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1. Introduction

This paper examines the policy response to thendiah crisis in the euro area. It
focuses on those institutional aspects that alse wethe centre of Liliana Basile’s
work. The paper mainly deals with the content & ttocuments of the monetary

authorities in order to reconstruct how they haeetl the challenges set by the crisis.

These documents distinguish two periods of thasgre before and the other after
the failure of the Lehman Brothers. During thetfpgriod, the effects of the crisis
were mainly counter-acted through monetary intetiees. During the second, which
has produced more intense effects, the fiscal aititehave been bound to support

the interventions of the monetary ones.

The size of the crisis in the euro area has besndeamatic than in USA for different
reasons, going from the lower involvement in riskwestments, to the more
appropriate incentive systems and compensationcips)i to the more effective
regulation and oversight. Future work on thesecsmpcomparing the influence of
these elements in different countries and assefisaiigcontribution to the emergence
of these events, may be profitable for the analgbitie vulnerability of the financial
systems and the adequacy of their regulation aedsmht.

The paper argues that the analysis of the docunminthe monetary authorities
underlines that the effects of the crisis in theoearea have been counter-acted with
punctuality and effectiveness. The financial systems worked smoothly, at least
until the failure of the Lehman Brothers, allowitige banks and the private sector to
raise funds at normal conditions. There has beenfailare of large financial
institutions. The operational framework of monetpojicy has proved “efficient”, in
the sense that it has always been able to stiovkenight market rates towards the

policy rate decided by the authorities.

In spite of these positive results, the perspestoethe crisis are uncertain and the
analysis of the documents suggests that we are erdgering a third phase of the
crisis, which may turn out riskier than the prewdwo. The impairment of the credit

system, which has manifested itself in the eur@ aféer the failure of the Lehman



Brothers, is rationing the private sector and ngssignificantly the cost of credit for

those capable to receive it. These obstacles amisky challenging the private sector
of the economy, which has already been put undessby the world recession and
the contraction of international trade. The monetauthorities now fear ‘the risk of

an adverse feed-back loop that would spark a nmadgiobnal credit-cycle downturn —

involving a further round of market credit losses bigher-quality assets for a

banking system whose shock-absorption capacity &lesady been somewhat
impaired’.

In this new phase of the crisis a major role hase@layed by national governments
and fiscal policy, which must prove capable of sarfipg effective demand and the
economies in an orderly and coordinated way. Uuafately, the working of fiscal
policy in the euro area has proved to be inadeqaateto lack efficient forms of
coordination. They urgently need reforms, which ediectively constrain national
governments on the common stance that fiscal poliggt have at the euro area level.
These reforms may be difficult to implement in enelte of re-emerging nationalism,

even though the severity of the downturn may makeevitable to deal with them.

The paper is so organised. Section 2 describedngtgutional organisation, the
features of the economy and the growth potentidlghe euro area. Section 3
describes the organisation of monetary policy. iBeat presents the policy responses

to the crisis. Section 5 draws some conclusionsraptications.

2. The European Union and the European Monetary Urmin

2.1. Participation

The European Union (EU) and the European MonetampiJ (EMU) are “under-
construction” systems. The number of countries Mgty to them has been
increasing and the laws and institutions regulatilgm are in constant evolution

reacting to the fundamental values and the comtingeeds of the Members States.

The EU is composed of 27 countries. Belgium, Fra@Germany, Italy, Luxembourg

and Nederland are founding members: they partietbat 1957 to the foundation of



the European Common Market. Other 9 countries (aystDenmark, Finland,
Greece, Ireland, Portugal, Spain, Sweden and thtedJiKingdom) joined the EU
before the EMU started to operate in 1999. Twelwentries (Bulgaria, Cyprus,
Czech Republic, Estonia, Hungary, Latvia, LithuanMalta, Poland, Rumania,
Slovakia, Slovenia) joined in 2004 and 2007. CeaMacedonian Republic and

Turkey are candidates to enter the EU in the future

Table 1 - Members of the European Union

Founding Members Belgium, France, Germany, Italyuxdmbourg ang
Nederland

Other entries before 1999 Austria, Denmark, FinJaBckece, Ireland, Portugal, Spajn,
Sweden, United Kingdom

Entries in 2004 Cyprus, Czech Republic, Estonia, nddmy, Latvia,
Lithuania, Malta, Poland, Slovakia, Slovenia

Entries in 2007 Bulgaria, Rumania

The EMU is composed of 16 countries. When it sthteeoperate in 1999 it had 11
Member States (Austria, Belgium, Finland, Francegrn@ny, Ireland, Italy,
Luxembourg, Nederland, Portugal, Spain). Greece asdasitted in 2001, Slovenia in
2007, Cyprus and Malta in 2008, Slovakia in 2009.

Table 2 — Participation in the European Monetary Urion

Member States since 1999 Austria, Belgium, Finladnce, Germany, Ireland, Italy, Luxembourg,
Nederland, Portugal, Spain

Member State since 2001  Greece

Member State since 200f  Slovenia

Member States since 2008 Cyprus, Malta

Member States since 2009 Slovakia

Among the non-euro countries, Denmark and the dnKengdom have a special
status based on an “opt-out clause”, whereby tlaye mo commitment to adopting
the euro. The remaining countries (Bulgaria, Cz&public, Estonia, Latvia,
Lithuania, Hungary, Poland, Romania and Sweden) “Bfember States with a
derogation”, in the sense that they are committealdopting the euro, but the timing
and the convergence path to this adoption will euated on a country-by-country

basis.

2.2. Economy



Table 3 compares the economic size of the euro\aitbathat of other countries. It
shows that i2008 the euro area produced 15.7% of the world QD&A 20.7%,
China 11,4%, Japan 6.4% and India 4.8%.

Table 3 — Output, population and foreign activities

Euro area USA Japan China | India
GDP 15.7 20.7 6.4 11,4 4,8
as a % of world GDP (a)
Per capita GDP 31.1 46.9 34.1 6.0 2.8
in thousands of US dollars per year (a)
Population 329 304 128 1336 1186
in millions (b)
Population 4.9 4.5 1.9 19.8 17.6
as a % of world population (b)
External trade 28.7 8.1 4.9 9.3 1.2
as a % of world trade (c)
External trade 59 1.8 2,6 0,5 0,1
% of world trade over % of world population
(a) Source: IMF database (2008).
(b) Source: OECD database (2008); the Euro areeepege is the ratio between the Euro area
population (Eurostat database) and the world populOECD database).
(c) Source: IMF database (2008)

A major strength of its economy is the ability mngpete in the international markets
for goods and services. The ratio between the sbhreorld trade and that of
population, an index of the ability of the economaycapture international trade,
shows that the euro area overtakes by 5.9 timeavweege world ratio, followed at
some distance by Japan (2.6) and USA (1.8). Moredkie balance between export
and import of the euro area has been on avera@ df. the GDP from 1998 to 2007

Table 4 — Export and Import of goods and services

Exports minus | 1998-| 1998 | 1999 2000 2004 2002 20p3 2004 2005 2006 2007
202 %ot GDp | 2007

Euro area 1,1 1.5 0.7 -0.1} 0.9 2.0 1.7 1.y 1.0 o7 1.2
USA -4,3 -19| -29| -39 -36 41 -45 -52 -58 -5751
Japan 1,5 1.9 1.6 1.4 0.6 1.3 1.7 2.0 1.5 1{5 1.9
Source: ECB database.

During the decade starting with its birth in 1988 turo area has grown at an average

annual real rate of 2.1%. It grew at 2.2% during phevious decade. According to the



literature the growth pace has proved stable, buldchave been higher. The official
documents of the European Central Bank (see ECB3&20p. 66) talk of a “weak”
performance due to the slow growth of productivity.

Table 5 — Output, employment and productivity growh

Output - growth rate of GDP in % (a) 1989-1998 1999-2008
Euro area 2.2 21
USA 3.0 25
Japan 2.0 1.3
China 9.6 9.7
India 5.6 7.1
Productivity - growth rate ir¢6 (b) 1989-1998 1999-2007
Euro area 1.7 0.8

USA 15 1.6
Japan 1.3 1.9
Employment —growth rate in % (c) 1991-1998 1999-2007
Euro area 0.0 1.4
USA 1.6 1.2
Japan 0.3 -0.2

(a) Source: IMF database and ECB database.

(b) Source: ECB database.

(d) Source: IMF database.

From 1999 to 2007 the average annual rate of grofgroductivity in the euro area
was 0.8%, which is lower than 1.7%, the averagauanrate of the decade 1989-
1998. Employment instead grew from 1999 to 200&hatverage annual rate of 1.4%,
which is higher than 0.0%, the average annual fatehe period 1991-1998. The
opposite tendencies in the trends of productivitgg amployment nearly compensate

each other, generating a similar average rateaftty of GDP for the two decades.

2.3. Growth potentials

For much literature and for the official documeatshe ECB (2008a, pp. 66-68) the
causes of the slow growth of productivity during econd decade are to be found in
the rigidities of the labour markets and in thdufi@ to reform them. These rigidities,
however, have not had a negative influence on rternational competitiveness of
the area. The same official documents of the EG&@wledge that the reduction in
the share of the world trade, occurred during theosd decade, is ‘a mechanical



adjustment to the emergence of the new lower-incoomepetitors’ (ECB, 2008a, p.
92). According to this document, the reductionaet to some extent ‘the export
specialisation of the euro area’, where countrieth van overweight in labour-
intensive sectors have lost positions in favouemierging economies with a relative
comparative advantage, whereas Member States Bpedian the higher-price and
higher-quality segments of mature industries aratipcts have even gained market
shares. Germany is a relevant case: it increaseguidta of the world merchandise
exports from 8.8% in 2000 to 9.5% in 2007 (SourC&, 2008, p. 208).

The literature on the slow growth of the euro ateavever suggests another
interpretation that underlines the negative effectggrowth of the existing forms of
coordination between monetary and fiscal poli¢igsccording to Blanchard and
Giavazzi (2004, p. 1) the inadequacy of the inStihal organisation of policy
coordination in the EMU is responsible for the sigmewth of the economy in recent
years because it constrains that kind of governnexmtenditure (infrastructure,
research and development, high education, etcghnémhances the growth potentials
of the economy. For von Hagen and Mundschenk (200379) and Wyplosz (1999
and 2002), instead, the existing institutional oigation of the area leads to
inefficient policy outcomes on account of the nawoerative attitude that they
induce in the monetary and fiscal authorities. Tha-cooperative behaviours hinder
the implementation of a common stance of fiscaicgahnd the shared identification
of a policy mix among monetary and fiscal authestiAs a result, monetary and
fiscal policies work as strategic substitute rathen complemerftThe Stability and
Growth Pact (SGP), a set of rules introduced toicaumcoordinated national
discretion on fiscal policy, has generated a tengéo conduct this kind of policy in
a rigid way that overlooks the anti-cyclical andistural needs of the Member States.
Several countries infringed the rules of the S@&ading the authorities to reform
them in 2005. The literature and the ECB (2008a,26) consider this reform
unsatisfactory because it has weakened the enferteaf the rules, increased the

ambiguity of their interpretation and favoured aure to national discretion.

! For a review of the positions held on this poiet $anico and Vazquez Suarez, 2008.

2 According to Wyplosz (1999; 2002), expansionarycdispolicies induce less accommodating
monetary policies, whereas central bank’s toleranowards inflation weakens the national
governments’ commitment to expanding through defici



According to Panico and Vazquez Suarez (2008),ithdequate forms of policy
coordination in the EMU have also produced a teagéo conduct fiscal policy in a
restrictive way, failing to take advantage of tlezgstent trade surpluses of the area.
This constraint on effective demand has negatiadfgcted investors’ confidence,

their expenditure and, consequently, productivitgt growth.

This second interpretation reminds us that the Hld #he EMU are “under-
construction systems”, whose institutional orgainses can be reformed to achieve
more satisfactory results for their citizens. Ateggnt, the EU Treaties, while
recognising the need to have always a unified aaddinated approach, foresee three
different modes for policy-making (see ECB, 2008a22). In the field of monetary
policy there has already been a full transfer ahgetence to the Community, giving
way to the single monetary policy and to the singlerency. For fiscal policy the
Treaties prescribe a rule-based approach, whigksreh “hard” laws and procedures
in order to coordinate national policies and thelation with monetary policy. For
other “structural” policies the Treaties forese&saft” form of coordination based on
peer pressure, support among the Member Statediafmhue at the Community
level. The existing arrangements, however, betrhgtwhe Treaties prescribe, since
fiscal policy too, especially after the 2005 refoppears to rely on a “soft” form of
coordination. This contradiction, it is argued kelobeside affecting the growth
potentials of the area, may become a weaknesseskteconomies in the future

evolution of the crisis.

3. The organisation of monetary policy

3.1.Institutional framework.

The birth of the EMU was preceded by the foundabérihe European System of
Central Banks (ESCB), of the Eurosystem and ofEheopean Central Bank. The
ESCB is composed of the ECB and of the 27 Nati@witral Banks (NCBs) of the
Member States of the EU. Since only 16 of the 27#lder States joined the EMU,
the need was felt to attribute formal power on @oliecisions to the Eurosystem,

which is composed of the ECB and of the NCBs ofeilm® countries.



The governing bodies of the Eurosystem are the Citkee Board” of the ECB, made
up by the President, the Vice-President and foumbss nominated by the euro
countries, and the “Governing Council’, composethefECB’s Executive Board and
of the heads of the euro area NCBs, who contritutiecision-making as recognised

experts on monetary policies, rather than as reptaves of national interests.

The Eurosystem is responsible for the issue of iyioriee management of liquidity,
the control of interest rates and the exchangecyollfhe NCBs are instead
responsible for prudential regulation in a coortkdaframework, within which the

Eurosystem plays a significant role.

Decisions over the stance of monetary policy akertdy the Governing Council and
are implemented by the Executive Board, which desréhrough the NCBs. Short-
term money market interest rates play a crucia nolthe transmission mechanism of
monetary policy. The Governing Council decides lthesl of key interest rates that
best serves the fulfilment of the price stabilitjextive. The Executive Board

attempts to implement the key rates through thelabla set of instruments and

procedures. The separation between “decisions” “@andlementation” reduces the

risk that agents mistakenly interpret as Goveri@ogncil’s decisions the volatility of

the interest rates that is due to market disturksnc

3.2.Operational framework.
The Eurosystem’s operational framework is basedhoze main sets of instruments
and procedures: (1) minimum reserve requireme)sppen market operations; (3)

standing facilities.

The Eurosystem requires nearly 6000 credit ingtitist (named “monetary financial
institutions”) to hold with NCBs deposit accountghwa positive balance equal to 2%

3 The official documents of the ECB point out (seeBE2008a, p. 123) that during a crisis the NCBs
may provide — temporarily and against adequateatastll — emergency liquidity assistance (ELA) to
illiquid but solvent credit institutions. The padsi provision of ELA can be undertaken only in

exceptional circumstances at the discretion ofctiapetent NCB, subject to the conditions set out in
the Maastricht Treaty relating to the prohibitioh monetary financing. NCBs may consider such
assistance justified particularly on the groundgrafventing or mitigating potential systemic effeat

a result of contagion through other financial ngions or market infrastructures. In 1999, the
Eurosystem agreed on specific procedures for irdition-sharing when ELA is granted by a NCB.



of a pre-defined set of their liabilities. The abinthe reserve requirements is to create
a demand for monetary base from credit institutionsrder to stabilise the short-term
interest rates. Compliance is determined on theshafsthe average of the daily

balances over a reserve maintenance period of drau@ month.

Open market operations are divided in 4 categomesn refinancing operations,

longer-term refinancing operations, fine-tuning @d@ns and structural operations.

The main refinancing operations play a pivotal rimlesteering the money market
interest rates, managing the liquidity situatioriledf area, and signalling the stance of
monetary policy. They are regularly executed byNi@&Bs on a weekly basis, through
auctions where one-week maturity swaps are isssiede June 2000 they have been
conducted as variable rate tenders with a minimignréte set by the Governing
Council, a multiple rate procedure and undiscloaddtment volumes. Monetary
financial institutions, without knowing the totahlue of the assets issued by the
Executive Board, can place up to 10 bids at rat¢dawer than the minimum one by
taking into account the management of their pddf@nd the minimum reserve
requirements. They also can, at the end of eaclkimgrday, use the “overnight”
facilities to borrow and lend funds. The ExecutBeard of the ECB decides the
amount of liquidity to supply in each auction, raleg it after the NCBs have
completed the collection of the bids of credit itugtons. This decision is influenced

by the evaluation of the overall liquidity condit® prevailing in the area.

The longer-term refinancing operations are conaliote a monthly basis with three-
month maturity swaps. They follow the procedures tbé main refinancing
operations, but with pre-announced allotment vosiraed without a minimum bid

rate to avoid blurring the signals arising from thain refinancing operations.

The frequency and maturity of the fine-tuning opierss are not standardised. They
can absorb or provide liquidity, according to theeds of the markets, and can take

various forms, including foreign exchange swaps.

Finally, structural operations are similar to theeftuning operations, but aim at

adjusting the amount of liquidity in the marketdbgh the use of longer-term assets.
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Since June 2003 the Eurosystem has not used them.

Standing facilities are activated on the initiatigé the counterparties. They are
overnight operations divided in marginal lendingdadeposit facilities. The
Eurosystem sets the interest rates on them. Taeratleposit facilities is usually 100
basis points lower than the minimum bid rate onrfan financing operations and
the rate of marginal lending is 100 points high®aant the minimum bid rate of the
main financing operations. The rates on deposilities and marginal lending form a
corridor around the minimum bid rate within whi¢ctetEONIA rate, an index of the
overnight rate that prevails in the inter-bank nearkends to fluctuate. The inter-bank
overnight rate thus tends to offer more favouratbaditions than the rates on
standing facilities. As a consequence, these f@slare mainly used to comply with
the minimum reserve requirements and only in exeegal circumstances tend to
provide and absorb liquidity for other reasons €8, 2004, pp. 84-85).

3.3.Financial stability and oversight.

The NCBs and other national authorities are resptngor financial stability and
oversight. Nonetheless the need of cooperatiohigfteld among all the authorities
within the EMU and the EU is widely recognised. TWaastricht Treaty foresees that
the Eurosystem has to contribute to the smooth wgrkf the policies concerning
financial stability and oversight. It states thla¢ Eurosystem must be consulted and
can provide advice on any legislation regardingé¢hmatters. What's more, it states
that, in case the institutional mechanisms for evafpon fail to achieve a smooth and
effective interaction among the authorities, it pessible to transfer specific
supervisory tasks to the Eurosystem through a fiegblprocedure that does not

require amending the Treaty.

Following these provisions, the Eurosystem, witle #hssistance of the Banking
Supervision Committee (BSt)actively participates in the maintenance of firiah

stability:

* The BSC waset up by the Governing Council in 1998. It is caisgd of the representatives of the
ECB, the NCBs and the national supervisory auttesriof the euro area, and of the representatives of
the other NCBs and national supervisory authorifethe EU.

11



* it constantly monitors the stability conditionsfofancial institutions, markets
and infrastructures;

» it contributes to the definition of the nationaldaBuropean policies regarding
the monitoring of the stability conditions, finaatregulation and supervision,
and the management of the crisis;

* it participates in the management of financialisyis

* it oversees the smooth operation of market infuastires.

By monitoring and assessing their operation theo&stem attempts to identify at an
early stage any source of instability for financialstitutions, markets and
infrastructures. Since December 2004 the Eurosygiesents its analyses in the
semi-annualFinancial Stability Review. This report benefits from inputs from the
BSC, which further investigates the state of thekbay sector publishing, since 2003,
an annual report oeU Banking Sector Stability. Moreover, within the EU, the
Eurosystem cooperates with the Committee of EumopBanking Supervisors
(CEBS) and with the Economic and Financial Comraijtiehich provides the EU
Council of Economics and Finance Ministers (ECOFMith information and
analyses on financial stability and examines proBleelated to these topics in the
Financial Sability Table (FST). Finally, the Eurosystem cooperates on theges
with various international authorities, like then&ncial Stability Forum (FSF), the
Basel Committee on Banking Supervision (BCBS) amel Bank for International
Settlements, the International Monetary Fund anel @ommittee on the Global
Financial System.

The Eurosystem has been actively participatinghan development of the EU and
national regulatory and supervisory frameworks.cdintributed in 1999 to the
Financial Services Action Plan (FSAP) of the EuampeéCommission and to the
subsequent formulation and implementation of the #dncial services policy
strategy. It produced advice and clarification de tnain instruments available to
promote the overall safety and soundness of fi@nestitutions, that is prudential
requirements relating to capital buffers, best msknagement practices and public
disclosure. On these matters it clarified in 200@ an 2006 the content of the

Financial Conglomerates Directive and of the Captaquirements Directive of the

12



European Commision. The Eurosystem is also havinacéve role in the functioning
of the Lamfalussy framework, which pursues superyisconvergence and
cooperation and enhances the role of collegespdrsisors of cross-border financial
groups.

As to the management of financial crisis, the Eystem intervenes directly to deal
with liquidity problems, participates in the tre@mt of solvency problems by
providing the national authorities with analysesl anformation, and oversees the
smooth working of financial infrastructures. Moreovt has enhanced, through the
signing of Memoranda of Understanding, cooperadiomong different authorities and
the use of quantitative approaches in the formrigfscsimulation exercises. In recent
years its efforts have been devoted to developtvgreced quantitative approaches,

such as stress tests, to identify the risks and plogential macroeconomic impact.

Finally the Eurosystem is playing an increasinglievant role in the oversight of
public and private financial infrastructures, likke TARGET system, EUROL,
STEP1 and STEP2.

3.4.Policy results.

During the first decade of operation of the EMU #werage rate of inflation has been
2.1% per year, a level close to the target sehbytthorities, who declare to pursue a
rate not greater than 2%, but actually aim at @ egfual or just below 2% (see ECB,
2008a, pp. 11 and 35).

During the same period output has grown in reahseat an average annual rate of
2.1%. According to the ECB (2004, p. 64), the medierm growth capacity of the
euro area is between 2 and 2.5% per year, sohtbarowth pace of the area has lain
at the lower hedge of the interval identified bye thuthorities. This low hedge
position and the persistence of a positive tradplssi have induced some analysts to
claim that the euro area could have grown at adniggite. The growth performance of
the area during this decade may be considered viredikjn any case, it cannot be
considered unstable. According to the ECB (2008a7§), the dispersion of the
growth rates of real GDP, measured by the standevéhtion in unweighted terms,

has been fluctuating around 2 percentage points.
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During this first decade and, as it will be arguethe next section, during the present
crisis too, financial institutions have proved doéind resilient and the working of

market infrastructures smooth.

The operative framework of monetary policy has beapable to implement the
policy stance decided by the Governing Council. §ap between the minimum bid
rate and the EONIA rate has been kept very namaaking it possible to consider the
monetary policy framework “efficient” (see EBC, 20(p. 72 and 76).

The rate of variation of M3 has systematically ¢aken the medium term “reference
value” set by the authorities at 4.5% per year (€8, 2008a, pp. 38-39 and ECB,
2004, pp. 64-65). None the less, the inflation@attas been under control. The data
on the annual variation of M3 suggest that the @Vstance of monetary policy in the
euro area has been accommodating, rather thanctestr Nonetheless, some
literature considers the policy restrictive, arguthat the reaction to raise the interest

rate when inflation soars is faster than that weloit in the opposite case.

Table 6 — Annual rate of variation of M3

Average | Average 1999| 2000, 2001 2002 2003 2004 2005 2006 2007 2008
1989-1998 | 1999-2008

6.3 7.3 5.6 4.9 5.4 7.3 8.1 5.8 74 84 11.3 9.6

The monetary policy of the Eurosystem is also abereid less active than that of the
Federal Reserve because during the decade theahtdrvariation of the short-term
money interest rates has been smaller than in ®A. From 1999 to 2008 the
reference short-term money rate of interest of ¢neo area has moved from a
minimum value of 2% to a maximum value of 4.75%March 2009 it went for the
first time below 2%, reaching 1.5% first and theing down up to 1%. In USA it has
followed a similar cyclical trend but has fluctuagtbetween 0.20% and 6.5%. The
reduced interval of variation may be seen as athighthe euro area’s authorities are
concerned with providing a newly created centraikisa system with a prudent and

anti-inflationary reputation.
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Finally the international role of the euro has beeamore relevant, not only for the
greater integration of its trade, but also for ithereased use of the euro as a reserve
currency, which has passed from 13.9% of the tmadign exchange holdings in
1999 to 16.1% in 2008.The reputation acquired by the Eurosystem throitgh
prudent policy may have contributed to strengthgriire value of the euro and may
have induced the world’s central banks to chooses i reserve currency to a greater
extent. The ECB (2008a, p. 96) claims that ‘frompalicy perspective, the
Eurosystem has adopted a neutral stance on thenatitmal use of its currency’,
clarifying, however, that neutrality ‘does not imiph lack of interest by the
Eurosystem’. The ambiguity contained in these siatds does not clear the doubts
over the claim that policy-making in the euro ameay also be affected by an

undisclosed international objective.

4. Monetary policy during the recent crisis

4.1. Evolution of the crisis.

The official documents of the ECB identify two pels in the evolution of the crisis.
The first goes from August 2007 to the bankrupttiz&hman Brothers in September
2008, during which the effects of the crisis in ¢wgo area were mainly counter-acted
by monetary policy’s measures. The second starth wie failure of Lehman
Brothers. This event dramatically turned for therseothe evolution of the crisis by
challenging the ‘widely held view that any largenkdhat was thought to be too large
or too interconnected to fail would be supportedthy public authorities’ (ECB,
2008b, p. 12) and fuelling ‘concerns about the es@aid location of counterparty
losses’ (ECB, 2008b, p. 12). During this period tlegiative effects of the crisis have
been contrasted by the simultaneous actions ahthreetary and fiscal authorities.

4.2. From August 2007 to the failure of Lehman Brothers.
At the beginning of the first period the Eurosystead to face a deterioration of the
liquidity conditions of the monetary financial iftstions and a change in the pattern

® These data are published by the IMF, which clagifieat the quota of euro reserve currency is
calculated on the basis of what central banks tefidiere is a quota of reserves, equal to 36.8% in
2008 and to 22.6% in 1999, whose composition isspetified by the central banks. The IMF names
them “unallocated reserves”.
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of their reserve holdings. Before the crisis, reseholdings had shown a

homogeneous pattern with more or less constang Halances. This pattern changed
after the burst of the crisis because the moneiiagncial institutions adopted a

cautious behaviour, which led to an increase inhibleling of reserves in the initial

part of the maintenance period (see Figure 1, wisitaken from ECB, 2008c, p. 95).

This change brought about volatility in the EON&e.

Figure 1

{EUR billicns; maintenance period of 11 July-7 Angust 2007) {EUR hiflions: maintenance period of § August-11 September 2007}
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Source: ECB. Source: ECB.

Coming from abroad, the financial turmoil causethecstress in the activities of two
German banks, IKB and Sachsen LB, and of a Freretk,0BNP Paribas, which
required emergency rescue by other banks (see BE@H, p. 14). There was a rise in
the inter-bank interest rates on maturity beyond wameek, testified by the greater
differential between the EURIBOR, an index of idbank three-month lending, and

the EONIA rate. Yet, no euro area large bankingigrnwas at risk of failure.

Table 7 — Inter-bank interest rates differentials

2007 Jan | Feb | Mar | Apr | May |Jun |Jul |Aug |Sep | Oct | Nov| Dec

Euribor minus 0.19| 0.25| 0.200 0.16 0.28 0.19 0.16 049 0.71 0.7%200.97
Eonia

2008 Jan | Feb | Mar | Apr |May |[Jun |Jul |Aug |Sep | Oct | Nov| Dec

Euribor minus 0.46| 0.33] 0.51] 0.79 0.85 093 0.7 067 0.75 1.29910.80
Eonia

2009 Jan | Feb | Mar | Apr | May |Jun |[Jul |Aug
Euribor minus 0.65| 0.68| 0.58 0.58 0.50 0.53 0.p1 0J51
Eonia

Source: ECB database
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To deal with these problems the Eurosystem adopt&idategy based on two points.
On the one side, it gave a clear sign of availghib fully meet the liquidity needs of
the monetary financial institutions. On the othetried to acquire information on the
demand for liquid means in order to avoid unneagdssareases in the money supply.
The Eurosystem implemented this strategy throughdlowing actions:

* itincreased the supply of liquid means;

» it changed the allotment distribution over the nemance period;

* it changed the composition of the sources of ligyidbsorbing and providing

* it adjusted some allotment procedures.

To meet the needs of monetary financial institigidine Eurosystem increased the
supply of liquidity, changed the time distributi@i liquidity supply, taking into
account the increase in reserve holdings in th@lmpart of the maintenance period,
and made a more intense use of longer-term refingrmperations than in normal
times. On some occasions, the main refinancingadiperis allotted higher amounts
than originally planned (see ECB, 2008c, p. 96)isTdccommodating behaviour is
reflected in the rise of the rate of variation o8 lvh 2007 and 2008.

Table 8 — Liquidity operations of the Eurosystem inbillions of euro (May 2007 - Feb 2008)

2007 | 2007 | 2007 | 2007 | 2007 | 2007 | 2007 | 2007 | 2008 | 2008
May | Jun | Jul | Aug | Sep | Oct | Nov | Dec | Jan | Feb

Liquidity-providing

Total amount of open | 4316 | 4349 | 4454 | 4517 | 4404 | 4566 | 4452 | 4516 | 5645 | 4423
market operations

Main ref. operations 2816 | 2849| 2954 3017 2687 1943 1802 173.0 .7265173.8

Long-termref. operations | 150.0 | 150.0] 1500 150.0 171)7 2623 2650 278.6 .82682685

Other operations 0.0 0.0 0.1 00| 107 00 0.0 0. 0. 0.0

Marginal lending facility | 03 | 03 02 01 | 02 03 | 01 | 03 03 | 02

Liquidity-providing: 4319 | 4352 4456 451. 4406 4569 4453 451.9 .85644425
Total amount

Liquidity-absorbing

Other operations 01 | 02 | 00 | 00 17 | 09 | 51 | 22 | 684 | 06
Deposit facility 05 | 02 | 03 | 04 | 04 | 16 | 06 | 04 | 11 | 04
Liquidity-absorbing: 0.1 0.2 0.0 0.0 17| 0.9 51 224 68§ 0p

Total amount

Source: ECB database.
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To avoid unnecessary increases in the money suipglizurosystem compensated the
increase in the issues of some assets with thetiedwf others. The value of swaps
of the main refinancing operations issued in thst fpart of the maintenance period
was higher than that issued in the second parteMar, it compensated the larger
supply of liquid means through longer-term refinagcoperations by reducing the

supply of liquidity through main refinancing opeaais. Finally, it enhanced the use
of fine-tuning operations to absorb the liquidityexcess.

Table 9 — Composition of the liquidity operations bthe Eurosystem (2001-2007)

2001 | 2002| 2003 2004 200p 2006 2007
Liquidity-providing in % 100 100 100 100 100 100 100
Main refinancing operations 62.7 77.8 83.8 78.0 77.Q 72.8 3813
Long-term refinancing operations 30.7 20.8 16.0 22.0 23.( 27.7 61(7
Other operations 6.3 0.9 0.0 0.0 0.0 0.0 0.0
Marginal lending facility 0.3 0.5 0.2 0.0 0.0 0.0 0.1
Liquidity-absorbing in % 100 100 100 100 100 10( 100
Other operations 0.0 0.0 0.0 83.3 75.0 0.0 84,6
Deposit facility 100 100 100 16.7| 25.0 104 154
Source: ECB database (2008)

During the first months of the crisis the Eurosygstetroduced on three occasions
some changes in the procedures used in normal.ti@meshe 8 of August 2007, a
few hours after the burst of the crisis, it carrmat a fine-tuning operation using a
special procedure with a fixed rate tender anddliéitment. During the penultimate
main refinancing operation of 2007, it lengthenkd maturity of the assets to two
weeks and announced that it would satisfy all bidsites equal or greater than a pre-
defined one. Finally, during the maintenance pefiddSeptember — 9 October 2007
the Eurosystem conducted a supplementary longer-tefinancing operation with a

variable rate tender and no pre-determined allotmen

The crisis emphasised the high degree of intematimtegration reached by financial
markets. As a result of the widespread use of iatie® instruments these markets
have become increasingly intertwined and many atea credit institutions had large

investment positions denominated in US dollars. these reasons the Eurosystem
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participated in some cooperative actions of theraemanks. In December 2007 it
issued on two occasions assets denominated inrglaligth a one-month maturity.
These operations were repeated in January and M2008, marking the first
multilateral central bank cooperation in a fiel@ttlis crucial for the implementation
of monetary policy (see ECB, 2008b, p. 12; 20084,09).

The strategy applied during the first part of thisis was successful: the EONIA rate
was kept in line with the policy rate determinedtbg Governing Council, the euro
area large financial institutions avoided bankrigstcand financial markets allowed

the private sector to get funds at normal condgion

According to the Eurosystem, these positive resutiee achieved because, before the
crisis, financial firms had enjoyed high profitsdahad reached a high level of
capitalisation. The robust conditions of the firntise opportunity offered by the
smooth working of the markets to recover funds mythe central part of 2008, and
the fact that the losses of the first period o$isrivere spread homogeneously among
a high number of large corporate banking groupsnedtl these institutions to show

solidity and resilience.

4.3. The crisis after the failure of Lehman Brothers.

In September 2008, with failure of Lehman Brothehg crisis took a turn for the

worse. This event gave way to deep concern abeutriditworthiness of financial

institutions and the adequacy of their capital éuffAs a consequence, liquidity
became very scarce, inter-bank lending ceased almaspletely, inter-bank interest

rates rose, and financial institutions became asirgyly dependent on central bank’s

open market operations and overnight borrowing.

The perceived deterioration of counterparty riskoaled to a sharp decline in the
stock prices of financial firms. The market evaloatof euro area large corporate
banking groups lost 200 billion euros between magt8mber and late November
2008. Between August 2007 and November 2008 the dosounted to 450 billion
euros, which is more than 50% of its initial va(&&B, 2008b, pp. 13-14).
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What's more, towards the end of September 2008, lange banks in Benelux and
France, specialised in cross-border operations,ecamder stress owing to a
widespread perception of weak asset quality andatagthortage. At the same time a
major German commercial-property lender ran intwbgms for the operation of an
Irish subsidiary and some other Irish banks facadiffecult situation. Government
interventions were necessary to rescue theseutistis, showing that, unlike what
had happened in the previous phase of the crisisygency lending from other banks
and central bank’s liquidity operations were inguént.

In the face of the new situation the monetary sgwptof the Eurosystem did not
change. It was still based on signalling avail&ptio fully meet the needs of financial
institutions while trying to avoid the emergencdigtiidity in excess in the markets.

The Eurosystem issued again higher amounts ofdimeans than in normal time and
adapted the allotment distribution to the new pastef reserve holdings during the

maintenance period.

Table 10 — Liquidity operations of the Eurosystemn billions of euro (May 2008 - Feb 2009)

2008 | 2008 | 2008| 2008 | 2008 | 2008 | 2008 | 2008 | 2009 | 2009
May | Jun | Jul | Aug | Sep | Oct | Nov | Dec | Jan | Feb

Liquidity-providing

Total amount of open | 4694 | 460.7 | 460.8 | 4656 | 4635 | 5143 | 7583 | 7945 | 8328 | 776.3
market operations

Main ref. operations 1744 | 172.8] 1854 1663 1635 1741 301.6 337.3 22192249

Long-termref. operations | 2950 | 287.9] 2754 2993 30000 3343 4525 4572 .6613551.4

Other operations 0.0 0.0 0.0 0.0 0.0 5.9 42 0.0 0. 0.0

Marginal lending facility | 01 | 03 01 | 01 | o1 75 | 127 | 27 29 | 21

Liquidity-providing: 4695 | 461 | 460.9] 465.1 463 5218 771  79y.2 835.778.47
Total amount

Liquidity-absorbing

Other operations 0.8 05 0.5 0.6 0.7 455 23 4.9 33 6.1
Deposit facility 0.3 0.2 0.4 0.3 0.6 199 | 2137 | 2009 | 2385 | 1754
Liquidity-absorbing: 11 0.7 0.9 0.9 13 65.4 2160 2058 2418 1815

Total amount

Source: ECB database.
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Moreover, it kept the same composition of open madperations as that of the first

period of the crisis.

Table 11 — Composition of the liquidity operationf the Eurosystem (May 2008 - Feb 2009)

2008| 2008 | 2008 | 2008 | 2008 | 2008 | 2008 | 2008 | 2009 | 2009
May | Jun | Jul Aug | Sep | Oct | Nov | Dec | Jan | Feb

Liquidity-providing in% | 100 | 100 100, 100 100 100 1Q0 100 100 1po
Main ref. operations 37.1| 37.5| 40.2| 357 353 334 391 423 262 289
Long-termref. operations | 62.8 | 62.5| 59.8| 64.3 64.7 641 587 574 734 708
Other operations 00 |00 | 00| OO| 00| 11| 05 00 04 0.0

Marginal lending facility | 0.0 0.1 0.0 0.0 0.0 1.4 1.6 0.3 0.3 0.3

Liquidity-absorb. in % 100 | 100| 100, 100 100 100 100 100 1Q0 100
Other operations 727 | 71.4| 55.6/ 66.7 53.8 696 1.1 2.4 14 3|4
Deposit facility 273 | 28.6| 444 333 46.2 304 989 976 986 96.6

Source: ECB database (2008)

Some changes were also introduced in the procedDrethe & of October 2008 the
Eurosystem decided to conduct the main refinancipgrations with a fixed rate
tender procedure and full allotment and to redbeedorridor between interest rates
on standing facilities to 100 basis points. On #% of October the Eurosystem
further extended the list of assets eligible adatedal in credit operations and
announced its intention to further enhance the ipiav of longer-term liquidity by
fully meeting the demand of the monetary finanaiatitutions for assets with three-
and six-month maturity (see ECB, 2008b, pp. 13-14).

Finally, the Eurosystem continued to participateemtral banks’ cooperative actions
in fields that are relevant for the implementatimhmonetary policy. On the"8of
October it participated with the central banks &A)J UK, Canada, Switzerland and

Sweden in a coordinated cut in the interest rakechvreduced it by 50 basis points.

The decision to counter-act the negative effectthefcrisis by lowering the policy
rate led to further cuts. On th& 6f November the Eurosystem reduced the interest
rate by other 50 basis points, leading it to 3.2%g in the following months it
implemented this measure other times, reducingétesuntil 1.50% in March 2009.
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The problems emerged during the second phasesdafrigis have required that the
monetary strategy of the Eurosystem be supportefisbgl policy actions. At the
meeting of the Eurogroup of the"i®ctober 2008 the euro countries agreed that the
national governments had to intervene with extri@amy measures to restore the
smooth functioning of financial markets. The pragdosas endorsed by the European
Council, which met in Paris on the W%nd 18' of October. Since then, national
governments have announced their specific plarstrémgthen the deposit guarantee
schemes, favour the exchange of banks’s risky asesth safer ones, offer
governments’ guarantees for the issue of bankd, @etal directly inject new capital
in banks’ balance sheets. The ECB (2008b, pp. }3®4dmates that the plans so far
announced by national governments pledge aroundillbnt euros for these
objectives. The US government has committed itteethake available to the banks
up to 2.5 trillion dollars for guarantees of nevidggued debt, purchases of troubled
assets and capital injections. The UK governmerst ¢t@mmitted itself to make
available 300 billion pounds for guarantees of gosed bank funding and
recapitalisation.

According to the ECB (2008b, pp. 13-14) the combiaetions of the monetary and
fiscal authorities have significantly contributexdedasing the tensions of the euro area

financial system.

4.4. Financial stability oversight
In the euro area too the shortcomings of the reigmaf the financial system are seen
as a major cause of the crisis. This idea is enhgneflection on new regulatory

measures.

The financial turmoil has shown that the finan@gstems are highly integrated and
intertwined, clarifying that it is necessary havglabal approach to these problems.
In this approach the Financial Stability Forum (FF8Rd to the Basel Committee on
Banking Supervision (BCBS) play a leading role. TH#wosystem cooperates with
them and works at the EU level under the lead ef BCOFIN Council and the

European Commission.
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The revised regulatory framework emerging in Eursiileattributes to the NCBs the
responsibility for prudential regulation within aoaperative and coordinated
framework. Moreover, following the lines set by theemfalussy procedures, an effort
iIs made to improve cooperation among the autheriaed to harmonise rules,

institutions and structures of the national finahsiystems.

In October 2007, soon after the burst of the grikis ECOFIN Council set up a “road
map”, i.e. a work programme, which aims at imprgvithe effectiveness of the

diverse forms of financial regulation. The work gramme was updated in the
subsequent meetings and has stimulated analyseseaisibns in several fields of

regulation, like transparency, evaluations, prudérdtandards and supervision, the
role of credit agencies, and so on.

In April 2008 the Financial Stability Forum publesh the “Report on Enhancing
Market and Institutional Resilience”. This documemas endorsed by the G7
financial ministers and central bank governors &ad become the international

benchmark for the policy responses of the regwadod supervisory authorities.

Following the lines of the report, the EU and ttaional legislations on financial
regulation are changing in fields like:

e capital requirements,

* risk management,

e supervision,

e compensation policies,

» deposit-guarantee schemes.

In July 2008 the Basel Committee on Banking Supemai (BSCB) and the

International Organisation of Securities Commissi®SCO) proposed a revision of
the Basel Il capital requirements, which the ECBO&b, p. 130) considers a core
element of the regulatory response. In SeptemhleBtsel Committee on Banking
Supervision published a document on risk manageraedt supervision, which

examines the measures to be taken to achieve giei@imational convergence and to
enhance ‘the oversight of firm-wide risks and thanagement of securitisations and
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other off-balance-sheet exposures, as well asrafestration, reputation and liquidity
risks’ (ECB, 2008b, p. 131). In the same month andhe same fields the Committee
of European Banking Supervisors (CEBS) publishedeatommendations for policy
responses at EU level, underlining the need to mgehacooperation among the

authorities and the use of supervisory collegesifoss-border activities.

The European Commission has moved from its expegief the crisis and from the
lines set in the documents mentioned above to @O revision of the Capital
Requirement Directive, which is due to come outhwitthe first half of 2009. The
Directive also foresees a reinforcement of the pewa supervisors and a clear
allocation of responsibilities during a crisis. Mower it prescribes ‘an obligation on
the consolidating banking supervisor to alert eséed central banks and
communicate to them all necessary information whienen emergency situation
arises that has the potential to jeopardise firrstiability in any of the Member
States in which the banking group concerned isemteshrough subsidiaries or
systemically relevant branches’ (ECB, 2008b, p.)133

The European authorities also consider revisionscafmpensation policies ‘a
necessary precondition for increasing the long-tetability of the financial system’
(ECB, 2008b, p. 131). The European Council andBEB®OFIN have endorsed that
care must be taken to ensure a system of remumesaéind incentives that avoids
excessive risk-taking and concentration on shontebjectives. Following these
lines, the ECB and the BSC have published a regpattanalyses the shortcomings of
the incentive structure through which the “origexéd-distribute model” has been
working in recent years, producing lax lending deds and inadequate diligence and

monitoring being applied by most operators of ficiahmarkets.

Finally, in October 2008 the ECOFIN Council resal\e revise the rules concerning
the deposit-guarantee schemes in order to incris@seninimum level of coverage.
On the basis of this resolution the European Comionsis proposing a revision of

the EU rules on this matter, to which the natiggmlernments will have to comply.

4.5, Perspectiveson thecrisis

24



The official documents of the ECB (2008b, p. 16)npmut that, in spite of the

success achieved in keeping the tensions underototite outlook on the stability of

the financial system remains uncertain. The maureof preoccupation regards the
effects of financial crisis on the other sectorstltd economy. The persistence of
tensions keeps it difficult for the banks to raisads through the inter-bank markets
and through the issue of other forms of debt. Tawt of credit remains high, in spite
of the reduction of the policy rate, and the fumgdat the other sectors of the economy
constrained. The impairment of these functionshefdredit system contributes to the

slow-down of economic activity.

The world’s recession has affected the euro ecoemnwhich enjoy a prominent
position in the international markets of goods a&edvices. The rate of growth of
GDP has turned negative in many countries and tleogaying a higher quota of

world trade, e.g. Germany, feel these negativecefi@ith more intensity.

Table 12 - Growth rates of GDP in %

2007| 2008| 2009 08 08 08 08 09 09
(f) Ql | Q2 | Q3 | Q4 | Q1 | Q2

Euro area 2.7 | 0.7 -4.0 2.1 1.5 0.5 -1y 40 -A[7
Belgium 26 | 1.0 -3.5 1.9 1.9 1.1 -1.0 -3 -3/8
Germany 25| 1.3 -5.4 2.7 2.0 0.8 -1.8 -6 -5/9
Ireland 6.0 | -3.0 -9.0 -1.2| -0.6 0.3 -8.0 -84 ..
Greece 40 | 2.9 -0.9 3.2 3.4 2.7 2.4 0.8 -0§2
Spain 36 | 09 -2.3 2.6 1.8 0.9 1.2 -3  -4)2
France 23 | 04 -3.0 2.0 1.1 0.1 1.6 -34 -2|6
ltaly 15| -1.0 -4.4 04| -04 -13 -30 -60 -6/0
Cyprus 44 | 3.6 0.3 4.1 4.1 3.3 2.5 0.8 -0{7
Luxembourg | 5.2 | -0.9 -3.0 0.9 2.4 -0.7 50 -54
Malta 42 | 25 -0.9 3.1 2.5 2.1 -0.83 -24 .
Netherlands | 3.6 | 2.0 -3.5 3.7 3.4 1.8 -0.8 -4p -4)9
Austria 35| 2.0 -4.0 2.4 2.1 1.6 0.2 -35 -4/4
Portugal 1.9 | 0.0 -3.7 0.9 0.6 0.3 2.0 -3
Slovenia 6.8 | 35 -3.4 5.9 5.0 3.7 -0.9 -9D .
Slovakia 10.4| 6.4 -2.6 9.1 8.1 7.3 24 -5t -5/4
Finland 42 | 1.0 -4.7 2.6 1.9 0.5 26 -6
Source: Statistics Pocket Book, Jan., Apr., Jad, &ep. 2009, section 11.2
(f) Eurostat forecast

The rationing and the high cost of credit are farttveakening the solidity of firms

and their ability to reimburse the outstanding debaising new problems and risks
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for a financial sector, whose capacity to absorickb has already been strained by
the crisis. The documents of the ECB (2008b, ppl@kgive a clear warning on ‘the
risk of an adverse feed-back loop which would sparkore traditional credit-cycle
downturn — involving a further round of market acrédit losses on higher-quality
assets for a banking system whose shock-absorgtigacity has already been
somewhat impaired’. They consequently underline tieeessity of government

intervention to support effective demand.

The prominent role now attributed to fiscal poliaythe future evolution of the crisis
does not reduce the attention that has to be pailet risks coming from inside the
financial sectors. Beside the questions relatedth® improvement of financial
stability oversight, recalled in the previous Seafitwo elements are considered:
» the financial and economic conditions prevailingsmme eastern European
Member States of the EU,;
» the financial sustainability of the fiscal policy some Member States of the
EMU.

The negative effects of the turmoil on the finaharad economic conditions of some
eastern European countries and the involvemenbwfeseuro area large banks in
those areas are a first source of preoccupatioe. HGB (2008b, pp. 25-27) has
devoted some attention to these problems, clagfitie extent of the involvement of
the euro area large banking groups in differentntes. Its analyses point out that
there are marked differences in the levels of viséertaken by these banking groups
and in the economic conditions of eastern Europmamtries. Although they were
able to raise high profits until the first half 8008, the most exposed financial
institutions are now facing increasing earning sisket, the ECB (2008b, p. 25)
concludes, since their involvement appears in ntases limited with respect to their
overall activities, ‘adverse developments in new B&mber States are unlikely to

cause systemic stress in the euro area bankingrsect
A second source of preoccupations is the trenteifrtterest rates on the government

bond of the euro area economies. After the faibfrthe Lehman Brothers there has

been an increase in the differentials among thatas,rwhich signals that financial
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operators do not attribute the same degree of d@ende to the governing institutions
of the Member States of the EMU. From February 2@0Bebruary 2009 the interest
rates on 10-year government bonds of some centrapEan countries (Germany,
Nederland and France) have shown a tendency tatteduThe opposite occurs for
the rates on 10-year government bonds of Irelart acinsome southern European

countries (Greece, ltaly, Portugal and Spain).

Table 13 — Interest rates on 10-year Government bals

Germ. Belg. Irel. Greece| Spain| France Italy NDL Par.

Feb 3.95 4.23 4.21 4.36 4.15 4.08 4.3% 4.06 4.27
08

Mar 3.80 4.23 4.17 4.42 4.12 4.02 4.38 3.97 4.36
08

Apr 4.04 4.37 4.44 454 4.32 4.27 4.53 4.21 4.27
08

May 4.20 4.51 4.58 4.74 4.43 4.41 4.70 4.35 4.63
08

June 4.52 4.84 4.91 5.17 4.79 4.73 5.11 4.78 4.96

J(L)Jl8y 4.49 4.85 4.92 5.15 4.80 4.69 5.1 4.69 4.95

£u89 4.20 4.58 4.59 4.87 4.56 4.40 4.81 4.40 4.69

S%Spt 4.09 4.56 4.56 4.88 4.57 4.36 4.8 4.35 4.66
08

Oct 3.88 4.46 4.55 4.93 4.47 4.18 4.78 4.23 4.56
08

Nov 3.56 4.26 4.56 5.09 4.15 3.98 4.74 3.96 4.35
08

Dec 3.05 3.87 4.57 5.08 3.86 3.54 4.57 3.6b 4.01
08
Jan 3.07 4.13 5.20 5.60 4.15 3.60 4.62 3.76 4.32
09

Feb 3.13 4.24 5.65 5.70 4.23 3.68 4.54 3.80 4.392
09

Mar 3.02 4.03 5.76 5.87 4.06 3.65 4.46 3.66 4.68
A(\)p?r 3.13 3.93 5.34 5.50 4.01 3.66 4.36 3.7)7 4.33
I\/(I):y 3.37 4.03 5.27 5.22 4.06 3.80 4.42 3.8 4.29
Jgge 3.47 4.12 5.73 5.33 4.25 3.90 4.61 3.96 4.30
J?J?y 3.34 3.92 5.45 4.89 4.01 3.73 4.37 3.76 4.25
A(\(:ng 3.31 3.77 4.92 4.52 3.79 3.59 4.12 3.611 3.95

Source: ECB database:
Secondary market yields of government bonds witturiiges close to 10 years
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From March 2009 we can observe different movemantse interest rates on 10-

year government bonds and a tendency towards lesging positions.

Table 14 — Interest rate differentials with Germanl10-year government bonds

Belgium | Ireland | Greece Spain France Italy NDL Port.
Feb 08 0.28 0.26 0.41 0.20 0.13 0.40 0.10 0.3
Mar 08 0.43 0.37 0.62 0.32 0.22 0.58 0.17 0.5p6
Apr 08 0.33 0.40 0.50 0.28 0.23 0.49 0.17 0.48
May 08 0.31 0.38 0.54 0.23 0.21 0.50 0.1% 0.43
June 08 0.32 0.39 0.65 0.27 0.21 0.59 0.21 0.44
July 08 0.36 0.43 0.66 0.31 0.20 0.61 0.20 0.46
Aug 08 0.38 0.39 0.67 0.36 0.20 0.61 0.20 0.49
Sep 08 0.47 0.47 0.79 0.48 0.27 0.71 0.26 0.5
Oct 08 0.58 0.67 1.05 0.59 0.30 0.90 0.3% 0.68
Nov 08 0.70 1.00 1.53 0.59 0.42 1.18 0.40 0.79
Dec 08 0.82 1,52 2.03 0.81 0.49 1.42 0.60 0.96
Jan 09 1.06 2.13 2.53 1.08 0.53 1.55 0.69 1.26
Feb 09 1.11 2.52 2.57 1.10 0.55 1.41 0.67 1.30
Mar 09 1.01 2.74 2.85 1.04 0.63 1.44 0.64 1.66
Apr 09 0.80 2.21 2.37 0.88 0.53 1.23 0.64 1.40
May 09 0.66 1.90 1.85 0.69 0.43 1.05 0.48 0.9p
June 09 0.65 2.26 1.86 0.78 0.43 1.14 0.49 1.08
July 09 0.58 211 1.55 0.67 0.39 1.03 0.42 0.91
Aug 09 0.46 1.61 1.21 0.48 0.28 0.81 0.30 0.64
Source: ECB database;
Secondary market yields of government bonds witturitees of close to 10 years

With the slow-down of the euro economies in theosdcpart of 2008, government
deficits have increased in many countries in anoardinated and disorderly way.
This tendency is reducing the confidence of theketarin the ability of the governing
institutions of some countries to keep fiscal pobnd the growth of government debt
under control. The downgrading of the governmertitdd some Member States,
however, endangers the future stability of wholeaarbecause its economies are

highly integrated and intertwined.
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Table 15 - General government balance as percentageGDP

2007 2008 2009 2010

Estimates | Forecasts Unchanged policies
Euro area -0.6 -1.9 -5.3 -6.5
Belgium -0.2 -1.2 -4.5 -6.1
Germany -0.2 -0.1 -3.9 -5.9
Ireland 0.2 -7.1 -12.0 -15.6
Greece -3.6 -5.0 -5.1 -5.7
Spain 2.2 -3.8 -8.6 -9.8
France -2.7 -3.4 -6.6 -7.0
Italy -1.5 -2.7 -4.5 -4.8
Cyprus 3.4 0.9 -1.9 -2.6
Luxembourg 3.6 2.6 -1.5 -2.8
Malta -2.2 -4.7 -3.6 -3.2
Netherland 0.3 1.0 -3.4 -6.1
Austria -0.5 -0.4 -4.2 -5.3
Portugal -2.6 -2.6 -6.5 -6.7
Slovenia 0.5 -0.9 -5.5 -6.5
Slovakia -1.9 -2.2 -4.7 -5.4
Finland 5.2 4.2 -0.8 -2.9
Source: European Commission, Economic Forecasn@po09

The reduced confidence in the financial sustairtgtof the policies of some Member
States must thus be seen as another sign of thdeqoacy of the current

arrangements of policy coordination of the eur@amed of the need to reform them.

5. Concluding remarks

The management of the crisis during the differdrdses of its evolution testifies to
the professional ability of the monetary authosited the euro area. They have been
able, with the support of the fiscal authoritieshie second phase, to keep the tensions
under control. As the documents of the ECB poirif s are now probably entering

a third phase where the negative effects of thescan the level of activity may spark

a more traditional credit-cycle downturn. Duringstiphase the major role has to be
played by fiscal policy, which must prove effectimesupporting the different sectors
of the economy. Unfortunately, up to now the ingittnal arrangements of fiscal and
monetary policy coordination of the euro area haw# proved effective and,
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according to the literature, need to be reforthefihe lack of satisfactory
arrangements for policy coordination is the majourse of preoccupation for the

future evolution of the crisis in the euro area.
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