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Summary

Since the start of the financial crisis, most EMU Member States did violate the SGP and some were not able to get loans on the financial markets. To avoid escalation the EMU took action to help its member states.  Various solutions have been proposed, and a rescue plan was implemented.

To avoid and manage future crises, reforms to the SGP were proposed, and some were put in place. Some other solutions offered by academics were not or only partly adopted. The last parts of this paper will analyze both the implemented and proposed measures.
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3Literature Overview




1. Introduction

The global Economic crisis has a big impact on the Euro, the Euro Area and its Member States. Almost all EMU Member States face large budget deficits in combination with increases in their public debts. Most of them are still able to borrow money at reasonable rates at the financial markets, but almost none of them can still meet the Stability and Growth Pact (SGP) requirements. 
One of the biggest deficits in the budget is faced by Greece. Moreover, the financial markets lost confidence and Greece was not able to lend at the financial markets at rates comparable to other EMU Member States. 

As described later in this introduction, the dissuasive arm of the SGP includes regulations on the way excessive deficits in the budgets of Member States should be managed, and those mechanisms were put into operation after the onset of the crisis. But since deficits and public debts raised so sharp in such a short period, current provisions were not enough to handle the situation, especially but not limited in the case of Greece. So at first a rescue plan was needed to save Greece, to assure Greece would be able to finance its deficit and to start reforms to reduce the size of the deficit. Various solutions were proposed, and in the end solutions were agreed on, both involving Euro Zone countries and the IMF. 

It was soon agreed on that after Greece was saved, the governance structures should be changed to make the EMU more resistant to future crises, to make the EMU more prepared to handle crises and to prevent them to happen altogether. 
1.1 Current structure and provisions of the SGP

Since most of the reforms proposed and implemented, and discussed in this text are amendments to existing SGP provisions it is important to give a short overview of the current structure and provisions of the SGP.

The SGP is created to coordinate national fiscal policies within the EMU, and to safeguard sound public finances. Sound public finances are among the most important requirements for EMU membership.

The Pact consists of two main parts: the preventive arm and the dissuasive or corrective arm. The preventive arm includes the obligation for Member States to submit stability or convergence programmes. There are two policy instruments within this arm: (i) the Council can, after a Commission proposal give an early warning to prevent an excessive deficit to occur. (ii) The Commission can give a policy advice to address policy recommendations to a Member state.
The dissuasive arm consists of one important feature, namely the Excessive Deficit Procedure (EDP). This procedure will be started if a Member State reaches a budget deficit of 3% or more. 

1.2 Structure
Chapter 2 of this paper will answer the questions how the violations of the SGP could occur, and how the EMU reacted on these violations. Chapter 3 will describe how exactly has been responded on the huge violation of the SGP by Greece, while Chapter 4 will describe other proposed solutions and what was agreed on in the end. Chapter 5 will be about reforms made to the SGP to prevent and manage crises better in the future. Chapter 6 compares all those proposed solutions to solutions proposed in literature and to economic theory, to answer the question whether the proposed reforms are the right ones. Chapter 7 will include the conclusions, which will be an overview of the answers to all questions asked, together with an overview of all the latest developments and events that matter for the subject and the conclusions of this paper. 
1.3 Methodology
This paper will be a literature study, and combines academic literature on the relevant economic subjects with recent publications made by think tanks on the crises and on reforms within the EMU. Additionally publications by the European Commission are used to find out which reforms are actually proposed and implemented.

Both the proposals made by the Commission together with proposals made by academics and other political bodies than the Commission will be described. Proposals then will be compared to literature on the relevant subjects, to come to a conclusion about the usefulness of the solutions. 
2. Reaction of the EMU on the SGP violations by its Member States
2.1 Which countries violated the SGP?
Most EMU members did violate the SGP, but some much more than others. Of the EMU Member States who are using the Euro, the biggest violators in terms of budget deficit in 2009 were Ireland (-14.3%), Greece (-13.6%), Spain (-11.2%) and Portugal (-9.4%). In terms of public debt Italy (115.8% of GDP) and Greece (115.1%) are facing the biggest debts, followed by Belgium (96.7%). It is not surprising that Greece is found in the top of both lists.
 

Of the Euro Zone countries only Finland and Luxembourg managed to keep both their budget balance and public debts within the norms
 (Molle, 2006) of the SGP until 2009. 
2.2 How was it possible that some countries made huge violations of the SGP?

Both in academic literature and in publications by the European Commission, several explanations have been given for the generation of large budget deficits. Of course, the global financial crisis was the triggering cause for the problems, but underlying problems existed before the crisis. Those underlying problems are mostly of a fiscal or macroeconomic nature. Other reasons why the problems could occur are explained by both bad quality of reported data by EMU Member States (notably Greece) and weak government structures within the EMU. 
Pisani-Ferry and Sapir (2010) make a differentiation between the origin of the crisis in Greece and the foundations of a possible crisis in Spain.
 They argue that Spain, unlike Greece, had sound fiscal policies in place, but faced underlying macroeconomic imbalances that became apparent as a result of the global economic crisis. Greece on the other hand, already suffered fiscal imbalances in the years before the crisis. Another point they make in their article is the mismatch between notified budget balances and actual balances. 
Nelson et al (2010) give an overview of the possible causes of the Greek crisis. They separate those causes into domestic and international factors. In a publication by the DG for Economic and Financial Affairs of the EC, a similar but more chronological overview has been given. 
From both articles it becomes clear that in the years from 2000 to 2010 Greece had a bigger than EMU average GDP growth, which was mainly driven by growing domestic demand and accompanied by loose fiscal policy. Another factor that fuelled the economic growth was an increase in public expenses. The combination of the two led to an increasing budget deficit and a growing public administration; economic growth was  not sustainable, and accompanied by a bigger and inefficient administration. It is also noted in different articles that the Greek tax collection is weak, and tax evasion is widely spread.
In some articles it has been stated that the labor and product markets in Greece are rigid, and competitiveness is low. Marzinotto et al (2010) partly disagree with this point; they do not deny the competitiveness problems, but point out that in the Greek case, other than in Spain, the problems were mainly fiscal.  
But still, the Greek budget for 2009 predicted a fairly small 2% deficit, so at this point there was no reason for the EC to be worried about Greece compliance to the rules of SGP, besides the fact that in the years before Greece was never able to realize the notified balances. When the crisis hit, the Greek Government wasn’t able or willing to take the right measurements to keep the budget deficit within limits. Slowly it became clear that the Greek budget was out of balance, and in the end the actual deficit was 15.4%, although some still are worried about the low quality of the reported statistics by the Greek Government. Financial markets lost confidence in Greece, and bond spreads reached historical heights. 
Some other factors were not unique for Greece or even for other countries with increasing budget deficits, but have an international nature. In the years before the crisis capital became widely available at low interest rates. This was the case for capital markets in general, but even more for countries adopting the Euro, which now were able to access capital they would have never been able to access without being in the same currency as countries like Germany. 

Another international factor, yet specific for the Euro zone was the lack of enforcement of the SGP. Although about 30 excessive deficit procedures were filed against various countries, no fine was given in any of the cases. This has not only to do with the absence of will to enforce the SGP, but primarily with the design of the enforcement mechanisms, which lacked the possibility to give fines on relatively short notice. This point will be discussed in following chapters. 

2.3 How did the EC react on the violations by its Member States?
When the balance of an EU Member State budget reaches a deficit of 3%, the EC will start an excessive deficit procedure. If an excessive deficit is reported, the Council will first consider whether the deficits are temporal and moderate. If so, they will not take any action. If not, the Council will fill in a report that gives the Member State recommendations about measures that should be taken. If no adequate action has been taken, the Council can ask for a non-interest bearing deposit, which can turn into a fine after two years. (Molle, 2010)
Since the start of the crisis, excessive deficit procedures are started against all EU members, except for Hungary and the UK since procedures were already started, and Estonia and Sweden because those countries did not violate the SGP. For Luxembourg the Commission concluded that the excessive deficit was both temporal and moderate, so until now no further action is taken, although the procedure is not closed yet.

 
In the Greek case the Commission also requested Greece to improve the reporting of data, and an action plan is put in place to solve statistical, institutional and governance deficiencies.  Since the Council can only ask for a deposit after no sufficient action is taken, and only change the deposit into a fine after two years, no fines are give for deficits emerged since the start of the crisis. 
3. What were the short term solutions for the biggest violation; the Greek debt crisis?
3.1 The problems that arose when the Greek budget went nearly out of control.

In April 2010 Greece was able to raise funds by issuing bonds, at a 6% interest rate. Since that moment, Greek bond spreads went out of control, and Greece was not able anymore to loan money at a reasonable rate. Soon it became clear that the problems in Greece had their impact on the Euro zone as a whole. The most visible result immediately was the big pressure on the euro vis-à-vis the dollar.
 The euro was seen as a stable and strong currency, but because of the problems in some Member States, the reputation of the euro was at stake. Besides that, the financial crisis put pressure on the European financial system, and the system may not be able to cope with sovereign defaults, although in a later stage the stress tests of European banks partly removed the fear for the collapse of one or more banks due to sovereign defaults (Whelan (2010)). 
Another problem may be the contagion risks coming from a sovereign default in Greece. This will mainly come from investor’s perception of sovereign risk in other southern European countries and Ireland. There is also limited risk for contagion to south eastern Europe through the relatively big presence of Greek banks in countries like Turkey, Romania and Bulgaria. 

3.2 How were the Greek problems addressed?
As noted in the previous section, an excessive deficit procedure was started, but soon it was clear that the problems were too large, and that Greece needed help. In April 2010 the Greek authorities asked for financial support. The Greek Government and the Commission agreed on a rescue plan, consisting of two main parts; first a policy programme and second a financial support package. The objectives of the programme in the short term are mainly to restore confidence and to maintain financial stability. Apart from that, in the medium long term competitiveness must improve, and the economy’s structure must be based on an export led and investment based growth model. Then the final goal is to restore Greece’s credibility, so it will be able to borrow money from the capital markets again. The program will run from 2010 until 2013. In the two years after the end of the programme the country needs to raise 60 billion euro, so a restored credibility and confidence is necessary.
Since it will take time for Greece to implement the recommended policies and to reform its economy, a solution for the short term is needed. The total financial assistance until 2013 will add to a total of 110 billion Euros. 10 billion of these will be used for the Financial Stability Fund
; the rest will be used to cover public financing needs. The total financing needed in the period is 193 billion; the rest of the financing will come from the gradual restoration of the rollover of medium- and long-term debt, starting in 2012. The main part of the funding will come from Euro area countries, which will contribute a total of 80 billion Euros. The rest will come from IMF support. 

The relative low interest rate on these funds will buy time compared to the very high interest rates that Greece would pay if they had to borrow at the financial markets. During this period, Greece will be able to do what is needed to improve the economic situation, reform markets and improve competitiveness. These changes will be difficult since some of the targets they must achieve are difficult to realize at the same time; the Government deficit must be lowered, without harming the GDP growth to much, since economic growth predictions for Greece are poor. Another point is the consolidation of local price levels (which is needed to improve competitiveness) while at the same time income from fiscal revenues must improve. 

3.3 Distribution of the reforms

Since at a baseline scenario, at unchanged policies, the budget deficit will increase further, fiscal consolidation measures must account for an improvement in the Government balance by 18% until 2014. Expenditure cuts of 7% of GDP are planned, since experience has shown that reforms based on expenditure cuts have  a good chance for success. Tax measures will also be taken, for a total of 4% of GDP. Both direct taxes and taxes on production costs will be excluded from the tax increases, since raising those taxes will harm competitiveness. Of course the Greek Government also needs to fight tax evasion, but since the value of those measures are hard to quantify and very uncertain in the (very) long term, the benefits from these measures are not taken into account. Reform of the pension system is the most important part of the reforms. As most western countries, Greece has an aging population, and projections show a sharp increase in spending on pensions in the next decades, even if the full policy programme is implemented in 2014.

3.4 Non-financial reforms
Other causes of the problems are the inefficient and unreliable budgeting systems and fiscal frameworks. Without going into to much detail, reforms include strengthening of the budget procedures and the position of the minister of finance, the introduction of a medium term fiscal framework, reform of the General Accounting Office and the creation of a non-partisan fiscal agency. The tax system will become more efficient and equitable and the enforcement of the tax system will be strengthened. Other parts of the public sector will also be reformed, a crucial part of the programme since the Greek public administration functions inefficient. To achieve this goal the Government will, besides cuts in the number of employees and their wages, create a unified and transparent wage setting structure. This and some other measures must rationalize the public sector and thereby increase its efficiency. 
Although the main problems in Greece are fiscal, combined with an inefficient public administration and unreliable accounting, the problems also have a macroeconomic background. As noted before, both product and labor markets are rigid, and Greece’s competitiveness is weak. To address these problems, a package of macroeconomic reforms will be implemented. The reforms that will have a big impact in the short and medium run will be implemented first. The reduction of wages in the private sector has been discussed with the Greek authorities, but for a number of reasons they were not advised. First of all, wage reductions would have a negative effect on economic activity (because of a decrease in demand), which in turn would increase the difficulty of fiscal consolidation. Moreover, the benefits of such a wage reduction are doubtful, since some properties of the Greek economy will probably damp the positive effect of wage reductions; a relative large part of the Greek sectors are oligopolies, so wage reductions will probably be absorbed by higher mark-ups. Also, Greek export is largely driven by (price inelastic) services and capital intensive industries. So instead of just cutting wages in private sector, the programme includes advices on how to strengthen wage-setting mechanisms. This, combined with cuts in public sector wages must support adjustment through normal market forces. The reforms also must remove burdens for groups like women and the young to enter the formal labor market. This must both improve competitiveness (by putting a downward pressure on wages) and increase the scope of the fiscal system since a smaller part of the workforce will be working in the informal labor market. 
Because the labor market problems do also occur in the product markets, product market reforms will be needed as well. Most reforms here are put in place to improve the business environment. Business start-up requirements will become simplified and licensing burdens will be lowered. The liberalization of some sectors (i.e. railway, energy) are planned to be accomplished within an agreed timeframe. 

The financial sector in Greece faces challenges because of the budgetary problems the Greek Government is facing. Banks are facing deposit outflows and needed ECB refinancing. Above that there is the treat that rating agencies will downgrade Greek bonds below BBB-. With such a low rating, Government securities are ineligible as ECB collateral. To tackle these problems, an extension of the Government support package already in place has been made possible. The Greek Government can issue guarantees for debt issued by banks, if approved by the Commission. The Bank of Greece is also allowed to grant emergency lending assistance backed by a state guarantee. Parts of the problems are also avoided by the fact that the ECB has decided to accept Greek Government debt as collateral, regardless of its rating. The programme also foresees the creation of a financial stability fund and strengthened banking supervision.  
3.5 What is the role of the IMF in solving the Greek problems?
The role of the IMF in the solution of the Greek crisis has two sides; one is financing parts of the programme, the other is helping with its knowledge and experience in crisis management and reforms.  

The IMF finances 30 billion euro out of 110 billion euro for the total package. This is one of the biggest loans ever made by the IMF, even the biggest if precautionary loans are left out. It is also the biggest loan if calculated as a percentage (3200%) of a countries quota. 
The other part of the IMF involvement has directly to do with the nature of Greece’s problems and the nature of EMU governance, knowledge and experience. Since one of the problems occurring in Greece was the lack of a sound and reliable administration, and the EMU and ECB do not have the experience with this type of crisis management and reform implementation the IMF should be able to contribute a lot by giving assistance in the creation of the adjustment programme. The IMF participation also was the result of discussions between various EMU Member States about the way and extend Greece should be assisted. 
4. How did the EMU area come to these solutions, and what other solutions were proposed by academics and EMU Member State Governments?
4.1 What did different EMU Governments proposed as solutions for the Greek debt crisis?
The right solutions for the Greek debt crisis were heavily debated between both academics and Euro area Member State Governments. Some argued that the best way for Greece was to leave the Euro area. By having its own currency again, Greece would be able to have a depreciating currency, hereby recovering its competitiveness. For the time being, this solution, and other solutions where one or more Member States leave the Euro zone (by example the creation of a southern euro) are not considered. This will in the short run only raise the cost of capital for the countries leaving the Euro Zone. Even worse if countries leave the Euro zone this can have a negative impact on the trust from financial markets in the Euro (It may on the other hand also have positive effects, since the remaining “core” countries are much stronger, judged by the interest they have to pay on their bonds).

The debate among Member State Governments and policy makers was mainly about the creation of a rescue facility for Greece (Wray, 2010), extending this towards other countries (which turned out to be the European Financial Stability Facility (EFSF)), and then extending this to a permanent facility
. The debate was mainly along the line of the economists and monetarists in the debate on European integration. In particular Germany was reticent to make funds available for the rescue of weak EMU Member States. France was a big advocate of a rescue plan for Greece, together with Commission chairman Barroso.
4.2 How did the Member State Governments come to an agreement on the rescue plan?

While at the end of March Germany clearly opposed to a Greek bailout, in the end they agreed on the rescue plan as it is agreed on now. According to the German Chancellor Merkel Greece didn’t face direct solvency problems, so it was too early to help. Barroso reacted with pressure on Germany, by stating that no help to Greece would worsen the situation, thereby weakening the position of the Euro (Carrel, Papachristou, 2010). The French president Nicolas Sarkozy increased pressure by threatening to pull France out of the Euro. (Samuel, Waterfield, 2010) 
But Germany still would not agree on a rescue plan funded just by EMU Member States. Germany always proposed to strict financial and fiscal policies that should guarantee healthy Member States, which are able to find financing on the financial markets, and heavily proposed against the possibility of moral hazard.(Carrel, Papachristou) Since Germany gave up its very stable Deutsche Mark as a currency, and has still the most stable economy and best budgetary health of all EMU Member States (judged by interest rates on a countries bonds), it is still very strict on the fiscal behavior of other Member States. 

Germany argued at that time, that if Greece needed help, they should turn to the IMF if they are under financial stress, just like any other IMF Member State. The IMF is known for its very strict conditions on its loans. These conditions were initially seen as too strict by the Greek Prime Minister Papandreou. 

Although leaders of the different governments discussed the merits of IMF involvement based on their own interests, the main problem with IMF involvement was the impact of the Funds involvement on the independence of the ECB. ECB Chairman Trichet once considered IMF influence not to be appropriate, but agreed in the end on a aid mechanism including the IMF. It has to be noticed, that when Trichet agrees on the involvement of the IMF in the aid package, he was still confident that Greece was able to recover without help. (Strupczewski, Grajewski, 2010) 

In the end a solution was found which involved both funding from the IMF, together with the strict conditions, and borrowing from EMU Member States. The package of funding was accompanied with the adjustment programme described in an earlier chapter. 
5. What changes are going to be made in the SGP to prevent crises like the Greek crisis to happen again?
The Commission has made a set of proposals which aim to strengthen the SGP
, to prevent and correct macroeconomic imbalances, to establish national fiscal frameworks of quality and to implement stronger enforcement. Besides, an European semester for policy coordination
 will be established. This semester will bring together existing processes under the SGP and the Broad Economic Policy Guidelines and will allow for ex-ante coordination. In June 2010, the Council already agreed on the need for reinforcement of the coordination of EMU economic policies, not only with respect to the strengthening of the SGP, but also on the improvement of surveillance, accompanied by national budgetary rules and medium term national frameworks. Finally they also agreed on the need for a higher level of quality of the statistical data provided by Member States. 
5.1 What will be done to strengthen the SGP?

The global economic setback exposed weaknesses in the Stability and Growth Pact, and other parts of EMU governance. It was thought that existing mechanisms would be enough to keep the EMU members on track. The fact that some countries were not only not complying with the SGP, but actually had deficits multiple times the allowed 3% showed that current governance structures were not working as should be. It became clear that the current methods of coordination are not strong enough to stop EMU members from deviating from the SGP. It was also concluded from the recent events, that the numerical benchmarks alone are not a good guideline to draw conclusions about the financial state of a country; a country could face major macroeconomic imbalances, without crossing a benchmark. On the other hand under some circumstances a crossing of a benchmark can be considered exceptional and out of the influence of a countries Government. 
Under the Lisbon treaty is was possible for the Commission to give penalties to Member States that did not comply with the SGP. Under the new amendments changes have been made in the way fines are given to Member States. For example in the Greek case, fines have often become a possibility at the moment that the Government deficit was already so much out of balance, that a threat of a fine was not credible. In the Greek case, when it became clear that action was needed, all short term attention was aimed at reducing the cost of capital for the Greek Government. Giving a fine would just achieve the opposite result.

To address the problems that occur around the current crisis, reforms are proposed to strengthen the SGP. The set of proposals consists of three parts: “(i) improving its provision in the light of the experience, not least of the crisis; (ii) equipping it with more effective enforcement instruments and; (iii) complementing it with provisions on national fiscal frameworks.” The Commission proposals include amendments of both the preventive and on the corrective arm of the SGP. 
5.2 Reforms of the preventive arm of the SGP
Medium-term budgetary objectives (MTOs) already are a part of the SGP, and Member States are required to take action to achieve those goals.
 If not at their MTO, a country is expected to converge to the MTO at 0.5% of GDP per year. These MTOs are made operational under the new principle of prudent fiscal policy making. This means that a Member States expenditure growth will be below a conservative medium-rate growth of GDP; if MTOs are not met the countries expenditure growth must be clearly below this mark. Member States may only deviate from this principle if the MTO is significantly overachieved and/or expenditure growth is matched by revenue increasing policies. The economic rationale behind this is windfall revenues are spend on debt reduction, not on increases in expenditure. It also expands the possibilities to correct a Member State that is not on its MTO, since it is better formulated how the country should reach its MTO. 
5.3 Reforms of the corrective arm of the SGP

Proposals on changes of the corrective arm of the SGP include both speeding up of the excessive deficit procedure (EDP) and measures to make the 60% benchmark operational and more flexible. Here it is clear that problems stated earlier in this chapter will arise: the 60% benchmark is to rigid, not used often and/or in a good way, and because of the long stages in the EDP fines often come too late. To address this problems, without denying the fact that right now a lot of countries face public debts above the 60% benchmark, the Commission propose to require from Member States with a public debt above 60% that they sufficiently diminish their debt towards 60%. Here with sufficiently is meant a 1/20 reduction in the gap with 60% during the previous three years. If the Member State is not diminishing its public debt at this pace, it can be placed in an EDP, but this is not necessarily true. This decision will only be made after considerations of all the relevant economic and fiscal factors. The costs of pension reforms will also be considered in this decision. 
5.4 What will be done to prevent and correct macroeconomic imbalances?
Another problem faced by the EMU-area is the existence of (large) economic imbalances. 

Under the current provisions of European governance the Broad Economic Policy Guidelines (BEPG) are meant to coordinate economic policies between Member States. These guidelines are established through a Councils recommendation, and are set for a three year period.

Pisani-Ferry and Sapir (2010) show how existing macroeconomic problems in Spain and Greece where the root of problems which occur after the start of the crisis. These became clear already in the years before the crisis, and notably include divergences in competitiveness between Member States. The low costs of financing in those years also created bubbles and both public and private debts were accumulated. Because these problems were already seen in the years before the crisis, action was already taken by the Commission, and the broadening of economic surveillance was already proposed. Also, the EU’s growth strategy for the coming years, called Europe 2020, includes a lot of targets, idea’s, policies and tools to achieve smart, sustainable and inclusive growth in the coming years. Although the exact content and structure of Europe 2020 is out of the scope of this paper, it is important to note that the proposals made by the Commission must be seen as a complement of this growth strategy.  The regulation of this expanded macroeconomic surveillance will fall under the SGP. 
5.4.1 The Excessive Imbalance Procedure  
The main part of the proposals is the introduction of the so called excessive imbalance procedure (EIP) which is in structure comparable to the EDP (although there are some important differences, which will be described in this chapter).  The core of this EIP is a scoreboard of various indicators (to be proposed later), which will be constructed for every Member State. A regular assessment will take place of all risks and imbalances showing up on the scoreboards. For all indicators thresholds will be set, some of them asymmetric (both maximum and minimum values will be set in such cases). Those thresholds shouldn’t be seen as policy targets, since the thresholds are often the worst, but still acceptable value.  
The Commission will release regular results of the assessments, accompanied with a Commission report and an in dept analysis in case of a (risk of) possible imbalances. If the Commission concludes that imbalances exist in a Member States, three possibilities can occur:
· The Commission concludes that the imbalances do not have a problematic nature: no further action has to be taken.

· The Commission concludes, after an in-debt review, that the imbalances do exist and are possible risks: the Commission will recommend to the Council to adopt preventive recommendations to the Member State. They should be consistent with the broad economic policy guidelines, and may cover a range of policy areas.

· After the review the Commission concludes that severe imbalances exist, or imbalances which bring the functioning of the EMU in a Member State at risk: the Commission propose to the Council to put the Member State into the excessive deficit procedure (EDP).  EIP recommendations are more detailed and prescriptive compared to the recommendations in case of a “normal” imbalance. Recommendations made under and EIP are made public, and could again cover a wide range of policy areas. 
If a Member State is placed under EIP, it should adopt a corrective action plan, which includes policy measures and a timeframe for the implementation of those measures. The Council shall asses the action plan. If it is considered sufficient, the Council will, after a Commission proposal endorse the action plan. If the opposite is true, the Council shall ask the Member State to amend its action plan within a new deadline. The same principle will be applied on the actual actions taken by the Member State. If the actions are sufficient, the Council will place the procedure in abeyance, with means that the Member State is making sufficient progress, but the EIP will not be closed until the excessive imbalances have disappeared, as to be concluded by the Council after a Commission proposal.
Here it becomes clear that differences exist between de EDP and EIP. Since much more fiscal measures are under direct control of the Government, the EDP is relatively strict. On the other hand, most benchmarks set on the scoreboard that is part of the EIP are not under direct control of the Member States Government. Besides, the changes that must be made to achieve macroeconomic improvements (by example, an improvement in competitiveness) often require a much longer period of time compared to fiscal adjustment. In the example of competitiveness, fiscal adjustments might be part of a plan to improve competitiveness, so the improvement of competitiveness will come after the adjustments.  

In its proposal, the Commission recognizes that the composition of the scoreboard should be up for discussion and changes, since advancing insights and changing global economic circumstances may make it appropriate to put focus on other possible risk factors. Also, problems that occurred in the past should not be the only guideline for setting the indicators and its thresholds. Economic theory, and economic practice in other regions, should be used to address all possible imbalances that can occur and are a risk for the EMU’s financial stability. 
5.5 The establishment of national fiscal frameworks of quality

Since the fiscal policy making of the European Union is decentralized, fiscal policy is made at a Member State level, it is not enough to lay down provisions at EU level. Currently there are no standards on the quality of the national fiscal frameworks, accounting and administration. Some definitions are laid down in the European system of national and regional accounts in the Community (ESA).
 But the main goal of the ESA is to have comparable statistics, it is not meant to set a quality standard. 

The objectives of the EMU can only be achieved if they are reflected in the national budgetary frameworks. It is recognized that Member States need flexibility in their fiscal and budgetary policies, but the quality of budgetary frameworks should be at a minimal level in all Member States, and should satisfy to a number of preconditions. Without this, other aspects of the proposals are worthless, since they are based on sound and reliable accounting practices and statistics. But the definition of “budgetary frameworks” is much wider in the proposals. First it covers the way forecasts are made and budgetary planning is done. The Commission will make its own macroeconomic forecasts, and Member States should see these forecasts as the appropriate ones, but also consider scenarios that rely on less positive assumptions. 
Fiscal policies will also be constrained by a number of numerical fiscal rules and existing rules should be applied to all stages of the budgetary process. 

Because focus should not be at single year predictions and policies, all Member States will be required to set medium-term budgetary frameworks, which are budgetary procedures which extend the horizon beyond the single year budgets. These procedures should include policy priorities and medium-term budgetary objectives. Besides, projections should be made on each major expenditure and revenue item, also on the years beyond the current budget year, based on unchanged policies. If this projections show that a country is not reaching its medium-term budgetary objectives, a statement should be made on the adjustments made on major revenue and expenditure items. This should make clear how these adjustments will help to reach the objectives, compared to unchanged policies. 
Governments should make sure all measures noted above, in particular accounting rules and procedures, data publication schedules and data collection and processing, are consistent across all sub-sectors of the general Government. Member States must establish mechanisms of co-ordination between those sub-sectors. All extraordinary budgetary operations shall be integrated in the budgetary process, and detailed information on the impact on tax expenditures should be made public. The deadline for Member States to comply with this part of the proposals will be 31 December 2013. 
5.6 Stronger enforcement

Regarding enforcement the proposals distinguish between two different fields of enforcement: of budgetary surveillance and macroeconomic imbalances. Budgetary surveillance of course was already a part of the SGP, enforcement in the field of macroeconomic imbalances is totally new. In the past macroeconomic coordination between Member States relied on much softer methods, such as the Broad Economic Policy Guidelines (BEPG) and Open Method of Coordination (OMC). 
Enforcement of budgetary surveillance is based on a system of financial deposits and sanctions. Part of it already exists under the current rules of the SGP, others are new. Differences are mainly found in the speed in which deposits and fines are imposed. All enforcement measures only apply to Member States which currency is the Euro. For every step a proposal is made by the Commission, and it will be considered adopted unless the Council rejects it with a qualified majority vote within ten days.
The enforcement procedure starts with an interest bearing deposit, which is imposed if the Council addresses to a Member State a recommendation to take necessary adjustment measures. This will be done in the event of “persisting or particularly serious and significant deviations from prudent fiscal policy making”. The deposit shall amount to 0.2% of the Member States GDP in the preceding year. The deposit can only be cancelled or reduced after a reasoned request from the Member State. The Commission must then make a proposal to reduce or cancel the deposit. If the situation that made the deposit necessary no longer exist the Commission should make a proposal to repay the deposit together with the accrued interest. 
If an excessive deficit exists (to be decided by the Council, in accordance with article 123(6) from the treaty) a non-interest bearing deposit is requested from the affected Member State. The decision making process is the same as with an interest bearing deposit, and the amount the same percentage of the GDP. If an interest bearing deposit is made in advance of the determination of the excessive deficit, the interest bearing deposit will turned into a non interest bearing deposit. Differences will be settled with the Member State. 
If a Member State takes no sufficient action in response to the Council’s recommendation within the period agreed, the Member State shall pay a fine. The decision making process is again the same, and the non-interest bearing deposit will be part of the fine, with differences being settled. Fines and interest earned on non-interest bearing deposits will be distributed among the Member States whose currency is the Euro and which do not have an excessive deficit. The distribution will be in proportion of the gross nation income of all the eligible Member States. 
The enforcement of action to correct (excessive) macroeconomic imbalances is, like the EDP, based on a system of fines. A yearly fine of 0.1% of a the GDP is given if (1) a Member State took no sufficient action within the set deadline after a Councils recommendation two successive times or (2) a Member State did not submitted a sufficient (to be judged by the Council) action plan, within the set deadline two successive times. As in the case of the budgetary enforcement a proposal will be made in both cases by the Commission. It will be considered adopted by the Council unless it decides otherwise within ten days by qualified majority voting. 
Only under exceptional economic circumstances or following a reasoned request by a Member State the Commission may propose to reduce or cancel the fine. If a Member State paid a fine for a full calendar year, and the Council concludes that the Member States has taken recommended action during the calendar year, the corresponding proportion of the fine will be refunded to the Member State. Collected fines will be distributed to Member States in the same way fines from budgetary enforcement will be distributed. 

5.7 The creation of the EFSF and EFSM
Besides the reforms in the SGP another measure taken by the Euro Area Member States is the creation of the European Financial Stability Facility (EFSF) and European Financial Stabilization Mechanism (EFSM). After the programme to save Greece was created, it was recognized that it was necessary to raise funds in advance. A total of €750 Billion in lending facilities was created, of which €250 billion comes from the IMF. The rest is divided between the EFSF (€440 billion) and the EFSM (€60 billion) (Sibert, 2010). The EFSM is a lending facility administered by the EC, it is backed by EU budget. The EFSF is a special purpose vehicle, which can borrow money to lend it to Euro Area Member States, except Greece. It is owned by Euro Area Member States, and backed by guarantees given by those member states. 
6. Is the Greek rescue plan the right package, and are the proposed reforms to the SGP the right ones?

In the following chapter both the Greek rescue plan, and the European reforms of the SGP and other policies concerning budgetary stability and economic governance are compared to measures advised in literature. The measures will also be discussed in light of economic theory. Alternatives offered by literature will also be described. 

6.1 Will the Adjustment programme for Greece together with the funding reach its goals?
CEPS director Daniel Gros and CEPS research fellows have written and commented most on the Greek rescue programme. In various articles they come up with a wide range of critics and possible flaws which can be found in the rescue programme. Some of which, like the one discussed first, have to do with the general provisions of the European Union, others focus on the programme itself. 

In the first CEPS commentary on the subject, by Paul de Grauwe (March 9, 2010), the most important flaw in European governance is put forward: the absence of a political union that backs the monetary Union. Because de Grauwe recognizes the political difficulties of the creation of a political union, he argues that the second best solution are smaller steps towards such a unification, which will be described in the next part of this chapter.  The Greek rescue programme does not address such problems, even if Greece has to accept interference with its national fiscal and macroeconomic policies.
The second commentary was written by Daniel Gros (2010), and focuses on the role of the IMF. This commentary was written (on March 24, 2010) when it became clear that Germany’s standpoint was that no help should be given to Greece, as long as it was able to find financing on the financial markets. Since Germany, as an important European country, wasn’t willing at that time to help Greece, it became more likely that Greece would go to the IMF for help. Gros argues that the rules of the IMF prohibited the Fund to give Greece the financial assistance it would need to receive to refinance his loans. The amount of help a country can receive of the IMF is based on its contributions. Every IMF member pays a quota, based on its position in the world’s economy. This quota determines the amount a country can loan, and the countries voting power within the IMF. Even with help of European countries (in example by the borrowing of facilities at the IMF from other EMU Member States), the amount of money that Greece should save from cheaper loans, would never make a contribution significant enough to reduce the deficit. Although the future learned that Gros was wrong about the amounts the IMF was willing and capable to lend, he made a point that turned out to be important: no matter how Greece will raise capital for the refinancing of loans in the coming period, in the end it must regain trust on the financial markets by demonstrating its capability and willingness to service its foreign debt.

Three weeks later, Gros (2010) published another commentary. More was known now about the Greek rescue plan, which turned out to be a joined EMU/IMF operation. At the time of publication of this commentary the size of the proposed package was about half of the final size. But again, the point made in this commentary is also valuable given the current size of the package. Gros calculated the benefits Greece earned from the lower interest rates it has to pay, and shows that the gains are small compared to the cash deficit face by Greece. Since most of the countries debt is financed with long term loans, the problem is not much about what it has to refinance in the coming year(s), but how it is going to serve its debt in the long term. This can only be accomplished if Greece is willing and capable to undertake huge domestic reforms, so it can return to the financial markets and raise funds against a sustainable rate. 

In the second half of April Gros (2010) commented on the lack of believe by financial markets in the capability of Greece to take the necessary measures to improve its balance. Again, at this time the final plan was not in place yet and again a point is made that still cannot be denied, although it is less of a big subject in the final package, which will be explained later. The comment Gros made is about the size and nature of the proposed measures. First of all it is argued that too much of the proposed measures are measures aimed at the increase of revenues, while literature shows (Alesina, 1995) that reforms on the expenditure side have a much better chance to be successful. The measures proposed in the package that was discussed at the moment (Hellenic Stability and Growth Programme) came for 2/3 from revenue increase, while expenditure cuts account for only 1/3 of the package. The second criticism is the realization in the short term of the revenue increases. Proposed increases in revenue are difficult to realize since the indirect taxes were already on a high level (like high excise taxes and a 21% VAT), direct taxes were only a small part of the countries GDP (4.7%, whit a planned increase of 1% of GDP, an increase of over 20% in one year). Measures to fight tax and social security evasion are also not very credible, almost every Greek Government has tried to do the same, but they all failed. Two other revenue increases are also criticized; one is the implementation of EU structural funds. Since those funds need co-financing, implantation will only worsen the budget. The other point is the one-off tax on profitable enterprises. Gros argues that their may be not much profitable enterprises left by next year. He does not base this on any empirics or other sources, and a quick look on the large companies listed on the Greek exchange and included in the Athex 20 index show a lot of profitable enterprises, including banks (based on 3th quarter 2010).

Criticisms on the first versions of the Greek rescue plans were partly addressed in the final version. To start with the amount of financial help included in the package. The amounts of lending granted to Greece in the first versions was not enough to cover multiple years of reform, during which financing from the financial markets is not expected to be available at affordable rates. So in the final plan the total amount of the loans, coming from the EMU and the IMF, adds up to a total of 110 billion Euros. Still there is discussion about the sufficiency of this amount, which makes make some academics to bring up the possibility of a Greek sovereign default
. So this part of the critics on the final programme will be discussed later. 

The problem with the nature of the measures is partly addressed. While Gross was pointing on the 2/3 versus 1/3 ratio between revenue increases and expenditure cuts, in the final programme this is overall improved, depending on which year is looked at. Still, compared to previous operations to lower budget deficits, as analyzed by Alesina (1995), there still is probably too much focus on revenue increases. Especially because of the enormous size of the reforms; negative effects on competitiveness, a possible result from tax increases, can be bigger because the revenue increases are a higher percentage of GDP compared to smaller adjustments. Besides the Alesina study shows that successful fiscal adjustment have a clear focus on expenditure cuts, there is no evidence that if just a part of the measures are focused on the expenditure side of the budget, the reforms will be successful as well. The advantage of expenditure cuts according to Alesina is the recovering of trust from investorsr, which will lead to higher investments which in turn boosts economic growth. If trust in the Greek economy will not recover, Greece will not be able to borrow on the financial markets again, which is the final target of the adjustment programme. So because of the goals of the programme, reforms should potentially be more expenditure based than previous successful budget deficit reforms, not less.
Then there is the difficulty of the realization of the revenue increases. Here, again, parts of the criticisms are taken seriously and changes are made to the programme. Important in this sense are the measures to fight tax- and social security evasion. While in earlier plans the benefits from such measures were included in the calculations of the total benefits, in the final programme those benefits were not included, since it was agreed that it is too difficult to compute the benefits of those measures with enough accuracy, if the benefits would be realized at all. Increases in revenue in the short term also account for a much smaller part of the reforms, which can be seen as a reaction on criticisms about the difficulties of realizing tax increases in the short term. But the programme still includes raises in already high indirect taxes, which may be still difficult to realize.

Problems also occur on the labor market, together with the targeted increase in competitiveness. Cuts in public wages should be a good tool to fight the budget deficit, and is often also related to an increase in competitiveness. That last point might be difficult to achieve, since cuts in public wages will not necessarily lead to cuts in private wages, which is necessary to have gains in competitiveness (Gros, 2010). There are some ways by which the Government can put pressure on private wages, like lowering minimum wages, but such measures should accompany the public wages cuts. The programme does include labor market reforms, but public wage cuts should only be judged as far as their benefits are proven: the reduction of the Government deficit. 

Since low inflation is a main target of the ECB, Greece will take low inflation as a probable scenario during the coming years. Of course this will have a positive effect on competitiveness, but it brings difficulties also. Debt dynamics will be negatively affected by a low inflation, since in real terms the worth of the debt will remain relatively high. It may also influence the capabilities to reduce private wages; with high inflation real wages will be reduced at a higher pace if wage negotiators agree on smaller or zero wage increases. Nominal wage reductions are probably difficult to achieve.   

After the agreement on the size of the final package together with the programme of expenditure cuts and tax adjustments, Gros (2010) observed an ongoing distrust by the financial markets; risk premium on Greek debt remain high, showing an ongoing high risk of a Greek default.  This is why the question was asked what the result would be of a messy default by Greece. Other authors also offer solutions to these problems, sometimes specific on the Greek case, but also when it comes to reforms the EMU has to make in general. A default by Greece would probably have a negative impact on the reputation of the Euro area; as a group of countries that all have high standards, as stated in the SGP. On the other side, the fact that Greece misreported its financial wellbeing already gave the Euro areas reputation a blow. According to the Euro rules, in case of a Greek default, Greece would thereby quit the Eurozone, since Greek banks would have lost their access to normal monetary policy operations of the ECB. But the ECB recently accepted Greek bonds as collateral, irrespective of its credit rating. Under these agreements, Greece could be part of the Euro zone, even if the Greek bonds would receive a junk status. 
If the ECB decides not to accept new Greek Government debt as collateral, as it should do given the fact that if Greece is defaulting, it has failed to make the necessary reforms as agreed upon in the adjustment programme, the ECB cannot bail out Greek banks. The Greek economy will collapse, showing the world that bad behavior within the Eurozone will not be rewarded, and the remaining countries within the Eurozone will be stronger on average. On the other hand, risks are that contagion will bring other EMU Member States, especially those labeled PIIGS (Portugal, Ireland, Italy, Greece, and Spain) in trouble. Were Greece’s GDP was only a very small part of total Eurozone GDP, Spain and Italy are a total different story. Differently from Greece, Government debt in Spain and Italy is often hold domestic, while Greek debt is often financed abroad, so Spain and Italy will not gain as much from a default. It will be up to the financial markets, and the EMU ability to protect its Member States against speculative attacks, how such a chain of events will end, and if it will be the end of the Euro. Gros described this scenario, but besides the Greek case, it is important to think about the scenario with one or more defaults within the Euro zone, and how to handle it. Lots of solutions are proposed, which will be described in the next part of this chapter. 
6.2 What other reforms to the SGP are proposed in academic literature?
The proposals of the Commission to reform the SGP and economic governance in general focuses on four main points, as described in a previous chapter: the strengthening of the SGP, the prevention of macroeconomic imbalances, the establishment of national frameworks of quality and strengthening of enforcement. The strengthening of the SGP is heavily debated in academic literature, it is argued that the lack of some provisions make the current proposals insufficient. 
Two measures stand out in the literature, both focus on the strengthening of the SGP, which are not incorporated in the Commission’s proposals. Both proposals have a twofold goal. They want to tackle the problem of excessive cost of capital for countries facing lack of confidence by the financial markets. At the same time the solutions must regulate and facilitate a possible sovereign default by one of the Member States.  The first solution is the creation of a European Monetary Fund; the other is the creation of European bonds. The creation of a European Monetary Fund will be described in the following paragraph, the creation of European Bonds will be described in the paragraph thereafter.
6.2.1 The creation of a European Monetary Fund
After the Greek crisis the EFSF was created, but it is temporary in nature. The creation of a European Monetary Fund would make this temporary solution an ordinary part of European governance. According to most academics the goal of a EMF should not be to prevent defaults altogether, but also to manage sovereign defaults in an orderly manner.
  The implementation of a EMF could bring extra benefits, since it is possible to implement other governance and enforcement structures with it. To start with the financing of such a fund; this could be based, as proposed by Gros and Mayer (2010), on the risk a country represents. This way the fund is funded relatively more by countries that are more likely to use the fund. This reduces the moral hazard problem, because the road through an appeal on the fund leads trough the actual funding of the fund. The proposed financing mechanism is based on contributions related to excessive budget deficit and excessive debt. To give the fund a start, it should be able to lend at financial markets, and pay of its debt with future contributions. By contributing to the fund already after the first and possible very small violation of debt and deficit criteria, countries do not pay large amounts when they already have difficulties to lend on the financial markets. A country should always be able to draw money from the fund up to their total deposits including interest. Further drawings are only possible after agreeing upon an adjustment programme. A possible sovereign default can be smoothened if the EMF would offer to exchange debt of the defaulting country against claims on the EMF, on a certain ratio. This mechanism would only be available for obligations that were traded on open exchanges or were at least known to the EMF. This way a new surveillance mechanism would be put in place, and investors and Governments would have a strong incentive to openly announce their transactions. This would prevent events like they happened in Greece, whereby the information published on the fiscal situation of the country was wrong. 

On the other hand, some argue that the EMU should be back to the normal situation as soon as possible, including the reacceptance of the no bail out policies. But for the time being, various EMU countries are far from in a normal situation, and the risk for future financial problems cannot be denied. Besides, it may be a little optimistic to assume that this was the last crisis for the EMU to experience; being geared towards future crises is seen as a task for the EU by most academics and politicians. 

Whelan (2010) puts forward an interesting point that can become a problem after the creation of the EMF. While the IMF covers the whole world, and there are always countries that use the help of the IMF, the EMF serves only Europe, and in good economic times the fund would have not much to do. To turn this problem into a benefit, Whelan proposes to get the EMF involved in the ongoing monitoring and surveillance of the national budgets. This could be implemented in the European semester, and would add to the capacity needed to implement the European semester and to make it operational.  

6.2.2 The creation of European Bonds
The second solution for the problem of high costs of capital for some Member States, and the possibility of a sovereign default may be the creation of European bonds. Like the creation of an EMF the purpose of such a bond is to create access to funding in difficult times, without creating the possibility of moral hazard. In the Bruegel “Blue bond”  proposal by Delpla and von Weizsäcker (2010) the public debt of Member States up to 60% of GDP is pooled. This debt is a joint and several liability, and is senior sovereign debt. This will reduce the cost of capital, while the rest of the debt is junior national debt, which will have higher yields. This creates a difference in yields on two parts of the debt, which is probably reinforced by differences in liquidity in the markets of both debts. In case of a sovereign default, the Member State should first default on its national debt, decreasing the disruptive effects on the shared debt. This will only be the case if a default on this part of the debt is incorporated in euro area procedures. Besides orderly default, improved fiscal discipline should be an advantage of the differentiation of two parts of the debt. Since the marginal costs of lending tend to increase, Governments are more inclined to keep their debt close to, or even under 60%. The result of this increase in fiscal discipline is a decline in the average cost of borrowing. A problem does arise when it comes to pursuing all EMU Member States to enter the blue bond. Of course, weak countries are easily willing to enter, but why should a country like Germany enter? Often entrance fees which are based on the soundness of fiscal policies are proposed, but these are difficult to implement for two reasons. First it is difficult and often arbitrary to set those fees, and second it is politically not feasible to make weak countries make transfers to stronger countries. The solution proposed by Depla and von Weizsäcker is to differ the percentage of GDP for which a Member State can bring its debt into the blue bond. This way countries can also be punished for a lack of sound fiscal policy by reducing its quota of blue bonds. The allocation of the blue bonds should be the task of a newly created Independent Stability Council (ISC) which would make a proposal on which national parliaments can vote

6.3 Do the proposed reforms address the challenges in the right way?
So there are a lot of solutions proposed by academics, which are until now ignored by European policy makers. But how well do the proposed reforms address the problems which are faced by the EMU? The introduction of the European semester, macroeconomic surveillance and the creation of national fiscal frameworks of quality have clear fundaments in analysis of the crisis. Although the Greek crisis was mostly fiscal, problems in other countries are often of a different nature, in example the competitiveness problems in Spain. In the years before the crisis, some countries seem to have sound fiscal policies, and no major macroeconomic problems. But under the surface imbalances were growing, fuelled by the availability of cheap capital. The current proposals by the Commission do address these problems, by introducing macroeconomic surveillance, including the scoreboard, and the excessive imbalance procedure. But they partly fail to address the chance of crises in the future, and if and how the EMU is going to help Member States. Under article 143 of the treaty, it should be possible to create loan facilities to EMU Member States, and to define a framework for joint EU-IMF assistance. Here the proposals made on the creation on an European Monetary Fund can be taken into consideration. 

A thorough analysis of deeper underlying problems of source of crises in Greece and other Member States is made by Bruegel director Pisani-Ferry (2010). He recognizes five policy flaws, of which two are clearly recognized by other academics and most politicians: Not all problems are fiscal (see last part) and a commitment to no-assistance is not credible (as seen in the Greek case, debate is going on about no-assistance in the future). The other observations are: (1) Top-down government by statistics does not work (especially, but unfortunately not only, when they are wrong), (2) Deterministic governance does not work in a stochastic world, (3) Policy coherence is often lacking and ownership of the euro rules is tenuous. Of the first point the part between the parentheses is the most interesting; it is often recognized that wrong statistics are a problem, but the idea that governance structures using this statistics are wrong by itself is less often discussed. The third point is also often recognized, but solutions are often only found in stronger enforcement, not in tackling the problem itself. 

The solutions offered by Pisani-Ferry go much further than the ones proposed until now. A discussion is started about the way public budgets are put together, since a good balance has to be found between economic usefulness and statistical robustness. He also argues that the same benchmarks for different countries are useless, since not all countries are sensitive for risk in the same way. He adds the observation that fining a country that has a deficit of double digits is impossible, a point recognized often, but not always implemented in the Commission proposals (the Commission relies on the improvement of preventive measures, so that such imbalances cannot be reached in the future). The ownership of the Euro-zone principles also is a greatly unaddressed problem. This is partly the result of the behavior of Governments, which often let measures and actions needed to meet the SGP up to their Central Banks and finance ministers. The differences in integration between the monetary unification and political integration made such a lack of ownership possible. On the problems with differences in unification will be returned in the remainder of this chapter. 
To address the problems Pisani-Ferry advocates much deeper reforms than as proposed until now. First he advocates additions to the already proposed measures to increase macroeconomic and budgetary surveillance, since those new proposal require a wider scope of coordination, outside the fields currently seen as a task for the EU. On the other hand, some (larger) countries are already putting new budgetary policy frameworks in place, which can lead to competition on the quality of budgetary policy frameworks, probably led by Germany. If this is happening, the roles for European institutions would change, and they should accommodate this decentralized policy making, by improving comparability of national policies. This way the implementation of best practice policies should be encouraged. But again, it is argued that things can always go wrong, and crisis management should be an important part of the reforms. One of the solutions proposed by Pisani-Ferry is the Blue bond proposal by Delpla and von Weizsäcker, discussed earlier in this chapter.    

The most fundamental analysis on the current situation and current proposed solutions should be made from the viewpoint of European integration. Important features of the EMU found their fundamentals in a discussion between potential Member States about the sequences of unifications.  Economists, mainly in Germany and Holland, defend the viewpoint that economic convergence was a condition for monetary unification. Monetarists on the other hand argued that economic unification was an outcome of monetary integration. (Molle, 2006) The preconditions a country must comply with are a result of the economist viewpoint in this discussion. But even if countries do comply with the rules set under the SGP, practice shows difficulties in the coordination of economic and fiscal policies. While some parts of the economy have a very high level of integration, others are still a matter of national policies. Fiscal policies in particular are seen as an important part of countries sovereignty. Macroeconomic policies are coordinated with help of the Broad Economic Policy Guidelines, but Member States still execute their own policies. It is often argued that the monetary integration should be accompanied by integration in other fields. In a political and fiscal more integrated area, monetary policy and others would be in a better relation to each other. Centralized policies remove a lot of coordination problems that occur now, such as free rolling and moral hazard. 
6.4 Are the EFSF/EFSM  right answers to the problems?

The reason the lending facilities were created was to lower the cost of capital for Euro Area Member States in need for capital, but unable to lend at reasonable rates (Sibert, 2010). So it is almost the same reason some academics favor the creation of European bonds. But a problem seen with the creation of those bonds also arise with the creation of the EFSF. If a country defaults, other Member States are transferring wealth to another Member State, which may not be in accordance with the no-bailout principle. The creation of the EFSM may not have a legal basis at all, since such help is only allowed if a Member State faces (the thread of) difficulties due to natural disasters or events out of its control. 
It is argued that (Sibert, 2010) it may be difficult to attain the AAA status politicians were hoping for, because most Member States have a (much) lower rating themselves. But according to the website of the EFSF, the facility succeed to have the highest rating from the credit rating agencies. 
Sibert argues that a look at the sovereign interest rates of the PIIGS shows a lack in effectiveness of the EFSF/EFSM; after a decline of the rates after the start of the EFSF and EFSM the interest rate differences start to raise again. But arguably this is not enough reason to assume that the measures did not work; rates also rose before the measures were taken, so it is not evident that not increasing interest rates is the baseline scenario. Also other events after the start of the measures should be taken into account. 
7. Conlusions
7.1 How could the violations of the SGP happen?
In Chapter 2 it was discussed how the violations of the SGP could come about. The old provisions of the SGP were not suited to handle a crisis like the one that occurred in recent times. Together with the properties of local and global economics this made the huge violations of the SGP possible. Imbalances in the national macroeconomic situation in countries like Greece were the root cause for the quick occurrence of large budget deficits, together with weak accounting structures. The availability of cheap capital fastened and smoothened the process of the occurrence of imbalances.
7.2 How was reacted on the violations of the SGP by Greece?

Although an EDP was started against Greece, it became clear that the normal procedures as laid down in the SGP would not stop Greece from violating the SGP, since the problems were already too big. A rescue plan was needed, which is discussed in chapter 3, and to finance the Greek deficit financial assistance is given by the EMU and the IMF. In return Greece had to agree on economic reforms and a huge fiscal effort to reduce the deficit. The goal of these reforms are to restore Greece’s credibility on the financial markets, so it will be able to finance its deficit the normal way in the future. The financial assistance gives Greece the time to implement the reforms and to decrease its deficit and public debt growth. The involvement of the IMF consists of two parts, funding part of the financial assistance needed and using knowledge and experience to advice on the reforms and fiscal efforts. 

7.3 The other proposed solutions for the Greek debt crisis

In Chapter 4 alternative solutions for the Greek crisis have been discussed. It was argued by some academics and politicians that it would be better for Greece to leave the Euro area, alone or together with other countries that would be better off with a currency that would be able to depreciate vis-à-vis other EMU Member States. This way those countries would be able to restore competitiveness. This solutions is not adopted, since it is seen as to drastic, bad for the reputation of the Euro, and an easy way out of difficult reforms. 

Some countries, notably Germany, argued in the first stages of the discussions that it would be better if Greece would just raise money at high rates at the financial markets, as long as it was able to do. This high cost of capital then should be the motivation for economic reforms and fiscal consolidation. After discussions all countries agreed that it was in the best interest of the total EMU area to give Greece financial assistance. To make sure Greece would not free roll on the financial aid and the conditions set were strict enough to satisfy all Member States the IMF was involved. 
7.4 Reforms in the SGP and EMU governance

The reforms made to the SGP and in EMU governance are discussed in Chapter 5. In this chapter the first discussed new governance structure is the European semester. Its goal is to be able to have ex-ante coordination, thereby having the possibility to detect occurring problems in an earlier stage, and stop countries reporting wrong numbers about the state of the budget. The European Semester is already through the decision-making process, and the Hungarian Presidency of the EU is committed to implement the Semester.
 

The SGP itself is strengthened in various ways, reforms are made to both the preventive and corrective arm (Discussed in respectively paragraph 5.2 and 5.3). Medium-term budgetary objectives are made operational by the principal of prudent fiscal policy making; meaning that a country may, under normal circumstances, not have an expenditure growth larger than the GDP growth. 

The excessive deficit procedure is speeded up, to improve its effectiveness by giving the Commission and the Council the possibility to give penalties in an early enough stage. 

The 60% benchmark for public debts is made operational, Member States with a bigger public debt should converge to the 60% of GDP at a pace of 1/20 of the gap per year. 

Other reforms are considered necessary to detect and prevent macroeconomic imbalances. Similar to the EDP the Excessive Imbalance Procedure (EIP, discussed in paragraph 5.4) is introduced, accompanied by a scoreboard of different macroeconomic variables. The fining structure is comparable with the EDP, but the EIP is more flexible since most variables are not considered to be under direct control of a Member States Government. 

To make sure all provisions laid down at the EMU level are reflected in national policies, requirements are made to the national budgetary and fiscal frameworks, including multi year forecasts. 

Enforcement (paragraph 5.6) is enhanced by changes in the EDP whereby deposits and fines are required in an early stage. An interest bearing deposit is required as a new penalty in a very early stage in the EDP. Reversed voting will increase the speed of the enforcement procedures. 

Chapter 5 ends with a discussion on the EFSF/EFSM, the facilities created to help EMU Member States in need of financial support. Like the European Semester the creation of this facilities have been already agreed on. The EFSF and EFSM are already implemented. All other amendments of the SGP are in the decision making process, and only have the status of Commission proposal now. 
7.5 Adequacy of the proposals
In chapter 6 the adequacy of the current proposals and agreed on measures was discussed; both when it comes to solving the Greek crisis en reforming the SGP. Besides measures not included in the proposed reforms were discussed. 
7.5.1 Solving the Greek crisis

There are clear disagreements between academics and policy makers about the current solutions for the Greek crisis. Some of the criticisms are implemented during the creation of the Greek adjustment programme, others are not or partly. Expenditure cuts are the most important feature of successful fiscal adjustments. Compared to the first proposals for a Greek adjustment programme this recognized in the final version, but still time will tell if the focus is enough on expenditure cuts. In particular if the proposed revenue increases will not be as easy to realize as the programme assumes. Lots of the expenditure cuts and revenue increases still must be identified, especially in the later years of the programme. This gives some flexibility on one hand, but may prove difficult if measures in the first year do not yield the expected results. 

The other uncertainty is the financing in the medium long term (just after the end of the program) together with regained confidence from the financial markets. After the years in which Greece will receive financial assistance it must go back to the capital markets to raise funds to (re)finance its public debt. If Greece fails to implement the reforms, and some academics are not sure they will be able to do so, they would still have to pay a way to expensive interest on its public debt, which will ruin all assumptions on Greece’s deficit and debt levels in the years beyond the programme. The programme is only partly suited to handle such difficulties if they occur during the maturity of the programme. 

7.5.2 Reforming the EMU to be prepared for future challenges

In paragraph 6.2 missing elements in the reforms were discussed, while paragraph 6.3 was devoted to the adequacy of the reforms. During the writing of this thesis a lot happened within the EMU, which will be shortly described in the next paragraph. But for now it is important to note that the EFSF is put on a permanent basis, which was one of the most proposed reforms in the literature. So both paragraphs will be concluded together here. 

In various articles the creation of a European variation of the IMF was advocated, besides the creation of European bonds. The latter is not going to happen soon, as long as Germany is opposed to it, since it is currently paying the lowest interest rate on its bonds. Only if a liquidity bonus will be big enough to make the European bond even cheaper than Germany’s own bonds, there may be a change that the creation of such a bond will be considered. But since German bonds are already very liquid, the liquidity bonus will be much smaller for Germany compared to very illiquid bonds. 

The new proposals to react on some important issues point out in literature. The creation of macroeconomic surveillance and enforcement mechanisms recognizes the diversity of possible causes of the crisis, and the differences in origin of the budgetary problems faced by some of the EMU Member States. The European semester must detect and tackle budgetary problems in an early stage. Together with the new enforcement this must create the possibility to give financial penalties, in an early enough stage. Although better budgetary surveillance is advocated in literature, it is unclear if the new system of fines will work in practice. 

The usefulness of the macroeconomic surveillance mechanisms in practice are also debated, because it can be difficult to target the right macroeconomic variables, and set the right benchmarks.

The reforms must tighten coordination in some important fields, such as macroeconomic policies and fiscal policies. But it may be that differences in integration in certain fields, with high autonomy for Member States, keeps coordination difficult. 

7.5.3 The EFSF and EFSM

The last item discussed in chapter 6 was the creation of the EFSF and EFSM. It  is possible that legal difficulties arise with the creation of the EFSF and the EFSM, although at least parts of the crisis are arguably out of the control of Member States Governments. The no-bailout principle may be violated, a problem which occurs also with other proposed solutions. The current sovereign interest rate differences give reason to be very cautious about the effectiveness of the lending facilities, but do not give a clear result.    

7.6 Recent developments

7.6.1 Irelands debt crises

After Greece Ireland became the second country in the Euro zone which asked for financial aid since the start of the crisis. Since the EFSF and the EFSM were in place, no special rescue plan is made like in the Greek case. After a request by the Irish authorities the Council of Economics and Finance Ministers decided to grant financial assistance up to 85 billion Euro to Ireland. Support comes from the EFSF and EFSM, but also from the IMF and bilateral loans from the UK, Sweden and Denmark. (EFSF, 2010)

7.6.2 The creation of the European Stability Mechanism (ESM)

In November the European finance ministers agreed on the creation of the European Stability Mechanism (ESM). The ESM will become the permanent crisis mechanism after 2013. It will replace the EFSF, and its features will be based on those of the EFSF. After the creation in mid-2013 it will be evaluated in 2016, but it is intended to be operational permanent. Financial assistance from the ESM will always come with strict conditions concerning economic and fiscal reforms accompanying the financial aid. (Europa.eu. 2010)

7.6.3 Developments in Greece

In December a 2.5 billion disbursement is made from the IMF to Greece, hereby the total amount paid by the IMF is 10.58 billion Euro (IMF press release, December 17, 2010). The payment is made after the completion of the second review done by the IMF. Those reviews are part of the stand-by agreement. According to the IMF Greece is making sufficient progress in fields of competitiveness and inflation. At the same time it is making good progress in the realization of fiscal reforms. Although the second review of the Economic Adjustment Programme for Greece gave a little less positive overall view of the situation in Greece (Second review by the Commission, 2010), it paves the way for approval by the Euro Group for a disbursement of 6.5 billion Euro’s by the Euro Area Member States in mid-January.
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