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ABSTRACT

The subject of this paper is an analysis and evaluation of the consequences of the financial
and economic crisis in 2008-2009 for the public finances in the euro area members which
in 1998 (during the qualification to the common currency area) had not fulfilled the treaty
criterion of public debt. Their debt ratio to GDP was close to or surpassed 100%. This
pertained to: Belgium, Greece and Italy. The research also covers Portugal as after the
introduction of the euro and since the recession of 2001-2003 the country also surpassed
the allowed government deficit threshold and had an increasing ratio of public debt. The
evaluation includes the effects of post-crisis public finance consolidation in the
aforementioned countries. The basis of the assessment is the budget deficit and debt in
2009-2019 and comparison of consolidation paths of selected countries with scenarios of
diminishing public debt constructed by Ad van Riet in 2010. The analysis allowed to draw
a conclusion that the largest cost of the crisis in the form of declining GDP and growing
public debt occurred in: Greece, Portugal and Italy. Confrontation of the chose paths of
diminishing debt with the scenarios of public finance consolidation constructed by Ad
van Riet in 2010 led to the following conclusions: 1) the path in Belgium was close to the
moderate scenario (blue), 2) the paths in Greece and Italy were partly similar to the
pessimistic scenario (red), except since 2016 their debt ceased to grow and even slightly
declines and the scenario foresaw an increase of debt until 2030. 3) the Portuguese path
does not fit any of the three scenarios, the peak of the debt was in 2014 and since than it
has been declining, but slower than foreseen in the moderate scenario.

keywords: crisis of 2008-2009, euro area, Southern countries, collapse of public finances,
consolidation.

INTRODUCTION

Public finance stabilization was a priority criterion within the creation of the common
currency area in the European Union. Its fulfillment was a big obstacle for many candidate
countries to the Economic and Monetary Union after the time of expansive budget policy
in the 1980s. As a result of signing the Maastricht Treaty (1992) and undertaking the
preparations to the introduction of the common currency, EU countries significantly
diminished their budget deficits, in particular after 1995. If in 1992-1998 a nominal ratio
of government deficit was on average around 5% of GDP in the euro area countries, in
1998 it dropped to a little over 2% of GDP [2]. The situation in this respect was varied
among the countries. The highest deficit occurred in Greece -4,3% of GDP, Spain - 3,1%
of GDP, Portugal - 3% of GDP and Italy - 2,8% of GDP [4].
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Nevertheless, the deficit was not the main problem with the fulfillment of the EMU
criteria - it was government debt. According to the Maastricht Treaty budgetary criteria
were: 3% of GDP in the case of deficit and 60% of GDP in the case of debt. Two basic
factors shaped the budgetary situation of the EU members - GDP growth rates and budget
discipline. In this respect, countries can be divided into two groups: 1) countries with
budget balance or just a slight deficit and fulfilling the debt criterion or with just a small
overstep, 2) countries suffering from difficulties with maintaining the stable budget
balance and exceeding the allowed debt threshold almost twofold. The second group
included: Greece, Italy and Belgium. Portugal initially fulfilled the public debt criterion
but after the 2001-2003 recession its economic and budgetary conditions worsened. From
2001 until the crisis of 2008-2009 Portugal had not regained the ability of economic
growth and was continuously covered under the excessive deficit procedure. The country
realized expansionary budget policy since the 1970s. Budget deficit was declined in 1986
-1989 form 5% of GDP to 3% of GDP [5]. During the first half of the 1990s budgetary
situation of Portugal worsened again mostly due to the economic slowdown, decline in
public income and an increase in public expenditure. On the other hand, in 1996-1998
budget policy was focused on the fulfillment of the treaty EMU criteria and as a result of
intensive adjustment processes Portugal managed to join the euro area. However, the
attributes and structure of the economy were the reflection of the vast technological gap
and low competitiveness of trade in industrial products as a result of domination of
traditional sectors and low labour productivity. In 2004-2006 (after the 2001-2003
recession) the worst budgetary situation in the euro area occurred in Greece, Portugal and
Italy. Average deficit in the euro area ranged between 2,9% of GDP (2004) and 1,4% of
GDP (2006) [3]. Against this backdrop the three countries appeared particularly
adversely: Greece with 7,5% of GDP (2004) and 5,7% of GDP (2006), Portugal - from
3,4% of GDP (2004) and 4,1% of GDP (2006) and Italy - from 3,5% of GPD (2004) and
3,4 % of GDP (2006) [3]. Italy and Portugal managed to temporarily decrease the deficit
(2007-2008), but in the case of Greece after the decline of 2,3 p.p. it began to climb
dangerously and it reached 9,4% of GDP in 2008 [3].

The country with the highest public indebtedness at the time of the euro area accession
was Belgium. In 1998 its public debt was 117% of GDP while in Italy it was 114,9% of
GDP and in Greece - 112,4% of GDP. As a consequence, average public debt to GDP
ratio for the euro area (12) was significantly higher than the treaty criterion and surpassed
73% of GDP [4]. In 1998-2007 budgetary situation within the reviewed group of countries
changed, but only Belgium managed to make a great progress in consolidating its public
finances bringing down its debt ratio to 84,2% of GDP in 2007 [3]. Italy and Greece were
able to decrease their debt for a short period by around 10 p.p. In Portugal public debt
kept growing since the 2001-2003 recession.

The goal of the paper is to present the budgetary consequences of the financial and
economic crisis of 2008-2009 for the euro area countries with the worst public finance
condition during the qualification to the EMU, in particular due to the public debt
surpassing 100% of GDP as a consequence of expansionary budget policy. The evaluation
also includes the effects of post-crisis public finance consolidation. The basis of the
assessment is the budget deficit and debt in 2009-2019 and comparison of the
consolidation paths of selected countries with the scenarios of diminishing public debt
constructed by Ad van Riet in 2010 [10]. The countries under review are: Greece, Italy,
Belgium and Portugal.
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THE EXTENT OF THE CRISIS AND THE PUBLIC FINANCE CONSOLIDATION

Consequences of the last financial and economic crisis for the budgets of the countries
under analysis were varied. In terms of the deficit increase - dramatic worsening of budget
balance occurred in Greece and Portugal. Greek deficit in 2009 exceeded 15% of GDP
and in Portugal it drew near 10% (tab. 3) Nevertheless, the extent of the public finance
crisis was much more serious in Greece. Average annual deficit in 2009-2013 was 11,74%
of GDP. In Portugal an initial increase in deficit to 11,2% in 2010 was followed by a
considerable decrease in the subsequent three years though distorted by a substantial
increase in 2014 when a decline in income and increase in public expenditure occurred
(tab. 1). Impact of the crisis on the deterioration of the budget balance in Belgium and
Italy was moderate, with an increase in deficit in 2009 to 5,4% of GDP and 5,2% of GDP
respectively, they stood out in a positive light since the average budget deficit in the euro
area was higher by around 1 p.p. Italy managed to reach the treaty criterion of budget
deficit as early as 2012 and Belgium followed suit a year later (tab. 3). Seeking an answer
to a question on the extent and consequences of the 2008-2009 crisis in Greece and
Portugal, one needs to point out that they were a result of the very low (the lowest in the
euro area) fiscal discipline and a weak competitiveness of exports that stemmed from the
structural attributes of the economies. These were: low productivity, technological gap
and increase in the real effective exchange rate after the introduction of the euro.
Additionally, since 2000 Portugal suffered form long term economic slowdown. The
research shows that Greece and Portugal used new credits to increase wages in the public
sector. In 2000-2008 they grew by 80% in Greece and 30% in Portugal, while in Germany
- only by 10%. In the same period, employment in the public sector in both countries
increased by 16% and in Germany it decreased. Greece and Portugal experienced a
consumption boom and the debt grew at a higher rate than GDP [9]. During the recession
many industrial sectors collapsed in the Southern euro area countries, what weakened the
opportunities for exports growth and an earlier economic revival. In Greece industrial
production in 2013 was lower by 31% compared to its pre-crisis levels, in Spain - by 30%,
Italy - 23% and Portugal - 11% [9].

The extent and consequences of the 2008-2009 crisis for the area of public finances can
by evaluated based on the size of the deficit, but mostly based on the increase in the public
debt. The condition of country's public finances remains under scrutiny of the financial
markets that assess the credibility of the government bond issuers and the risk level. The
analysis is focused in particular on the budgetary situation of countries with high deficits
and considerable especially rapidly growing public debt. Prior to the crisis the divergence
in interest rates of government debt securities was slight. At the end of 2008 the increasing
divergence in the budgetary situation was accompanied by a growing spread of
government bonds yields resulting from the increased risk of insolvency. Within the euro
area the highest risk occurred in the case of: Greece, Portugal Italy, Belgium, Ireland and
Spain [8]. The highest debt in Greece and Italy was registered in 2016 and it was 180,8%
of GDP and 132% of GDP respectively. The third country in terms of the highest debt
was Portugal - its peak level of indebtedness was 130,6% of GDP in 2014. The least
serious consequences of the crisis pertained to Belgium (tab. 2). The public debt increased
to 107% of GDP in 2014 and has been declining since. Among the countries that prior to
the financial and economic crisis had balanced budgets and low debt it is worth pointing
to those that suffered from such considerable collapse in their public finances that they
landed in the group with highest risk of insolvency. These were Ireland and Spain. The
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cause for the rapid increase of budget deficit in Ireland up to over 30% of GDP in 2010
was the rescue aid for the financial sector. While in the case of Spain it was the result of
a decrease in budget revenues due to the extended recession (until 2014) and an increase
in public spending for rescuing the banking sector, boosting economic growth and social
expenditure resulting from a high unemployment (surpassing 25%). Public debt growth
in Ireland and Spain was very high compared to the situation before the 2008-2009 crisis
(around 120% of GDP in Ireland and 100% of GDP in Spain) and that is why this change
in the condition of their public finances was considered a crisis (tab. 2). The biggest
budgetary problems occurred in those countries that had low economic growth rates, poor
budget discipline, increase in employment and wages in the public sector,
deindustrialization, consumption boom and a decline in exports competitiveness. These
factors were particularly strong in Greece and Portugal.

The highest spread between budget revenue and expenditure occurred in Greece and was
maintained until 2013. In Portugal a collapse of public finances as a result of a dramatic
increase in public expenditure was less pronounced and since 2012 a gap between
expenditure and revenue started to diminish. Public finance crisis in Greece was the most
serious problem in the functioning of the euro area. Its extent was not only a threat to the
country's economy but was perceived by the financial markets as a crisis for the entire
euro area. Nevertheless, Greece was not the only country unable to refinance its public
debt. Two more countries found themselves in need of aid - Portugal and Ireland. The
crisis of the public finances in these three countries was contained with the financial aid
of the European Union (European Stability Mechanism of the European Central Bank)
and the International Monetary Fund.

In conclusion, the highest costs of the crisis were incurred by the Southern countries of
the euro area, but the extent and course of the Greek crisis was significantly more
dangerous than budgetary problems in Portugal, Italy or Spain. The deepening of the crisis
in Greece occurred at the end of 2009 when the new government revealed the forgery of
the statistical data committed by the former government officials and announced further
increase in the deficit. This information contributed to the increase in the Greek
government bond yield and an escape of capital. Greece was surrendering to the crisis,
but it took six months and the tarnishment of the reputation of the entire euro area to
convince the remaining countries to agree upon an aid package for Greece [6]. Amongst
the analyzed countries, Belgium was in the best situation since it went through the crisis
without a serious detriment to the budget balance and only slightly surpassed the treaty
threshold for deficit as early as 2013 and an increase in debt was small. Detailed data on
the condition of public finances in Greece, Italy, Belgium and Portugal as well as in the
euro area were presented in tables 1 - 3 and figures 1-3.

60,0

40,0
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Total revenue  -=---Total expenditure
Figure 1. Total revenue and total expenditure (general government) in the euro area in
2007 — 2019 (% of GDP)

Source: [1]
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Table 1. Total revenue and total expenditure (general government) in 2009 — 2019 (% of

GDP)
| 2009| 2010] 2011 2012] 2013] 2014 2015] 2016] 2017| 2018] 2019

Euro area
Revenue 445 444 450 461 468 467 463 461 462 460 455

Expenditure

50,7 50,6 492 498 498 492 483 476 47,1 46,6 46,1

Greece

Revenue

389 413 438 469 491 466 482 50,2 488 49,0 476

Expenditure

541 525 541 557 623 502 538 495 48,0 486 474

Italy

Revenue

459 4577 457 479 48,1 479 477 469 466 464 459

Expenditure

512 499 494 508 51,1 509 503 493 489 48,0 476

Belgium

Revenue

488 493 503 516 527 521 513 508 512 50,7 504

Expenditure

542 533 545 559 558 552 538 532 522 518 518

Portugal

Revenue 404 406 426 429 451 446 438 430 429 432 429
Expenditure |50,2 51,8 500 485 499 518 482 449 459 441 435
Source: [1]

Table 2. General government consolidated gross debt in 2009 — 2019 (% GDP)

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
Euroarea | 792 848 873 917 939 942 921 91,1 888 865 8411
Greece 126,7 1462 1721 1596 1774 1789 1768 1808 1786 1778 1703
Italy 1125 1154 1165 1234 1290 131,8 1315 1320 131,8 130,7 1297
Belgium | 995 99,7 1026 1043 1055 107,0 1061 1059 1031 1015 100,2
Portugal | 83,6 962 1114 1262 1290 1306 1288 1299 1257 1225 1195
Source: [1]
Euroarea —<—Greece =----Italy —e—Belgium - - —Portugal
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Figure 2. General government consolidated gross debt in 2009 — 2019 (% GDP)

Source: [1]

393



Section Finance

Table 3. Net lending (+) or net borrowing (-) in 2009 — 2019 (% GDP)

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
Euroarea| 63 62 42 -37 30 25 20 -15 09 -07 -06
Greece -151 -112 -103 -89 -132 36 57 06 08 04 02

Italy 52 42 37 29 29 30 26 25 23 17 17
Belgium 54 40 41 42 31 31 25 25 -10 -11 -13
Portugal 98 -112 74 57 48 712 44 20 -30 09 -06
Source: [1]
Euroarea —«—Greece =----Italy —e—Belgium - - -=Portugal
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Figure 3. Net lending (+) or net borrowing (-) in 2009 — 2019 (% GDP)

Source: [1]
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Evaluation of the post-crisis consolidation of public finances in the euro area reveals fairly
satisfactory results. An average budget deficit in the euro area since 2013 has not
exceeded 3% of GDP and public debt has been declining since 2015. From 2016 all four
analyzed countries fulfill the treaty criterion of budget deficit. Figure 2 illustrates the size
of Greece's debt compared to Belgium, Italy and Portugal. The second most indebted
country was Italy and in 2014-2017 the debt to GDP ratio has not declined, in addition
forecasts for 2018-2019 do not predict a marked debt reduction.

The basic condition for the improvement of the budgetary situation and the condition of
public finances is economic growth. In Belgium it was GDP growth that contributed to
the reduction of the deficit and public debt. In 2009-2013 an average GDP growth rate
was 0,54% and in 2014-2017 it climbed to 1,49%. On the other hand, in 2009-2013
Greece, Italy and Portugal suffered from a declining GDP with average rates of -5,89%
for Greece, Portugal -1,61% and Italy -1,55%. In 2014-2017 economic revival occurred
in the European Union following two waves of recession. Average GDP growth rate for
the EU-28 surpassed 2%, and for the analyzed countries the rates were as follows:
Portugal 1,72%, Belgium 1,49%, Italy 0,88% and Greece 0,46% [7]. All the Southern
countries (including the analyzed ones) suffered the biggest losses in GDP, but Greece
and Italy registered the slowest economic growth then most of the EU countries during
the period of economic recovery (2014-2017).

As a result of comparing the consolidation paths of selected countries with scenarios of
diminishing public debt constructed by Ad van Riet in 2010 the following results were
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obtained: : 1) the path in Belgium was close to the moderate scenario (blue), 2) the path
of Greece was partly similar to the pessimistic scenario (red) since the highest debt ratio
occurred in 2016 and since then it started to decline and the scenario foresaw an increase
of debt until 2030, 3) the path of Italy was also close to the pessimistic scenario, except
since 2016 their debt ceased to grow and even slightly declined and the scenario foresaw
an increase of debt until 2030, 4) the Portuguese path does not fit any of the three
scenarios, the peak of the debt was in 2014 and since than it has been declining, but slower
than foreseen in the blue scenario.

CONCLUSION

The analysis carried out in the paper revealed that joining of the monetary union by the
countries characterized by a large economic gap towards hard-core countries and what's
more countries suffering from many years of problems with maintaining budget balance
and public debt exceeding 100% of GDP resulted in a severe structural shock and a
collapse of public finances during the financial and economic crisis. Stabilization of
public finances required financial support from the European Union and the International
Monetary Fund, but foremost restraint in public expenditure and the cuts in social
benefits. The case of Belgium shows that extensive public debt in a highly developed and
competitive economy does not constitute such a threat as in the case of less developed
economies with an extensive sector of public services supplemented by a growing
employment and wages in that sector. Greece and Portugal can be considered classic
examples of the second type of economies. They did not bear responsibility for the lack
of budget discipline and the sanctions envisioned in the Maastricht Treaty were not
imposed on them. Italian economy has both the attributes of the highly developed country
as well as less developed, however it does not match the hard-core countries in terms of
technology, labour productivity and economic growth rates, but it is mostly perceived as
permanently indebted. Since the second wave of the crisis in the euro area (2012) public
debt has increased remaining thereafter at a high level. Due to the deep recession and lack
of considerable economic revival until 2014 the largest losses in terms of GDP - also due
to the most extensive debt crisis - were suffered by Greece, Portugal and Italy.

REFERENCES

[1] Ameco, Macro-economic database, European Commission's Directorate General for
Economic and Financial Affairs, http://ec.europa.eu/economy_finance/ameco/user/serie/
SelectSerie.cfm, August 2018.

[2] European Commission, EMU after five years, European Economy. Special Report,
no 1, 2004.

[3] European Commission, Statistical Annex of European Economy, Autumn 2010.
[4] European Commission, Statistical Annex of European Economy, Spring 2007.

[5] Karnowski J., Polityka gospodarcza Hiszpanii, Portugalii i Grecji w drodze do Unii
Gospodarczej i Walutowej. Analiza doswiadczen na tle teorii, Materiaty i Studia NBP,
no 199, 2006.

395



Section Finance

[6] Kotodko G.W., Jaka pickna katastrofa, [in:] Galbraith J.K., Witamy w zatrutym
kielichu. Grecki kryzys a przysztos¢ Europy, PWN, Warszawa 2016.

[7] Mucha-Leszko B., Twarowska K., Investment as a Determinant of Sustained
Economic Growth in the European Union after Crisis 2008-2009, in: Proceedings of the
4th International Conference on European Integration 2018 ICEI 2018, Ostrava, Czech
Republic, 2018.

[8] OECD, Economic Surveys: Euro Area, Volume 2010/20, Supplement 2, December
2010.

[9] Sinn H.W., The Euro Trap, Oxford University Press, 2014.

[10] Van Riet Ad (ed.), Euro Area Fiscal Policies and the Crisis, ECB Occassional Paper
Series, No. 109, April 2010.

396



	FIRST_PAGE_2018_BOOK1_VOL6_All_ОК
	FIRST_PAGE_2018_BOOK1_VOL6_All
	FIRST_PAGE_2018_BOOK1_VOL6



