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FISCAL (NON)INTEGRATION IN THE EUROPEAN
MONETARY UNION AND ITS IMPACTS

While within the European Monetary Union (EMU) member states submitted competences to
the European Central Bank (ECB), the fiscal area remains sovereign and member states sovereign
actors are committed to comply with the rules. This article deals with the analysis of the current
state of integration in the fiscal area, noting the measures taken in the financial and debt crisis in
the euro area in order to restore financial discipline of member states. The article demonstrates the
macroeconomic imbalances and the current strategy of economic growth following the severe fiscal
austerity. This article aims to contribute to the analysis of the current state of integration in the
EMU in the fiscal area.
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Beara JlinkoBa

®ICKAJILHA (HE)IHTETPAIIIA B PAMKAX €BPOIIEMCBEKOIO
MOHETAPHOT'O COI0O3Y TA If HACJIIJIKA

Y cmammi exaszano, wo xoua kpainu-uienu €eponeiicbkoeo MOHemMapHo20 coro3y nepedaiu
€sponelicbkomy ueHmMpaibHOMy OaHKY pad KomnemeHuiil, ickaibHa obaacmo 3aiuMaAEMbCS
CysepeHHOI0 | 6 Hill KpaiHu-waeHu Oil0OMb He3A4eHCHO 6 PAMKAX 6CHMAHOBACHUX NPasui.
Ilpoanaaizoeano nomounuii cman inmeepauii ginancosux npouecie y €eponi, exarouarouu
3axo0u, nputinami nio uac ginancoeoi i 6opz06oi Kpuzu 6 €6po3oHi 045 6i0H06.AeHHA DiHAHCO60T
Oducyunainu kpain-uaenis. Ilpodemoncmposano exonomivnuil ducébairanc i HUHIWHIO cmpamezito
eKOHOMIYMH020 3DOCMAHHA, W0 HACMYNAE 3a JHCOPCMKOW (HIHAHCOB0I eKOHOMIEI).
Ilpoanaaizoeano cman inmeepauii 6 pamkax €eponeiicbko2o0 MoHemapHoz2o coro3y y QickaavHil
cehepi.

Karouosi caosa: 6Gope, nadauwxosuii depiyum, MakpoeKoHOMiuHI OucOANaHCU, HCOPCMKA
hinancosa eKoHoMis, €6PO30HA.

Beara JIunkoBa

®UCKAJIbHAS (HE)MHTETPAIIMSI B PAMKAX EBPOIIEVICKOTO
MOHETAPHOTO COIO3A 1 EE TOCJIEJICTBUS

B cmamve yxazano, wmo xoms cmpanvt-uaenvt Eeponeilickozo monemapHo2o coro3a
nepedaau Eeponeiickomy uenmpaavHomy OaumKy psad KomnemeHuyuil, QuckaivHas obaacmo
ocmaemcs Cy6epeHHOU U 6 Hel CHpPAHbI-HACHbL OelCMEYIOMm He3a6UCUMO 8 PAMKAX
ycmanosaennvtx npasua. Ilpoanaiuzuposano mexyuwee cocmosiHue unmezpauuu (UHAHCOBbIX
npoueccoe ¢ Eepone, éxatouas mepul, npunsimole 60 pemsi PUHAHCO6020 U 001208020 KPUSUCA 6
€6p0o30He 0151 60CCMAH08.1eHUs PUHAHCO60U ducyunaunsl cmpan-4ienos. Ilpodemoncmpuposanni
IKOHOMUMECKUH QUCOAAAHC U HbIHCWHAS CHPAMe2Uusi IKOHOMUMECK020 POCMA, CAedyiouie20 3a
acecmioli unancosoii 3xonomueti. Ilpoanaausuposano cocmosinue UHmMeZPAuUU 8 PAMKAX
Esponeiicko20 monemaprozo coro3a ¢ uckaavroii cghepe.

Karoueesvie caosa: done, uzdobimounulii degpuyum, MaKpodIKOHOMuyeckue OucOanancol, JHcecmras
Qunancoeas IKOHOMUS, €6PO30HA.

Introduction. The project of the EMU was from the outset asymmetrical, based
on the transfer of competencies in the monetary area and respecting the sovereignty
of countries in the fiscal area. Compliance with the requirement of fiscal discipline
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has been enshrined in the Maastricht Treaty provisions on excessive deficit proce-
dures (EDP), which set annual limit of the budget deficit (3% of GDP) and public
debt (60% of GDP). In addition to the fiscal discipline, to ensure compliance after
joining the monetary union Stability and Growth Pact (SGP) was adopted in 1997.

The political coordination of fiscal policies should eliminate the risks arising
from the incomplete EMU. The pressure to comply with fiscal discipline by the EA
member countries was meant to be increased by introducing the "no bailout" clause,
which explicitly prohibits the ECB and central banks of member states to provide
governments with any loan or direct purchase of public debt.

In good economic times, many euro area countries did not accelerate their fis-
cal adjustment and did not reduce government loans (Larch, Noord, Jonung, 2010,
p.17). After the outbreak of sovereign debt crisis in Greece and worsening fiscal sus-
tainability in Ireland and Portugal, the key issue was whether the debt crisis will force
the euro area countries to deepen integration in the fiscal area. The absence of fiscal
integration is compensated by tightening of existing rules and their coercive mecha-
nisms. Since 2010 measures have been gradually adopted that are expected to avoid
unsustainable public finance and greatly unbalanced competitiveness between mem-
ber states.

Assistance began to be provided to fiscally weak countries through intergovern-
mental loans, creating EFSF (European Financial Stabiliy Facility), monetary care
for, when the ECB began to make substantial purchases of government bonds of the
problem countries and finally was approved the establishment of permanent ESM
(European Stability Mechanism). Bagus points out that by the creation of these funds
the euro area confirmed the formation of funds transfer union (Bagus, 2011, p. 126).
Limited capacity of EFSF/ESM suggests there is no political intention of becoming
closer to a transfer union.

The collective efforts of member states of the euro zone to stabilize the situation
by tightening fiscal rules and convincing financial markets that appropriate measures
are taken resulted in March 2012 in the adoption of the Fiscal Stability Treaty (Fiscal
Compact, FC). The budget agreement in the FC is based on the rules of the new SGP
and its basis is the obligation of balance or surplus budgetary positions and debt, and
if it goes over 60% of GDP annual reduction of 1/20. FC can not be regarded as a shift
to a fiscal union, but rather a tightening of rules to ensure fiscal stability, which is the
basis of prudent fiscal austerity. The plan of this concept is to ensure balanced or sur-
plus budgets, eliminating the need for a fiscal union; on the other hand, it commits
to the establishment of ESM. FC or its content is not likely to guarantee the fulfill-
ment of this ambitious undertaking. Feldstein notes that FC will have no predictable
effect on the behavior of euro area countries and the current political process will not
create a strong fiscal discipline (Feldstein, 2012).

1. The fiscal situation in the EMU after the outbreak of the crisis.

By 2007, when the financial crisis engulfed the global economy, including the
EU economy, the rules laid down for observance of fiscal discipline were considered
sufficient, and their violation was not considered a serious threat to fiscal sustainabil-
ity, as demonstrated later. Given that in 2007 many member states have reported
acceptable fiscal deficit and government deficit in the EA fell to -0.7 % of GDP com-
pared with -2.5% GDP average 2002-2006 (EC, 2012a), as shown in Table 1 and
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Figure 1, the situation in the euro area was considered satisfactory. Fiscal sustainabil-
ity was supported by low stable inflation. Also, macroeconomic imbalances, such as
large current account deficits and the price boom at the housing market in some
peripheral countries were not considered threats to the overall macroeconomic sta-
bility. After the 2007, the crisis revealed weaknesses in the EU fiscal surveillance,
especially in the euro area, which lacks deeper fiscal integration. In 2008 the general
government deficit increased in the EA to -6.4% of GDP and to -6.9% in the EU
(EC, 2012a).

Table 1. General government net lending (+) or borrowing (-) as % of GDP

2002-2006 2007 2008 2009 2010 2011 2012 2013
EA -2.5 -0.7 -21 -64 6.2 4.1 -3.2 -29
EU -2.5 -0.9 -24 -6.9 -6.5 4.5 -3.6 -3.3

Notes: 2011 estimate, 2012 and 2013 forecast.
Source: European Commission. European Economic Forecast. Spring, 2012.

With regard to measures taken for fiscal consolidation the EC expects the
decrease in budget deficits 0of 4.5% of GDP in the EU and 4.1% of GDP in the EA in
2011 to 3.6% in the EU GDP and 3.2% in the EA in 2012.
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Figure 1. General government balance of the euro area, % of GDP

On the fiscal side it is shown that the seemingly positive data covered 2 impor-
tant facts. The first is that budgetary improvements supported by high taxes and part-
ly achieved by economic growth were partly used to increase government spending. A
decline in incomes after the development of the crisis revealed a missed opportunity
for the fiscal space consolidation. The second is that the imbalances outside the gov-
ernment sector were significantly transferred to the responsibility of governments,
which poured vast amounts of liquidity into the banking sector (Larch, Noord,
Jonung, 2010, p. 4).

Practically from the 70’s of the 20th century there was a significant increase in
debt of the European Community countries. The threat of cost spillover effects
caused by the debt has gained momentum after 2007, when the situation has changed
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radically. The average debt in the EU has increased from 59% of GDP in 2007 to
74.8% of GDP in 2009 and has been steadily increasing since (EC, 2012a).

Table 2. General government gross debt, as % of GDP
2006 2007 2008 2009 2010 2011 2012 2013
EA 68.6 66.3 70.1 79.9 85.6 88.0 91.8 92.6
EU 61.6 3.0 62.5 74.8 80.2 83.0 86.2 87.2

Notes: 2011 estimate, 2012 and 2013 forecast.
Source: European Commission. European Economic Forecast. Spring, 2012.

In individual euro area countries the average debt ratio to GDP increased dur-
ing 2007-2011 from 10 % to 60 % (Eichengreen et al., 2011, ch. 4, p. 53) and coun-
tries with the largest increase (Greece, Ireland, Portugal and Spain) got into serious
problems with refinancing of their debts at the financial markets. The credit crisis
continues and Table 2 shows that the public debt will continue to grow at least until
the end of 2012.
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Figure 2. General government debt of euro area, % of GDP

In the euro area the ratio of public debt to GDP has increased from 66.3% in
2007 to 79.9% of GDP in 2009, the Commission forecasts the increase to 91.8% in
2012 (EC, 2012a).

Tendency to deficit can be recorded not only in the EA member states, but also
in other major economies. From Figure 3, which shows a comparison between the
evolution of public debt to GDP in the US and the EA can be seen that the EA coun-
tries managed to stabilize the public debt ratio to GDP in the first decade after the
creation of monetary union, despite the fact that debt levels exceeded 60% of the
specified limit.

Government debt in the US in 2011 accounted for 103.5% of GDP; in Japan in
the same year — 211.4% of GDP (EC, 2012b). The inclination of governments to cre-
ate deficits persisted even after the introduction of a common currency, the accumu-
lation of public debt was related to the constant increase in provision of public serv-
ices and transfers. Eichengreen points out that the situation in the area of public debt
also deteriorates rapidly because of aging population, making the implicit fiscal
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responsibility gradually changed to an explicit and potentially increasing the debt
ratio of 30-40% (Eichengreen et al., 2011, ch. 4, p. 47).
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Source: Economic Outlook, OECD. In: Eichengreen et al., 2011.
Figure 3. Public debts of the US and of the euro area (% of GDP)

Unlike other large economies, however, high sovereign debt crisis has so far
caused crisis only in the EA. One possible reason is that EA member states can not
use the currency devaluation for the deficit corrections. Another possible interpreta-
tion may include the role played by the ECB and more general explanation lies in
efforts to rescue countries in connection with the debt burden (Eichengreen et al.,
2011, ch. 4, p. 62).

Tilford and Whyte indicate other reasons arising from the fact that common cur-
rency of fiscally sovereign states is prone to loss of confidence. In such a monetary
union it is likely that macroeconomic imbalances are transformed into a sovereign
debt crisis in its individual states. Since countries do not fully control the common
currency in which bonds are issued also plays a role in the situation where financial
markets are concerned about their fiscal position, begin to evaluate them more strin-
gent, which will lead to higher costs of debt service. On the one hand, a market dis-
cipline for wasteful government is being proposed, on the other hand, it increases
their vulnerability and the governments move closer to insolvency (Tilford, Whyte,
2011).

By now, financial markets do not consider the credibility of government bonds as
the same in all the member states, thus a high polarization of the profits from the
bonds and an increase in the rate for countries to create a high government deficits
and debts, causing problems in debt refinancing.

2. Macroeconomic imbalances in the EMU.

Macroeconomic imbalances that existed before the debt crisis among the mem-
ber states of the EA, were reflected in the constant divergence of competitiveness and
current account balance of payments between member states. During the crisis of
sovereign debt, however, such macroeconomic imbalances are not compatible with
the sustainability of the EA. EMU economic management based on monetary stabil-
ity and SGP rules indicate the fact that fiscal recklessness was regarded as the main
risk to the stability of the EA. Therefore, the emergence of macroeconomic imbal-
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ances between the states is often treated as a result of fiscal indiscipline. In this con-
text it is important to note that the introduction of a common currency for countries
whose economies are too heterogeneous to some extent contributed to the loss of
competitiveness of the peripheral countries and allowed extreme increase in their
indebtedness. Because some of the EMU countries were highly credible, part of the
risk of interest rates for the southern countries has decreased, which decreased, in
countries with high inflation, the debt burden of private and public sectors and sup-
ported excessive consumption (Bagus, 2011, ch. 12, p. 143).

Excessive consumption not covered by savings and allowed by private sector,
led to the formation of bubbles, especially at the housing market. Today we can see
that government debt is affected by the factors that are not related to fiscal indisci-
pline. Massive rescue of financial institutions which, due to bubbles at the housing
market, over-accumulated toxic assets now paradoxically threatens the sustainabil-
ity of public finance in those euro area countries, which adhered to the rules set by
the SGP. Ireland and Spain are in serious fiscal problems due to the risk actions
taken by the private sector. The budget deficit rose in Ireland from -0.1% of GDP
in 2007 to -14.0% of GDP in 2009; in Spain — from -1.9% of GDP in 2007 to
11.2% in 2009 (EC, 2012b). At the same time government debt significantly
increased as a result of government intervention in banks and other financial insti-
tutions. In Spain, government debt increased from 36.2% of GDP in 2007 to 79.2%
of GDP in 2009; in Ireland, these indicators in the same period were at 24.8% of
GDP and 65.1% of GDP, respectively (EC, 2012b).

Table 3. Current account balances in the selected EA members (% of GDP)
Country 1999 2000 |2001 (2002 (2003 {2004 (2005 [2006 2007 2008 |2009 2010 (2011
France 316 144 | 1.76 | 1.2010.79] 0.52 | -0.50 | -0.58 | -0.99 | -1.75 | -1.31 | -1.57 |-1.97
Germany |-1.35| -1.83]-0.02 | 1.971.90 | 459 | 499 | 6.18 | 7.49 | 6.21 | 5.92 | 5.94 | 5.66
Greece . |-7801-720|-6.51|-6.56|-5.78| -7.54 |-11.26|-14.35|-14.69|-11.02| -996 | .
Ttaly 0.68 | -0.53| -0.06 [-0.77|-1.29/-0.93| -1.65 | -2.57 | -2.43 | -2.88 | -1.98 | -3.48 |-3.14
Netherlands| 4.06 | 2.03 | 2.55 | 2.57|558 |7.85| 754 | 9.29 | 6.69 | 4.18 | 4.10 | 7.13 | 8.53
Portugal -8.66|-10.45|-10.28|-8.24|-6.45|-8.21|-10.50|-10.75| -9.92 |-12.57|-10.73|-10.02|-6.65
Spain -291] -396 | -3.95 |-3.26|-3.51|-5.24| -7.34 | -894 | 998 | -9.62 | -4.82 | -4.51 |-3.49
Notes: * January-June 2011.

Source: OECD Stat online.

While the core euro area countries showed rising current account surpluses, the
southern countries, encouraged to increase their consumption while reducing
income, recorded even higher current account deficits. Faster growth in unit wage
costs than productivity growth has caused competitiveness loss, and a strong
exchange rate of the single currency also contributed to the increased imbalance.

In this context, Tilford and Whyte point to the role of creditor nations and the
fact that insufficient integration of the fiscal area worsens the financial vulnerability
and makes it difficult to address the current debt crisis. The massive influx of capital
from prosperous countries in the core to the peripheral, reducing the cost of borrow-
ing due to the inflow of foreign capital and encouragement of governments, private
sector and households to spend more than they earn, meant an explosion of current
account imbalances (Tilford, Whyte, 2011). Table 3 shows the evolution of the bal-
ance of payments of the selected euro area countries, where one can see a significant
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departure of uncompetitive economies (Greece, Portugal, Spain) from highly com-
petitive countries such as Germany and the Netherlands.

Given the fact that macroeconomic imbalances has not been sufficiently
addressed, there was no mechanism for ensuring the convergence of competitiveness
between member states, which stems from the fact that the states remained sovereign
in fiscal and economic areas (taxes, spending, social policy, wage policy). The lack of
deeper fiscal integration in the current period leads to unsustainable macroeconom-
ic imbalances among the euro zone countries.

Supervision of correction of excessive macroeconomic imbalances is based on
the argument that the member states as a result of deep trade and financial ties that
exist between them can not effectively enforce the remedy at the national level.
Therefore, a new mechanism processing the excessive imbalance (Excessive
Imbalances Procedure, EIP) is being implemented; the logic is similar to the EDP for
public finances.

The EIP should be applied symmetrically which means that the surplus countries
should change their policy in favor of balancing. In the meantime, countries with
high trade surplus, continue with prudent fiscal savings, which is likely to further
increase savings and reduce domestic demand. However, the strengthening of the
competitiveness of the South through rigorous austerity and implementation of fiscal
structural reform (whose effects are visible only in the longer term) to improve pro-
ductivity by reducing unit labor costs (resulting in a further increase in social ten-
sions) is uncertain. A possible solution to enhance their competitiveness is by the cur-
rency devaluation, which can not be implemented. The ECB continues to ensure low
inflation, which is difficult to create conditions for the restoration of competitiveness
of the South EA countries.

Roubini in this regard asserts that in addition to a significant loosening of monetary
policy by the ECB and the provision of lender of last resort to support illiquid but poten-
tially solvent countries, competitiveness and economic growth in the peripheral euro
area countries can restore only through the steep devaluation of the euro, thus the cur-
rent account deficits changed to surpluses. While saving within peripheral countries, fis-
cal incentives in the core area must strengthen (Roubini, 2011). The introduction of
strict fiscal policy for all euro area member states is currently accompanying by criticism
based on the fact that strict austerity alone is not a way to overcome the debt crisis.
Economists have given, in relation to criticism of strict fiscal austerity, options of elimi-
nation of macroeconomic imbalances. Legrain argues that at present, attention should
focus on increasing investment and exports in economies with current account deficits
and to stimulate consumption in surplus countries (Legrain, 2012). While removing
trade imbalances, Tilford and Whyte point to the need to reduce compensation costs and
increase savings of households and firms in the deficit countries by increasing spending
and reducing savings in surplus countries (Tilford, Whyte, 2011).

3. The fiscal austerity and economic growth.

After the introduction of common currency in the EA, lower rates of economic
growth were observed than those of other developed economies. Financial and debt
crisis has significantly deteriorated the situation and the EU economy is now in reces-
sion. Long-term rates of economic growth and anticipated development in the EU,
USA and the EA are shown in Table 4.
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Table 4. GDP at current prices (annual % change)

1992-96* | 1997-01* | 2002-06* | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013
EU 1.3 3.0 2.1 3.2 0.3 43 120 1.5 0.0 1.3
EA 1.5 2.8 1.8 3.0 0.4 43 |19 1.5 0.3 |10
USA 3.3 38 2.7 1.9 04 | -35 |30 1.7 2.0 21

Notes: * 5-years average. Estimated 2011, 2012 and 2013 forecast.
Source: European Commission. European Economic Forecast. Spring, 2012.

Report on macroeconomic developments expects in 2012 the fall of economic
growth at -0.3 % for the EA. Southern European member states will record in 2012
the largest decline: 4.7 % in Greece, Portugal — 3.3 %, Spain — 1.8 %, and Italy —
1.4 % (EC, 2012a).

At present, when the member states of the EU and the EA are forced to signifi-
cant fiscal austerity, the EU economy suffers from weak domestic demand, which is
affected by many factors. The credits from the banking sector are reduced despite the
fact that the ECB has provided banks with long-term refinancing operations
(LTROs), which helped to solve liquidity problems, but does not solve the problem of
access to capital. Weak private consumption in many member states is also dampened
by high unemployment, slow wage growth and inflation, but also household indebt-
edness. During 2012, in connection with reduced economic activity, reduced
employment is expected to decrease by 0.2% in the EU and 0.5% in the EA. In 2011,
the unemployment rate in the EU was at 9.7% and 10.2% in the EA (EC, 2012a).

Private sector investments are also weak and insufficient. Reduction in demand
due to global slowdown causes a decrease in exports. The structure of the EU's eco-
nomic growth in the years 2006-2013 is presented in Table 5, which shows a signifi-
cant decline in the share of all indicators in 2009 and continued decline in the share
of private and public consumption and investment to GDP of the EU.

Legrain points out the danger of falling in a spiral, when the rapid and extensive
austerity, while a significant loss of private credits and government spending, can
cause a sharper slowdown in economic growth (Legrain, 2012). Roubini in this con-
text refers to the "paradox of thrift" where too fast and too large an increase in savings
leads to a return to recession and converts debt to become even more unsustainable
(Roubini, 2011).

Table 5. Structure of the EU’'s economic growth

% 2006 | 2007 | 2008 | 2009 | 2010 | 2011 [ 2012 | 2013
Private consumption 23 | 22 0.3 ] -18 1.0 01 |[-03 | 0.7

Public consumption 20 | 18 2.3 211 07 /-01 |-05 [-01

Investments 64 | 59 | 0.9 |-125 |-02 | 13 |-09 | 22

Reserves 05 | 0.8 06 -05] 04105 |03 |03

Export of goods and services 9.7 | 58 1.5 1-12.0 {109 | 63 | 24 | 48

Import of goods and services 96 | 6.0 1.2 |-122 | 98| 39 | 09 | 39

GDP 33 132 | 03] -43| 20|15 | 0.0 | 1.3
Source: European Commission. Statistical Annex of European Economy, Spring, 2012.

At the Union's level, the priorities have been taken (the Compact for Growth and
Jobs) that are supposed to lead to the strengthening of economic growth (by remov-
ing the remaining obstacles to the single market, increasing investment in energy,
transport, and IT infrastructure as well as investing in infrastructure for peripheral
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countries). The Compact may be considered, in some sense, as a counterpart to sav-
ings strategy, which takes on Germany, and which is included in the FC. We assume,
however, that the implementation of these measures will require a long period (if they
are managed to be implemented in reality), and therefore will not trigger the fast start
of economic growth that should allow the EA to alleviate the debt crisis and calm
financial markets.

Gros points out that the key concepts of the growth strategy are the same as in
1996-1997 when the Union's economy sunk into deep recession, and states that these
concepts are not adapted to present conditions (Gros, 2012).

The creators of fiscal policy base their assumptions on the fact that fiscal auster-
ity will not lead to economic contraction, but will increase confidence of households
and businesses in the sustainability of public finances, leading to the recovery in con-
sumption and investment. There is no historical precedent to confirm this fact and
the examples of the current fiscal saving and economic growth are accompanied by
currency depreciation and/or lowering interest rates, which is not the possibility, that
euro area member states may use (Tilford, Whyte, 2011).

Roubini argues that fiscal savings accelerate rapidly shrinking economies as a
result of higher taxes and lower government spending and transfer payments, all of
which reduce disposable income and aggregate demand. The deepening of recession
will also cause wider fiscal deficits, causing a need for further austerity measures
(Roubini, 2011).

It is clear that the rescue plan of the ECB of buying bonds and banks' supply of
cheap cash in late 2011 and early 2012 did not stop the deepening crisis. The pressure
of financial markets forced the government representatives of the EA member states
to adopt a solution that provided a political agreement with the ECB's action, com-
bined with tight fiscal austerity. There are ongoing long-term discussions in scientific
and political circles about the possibility of issuing common EU bonds. Germany
today, but also countries with low borrowing costs, resolutely refuses this option. The
reason for this attitude is the fact that their credibility will be shared through debt
mutualisation and so the affected countries will not be forced by financial markets to
ensure their fiscal sustainability. Another reason is that there is no political mandate
for sovereign debt mutualisation. At present, the possibility of resolving the crisis in
the euro area is seen in the planned shift to federalism through which changes in the
original concept of the EMU take place: a shift in the financial field to wide regional
banking supervision, recapitalization, deposit insurance and regulation. In the fiscal
area, the only way for euro area member states to manage and reduce their fiscal bur-
den is limited mutualization of debt (The Economist, 2012). Tilford and Whyte note
that the debt mutualization will not save euro, but can generate a low risk-free inter-
est rates, which would help to restore public finances and create a basis for the return
of economic growth (Tilford, Whyte, 2011).

The European Council Summit of June 28-29th, 2012, about the solution to the
crisis brought in the decision "to break the vicious circle between banks and coun-
tries" (EC, 2012¢) and to establish a single mechanism of banks supervision. Funds
from the ESM will be applied for direct recapitalization of banks. In connection with
the possible creation of banking union, Sinn brings attention to the risk of public
debts socialization for a stable country, as banks' balance sheets are much higher than
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the volume of government debt. While Spain's ratio of debt to GDP is 69%, debt of
Spanish banking system reached the total of 305% of GDP (Sinn, 2012). On the other
hand, “The Economist” argues in favor of the creation of banking union by uncer-
tainty of financial markets about governments able to handle their debts, which push-
es bonds yields upwards and leads to stopped lending to banks, which further limits
economic growth (The Economist, 2012).

The decision to realize recapitalization of banks directly from the emergency
funds means the transfer of private debt in the banking sector to the level of EA mem-
ber states. Other obligations of the countries suggesting the establishment of banking
union, which would include in addition to shared resources to recapitalize banks
other elements, such as common deposit insurance and common rules for dealing
with the banks that have failed were not adopted. This reflects the fact that although
the EMU member states seek to meet the political commitment to save the common
currency, the measures taken are slow, cautious, and their contents are often vague.
The European Council has no consensus on the future institutional arrangements of
the EMU and has no political mandate for its completion.

Conclusion. The EMU based on an asymmetric approach to the implementation
of monetary and fiscal policy worked quite well untill the outbreak of the financial
and debt crisis. Leaving the sovereignty in the fiscal area on member states should
have been balanced by respect for the rules of the SGP to ensure the sustainability of
public finance in the member states and the macroeconomic stability of the EA.
However, we can say that the problems to which the euro area have been involved, do
not emerge from the nature of the rules, but of their violations and of the undermin-
ing influence of public (and private) debt in the member states on the stability of the
monetary union. Consent of economically strong countries with the establishment of
emergency funds was balanced by uniform commitment to prudent fiscal austerity.

Unlike the previous period, the SGP attributes the debt criterion the same
importance as the budget deficit criterion. In response to the situation from the past,
when states violated the rules, the enhanced SGP is to ensure stability through
changes in the regulatory decisions. We assume that while maintaining the fiscal sov-
ereignty of member states, this mechanism will not be effective and also will not con-
tribute to improving the fiscal position and debt reduction, which must be primarily
the self-interest of each state. Fiscal compact confirm the introduction of strict fiscal
saving (which eliminates the need for fiscal transfers) regardless different structure of
the economies and the possibility of countries to fulfill this commitment.

Some progress can be seen in the fact that policy makers respond to the fact that
the stability of the euro area is not threaten solely by fiscal recklessness, but also by
other macroeconomic imbalances reflecting the divergence of competitiveness and
current account balance of payments of member states. The savings of the private sec-
tor threatened the sustainability of public finance even in those countries that respect-
ed the rules of the SGP. The unsustainability of macroeconomic imbalances in the
EA, the Union responded by the introduction of EIP, which, in the same way as the
EDP, in our view will not ensure the restoration of the competitiveness of the south-
ern states and reduction of their current account deficits. The elimination of macro-
economic imbalances should be implemented by the combination of reducing spend-
ing and increasing savings in deficit countries and increasing spending and reducing
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savings in surplus countries. Promoting economic growth should now be focused on
stimulating demand, but is prevented by the tight fiscal policy implemented in the
countries with relatively sound public finance.

Measures taken to save the EMU shows on one hand the efforts of the member
states to comply with the political commitment to save the political project of the
union. On the other hand, these measures can not be regarded as adequate ones for
the completion of the fiscal and economic monetary union. The tightening of fiscal
rules and and the equal prudent fiscal policy for all states implies that the pressure of
collective responsibility for the common currency remains the fundamental principle.
It is evident that the member states do not possess a political mandate for the actual
completion of monetary union and despite all the measures taken so far, confidence
of the markets to fiscally weakened countries has not yet increased.
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