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Abstract

The �scal rules of the Stability and Growth Pact have consistently failed to enforce good �scal governance

and contain rising debt ratios across euro area economies. This article illustrates the unsustainable nature of
Greek �scal policy prior to the global �nancial crisis and argues for the adoption of �scal standards to

improve �scal policy. This will require a common and transparent framework for debt sustainability analysis.

An evaluation of the euro area’s newest member along the lines of sustainable �scal governance shows that

Croatia is in a stronger �scal position than Greece was after adopting the euro. Moreover, the resilience and

crisis management methods of the Eurozone as a whole have improved signi�cantly. To safeguard against
future crises and prepare euro area economies for the �scal strain of ageing populations and climate change,

however, the Eurozone needs to transition from �scal rules to �scal standards.

Keywords: Debt dynamics, debt sustainability analysis, �scal standards, �scal rules, sustainable �scal

governance, Greek debt crisis

Introduction

Government debt ratios across OECD economies have been on the rise since the 1970s. Although there are

large cross-country differences in past debt accumulation among this club of mostly high-income economies,
�scal balances  have had the largest impact on rising government debt (Rawdanowicz et al., 2021). The

creation of the modern welfare state has vastly expanded government budgets. Fundamental challenges such

as the ageing of populations and the effects of climate change are straining public �nances. Fiscal

policymakers are increasingly constrained by their governments’ high levels of debt and struggle to �nance

the long-term investments required to stop climate change. There is a need for a paradigm change in the way
bond markets  price rising government debt levels. This article promotes the idea that high-debt ratios on

their own should not immediately be of concern as long as there is a high probability that these ratios are

sustainable. Understanding what makes a debt path sustainable – or, in the case of Greece, unsustainable – is

vital to assess whether a country has the capacity to take on more debt to �nance the green transition. In the

Eurozone, this will require moving from ineffective �scal rules towards �scal standards. This has the
potential to improve �scal governance across euro area economies and make the whole Eurozone more

resilient against future symmetric and asymmetric shocks. Finally, using �scal standards to analyse the debt

dynamics of the euro area’s newest member helps to understand why Croatia is unlikely to go down the same

path as Greece did after joining the European monetary union.

Sustainable debt dynamics

Sustainable government debt is often de�ned as a state where a government is able to service all of its

�nancial obligations, and the probability of the debt ratio exploding is very low. How to assess whether a
country’s debt obligations are sustainable or not is central to the �eld of debt sustainability analysis. The

following equations are used in the traditional discussion and provide valuable insights into the
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fundamentals of debt dynamics (Carlin and Soskice, 2015: 518). A government budget constraint for the

period  is given by:

The government budget identity requires that expenditure and revenue are equal. On the expenditure side,

we have government expenditure  and the cost of servicing debt as the interest rate  times the amount of

debt in the previous period . Expenditure is �nanced by tax revenue , new debt  and new money

. Printing new money is a desperate measure that governments may resort to when they are unable to
issue new debt or raise tax revenues. Debt monetisation can lead to hyperin�ation – something that most

central banks today avoid at all costs as part of their in�ation-targeting regime (Carlin and Soskice, 2015:

517). In this case, we therefore exclude debt monetisation and assume that  is zero. All variables in the

budget identity are in nominal terms.

Government de�cits are central to the debt sustainability discussion. The primary government de�cit is the

difference between government spending and taxes excluding transfers. It serves as a �rst indicator of a

government’s short-term �scal sustainability. The actual de�cit adds the interest on existing debt to the
primary de�cit. By rearranging the budget identity, we determine that the actual de�cit is equal to the

change in debt :

The total debt stock for a period t is consequently given by :

Debt in absolute terms does not account for the size of the economy. Dividing by nominal GDP  gives the

debt ratio :

Similarly, we divide the previously determined actual government de�cit to obtain the budget de�cit to GDP

ratio . To simplify the formula, we introduce  as a notation for the primary de�cit to nominal GDP ratio

.

We continue without using the time notation . The aim is to identify the determinants that move . While
the debt stock is , we approximate the change in the debt stock as a function of the changes in the

debt ratio , prices  and real GDP .

The next step is to divide by nominal GDP and identify the in�ation rate  and GDP growth  as  and 

respectively.
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Using our previous equation for , we can rewrite the change in the debt-to-GDP ratio as:

and apply the Fisher rule  to arrive at the central equation to this debt dynamics discussion:

This formula is an obvious abstraction, and economists usually use stochastic techniques  to model debt

dynamics. Nevertheless, we now have a simple equation that de�nes the nett debt ratio change  as a

function of the real interest rate , the economic growth rate , the previous period’s debt ratio  and the

primary de�cit ratio . There are two situations in this formula: either real interest exceeds growth or vice

versa. If the government were to run a stable primary balance, this would lead to a gradual increase or
decrease in the debt ratio. Although primary de�cits have a negative impact on the debt ratio, governments

can still pursue a stable debt ratio if economic growth exceeds the real interest paid on the debt .

Observers might point out that in�ation reduces the real value of debt and could therefore facilitate debt

reduction. This works for old debt but would also increase the yields investors demand on new debt. In�ation

is therefore not a simple solution to high government debt, as it complicates the debt rollover process.

The sign of  can be subject to abrupt changes and can only be determined with probabilities.

Furthermore, Carlin and Soskice (2015) suggest that since the global �nancial crisis, sovereign default risk

has played an increasingly important role in this equation. Investors no longer assume that governments will

always be able to service their debts, and therefore demand a risk premium when a country’s debt stock

begins to look unsustainable. Decomposing the real interest rate into the real risk-free interest rate and a
risk premium  better illustrates how expectations in�uence debt dynamics.

Greek debt dynamics

Greece joined the EMU on 1 January 2001. The following calculations analyse AMECO (2023) data for the

years 2002–2008. During this period, the Greek economy grew at an average annual rate of 6.9 per cent, while
long-term nominal interest rates averaged only 4.4 per cent. The interest rate-growth differential  is

therefore -2.5 per cent. A negative interest rate-growth differential is favourable for public �nances as it

favours debt reduction, provided the government does not run substantial primary de�cits. Figure 1 plots the

debt dynamics equation for Greece in the period 2002 to 2008. The slope is negative because growth

exceeded interest rates and is equal to the interest rate-growth differential for the period. Moreover, the
government ran an average primary de�cit of -2.6 per cent. There are three different conditions on this

curve: At point A, the change in the debt ratio is negative and will result in the overall debt ratio falling

towards point B. This reduction in the debt ratio is being achieved in spite of a primary de�cit. In this

situation, the economy outgrows the government’s debt. At point B, the debt ratio is stable. The debt ratio

will remain constant as long as the differential and de�cit remain unchanged. Finally, at point C, the debt
ratio will rise towards the stable point B. Here the negative effect of the primary de�cit on the debt ratio

dominates.
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Figure 1: Greek debt dynamics from 2002 to 2008, under a negative interest rate growth differential and primary
de�cit.

We can rewrite the debt dynamics equation as  to �nd the debt stabilising ratio for Greece over our

seven-year period. The calculated ratio amounts to 104 per cent. The actual debt ratio averaged 105.6 per

cent. Furthermore, Figure 2 shows that Greek debt as share of nominal GDP remained more or less stable

around this average. The minor difference between the calculated and the observed ratio may be the product
of the actual interest rate on government debt differing from the long-term nominal interest rate.

Figure 2: Greek general government gross debt in per cent of GDP from 1998 to 2016. IMF (2023)

The numbers suggest that during this period of exceptional economic growth, the Greek government used

the favourable interest rate-growth differential to run higher primary de�cits. Closely coordinated de�cits

with the stable debt ratio slightly above 100 per cent imply that Greece did not design �scal policy to

facilitate debt reduction.

Greece’s �scal stance in years of economic growth shows clear signs of de�cit bias . A prudent �scal policy

stance would entail �scal contraction during economic upswings to �nance �scal expansion in times of

recession. Conversely, Greece continued its expansionary �scal policy as long as the debt ratio remained

constant (Figure 3).

b = −d
(r−γ)
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Figure 3: Greek government primary balance as per cent of GDP from 1998 to 2015. IMF (2023)

Carlin and Soskice (2015) identify a preference for borrowing over taxation as a symptom of debt bias.

According to World Bank (2023), Greece’s tax revenue as a percentage of GDP was only 19.1 per cent in 2003,

while Denmark’s was 31.3 per cent. Song et al. (2012, cited in Carlin and Soskice, 2015) suggest that different
preferences for public goods may be central to understanding the motivation behind de�cit bias.

Governments that provide high-value public goods have a more prudent �scal policy stance. The

Scandinavian countries are a good example in Europe. Conversely, countries such as Greece and Italy provide

fewer public goods and borrow more. The theory is that there is less intergenerational altruism in the latter

countries, and voters therefore prefer to pass on the debt burden on to the next generation. The key is for
voters to believe suf�ciently in the future provision of public goods to vote for �scal consolidation in the

short run. Greece arguably lacked this level of intergenerational altruism and foresight during the period of

high economic growth and low interest rates.

Favourable interest rate-growth differentials do not last forever, so debt is not a free lunch. Economic growth

and interest rates can �uctuate arbitrarily due to external factors, as shown by Figure 4 for the euro area.
While the debt ratio may appear stable in one period, a change in the interest rate-growth differential could

turn the same ratio into a highly unsustainable position. Figure 5 shows how interest rate-growth

differentials have varied within Germany and Greece.
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Figure 4: Euro area interest rate-growth differential from 2002 to 2021. Difference between nominal long term
interest rate and nominal GDP growth rate in per cent. Author’s calculations; AMECO (2023)

Figure 5: Selected countries interest rate-growth differential from 2002 to 2021. Difference between nominal
long term interest rate and nominal GDP growth rate in per cent. Author’s calculations; AMECO (2023)

After the onset of the global �nancial crisis, Greece’s previously stable debt ratio was at risk. The differential

climbed from 0.8 per cent in 2008 to 7.1 per cent in 2009, 14.7 per cent in 2010 and peaked at a staggering

29.8 per cent in 2012 (AMECO, 2023). Figure 6 shows how a stable ratio can become unsustainable from one
period to the next. Initially, the differential is negative and the government runs a primary de�cit. The debt

ratio remains stable at point A. In the next period, nominal long-term interest rates exceed the nominal

growth rate. The debt dynamics function now slopes upwards and point A is no longer a stable debt ratio. As

indicated by the arrows, in this scenario every debt ratio will eventually explode unless some of the other

parameters change. Point A is now at risk of becoming unsustainable. If the government has the �scal
capacity to reduce its de�cit, or even run a primary surplus, the debt ratio at point A can become constant

again. Graphically this is illustrated by the third line, which has been downwards shifted by the improved

primary balance. In the third scenario, the debt ratio at point A is constant but no longer stable. Improving

the primary balance can be dif�cult for the government, as it must either reduce government spending or

increase taxes.
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Figure 6: Multiple scenarios with varying interest rate-growth differentials and primary de�cits.

The Greek government was not able to improve its primary balance and therefore the debt ratio deteriorated

as shown by the arrows in the second line of the graph. Rising debt ratios raise concerns about a country’s

ability to service its debt. The rising risk premium demanded by investors above the risk-free real interest
rate will increase the cost of new debt. Figure 7 shows the weighted average maturity  and cost of new annual

funding. During the �nancial crisis, Greece not only had to pay more interest on newly issued debt, but also

found it dif�cult to issue long-term debt. A global credit crunch and concerns about Greece’s solvency

drastically reduced the average maturity of newly issued bonds. The weighted average maturity of new

annual funding dropped to a low of 3.8 years in 2010 with the average maturity of total debt decreasing from
8.5 years in 2008 to 6.3 years in 2011 (Figure 8).

Figure 7: Greek central government annual funding maturity/cost weighted average from 2002 to 2023. PDMA
(2023)

Figure 8: Greek central government debt weighted average maturity from 1999 to 2023 in years. PDMA (2023)
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The global �nancial crisis and the ensuing Eurozone debt crisis hit peripheral European economies such as

Spain, Greece and Ireland hard. First the primary balance deteriorated amid the global economic crisis, state

interventions in the economy and the need to bail out �nancial institutions. Credit ratings for more indebted
and vulnerable European economies deteriorated, as can be seen by Standard & Poor’s credit rating of Greece

in Figure 9. Risk premiums climbed in response and credit began to dry up. Finally, economic growth

collapsed during the recession, reducing government revenues and further worsening the primary balance.

By 2012, Greece had defaulted on its debt. The ensuing debt restructuring became the largest of its kind.

Figure 9: Greek credit rating from 2003 to 2018. Standard & Poor’s global ratings. World Government Bonds

Instruments that facilitated Greek debt accumulation

Greece’s �scal position was on a good trajectory when it joined the EMU in 2001. The primary balance had

been positive for the previous seven years, averaging at 1.8 per cent of nominal GDP (IMF, 2023). Ever since
the European exchange rate mechanism crisis in 1992, which caused the debt ratio to rise from 80.6 per cent

in 1992 to 101.1 per cent in 1993, Greece’s debt had remained stable and stood at 108 per cent in 2001 (IMF,

2023). Joining the euro area meant that Greece could bene�t from euro area monetary policy. As determined

previously, Greece did not consolidate �scal policy in the years of economic growth following its adoption of

the euro. The Greek government expanded its �scal position under the improved �nancing conditions in the
EMU. There are multiple channels through which EMU participation manifested itself in better credit

conditions for the Greek state. This article aims to highlight the role of the European collateral system in

potentially distorting Greek sovereign bond yields. How the European Central Banks’s (ECB) operational

framework is equipped to provide effective money market management helps to understand the important

role of collateral in the Eurosystem.

Open market operations are the ECB’s main mechanism to conduct monetary policy. These operations

manage liquidity in the Eurosystem and consist of the main re�nancing operations, longer-term re�nancing

operations, �ne-tuning operations and structural operations. To support overnight liquidity within the

Eurosystem, the ECB has the standing facilities at its disposal. Standing facilities contain the marginal

lending facility and the deposit facility. The most frequently used tools to manage money supply and interest
rates are the one-week main re�nancing operations, three months longer-term re�nancing operations, and

the overnight marginal lending facility. Counterparties’ access to these tools are conditional on collateral.

The Eurosystem Collateral Framework enables a large number of solvent and supervised counterparties to

use these instruments to match their respective liquidity needs. Central banks such as the ECB do not face

the same liquidity constraints that other �nancial institutions might encounter in crisis. The ECB has
therefore the capacity to provide solvent but temporary illiquid �nancial institutions with credit, while

taking over fewer liquid assets as collateral (Bindseil et al., 2017). Saving healthy institutions with temporary

liquidity constraints is vital for the economy. According to Bindseil et al. (2017) credit in the Eurosystem is

conditional on collateral as the risk management associated with unsecured lending is infeasible. To provide

credit without collateral would require the central bank to thoroughly analyse counterparties and operate
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with different interest rates. One unique feature of the Eurosystem is that one set of collateral applies to all

instruments. Other central banks such as the Bank of England or Federal Reserve distinguish between

different operations. To avoid moral hazard and over-reliance on central bank credit, strict rules for haircuts
apply. The objective of this framework is to enable �nancially sound institutions to access funds during

periods of �nancial dif�culty in a universal and transparent manner.

Greek government bonds were �rst upgraded to the status of eligible assets when Greece formally joined the

Eurosystem. From that moment on, the euro area’s �nancial institutions could use Greek bonds as collateral

to access ECB credit and satisfy their liquidity needs. As a consequence, Greek debt became more attractive
as an investment. Whereas previously German bonds were deemed safer and could be used to access credit at

the ECB, Greek bonds became a cheaper alternative method to access the same credit. The inclusion of Greek

bonds on the ECB’s list of eligible assets may have played a signi�cant role in the decrease of Greek bond

yields, driven by heightened demand and a resulting increase in their price. Financial institutions may have

ignored underlying structural differences and considered the risk to Greek bonds to be more or less equal to
other Eurozone bonds since these economies shared the same currency (Figure 10).

Figure 10: Greek-German 10-year bond yield spread from 1999 to 2023 in per cent. Investing.com

Therefore, one could argue that the European collateral framework had distortionary effects on �nancial

markets. In hindsight, the market pricing of Greek bonds did not re�ect the underlying risks of debt-biased

�scal policy pursued by the Greek government. Further analysis of the ECB eligible assets database could

provide interesting insights into what kind of maturities were indirectly promoted by the European collateral
framework. This selection could have impacted the demand for speci�c Greek bonds and therefore affected

Greece’s overall weighted average maturity.

Fiscal reform

The EMU is a unique economic and political experiment and successor to the European monetary system

(EMS). In the EMS, countries engaged in a �xed exchange rate agreement, which proved vulnerable to

second-generation speculative attacks. High capital mobility in Europe and monetary tightening in post-

reuni�cation Germany made exchange rate commitments incredible. According to De Grauwe (2023), many
EU countries hoped to eliminate the threat of speculative attacks on their currencies by joining the euro. The

removal of �xed exchange rates through the creation of a monetary union or adoption of �oating exchange

rates as part of an in�ation-targeting regime reduced the threat of speculative attacks in the twenty-�rst

century (Rose, 2023). Along with the creation of the monetary union in Europe, new problems emerged.

Since countries in the EMU do not control their currency, their credibility to service their debt suffers (De
Grauwe, 2023). The EMU therefore replaced the risk of devaluation with the risk of default in the bond

markets. Serious concerns over the integrity of southern European bonds started to pick up in 2010 and

marked the beginning of the sovereign debt crisis. By 2012, Greece had defaulted, and its debt had to be

restructured. In contrast to the euro’s �rst decade in existence, the second one proved to be more
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tumultuous. The �scal framework had not adequately prepared Eurozone economies for economic shocks,

such as the global �nancial crisis and the ensuing credit crunch.

Past legislation, such as the Maastricht Treaty and the Stability and Growth Pact (SGP), centred around �scal
rules to enforce prudent �scal governance. Blanchard et al. (2021) suggest that during the early days of the

EMU simple �scal rules – namely, the 60 per cent debt to GDP and 3 per cent de�cit limits – might have been

essential to establish credibility. Shortcomings of these simple rules became apparent when they prevented

adequate counter-cyclical �scal responses during severe economic downturns, with the effect of

unnecessarily prolonging recessions. In addition to forced �scal consolidation during recessions, �scal rules
also failed to curb excessive spending during economic expansions, such as the one preceding the global

�nancial crisis. The authors suggest that EU �scal rules or standards should only serve the original purpose

of preventing negative debt externalities from spilling over between member states and threatening the

�nancial stability of the Eurosystem. The structural differences between the economies covered by the

current framework of �scal rules remain too large to be effectively managed by the original 60 per cent debt
to GDP and 3 per cent de�cit limits. Frequent violations and a lack of enforcement have led to many ad hoc

amendments, turning the previously simple targets into a complex framework of �scal rules. Fiscal rules have

ultimately failed to contain the rise of debt levels all over the Eurozone.

Blanchard et al. (2021) identify two approaches to overhauling the European Union’s �scal framework. The

�rst more ambitious, albeit politically less feasible, is the creation of a European �scal union capable of
dealing with asymmetric economic shocks. This would involve expanding the EU budget, increasing risk

sharing and issuing common debt. The second approach aims to transform EU-level �scal rules to resemble

�scal standards that can be applied more idiosyncratically. The advantage of �scal standards would be that

they could focus solely on safeguarding the stability of the monetary union while allowing countries to

develop their own preferred �scal rules or standards adapted to their individual needs. These preferences
may include �nancing climate investments, policies to smooth the business cycle and individual targets for

debt levels. EU-level �scal standards could ensure that, in addition to debt levels and de�cits, other relevant

factors are taken into account. Blanchard et al. (2021) suggest these standards should be enshrined in EU

primary legislation and have the aim of keeping debt levels sustainable at a high probability. The European

Fiscal Board would then assess whether a member state’s debt level is sustainable using a stochastic debt
sustainability analysis model. Stochastic debt sustainability analysis is a powerful tool for modelling future

paths of economic growth and interest rates under uncertainty and determining the probability of

unsustainable dynamics in the debt ratio. Inputs and assumptions in this model have to be transparent. One

reason why the SGP lacked credibility was its weak enforcement. Member states do not wish to give up

sovereignty over �scal policy decisions, and citizens are not suf�ciently aware of debt externalities across the
Eurozone. Blanchard et al. (2021) propose changes to national laws to give either national independent �scal

institutions (IFIs) or the European Commission some say in the national budgetary approval process.

Alternatively, EU treaties could be changed to establish the European Court of Justice as a supranational and

independent adjudicator. Beetsma (2023) points out that IFIs monitor their own governments �scal policies,
criticise budgetary processes and identify shortcomings in government publications and projections. While

countries bene�t from positive spillover effects of neighbouring IFIs, they see their own IFI as a liability.

According to Beetsma (2023), the European Commission and European Parliament would therefore have to

enforce the elevated role of IFIs to solve this prisoner’s dilemma. Expanding the role of IFIs to conduct debt

sustainability analyses and force corrective action in case of unsustainable �scal practices would be met with
resistance from national governments. If the public can be convinced of the positive effects on economic

outcomes, introducing �scal standards via IFIs would be more politically feasible than through a
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supranational institution. In contrast to �scal rules, this framework of �scal standards should allow countries

to implement their preferred �scal strategies as long as their debt remains sustainable and avoids debt

externalities across the Eurozone.

Emerging from the twin crisis

The twin crises  was the �rst major challenge to the EMU and brought it to the brink of collapse. The crises
can be traced back to a lack of collective crisis management tools that was a signi�cant factor in pushing the

euro area from the global �nancial crisis into the euro area sovereign debt crisis (Lane, 2021). In accordance

with the saying that Europe is forged in crisis, lessons have been learnt and reforms have been taken ever

since the euro area experienced its �rst major crisis.

Analysing various macro-economic variables across the euro area, Lane (2021) �nds that the resilience of the
monetary union has grown signi�cantly since the twin crisis. By looking at the inter-quartile range of GDP

growth, in�ation, current account balance and budget balance, he �nds that overall dispersion is lower than

in the pre-crisis period. Most notably, current account de�cits and �scal de�cits, which combined are a risk

to macro-prudential outcomes, have largely been absent. Although the debt levels have climbed to new

heights after the sovereign debt crisis, Lane (2021) suggests that some vulnerabilities have been eliminated
by increased capital-asset ratios in the banking sector that bene�t loss-absorbing capacity. The solvency

ratio of signi�cant �nancial institutions has grown from 15.84 per cent in the second quarter of 2015 to 19.60

per cent in the �rst quarter of 2023 (ECB, 2023). As of recently, OECD economies’ interest rates have been on

a downwards trend that started in the 1980s. Excess saving in the economy, excess demand for safe assets

and a loosening of monetary policy in response to recessions without subsequent tightening affected this fall
(Rawdanowicz et al., 2021). Lane (2021) identi�es the period succeeding the twin crisis of 2014–2019 as a

period of relative calm. EU–IMF adjustment programmes in Greece, Ireland, Portugal and Cyprus assured

investors that euro area resilience was a political priority. The European Stability Mechanism (ESM),

established in 2012, provided �nancial assistance programmes to member states in �nancial distress. ESM

loans are �nanced through common ESM bonds. The sale of ESM bonds provides funds at a cheaper rate than
sovereign bonds from countries seeking ESM assistance. In addition to the ESM, the Outright Monetary

Transactions (OMT) programme was also launched in 2012 to calm �nancial markets and eliminate the very

acute risk of large divergences in short-term bond yields. According to Lane (2021), the ESM and OMT

programmes were crucial in alleviating pressure from the more intense phase of the euro area sovereign debt

crisis.

Along with crisis management tools, the euro area has also made progress in preventing future crises. The

creation of the banking union with its two major instruments, the Single Supervision Mechanism (SSM) in

2013 and Single Resolution Mechanism (SRM) in 2014, have been central to boosting the resilience of the

�nancial sector by allowing for increased coordination and supervision of national macro-prudential policy

measures.

The COVID 19 crisis was the �rst large scale test of the euro area’s new crisis management methods. In

addition to already existing facilities, a new macro-economic stabilisation instrument was created with the

€750 billion Next Generation EU programme (NGEU). Checherita-Westphal et al. (2022) attribute NGEU

together with an adequate monetary and �scal response to aiding the economy surpass its pre-crisis real
GDP level in the fourth quarter of 2021. Notably, countries with the largest NGEU allocations are also more
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prone to have less sustainable debt (EC, 2022b, cited in Checherita-Westphal et al., 2022). Therefore, NGEU is

a small step towards European �scal union.

Croatia

On 1 January 2023 Croatia became the twentieth member of the Eurozone and the twenty-seventh member

of the Schengen area. Preparations for this transition had been long in the making. After joining the EU in
2013, Croatia became subject to the preventive arm of the SGP in 2017 and entered the European Exchange

Rate Mechanism II in 2020. This latest development pegged the kuna to the euro at a rate of 7.53450. To

consolidate this �xed exchange rate system, the ECB agreed on a €2 billion swap agreement with the

Croatian national bank (HNR). Integration into the SSM and SRM followed. The ECB now directly supervises

signi�cant institutions and indirectly supervises less signi�cant institutions through national supervisors.
Croatian debt had already entirely been denominated in euros prior to adoption of the single currency (ECB,

2022). The convergence reports of the European Commission (EC, 2022a) and ECB (ECB, 2022) both

concluded that the Croatian economy had signi�cantly converged to the euro area in �elds ranging from

price stability and long-term interest rates to supervision and structural reforms. Investors and rating

agencies have taken note of these developments as can be seen by the declining trend in Croatian-German
bond spreads (Figure 11) and a decade high credit rating (Figure 12).

Figure 11: Croatian-German 10-year bond yield spread in per cent from 2010 to 2023. Investing.com

Figure 12: Croatian credit rating from 1996 to 2023. Standard & Poor’s global rating. World Government Bonds

Reforms carried out during the accession period to the Euro boosted Croatia’s resilience and crisis

management capabilities. Real GDP growth of 6.2 per cent in 2022, representing the fourth highest rate in

the EU, is a clear testament to these reforms (EC, 2023). In the last quarter of 2022, real GDP was 10.3 per

cent higher than its pre-pandemic level. The European Commission’s ‘2023 Country Report – Croatia’ (EC,
2023) �nds that Croatia had fully recovered from the pandemic, strengthened its resilience and

competitiveness and is making good progress in accelerating the digital and green transition with the help of

the EU’s resilience and recovery plan. This plan supports investments by providing €5.51 billion in grants,

equivalent of 9.5 per cent of Croatia’s 2021 GDP. These grants are tied to economic reforms that should

signi�cantly boost potential GDP and put the country on a path to a green future.

Fiscal governance is another area where Croatia has improved in recent years. Not accounting for the pandemic-induced
exogenous shock to the economy, Croatia’s primary balance has been positive since 2016 and is projected to turn positive
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again in 2024 (Figure 13). The debt ratio has also been on a declining trend since 2014, only spiking back up in 2020. The debt
ratio is projected to reach the 60 per cent SGP limit by 2028 (Figure 14).

Figure 13: Croatian government primary balance from 2010 to 2028 as per cent of GDP. IMF (2023)

Figure 14: Croatian general government gross debt from 2010 to 2028 as per cent of GDP. IMF (2023)

Although many inef�ciencies and structural problems remain in the Croatian economy, good �scal

governance, structural reforms and better crisis management methods in the EU make it highly unlikely that

Croatia will go down the same path as Greece did.

Conclusion

Reforms to the monetary framework have made the euro area more resilient, boosted its crisis management
methods and have been vital to prevent macro-economic imbalances from forming in the �rst place.

However, debt levels remain dangerously high, and the ECB has tightened monetary policy to bring down

in�ation in accordance with its price stability mandate. This high-interest, high-debt environment

constrains �scal policy to make long-term climate investments. This article has analysed Greek debt

dynamics to showcase the consequences of ineffective �scal rules that are too constraining in times of
economic downturns and fail to enforce prudent �scal policy during economic upturns. Although the euro

area has become progressively more resilient, and Croatia – as the newest member to the EMU – is very

unlikely to go down the path of Greece, high-debt ratios remain a potent threat to stability. Adoption of �scal

standards and strengthening the role of IFIs in the monetary union would improve �scal governance and

reduce the risk of a future debt crisis.
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Glossary

Bond market: Financial market tapped by governments to issue debt

Credit crunch: Sudden decline in credit availability

De�cit bias: Preference towards running �scal de�cits

Eurosystem: The monetary authority of the euro area

Eurozone: The economic region of those EU countries that adopted the euro

Fiscal balance: Difference between government revenue and expenditure

Fisher rule: Formula expressing the relationship between nominal interest rates, real interest rates and

in�ation

Haircut: Reduction to the value of an asset used as collateral to re�ect the underlying risk of that asset

OECD: Forum of mostly high-income developed economies

Prisoner’s dilemma: A situation in game theory where the actions of two agents result in a sub-optimal

outcome for both

Schengen area: EU countries that have committed to the free movement of people across borders

Stochastic techniques: Modelling techniques that account for random elements to account for the inherent

uncertainty in future developments

Asymmetric shocks: Economic shocks that affect different regions or industries in an irregular way

Twin crises: The simultaneous occurrence of banking crises and currency crises

Weighted average maturity: The average maturity of a portfolio weighted by the composition of that

portfolio
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