warning [1969] that
the countries with less diversified econo-
mies may face major shocks was sidelined,
instead of a well thought out convergence
path for the small, open, and insufficiently



diversified countries (such as Portugal or
Greece) all EU members were to observe at
all times the Maastricht criteria, which
were thought to enjoy universal validity,
and the elimination of indisputable differ-
ences was to be achieved by temporary aid
instead of suitable economic policy in-
struments.

From the common currency point of
view it is an issue of key importance that
the treatment of different inflationary dy-
namics has remained, but the sufficiency
of the significantly narrowed instruments
with which such dynamics could be man-
aged has not been examined. Those who
gathered in Maastricht assumed with a
noble simplicity that compliance with the
fiscal indicators stipulated in the treaty can
keep the inflation in the determined range
(Issing 2008). But in reality, the reverbera-
tions of the institutionalized wage outflow
(e.g. Italian scala mobile), the Balassa-
Samuelson effect inevitably associated with
convergence, the demand and supply shifts
arising from the difference in structure,
the competitive differences stemming from
differing levels of technological develop-
ment, the different reliability and effi-
ciency of public and private institutions,
the legal system and the judiciary, thwart
the development of uniform prices and
inflation dynamics, while the unified
monetary policy forces single nominal in-
terest rates on the member states of the
OCA.

Since the introduction of the euro the
expected convergence of prices and wages
has not been achieved, the more advanced
gained further competitiveness, and the
less developed lost competitiveness, the
convergence came to a halt. Different real
interest rates developed. The countries
struggling with traditionally higher infla-
tion have had access to cheaper sources in
real terms than the more advanced
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economies. The associated cheaper source
resulted in the development and the inten-
sification of asset bubbles, especially in
unbridled real estate development. The real
value of the common currency increas-
ingly diverged, which further worsened
the competitiveness of the periphery. Con-
fidence in the favourable endogenous ef-
fect of the OCA [Kenen 1969] — that the
increased dynamics of trade due to the
common currency successfully eliminates
the still remaining structural difference —
proved unfounded.

Why does the cure, namely the reduc-
tion of wages and the increase of produc-
tivity supported by theory and confirmed
in practice in Germany, not work in the
countries of the periphery? Why cannot
the less developed economy regain its
competitiveness without devaluation even
with the most severe austerity measures?
After all, the reunification of Germany on
the basis of 1 DMark=1 OstMark resulted
in a significant overappreciation of the
DMark, that Germany successfully cor-
rected by limiting the increase in real
wages and boosting the efficiency.

In our view the answer lies in the
original intuition of the OCA-theory. The
common currency is not only inadequate
tool to eliminate the differences inherent in
the real sector, but makes the task even
more difficult by limiting the range of in-
struments of economic policy. The limita-
tion may mean increased challenges for
the less developed countries. Although
there are a number of overlaps between
the levels of development and competitive-
ness, the two phenomena are not identical,
because the access to high technology nec-
essary to improve efficiency — i.e. the com-
petitiveness — is primarily not an economic
policy, but a development issue. The devel-
oped country can enhance the perform-
ance of its advanced technology — includ-
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ing organizational and institutional culture
(soft technology) — while the less devel-
oped does not have the technological
stockpile, the better use of which would
ensure the required result. In other words,
the drop in the real wages of the employees
in the production of primary and semi-
finished goods, can improve the competi-
tiveness of primary and semi-finished
goods, but does not contribute to the de-
velopment of the economy. If real wages
are coupled with technology producing
lower instead of higher value added goods,
the yield of their reduction is obviously
modest. The development gap is not filled,
and this kind of improved competitiveness
does not lead to real convergence. The in-
troduction of the common currency, as the
original OCA theory made it clear, does
not affect the micro-level factors of the
real sector, e.g. the development of tech-~
nology, and does not serve actual conver-
gence.

2) THE VALIDITY OF THE
THEORY IN FIGURES

2.2. Inflation

The Eurostat data clearly show that since
the introduction of the euro the expected
harmonization of inflation dynamics did
not materialize, the ,,nominal anchor” did
not work. Whether this failure can be at-
tributed entirely to fiscal indiscipline — as it
is now claimed in the context of revising
the requirements for membership — is a
complex question that is not addressed in
this paper. We are concerned only with
the validity of the original claim to the ef-

fect that a nominal anchor would in and of
1tself bring about this end, and find that
the evidence invalidates this expectation.
Entrusting responsibility for price stability
exclusively to monetary policy under the
exclusive mandate of the European Central
Bank not only failed to bring about the
hoped for harmonization, but posed very
serious challenges for the peripheral
economies. Whether some sort of combi-
nation of the existing monetary tools with
enhanced fiscal discipline would fare bet-
ter is not examined in this paper, but our
intuition guided by the evidence compiled
here suggests caution.

The countries in question became more
expensive compared to the strong euro-
zone countries, especially to Germany,
which — of course — meant a decline in
their competitiveness. In this respect Ire-~
land got into the worst situation (despite a
slight improvement after 2002), but the
others also registered significant deteriora-
tion compared to the situation in 1999.
(Fgure 1)

While between 1996 and 1999 the con-~
sumer prices of PIIGS, with the exception
of the Greek Drachma essentially were in
line with the eurozone-12 and Germany,
the trends subsequently diverged at an
accelerating rate: between 1996 and Au-
gust 2008 (last month before the collapse
of Lehman Brothers) the prices in Ger-
many and the consumer prices of the PIIGS
increased by 21% and 31-54% respec-~
tively. (Fgure 2) Compared to the price
levels of 1996 the base inflation index of
Ireland, Portugal, Spain and Italy in early
1999 was only 2-3% higher than that of
Germany, and 8.5% higher in Greece.
However, the gap has increased to 10-25%
by the last months before the crisis.



Naturally, this has affected the export
performance and the external balance of
these countries.

2.3. Balance of trade

As the data show, Kenen’s thesis (1969),
namely that the common currency elimi-
nates the structural differences by encour-
aging the dynamics of trade did not find
empirical confirmation.

The accession to the eurozone, instead
of improving the foreign trade position of
the inherently weaker eurozone econo-
mies, that became the focal point of the
crisis by now, showed a worsening trend.
As Fgure 53 and 4 shows, between 1999
and 2007 the deficit in external trade (Ze.
trade with the non EU27 countries) has
increased significantly in the case of Spain
and Greece, it stagnated in Portugal, the
growth of Ireland’s trade surplus came to a
halt, and in Italy the surplus turned into a
deficit. As for the intra-EU trade the loss of
positions is more marked, since in this re-
lation the balance has deteriorated in all
countries. Only Italy could improve the
balance somewhat and achieve a modest
surplus in 2007-2008, but this success
quickly faded. The export surplus of Ger-
many, however, showed a dynamic, and
constantly increasing trend in the intra-,
and a slower rate in the extra-EU trade.

Between 2000 and 2007 Germany’s total
exports in goods (intra- and extra-EU) tri-
pled, while the most successful exporter of
PIIGS, namely Ireland’s surplus increased
by less than 20%. (See also Figure 5)

2.4. Income balance
|

Figure 6 clearly shows how the income
balance of PIIGS (further) deteriorated as
well after the eurozone entry, while the
balance of Germany rose steeply upward
from 2002.

2.5. Balance of payments

After the accession to the eurozone all five
countries’ balance of payments (goods,
services, incomes, balance of current
transfers and capital) declined compared
to Germany, whose balance changed from
a deficit into a briskly rising surplus. (£g-~
ure 7)

2.6. Debt

However, the difference in inflation rates
and low interest rates at the same time, as
well as financial instruments mushroom-
ing after the end of the information tech-
nology boom in the world, led necessarily
(and on the basis of the borrowers’ rational
decisions) to a real estate boom and the
indebtedness of the households. We note
that without this the crisis would have ap-
peared earlier, though probably in other
forms (such as stagnation), since the by
now obsolete production structure of the
periphery, competitive disadvantage could
be concealed with the help of higher con-
sumption. All the countries involved in the
transatlantic economy were participants of
the processes leading to the crisis in 2008,
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though not with the same consequences
due to their various national economic,
political, historical features and most im-
portantly their different levels of participa-
tion in the hierarchical division of labour
of the world economy.

The debt has been incurred, above all,
by the population, rather than the public
sector. After eurozone entry, until the cri~
sis, among the countries we examined,
only Portugal’s, Greece’s (and Germany’s)
public debt to GDP increased, in the case of
other countries a decline can be witnessed.
The current rise in public debt is largely
due to the bailout of the banks.

In the 2000s, the financial obligations
of the households and the nonprofit insti-
tutions serving them (briefly called ,,popu-
lation”) sector of PIIGS increased at a rapid
pace. The indebtedness of the PIIGS’ popu-
lation relative to GDP increased already
before the creation of the eurozone, but a
similar trend can be seen in Germany as
well. After 1999, however, the situation
changed: while the indebtedness of the
PIIGS’ population to GDP continued to
grow, at an accelerating rate with the ex-
ception of Portugal having already a high
level of population’s debt portfolio, the
German population’s financial obligations
began to fall, and this trend persisted until
the crisis. (Figure 8 Before 2000 (as for
Portugal 1998) even the PIIGS population’s
net assets to GDP increased, but subse-
quently, began to fall, while the net assets
of Germany’s population — after a few
years of hesitation — showed a continuing
upward trend. (Figure 9)

On the basis of the Eurostat data we
have looked into the financial position of
the population in other eurozone countries
during the credit boom period (2002-
2007) until the crisis. We found that, al-
though the population’s net financial assets

of some advanced countries declined (Bel-~
gium) or financial obligations increased
significantly (Finland and France, more
than 27%), one can say that only the popu-
lation of the PIIGS countries were in both
groups, namely their net assets diminished,
while their liabilities increased signifi-
cantly. Between the strong and weak euro-
zone countries’ population a rearrange-
ment in the financial positions has oc-
curred in favour of the strong countries.

2.7. REER (Real Effective Exchange
Rate)

All of these above processes are explained
by changes occurred in the real effective
exchange. On the first chart below we can
see the Eurostat base REER index compared
to the eurozone 16 partner countries. A
small circle indicates the year of the ex-
change rate fixing in the case of countries
that entered into the eurozone after 2000.
It is clear that after the fixing, the REER
line breaks in all countries: the decline
turns into growth, or the growth is accel-
erating. It can be seen as well that the real
exchange rate of the strong economies,
albeit at different rates, has further im-
proved after 2000, in some cases such as
Finland, at a better rate than in the period
before 1999. (Fgure 10)

The deflated real effective exchange rate
of the eurozone 40 partner countries is
published monthly by the European Cen-
tral Bank. Besides the five examined coun-
tries we have formed a control group con-
sisting of Germany, France, Finland and
Austria. The data clearly show that the
situation of the PIIGS markedly worsened
the one of the control group improved in
the 2000s. Before the eurozone entry, the
REER of the PIIGS with the 40 partner



countries is more favourable than in the
control group, but thereafter the situation
is clearly reversed. (Fgure 11)

2.8. Catching up (Convergence)

Convergence came to a standstill just at the
time of the euro area membership in the
countries in question. Previously, Ireland
rapidly approached the average of euro-
zone-12, but the rate of convergence has
slowed down after 1999. It is worth draw-
ing attention to Greece, now seen as a bad
manager, who produced the most spec-
tacular catching up trend in the 2000s
besides the Irish. The catching up of
Greece was particularly strong up to 2003
(the GDP grew by 5.9% in that year), most
probably under the influence of the early
years of the euro and the impact of the
Olympic preparations, but after that period
the trend breaks in Greece, too. Similarly,
the catching up of Spain also lost momen-
tum. In Portugal, the former trend of
catching up reversed, lagging behind the
stagnating Italy. As a mirror image, Ger-
many’s position shows an improving trend
throughout of the period. (figure 12)

One can raise an objection that the
comparison to the average of eurozone-12
includes an autocorrelation as the per cap-
ita GDP growth of the members increases
the average as well and thus inevitably
lessens the convergence percentage rate.
Therefore, we investigated the trend of the
PIIGS’ per capita GDP compared to the
German data. In Figure 15 the base index
of each of the 13 countries’ GDP/capita
compared to Germany’s GDP/capita is
shown. The downward trends clearly
emerge; the halt of the initial spectacular
catching up is clearly visible in the case of
Greece after 2003.
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Finally, we investigated the standard de-~
viation of the GDP/capita of the eurozone-
12. It turned out that the standard deviation
of both the nominal and the real values in-
creased over the years of the eurozone
membership. Only the crisis has brought a
temporary change of the trend, but it
proved to be also short lived. (Fgure 14)

3) DETERIORATION IN COM-
PETITIVENESS

As for the unit labour cost, the competi-
tiveness of the PIIGS has unquestionably
worsened over the past decades. And not
just outside the euro area, but within it as
well. We could state that the euro has been
the catalyst and the amplifier of the dete-
riorating competitiveness of the PIIGS.

In consequence of the tendency to infla-
tion, characteristic of the weak countries,
the euro appreciated for them, while the
low euro interest rates induced a boom in
demand. The boom in the economy pushed
up the wages (Balassa-Samuelson effect)
and — as a result — the public welfare ex-
penditures as well.

The change in the real effective ex-
change rate reflects the change in the
value of the national labour as a function
of change in price levels. Thus, social wel-~
fare may increase, but this does not cause
the deterioration in competitiveness only if
strong efficiency and productivity that
raise better than the wages and the com-
petitors’ productivity, or even — and often —
a kind of historical monopoly situation is
behind. The PIIGS has increased ,,welfare”
in such a way that the latter conditions
were unfulfilled, so the REER declined in
their case.
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According to Eurostat, between 2000
and 2007 the productivity (GDP per hour
worked) virtually stagnated (increased
only by 1.1%) in Italy, and increased in all
other 4 countries. The productivity stepped
up the least in Spain (by 6.3%), but the
influx of cheap labour compensated this
backwardedness and ensured the increase
of competitiveness (the drop in ULC). In
the examined period, Portugal showed a
productivity growth of 7.8%. These rates,
however, lagged behind Germany’s pro-
ductivity growth (11.8%). However, at the
same time Ireland and — despite any sur-~
prise — Greece has considerably improved
their position compared to Germany. Be-
tween 2000 and 2007 the Irish GDP per
hour worked and the Greek’s as well in-~
creased by 17.5% and 19% respectively
and the high rate continued even until
200917 (It is also less known that in the eu-
rozone between 2000 and 2007 the
Greeks worked the most, an average of 42~
43 hours per week). But the rate of in-
crease in wages and social benefits has
exceeded the productivity, therefore their
competitiveness slowed as shown below.

First, we examine the change in wages
and other compensations (collectively
,wages”) of labour. Figure 15 shows that
between 1999 and 2007 the wage/GDP
ratio in the eurozone increased only in
Greece, Italy, Ireland and Portugal. Among
the PIIGS the ratio of labour in the GDP
has declined only in Spain, but less than in
most other eurozone countries (Belgium,
Finland and France). (Figure 15)

The combined ratio of pension and
other social expenditures in the examined
period is a much more eloquent proof.
Again, Germany is at the top in the reduc-
tion of expenditures and PIGS lead the
increase. (figure 16)

The income of the people living on sal-
ary, aids (Z.e. not on capital) consists of two
factors, mnamely labour compensation
(,,wages”) and social benefits. The ratio of
this amount to GDP in the eurozone be-
tween 1999 and 2007 declined only in
Germany, Austria and Luxemburg, while
the largest increase (5-10 percentage
points) is observed in Ireland, Greece, Por-~
tugal and Italy, and with a slight drop, so
to say remained unchanged in Spain. The
relatively favourable indicators of Spain
are explained to a large extent by the im-
migration between 2000 and 2007, when
three and a half million people arrived in
the country increasing greatly not only the
labour supply, but also the social security
payments. As the immigrants’ wages are
about 30% lower than the ones of the na-
tives, the unit labour cost was positively
affected (Elteté 2011).

It should, however, be added that the
ratio of wages and social benefits to GDP,
together and separately was the lowest in
the PIIGS among the eurozone 12 member
states between 2000 and 2007. The only
exception is wealthy Luxemburg in this
group. It is to be noted that inside the eu-
rozone, outstanding real GDP/capita of
Luxemburg is followed by Ireland, while
the ratio of Irish wages, social benefits is
lagging far behind of Luxemburg. The
Irish attempt to ,,trickle down the welfare”
is difficult to question, or to call causeless.
Yet, in relative terms it has worsened the
country’s international competitiveness.

4) WHOSE INTEREST IS SERVED
BY THE EURO?

The euro is the final decisive stage of the
European economic integration: its fall



threatens that the integration progress gets
bogged down, and if it does so, it can turn
back. But the condition of the common
currency itself is the integrated market
either under a common government
and/or consisting of equally advanced and
developing parts. The eurozone does not
meet these criteria.

The positions of the stakeholders inter-~
ested in the global economy are illustrated
by an example of vital importance, namely
by the outstandings of the banks.

According to the Bank of International
Settlements in December 2010 nearly half
of the outstandings of the European banks
are claims on debtors within the eurozone,
and more than a quarter of this (12.1% of
all their claims) are in the examined 5
countries. At the same time the foreign
claims of German and French banks within
the eurozone together exceeded USD
6,100 billion (about EUR 4,300 billion).
The European banks were involved in the
five countries with a total amount of ap-
proximately 1,500 billion Euros. The total
claims of the German and French banks
together represent 53% of all claims of the
PIIGS! At the end of 2001, the five weak
eurozone economies represented 17.8% of
the total foreign outstandings of the Ger-
man, and 20.6% of the French banks re-
spectively. (BIS 2010-2011)

Due to the secrecy of the banks only
sparse data are available about the in-
volvement of the individual banks. It is
known for example that the German Hypo
Real Estate Holding placed more than 80
billion euro in loans in the 5 countries in
question, and the Deutsche Bank pur-
chased Greek government bonds in an
amount of 500 billion euro. (Ewing 2010)

It is no coincidence that Germany and
France, though it was difficult, but finally
agreed to a hidden restructuring rescue
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package for Greece in the summer of
2011. Strong economies of the euro area
protect their own banks and companies,
when the weaker countries are bailed out
from public money. The limit of the finan~
cial rescue is ultimately determined by the
protected value.

The weak countries could have been
Hreleased” from the eurozone, if the costs
of keeping them in are more expensive
than the losses of their quitting. Leaving
the eurozone would be promoted if the
claims of the banks diminished on the un-~
proven markets. Such a process also took
place in the recent years.

Between March 2008 and December
2010 the outstandings of the banks in the
PIIGS countries were reduced as follows:
German banks by 378 billion dollars and
French banks by 326 billion dollars, Ze.
totally by 704 billion US dollars (about
490 billion Euros), ze. by more than 26%
in one and a half year. (figure 17) All of
the European banks reduced their out-
standings more quickly, until December
2010, 30% of their share was withdrawn
from the countries in question.

Under the influence of the crisis, the
companies in the real economy turn away
from the countries in trouble. According to
UNCTAD WIR the stock of foreign direct
investment has diminished between 2007
and 2010 in three countries of the PIIGS
(in Greece, Portugal and Italy).

5) LESSONS TO LEARN

We have shown above that the current
problems of the euro-area integrating
countries of different development level —
according to the original theory of OCA —
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do not originate solely from mistaken mac-
roeconomic policies, but are the results of
the misdesigned and prematurely created
currency zone. The inflation rates di-
verged, the real effective exchange rate of
the inherently less developed countries
became ,overvalued”, their population
became heavily indebted, their external
balance deteriorated and their catching up
stopped. They have suffered a drop in
competitiveness primarily because of this
and the associated increase in the wage
ratio, but it would not have taken place (or
not to this extent) on the one hand, and not
have caused problem similar to the present
on the other hand, if their equilibrium
problems due to their position in the euro
area had not fallen apart. Developments
over the past decade show that in contrast
to intentions and expectations, the intro-
duction of the common currency served
neither the micro-level factors of the real
sector, nor promoted the technological
progress in the weaker economies and
thus, did not bring about real convergence.

Only the countries having international
companies with very strong positions on
the world markets could take advantages
of the euro, and the disadvantages result-
ing from the deterioration in competitive~
ness were left to the weaker ones. This also
implies that the advantages for the
stronger countries to the extent actually
experienced were enhanced by the com-
petitiveness of the weaker ones.

These findings carry some disturbing
implications.

First, the current emphasis on fiscal re-~
trenchment as a means for closing the
competitive gap seems not to reckon with
the historical evidence, which suggests that
fiscal difficulties and growing indebtedness
may be at least as much the result of a loss
of competitiveness, as the cause of that

loss. It may well be, that we are facing here
a Myrdal-type circular cumulative effect
that condemns the less developed to a
downward spiral.

Second, it does not seem feasible to for-
mulate a monetary policy with similar
consequences for all if the initial condi-
tions of the members significantly differ.

Third, the idea, that a more centralized
fiscal regime will reduce the divergence in
the Real Effective Exchange Rate and
thereby contribute to closing the gap in
competitiveness seems ambitious. The for-
mation of the German Zollverein in 1818
was followed by fifty three years of real
integration, including institutional conver-
gence before the common currency was
introduced in 1871. By contrast, the Italian
lira was introduced almost immediately
after the unification of Italy, without re-
gard to the dramatically different initial
conditions between the North and the
South of the country. The contrast between
these two historical precedents is entirely
consistent with the findings above.

After the introduction of the common
currency overcoming significant differ-
ences in initial conditions seems quite dif-~
ficult. Accordingly, fiscal centralization
may improve sentiment in the capital mar-
kets, particularly if coupled with central-
ized bank supervision, but there seems to
be a lack of empirical evidence to suggest
that it would enhance real convergence.
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Figure 1
Base index of national comparative price levels of final consumption
by private households including indirect taxes
(Relation to euro12 in 1997=100)
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Figure 3
Balance of non-EU27 trade 1999-2010
(Millions of Euro)
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Balance of intra~-EU27 trade 1999-2010
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Figure 5
Balance of trade in goods and services (total) in 1999 and 2007
(Millions of Euro)
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Figure 6
Currentaccount, balance of income 1997-2010
(Millions of Euro)
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Figure 7
Balance of payments 1996-2010
(Millions of Euro)
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Figure 8
Financial liabilities of households; non-profit institutions serving households
as a percentage of GDP 1995-2010
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Figure 9
Net financial assets of households; non-profit institutions serving households
as a percentage of GDP
(1995-2010)
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Figure 10
Real Effective Excghange Rate
(Deflator: consumer price indices — 16 trading partners — Euroa Area)
(1999=100)
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Figure 11

REER (real harmonised competitiveness indicator CPI deflated,
ECB EER-41 group of currencies and Euro area 16 country currencies)
(1993-2010)
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Figure 12
Change in share of national GDP/cap to Euro12 average 1995-2007
(Percentage point)
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Figure 13
Base index of GDP/cap relative to Germany 1995-2010
(The rate in 1995=100)
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Figure 14
Standard deviation og GDP/cap in the Eurozone12 1995-2010
(Euro er inhabitant)
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Figure 15
Wage share* 1971-2012
(Per cent)
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Figure 16
Change in wage share* between 1999-2007
(Percentage point)
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Figure 17
Consolidated foreign claims of German and French banks in PIIGS
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