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Abstract

This article investigates the early signs of thepact of the 2008 crisis on fiscal
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Core. In particular, it emerges a greater perstg&temmong the Periphery countries of the
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the Peripheral countries, with crowding out of tpeoductive components of public
expenditure.
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|. Introduction

The turmoil that spread throughout Europe since dglobal financial crisis in 2008,
resulted in the sovereign debt crisis of severaldBuntries and determined an economic and
socio-political situation currently threating, naly the sustainability of the Eurozone, but
the whole process of European integration. The iaiogy about a successful overcoming of
the present troubles inside the EU area raisedtanse debate both in academic research and
in the policy arena on the primary causes of theiscand on the future prospects of the
European Union. Influential studies in both Eurapé&av and economics share the view that
the original EU design is at stake. Several lawokuls agree that the current debt crisis
actually discloses the shortcomings of the EU iesathallenging European constitutionalism
and democratic governance (Ruffet, 2011; Overb20k2; Athanassiou, 2011; Besselink,
2012). An extensive line of research in economm®stigates deeply into the causes of the
present EU crisis, identifying in the short-sightedme of the Maastricht Treaty and its
following refinements one of the shortcomings of #uro, that set the stage for the present
fiscal troubles inside the EU area (Lane, 2012eR€raldentey and Vernengo, 2012; Lin and
Treichel, 2012; Bordo and James, 2012; Chen g2@L3). These studies share the view that
the current debt crisis actually is not fiscal iature, but it is rooted in the increasing
macroeconomic imbalances characterizing a grouplbtountries, designated as Peripheral
countried, since the adoption of the common currency. Thiekqoonvergence to a lower
level of the interest rate, spurred by the Maastraonvergence requirements, the financial
deregulation and eventually the adoption of the oamm currency stimulated over the first
decade of the 2000s a rising capital inflow frone tBore European area towards the
Periphery countries. However, the easier availgbitif credit did not encourage higher

productive investment, but rather fuelled mostlyivate consumption and real estate

! Namely, Greece, Spain, Portugal and Ireland, semestwith Italy included as well.
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investment, leading to serious current account lamz@s and a progressive decline of
competitiveness with respect to the Core Europeamtcies. Actually, the high growth rates
sustained by the boost in private consumption nthske situation till the eruption of the
crisis with the Lehman Brothers default in Septen#88. The following banking crisis and
the resulting credit collapse made it difficult feome countries to finance their budget
deficits and servicing existing debt. The overatinitaction in the levels of activity
deteriorated tax revenues, while rising interes¢sademanded by lenders increased debt
burden. Eventually, the widespread economic regeskad the crisis into a serious fiscal
stalemate, with the sovereign debt crisis hittingrenor less severely all the Periphery

countries.

The debate on the proper actions to overcome tbis ¢ manifold and probably biased
by the present emergency climate. Nonetheless asprdad view, emerging both in the
political arena and in academic research, advocatesdical reform of the regulatory EU
frame aimed at improving the EU governance in agéonrun perspective of economic
financial and political stability (Ruffert; 2012As pointed out by Lane (2012) this involves a
deeper level of fiscal union and an enhanced coatidin of national policies enabling an
effective fiscal convergence. This latter pointaclg shifts the attention to the recent history
of the EU, with particular reference to the effeots fiscal convergence of the regulatory
framework established inside the EU area sincévihastricht Treaty. In general, the body of
existing empirical literature outlines a rather atrsfactory picture. First, the few signs of
fiscal convergence appear to find their roots maréhe process of progressive European
economic integration in the mid-seventies and @ghtrather than in the EU treaties of the
last two decades. Second, the fiscal convergenserafd over the nineties seems to be
determined more by the commitment to join the camraurrency, rather than by a longer

term objective of fiscal harmonization. Given thigckground of missing opportunities, the



following questions emerge. If the prospects foreaewed EU cohesion rely upon an
effective fiscal harmonization, what are the eaibyns, if any, of the effects of the crisis on
the fiscal convergence among the EU countries? ingarticular, is it recognizable any
divergence in the fiscal frame between Core andgoRery? These questions summarize the
main concern of the present paper. We considernglsaof fourteen EU countries and
investigate the convergence pattern of the keyafisaggregates (deficit, debt, total
expenditure and tax revenue) and of the main ecanand functional components of total
government expenditure. We focus the analysis en20004-2012 period by examining the
convergence behaviour before and after the casithe whole country sample and separately

for the groups of the Core and Periphery countries.

Our analysis shows that the effects of the 2008nional crisis impacted differently in the
EU area, causing an overall divergence of the Renjpcountries from the Core. It emerges a
greater persistence among the Periphery countfitge dacklash of the crisis on government
budgets. As a result, the deficit boost and thdility to adjust imbalances fostered the
divergent pattern of public debt inherited from firevious decade, widening the distance of
the debt positions between Core and Peripheryh®matal expenditure side, the convergence
process characterizing the years before the drassbeen interrupted and replaced after 2009
by a marked divergence between and inside CorePamighhery. On the revenue side, the
crisis appeared only to slow down the convergemoegss within the Core area, whereas it
intensified significantly the divergence pattern time Periphery countries. A dissimilar
behaviour between Core and Periphery is neatlyctitan both the economic and functional
composition of total government expenditure. Wiiiiside the Core the structure of public
spending responded minimally to the 2008-2009 megahock, the latter had a destabilizing
impact in the Periphery countries. On the one dige,need to implement social protection

measures and, on the other side, the increase idetbt burden as a consequence of the crisis



altered significantly the composition of total gav@ent spending in the Periphery countries,

by crowding out productive components of public enxgliture.

The paper is organized as follows. Section Il regi¢he literature dealing with the fiscal
convergence issue within the EU area. In sectibiind empirical results of the analysis of the
early signs of the impact of the crisis on fiscaheergence are presented, while Section IV

offers a discussion of results.

I TheLiteratureon Fiscal Convergencein the EU

Despite the fact that fiscal convergence was orteeprimary guideline in accomplishing
the requirements for admittance to the common oogrerea, and later, in the Amsterdam
and Lisbon treaties, the Maastricht fiscal disciplihas been reaffirmed within a stricter
regulatory frame as a necessary condition to asstoromic stability inside the EU area, the
scholar contributions to the investigation of tiisue are relatively fefv Furthermore, this
limited body of literature varies considerably witspect to the choice of fiscal variables, the
time period and the methodological setup. In spitehis heterogeneity, however, these
studies share similar motivations in relation te #ifects of the growing European economic
and financial integration on the convergence of ksgal indicators. De Bandt and Mongelli
(2000) and Blot and Serranito (2006) aim at inggding if the institutional frame of the
Maastricht agreement had any effect on fiscal cogarece in addition to the convergence
process likely fostered by economic and finanaidégration started in Europe in the early
seventies. These studies focus on total revendal, government expenditure and public
deficit for a sample of euro countries. By adoptbaih descriptive cross-correlation indices

and cointegration techniques over the period 19981 De Bandt and Mongelli (2000) find

2 This point is also stressed by Delgado and Prgzhibl, 2010)
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significant convergence for revenue and, to a loswent, for expenditure and deficit, which
intensifies in the nineties. By employing a diffetrgrocedure, based on unit root tests, Blot
and Serranito (2006) observe evidence of conveggancrevenues and fiscal position
between 1970 and 2000, while no convergence istetdor public expenditure. However,
they conclude that the fiscal harmonization proa@ssiot be ascribed to institutional factors,
since it started well before the Maastricht Treahd mainly resulted from the process of
increased economic integration. The analysis of&a and Presno (2010, 2011) focuses on
the convergence of total revenue and tax strucstueelong run perspective. For a group of
fifteen EU countries over the period 1965-2004ythse unit root and stationarity tests with
endogenous breaks, finding that few countries cayeveespite fiscal harmonization and tax
competition. However, by using a less demandingssitzal approach based on descriptive
measures of dispersion, Delgado (2006) detectsdeetk965 and 2003 a convergence pattern

for revenue in a subset of ten Euro countries takiace since the mid-seventies.

Another group of studies considers a shorter per@od, focusing on the recent history of
the EU and concentrating on the decade before #iad the introduction of the common
currency. Bertarelli et. al. (2014) employ betax@ngence panel data analysis,
complemented by a convergence analysis based iomeaseries approach, to analyse fiscal
convergence in fourteen EU countries. Their resslitav a fast convergence of public deficit
over the nineties, replaced by a divergence tendeatween 2000 and 2008. Moreover, their
findings give some support to the view that the own currency encouraged convergence of
total expenditure and revenue. For total governmepanding, this conclusion is confirmed by
Ferreiro et. al. (2009, 2013) through a box ploalgsis, and by Apergisa et. al. (2013)

through panel convergence testing for differentgasmof EU countries.

Given the potentially different impact on marketiwty and growth of productive and

non-productive components of government spendiageaognized in the Lisbon Strategy,
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several papers address the issue of the convergentte functional composition of total
expenditure. Apergisa et al. (2013) find no evigeatconvergence in a sample of seventeen
EU countries over the period 1990-2012. The oversllt of no convergence is confirmed
by Ferreiro et al (2009) for a sample of ten EWUrddes over the period 1990-2005 and by
Ferreiro et al. (2013) for twenty EU countries betw 1990 and 2007. In both papers a result
of no convergence emerges, with the exception oicktibn after EMU in the EU10 sample
and of Public General Services in the EU20 samiple longer run perspective, Sanz and
Velazquez (2006) analyse with- and -convergence techniques the evolution of the
functional components of expenditure for a grou@2@®fOECD countries between 1970 and
1997. They find that the subsample of euro coumtlisplays convergence only in Education

and General Public Services.

Finally, the convergence of the composition of ltgablic expenditure according to an
economic classification is examined in Bertarellae (2014) and Ferreiro et al. (2013), by
considering a EU14 sample over the 1990-2008 perimta EU20 sample over 1990-2007,
respectively. By using different statistical toolbpth analyses show an overall no
convergence/divergence pattern, with the exceptiotihe debt interest component over the

nineties (Bertarelli et al., 2014).

Although the empirical analysis on fiscal converggeem Europe is extremely varied, some
general features emerge. First, over the time geriorior to the euro era, the observed
convergence in tax revenue, fiscal position andatminor extent, in total government
spending, appears to be triggered more by the psageeconomic integration starting in the
mid-seventies, rather than by the institutionadagements approved in the nineties. Second,
when shorter time periods are considered, covdhirgast two decades, it emerges that the
common currency might have started a process ofezgence in revenue and total spending,

but without any relevant sign of harmonization as &s the economic and functional
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composition of total government expenditure is ewned. Moreover the convergence in the
fiscal position detected over the nineties seemsito only at fulfilling of the common

currency admission requirements.

On the whole, the reviewed literature outlinesthgaunsatisfactory picture. Over the last
two decades the refinements of the common regylatiting, the stricter binding constraints
on deficit and debt and the supranational policpremendations did not succeed in orienting
national policies towards common objectives. Thaulteng extent of fiscal harmonization at
the outset of the crisis appears weak and heawitgitioned by domestic objectives pursued
by national governments. Given this fiscal hetenaify, the overall fiscal stability inside the
EU appears vulnerable to external shock. Cle#nky,2008 crisis constitutes a dramatic test
of the above conjecture. In the next section th@iecal analysis explores empirically the
early sign of the impact of the crisis, with pantar attention to the likely disarranging effects

between the Core and Peripheral sets of EU cosntrie

[I1. Empirical Results

In this section we present the empirical resultghaf fiscal convergence analysis. We
consider first the key aggregate fiscal policy aadors expressed as GDP percentages: deficit,
debt, total revenue and total government experaitur addition we include in the analysis
the main economic components of total public spemdpublic consumption, social benefits,
debt interest payments, and public investment)thadnost relevant components according to
a functional definition (social protection, healtagducation and general public services).
These latter sets of variables are expressed ascanage of total government expenditure.
Data come from Eurostat. Three samples of countrdssbeen selected and labelled EU14,

Core and Periphery. The EU14 sample consists offahewing EU countries: Austria,
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Belgium, Denmark, Finland, France, Germany, Gredoeland, Italy, the Netherlands,
Portugal, Spain, Sweden, and United Kingdom. Thee@Gobset includes Austria, Belgium,
Denmark, Finland, France, Germany, the NetherlaBdsden, and United Kingdom, while
the Periphery is left with Greece, Ireland, ItaRortugal and Spain. In respect of the
conspicuous body of literature employing the ddton between Core and Periphery
countries in the EU, the identification of the P&ery is almost unanimotswhile the notion

of Core is more likely to change. Since the fidtaine established in the Maastricht Treaty
and Stability and Growth Pact is relevant alsotf@ EU countries outside the Eurozone, we
decided to compare the fiscal performance of thr@oReral countries against the Core of EU,
including not only the EMU members but also thogentries with strengthened roots in the
history of the European Union over the last tweyggrs and with a mature stage of economic
developmerit Finally, the time period considered runs from 260 2012. This choice allows
an analysis of the convergence pattern throughlanbed time span before and after the

crisis.

Empirical results are displayed in Tables 1-4. Tipper panel of each table shows the
convergence results. We followsaconvergence approach. For the three samples otroes
we calculate the percentage cross-country variahesge for the entire 2004-2012 time
period and for the two subperiods 2004-2008 and®ZW12, where a negative sign indicates
convergence whereas a plus sign divergence. To business cycle effects we use initially a
3-year average (2004-2006) and 2-year averagekttr periods (2007-2008, 2009-2010,
and 2011-2012). In the lower panel of each tabldngkide the time evolution of the fiscal

variables, measured as two-year averages. The ggigddhis latter body of information is to

% In some cases ltaly is dropped from the set ohtrees often grouped under a polemic epithet, tat refuse
to use in this paper (for example Lehwald; 20138, Be Grauwe and J. Yuemei, 2013).
* For this reason we do not consider recent EU mesnbe
® Actually the limited size of our sample periocbalk only this descriptive analysis of convergence.
9



enrich the discussion by combining the detected/exmence pattern with the time evolution

of the variables.

A. Aggregate Fiscal Variables

We examine first the convergence pattern of thenrfiacal variables: deficit and debt, the
two key fiscal indicators included in the Maastticbhnvergence criteria and reaffirmed in the
Stability and Growth Pact and its later reformsd datal revenue and total government
expenditure. In Table 1 the percentage cross-cpwatriance changes\(Var. (%)) for the
deficit — to — GDP ratio show a meaningful ovecalhvergence inside the Core and Periphery
samples (-38% and -28% respectively) between 28084812. However, a slight divergence
appears in the EU14 sample (+14%) over the samedp@ndicating that a dissimilar pattern
characterize the two groups of countries. Thisoisfiemed in the two subperiods before and
after 2008, where a notable reduction of dispersioges between 2004 and 2008 inside the
Periphery sample (-48%), while this pattern of angence appears between 2009 and 2012
in the Core sample (-46%). The time evolution afrage shares reported in Table 1 suggests
that the detected convergence reflects the diftanering of fiscal response to the 2008-2009
global financial crisis inside Core and Periphdry.particular, the negative effects of the
crisis on fiscal balances started in 2007-2008 hie Periphery countries, worsening the
deficittGDP ratio by 1.4 percentage points with pet to 2004-2006. The deficit
deterioration continued in 2009-2010 reaching 10dR4DP, with a reversed trend after
2009, which, however, involved only a moderate @vgence. This indicates a different
degree of commitment to lower deficit — to — GDRaamong the Periphery countries. On
the contrary, between 2004 and 2008 deficit deekasthe Core, while the counter-cyclical

fiscal measures implemented in 2009 led to a daficrease by 4.3 GDP points. As a result,
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the sustained convergence observed between 200204 2dreflects the effort undertaken by
governments inside the Core to bring deficit backht 3% threshold.

On the Debt/GDP side, between 2004 and 2012 a mhdr&eerogeneity emerges among
the EU14 countries, with a 92% increase in dispeatsbince the Core experiences a 50%
dispersion increase in 2004-2012, while a sligmvengence is observed in the Periphery, the
substantial divergence in the EU14 reflects theewidg between Core and Periphery.

When the two country samples are considered sebara persistent divergence in the
Core countries appears, while a slight convergehegacterizes the Periphery between 2004
and 2012. This pattern mainly reflects the impddhe sovereign debt crisis that boosted the
Debt/GDP shares of Spain, Ireland and Portugalatdsy the levels of Italy and Greece.
Despite the fact that both Core and Periphery shangpward trend of debt/GDP, in the Core
the crisis raised the 2009-2010 debt share by tdeptage points with respect to 2007-2008,
with a later increase by five points in 2011-20d/jle the debt share burst by 24 points in
the Periphery followed by a further 23 points iras®e. According to this evidence, the
debt/GDP ratio showed a growth slowdown in the Covkile it kept moving along an
unchanged trend in the Periphery. This explaindthergence (+45%) detected in the EU14
between 2009 and 2012.

Table 2 shows the-convergence results for total government experslitand total
revenue over GDP. An overall convergence betweedd 26hd 2012 among the EU14
countries (-43%) emerges for total expenditure. e\mv, when the two subsets of countries
are considered separately, a decrease in dispessitected in the Periphery (-72%), while a
divergence pattern arises in the Core (+37%). Thelugon of the average share of
government expenditure in Table 2 suggests thatotheerved convergence in the EU14
sample actually reflects the approaching of thepBery to the higher average share of the
Core. However, a similar pattern of convergenceatdtarizes both Core and Periphery in the

periods before and after the crisis. Indeed, tistasued convergence detected between 2004
11



and 2008 in both Core and Periphery (-31% and -4&8jpectively) is replaced by a marked
divergence after 2009 (+90% and +46%, respectively)

On the revenue side, while no relevant change spedsion is observed in the EU14
sample between 2004 and 2012, a contrasting belraisodetected between Core and
Periphery. In particular, the crisis seems onlyMeaken the convergence process at work
inside the Core area since 2004, whereas it enhatregnatically the divergence tendency
among Periphery countrie®Remarkably, the convergence pattern in the Goaedéompanied
by a stable average share, while the divergenderpan the Periphery is associated with a
revenue share that slightly shifts over time.

Overall, these results indicate that different @pinix were implemented across countries.
Indeed, while the Periphery managed both revendesgpenditure to cope with the recessive
effects the crisis, leading to an increased hetvely in both variables, the Core countries,
starting with a balanced deficit at the outset mfarcial troubles, managed only the
expenditure side, leaving substantially unaffed¢tezireduced dispersion on the revenue side

inherited from 2008.

B. Composition of Public Expenditure

To gain a deeper understanding of the impact of dhsis, we examine also the
convergence pattern of the main components of pathlic expenditure, measured as a share
of total expenditure, according to both an econaamnig functional classification.

According to the economic classification we distirsp between public consumption,
social benefits, debt interest, and public invesiim&hese components amount to more than

90% of total expenditure. As far as public consumpis concerned, in Table 3 an overall

® Since a dispersion increase is detected in 2008-20hd 2009-2012 in the Periphery (+48% and +31%,
respectively), the strong divergence over the wipeléod (+213) actually reflects the variance iasebetween
2008 and 2009.
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divergence appears between 2004 and 2012 in thd Bbkple. Since dispersion inside the
Core area remains substantially stable, the det@cteease in dispersion in the EU14 sample
reflects an enhanced heterogeneity between Cor@anghery. More specifically, while the
crisis did not influence the relative dispersionoaug countries around a stable average share
in the Core, in the Periphery the convergence osiebefore the crisis (-31%) stops in 2009,
as an opposite pattern of divergence arises (+38égpmpanied by a reduction of the total

expenditure share on public consumption.

Social benefits are actually the fiscal variablehwtihe lowest dispersion changes. The
percentage change of variance never exceeds 12&b,tke exception of the Periphery
sample, where a noticeable divergence pattern (}48%etected before the crisis. It is worth
noticing that in the Periphery the average sharsocfal benefits steadily increases over the
whole period (from 37.1% in 2004 to 42.7% in 201fast approaching the Core average,
which remains substantially stable. However, théswmot be regarded as an effective
harmonization process between Core and Periphieige 80 convergence is displayed in the

EU14 sample.

The debt interest component of public expenditutews an increased heterogeneity
between Core and Periphery over the entire pesotte the negative variance changes
detected in both samples (-7% and -52%, respeglivesult in a marked divergence in the
EU14 sample (+42%). While the impact of the crisasises a slight divergence in the Core
(+20%), with a steadily declining average shareesi@004, inside the Periphery area the
decrease in dispersion (-52%) detected between 26642012 actually reflects the 2009-
2012 convergence process (-40%) towards a highenage share triggered by the heavier

debt burden

The convergence pattern observed in public investriseparticularly meaningful, since it

clearly shows a dramatic consequence of the cfibis.detected dispersion decrease observed
13



in the EU14 sample essentially depends on the cgawuee pattern observed in the Periphery.
Indeed, while in the Core area an overall unchardjsgersion is associated with a stable
average share of 4.5%, inside the Periphery a kaxhbr divergence pattern (+107%) stops at
the outset of crisis, replaced by marked convergdr6%) accompanied by a drastic cut of

the public investment share (from 8% to 4.3%).

On the whole, the economic composition of publipenditure inside the Core area shows
limited dispersion changes accompanied by staldeage shares. On the contrary, the crisis
prompted a substantial reallocation of public exjieme among the Periphery countries. In
particular, the converging pattern towards high®araes of social benefits and debt interest
(+7.6% in total) combines with the crowding out ptiblic investment and public

consumption (-7.5% in total).

To have a more comprehensive view of the consegseoicthe crisis on the composition
of public expenditure, we also consider the maimponents according to the functional
classification. We include social Protection, heakducation and public general services
measured as a share of total government spendmgsidered together these components

amount to the 80% of total expenditure.

As reported in Table 4, social protecti@hows a steady convergence process in the EU14
sample (-59%) over the whole period, that resulb$h bfrom the convergence between
Periphery and Core and from the convergence irteléwo groups of countries (-37% and -
27%, respectively). In the Periphery this lowelpédision is associated with an increase of the
average share towards the Core level. By consigldghe two subperiods separately, the

positive variance changes detected in 2004-20@®1tn country sets turn into a negative sign

" Although social protection as a functional comptnand social benefits as an economic component are
conceptually similar, several accounting discregarise between the two. For example, social fiiene
include the function Education, while social proiee does not. For a detailed reference see thentidhaon
sources and methods for the compilation of COFCQiisHics” 2011 edition pag.65.
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in 2009-2012, indicating that the crisis likely sded up the convergence of the Periphery
toward the Core.

The share of public expenditure allocated to edocats characterized by an even
convergence pattern in both groups of countriegr(tive entire period -46% and -35% in the
Core and Periphery, respectively), that weakernbarEU14 sample (-22%). This latter result
can be explained by taking into account the deargasverage share in the Periphery after
2008 that diverges from the stable share of thee Caimilar considerations also apply in the
two subperiods.

As for health, a distinctive patterns before artérathe crisis can be identified inside the
EU14 sample. Between 2004 and 2008 a convergemnoess appears (-36%), that stops in
following years, as a marked divergence arises ¥9)58ssociated with diverging shares
between Core and Periphery. Moreover, a differatiepn characterizes Core and Periphery
over the whole period. In the Core sample an olvdraérgence emerges between 2004 and
2012 (+42%), while convergence characterizes theley sample (-43%). This different
behaviour suggests that the disarranging effecteeotrisis impacted differently in Core and
Periphery, since in the latter the dispersion tengeafter 2008 did not stop the overall
convergence process towards lower shares.

Finally, the share of public general services @igpla convergence pattern within the Core
countries (-34%) over the entire period accompawét a stable average share, while no
convergence is observed in the Periphery sampdeceged with an increase in the average
share after 2009 Combined with the larger dispersion detectechim EU14 sample, these
results suggest an enlarged heterogeneity betweenadd Periphery as a consequence of the

crisis.

8 Since debt interest are included in the publicegahservices, the increase from 15% to 17.3% Hgtresult
from the increase in interest expenditure oveisieond subperiod.
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The picture emerging from the analysis of the fiomal composition of total government
spending reinforces the overall conclusions draarmtlie economic composition. Again, the
structure of public spending inside the Periphegagias been significantly affected by the
crisis. The higher social protection expenditurd #re raised burden of debt, recorded in the
general public services, crowded out productivendpe (education and health), causing an

increased distance between Core and Periphery.

V. Final Remarks

In this paper we investigated the early signs ef éffects of the crisis on the process of
fiscal convergence inside the EU. Following theeregcacademic and political debate, that
describes the present troubled economic and itistiei EU situation by contrasting the
exposed fiscal position of a group of Peripheralntoes with the safe Core of Europe, we
examined the effects of the 2008 crisis on theafisonvergence pattern of a wide range of

fiscal indicators for a sample of EU countries piaried into Core and Periphery.

The results obtained highlight the heavy impadhm EU area of the 2008 financial crisis
both on the main fiscal aggregates and on the ceitigo of public spending. In particular,
the effects of the crisis have been transmitte@igintly on the fiscal frame of the two sets of

countries, signalling an overall tendency to dieeofithe Periphery from the Core.

As for fiscal balances, inside the EU area a teogléna converge was detected after the
crisis due to the fiscal correction measures ua#lert by governments. However, remarkable
differences characterised Core and Periphery, pdnticular reference to the greater
persistence of the negative effects of the 2008 2bck on government budgets among the
Periphery countries. Indeed, in a longer term peatye, the exposure of public deficit to the

disarranging effects of the crisis seems to takasrdrom the fiscal management of the
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previous decade (Bertarelli et al., 2014), thatedeined within the euro area a deficit
heterogeneity consistent with country specific levedeficits. In this respect the failure of
governments to tighten fiscal policy in the favdaleahigh growth environment of the early
2000s was a missed opportunity (Lane, 2012). Frornmstitutional point of view, however,
the short-sighted management of fiscal policy dythre 2000s, cannot actually be ascribed to
the responsibility of national governments only. ganted out by Bordo and James (2012),
the fiscal disciplinary frame of euro worked we#ifbre the common currency introduction
but much less well afterwardBespite the stricter regulatory framework of thalfdity and
Growth Pact in 1997, the enhanced diversity indéfcit positions among the EU countries
over the 2000s appears a situation vulnerable werad shocks and potentially opened to
further divergence The deficit boost to cope with the crisis and thability to adjust
imbalances fostered the divergent pattern of pulist since the noughties (Bertarelli et al.,
2014), enhancing the distance of the debt positimteeen Core and Periphery to an extent
that seriously challenges the political consensastltie ongoing process of economic

integration inside the EU area.

We further investigated the management of totaémee and spending before and after the
crisis. On the total expenditure side, a similatgya characterized the EU area and the two
country samples. Specifically, the crisis disareahghe convergence in total government
expenditure, that starting at the outset of eunatinaed till 2009°. The following boost of
dispersion suggests that the spending lever has eed in dissimilar manner by countries
both in the Periphery and in the Core samples.rAtfte crisis the average share of total
spending over GDP increased sharply in the Penpheuntries, quickly approaching the

Core average, but without any sign of harmonizat®n the revenue side, a different pattern

° Bordo and James (2018)ress that the exceeding deficit of Germany amahde between 2003 and 2005 did
not involve any official disciplinary procedurehieh had “a corrosive effect on other countriesigp21).
19 By employing different techniques to detect cageace, Bertarelli et al. (2014) and Ferreiro et(2013)
find evidence of convergence for the GDP sharetal government expenditure after the Euro intrdiduac.
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emerged between Core and Periphery. While in the @ crisis did not seem to stop an
ongoing harmonization procédsa remarkable divergence appears inside the Reyiph
associated with unstable GDP shares, indicatinghabat Periphery countries reacted to the
recessionary effects of the crisis by implementiegerogeneous policy strategies. Overall
these results suggest that in the Periphery casnthe crisis disarranged both revenue and
expenditure, leading to an increased dispersidooth variables. The Core, likely by taking
advantage from a balanced deficit at the outsefinaincial troubles, managed only the
expenditure side, leaving substantially unaffed¢tezireduced dispersion on the revenue side
inherited from 2008. These latter considerationmtptm an additional consequence of the
divergent macroeconomic pattern characterizing tbeent history of the EU. Indeed,
Lehwald (2013) stresses, that the imbalances bet@Weee and Periphery area since the euro
debut deeply affected the comovements of the maicroeconomic variables, determining a
rise in the business cycle synchronization for @we and a significant decrease for the
Periphery. As a result, the dissimilar policy ah@ £nhanced fiscal dispersion among the
Peripheral and Core countries may partially refteet asynchronous response to the negative

shocks.

The dissimilar behaviour between Core and Peripkemgrges distinctly in the economic
composition of total expenditure. Indeed, while ffa@ne of public expenditure appears stable
inside the Core, with minor changes in dispersioth substantially invariant shares, the crisis
had a destabilizing impact on the economic framexplenditure among Periphery countries.
In particular, the crisis had the effect of enlaggthe distance between Core and Periphery in
the shares of public consumption and debt intgpagments. While the latter reflects the
diverging dynamic of debt and the higher risk aigrsn bond markét, the former depends

on an overall reallocation of public expenditureiading a lower share that after 2008

M See on this point Bertarelli et al (2014)
2 von Hagen et al. (2011) show that market penaliisdsg fiscal deficits much stronger after the en and
Brothers default.
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diverged from the stable average level of the Goea. As far as social benefits and public
investment are concerned, in the first case thepsinarease in the share of social benefits
actually approached the average share of the ®atewithout any sign of harmonization,

since it was not accompanied with any relevantedigpn decrease; in the case of public
investment the observed convergence between Cdr@amphery actually reflects the severe
decrease after the crisis of the average sharerdevtbe level of the Core area. On the one
side, the sharp rise in the share of social benefisentially depends on the necessity to
protect household income from the crash of theualmarket, on the other side the need to
cope with excessive deficits resulted in the craygdout of both public consumption and

public investment. The drastic cut of this lattemponent may entail harmful consequences

on the catching-up process started in the lastd#eon the part of several Periphery countries.

The overall tendency of the Periphery area to rgwefrom the Core as a likely
consequence of the crisis is confirmed lookinghet main components of the functional
composition of public spending. In this context]yothe share devoted to social protection
shows an intensified convergence after the crisisrgy the EU countries. As far as the other
components are concerned, the detected convergeedeication seems to be specific of the
two country samples, with the Core converging adoanstable share, while the lowering
dispersion inside the Periphery associates witle@edsing share below the Core average.
Similarly, also the share devoted to health shawtbe Periphery a converging pattern toward
a share lower than the Core one. Indeed, the obdaronvergence in education and health
inside the Periphery appears to be more likelyctiresequence of the distortionary crowding-
out effects of the crisis on productive expenditwégh undesirable long term implications.
On the whole, it appears that the need to strengsioeial protection measures on the one
side, and the increase in the debt burden as segoesce of the crisis disarranged in the

Periphery area the composition of total governnspeinding according both to an economic
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and functional definition. Differently, in the Coaeea the wider margin of fiscal action due to
the safer deficit position at the outset of thesisriallowed to cope with recession without
crowding out effects and without any recognizaliiange in the convergence pattern (except
for health). Overall, this suggests that whilehe Core area the fiscal response to the crisis
might be considered a temporary shock, in the Renpeven in the circumstance of an
economic recovery, the increased debt burden neighince the persistence of the crowding

out effect of productive expenditure.

The etymology of the word crisis is suggestive ides to summarize a few final remarks.
Crisis comes from the ancient Greeknein, which means “to separate”. Indeed, the results
presented in this paper show the early consequeridés “fiscal stage” of the crisis started
in the late 2008. The macroeconomic imbalances mgraweide the EU area since the
introduction of the common currency represented fhwurable ground not only for the
bursting effects of the financial crisis on thelreeonomy, but also for diverse fiscal effects
and fiscal responses of national governments,ftidter widened the distance between Core
and Peripheral EU countries. Bitinein also means “to choose” and in this sense it dgtual
indicates the urgency of a revised setting of tbedesign. Indeed, the disarranging effects of
the crisis disclosed the short-sighted view of Meastricht Treaty and the Stability and
Growth Pact and their inadequacies as an effectigehanism for fiscal coordination and
control. The debt crisis and the “early signsfistal divergence shown in this paper call for
a new institutional frame, possibly designed thfoagrenewed democratic legitimatidrno
contrast the growing Eurosceptic movements indideEBU area and able to pursue effectively
an objective of growing fiscal harmonization as andition for a revitalised engine for

economic growth.

13 On the problem related to the political and ingiiinal consequences of the crisis there is alitagture. See
for example a comprehensive collection of spedifintributions in Chiti et al. (2012).
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TABLE 1. Deficit/GDP and Debt/GDP

Deficit/GDP Debt/GDP

EU14 Core Periphery EU14 Core Periphery
Index of dispersion
Time period AVar. (%) AVar.(%) AVar.(%) AVar. (%) AVar. (%) AVar. (%)
2004-2012 14.4 -37.8 -27.8 92.0 49.5 -22.8
2004-2008 21.9 19.0 -47.7 12.9 12.4 3.8
2009-2012 -34.1 -45.6 -16.1 45.3 17.9 -9.7
Average share
Time period EU14 Core Periphery EU14 Core Periphery
2004-2006 -1.2 -0.5 -2.4 60.9 56.5 68.8
2007-2008 -11 0.4 -3.8 60.2 53.9 715
2009-2010 -.6.7 -4.7 -.10.4 76.5 65.5 96.3
2011-2012 -4.7 -3.1 -7.7 87.4 70.2 115.5




TABLE 2. Total Revenue/GDP and Total Expenditure/GDP

Total Revenue/GDP Total Expenditure/GDP

EU14 Core Periphery EU14 Core Periphery
Index of dispersion
Time period AVar. (%) AVar. (%) AVar.(%) AVar. (%) AVar. (%) A Var. (%)
2004-2012 -7.1 -28.8 212.8 -43.2 37.2 -71.6
2004-2008 -17.4 -27.1 48.2 -50.2 -31.0 -44.9
2009-2012 -6.9 -7.3 31.8 60.2 89.8 46.1
Average share
Time period EU14 Core Periphery EU14 Core Periphery
2004-2006 45.7 49.9 39.9 46.9 49.5 42.3
2007-2008 45.9 48.9 40.6 47.0 48.5 44.4
2009-2010 45.3 48.6 394 52.1 53.3 49.8

2011-2012 46.2 49.2 40.9 51.0 52.3 48.6




TABLE 3. Main Economic Components of Total Government Expenditure

EU14 Core Periphery EU14 Core Periphery
Index of dispersion
Time period A Var. (%) A Var. (%) A Var. (%) A Var. (%) A Var. (%) A Var. (%)

Public Consumption/Gtot Social Benefits/Gtot
2004-2012 38.3 11.3 -46.9 -10.2 -2.0 -12.2
2004-2008 8.2 8.5 -31.7 6.6 10.4 48.6
2009-2012 25.5 0.3 38.4 -3.4 -2.7 -11.1
Debt Interest/Gtot Public Investment /Gtot
2004-2012 42.1 -7.3 -52.2 -72.8 -8.6 -90.4
2004-2008 12.4 -2.7 14.9 25.2 4.5 107.2
2009-2012 48.0 20.0 -40.1 -51.0 -10.2 -86.0
Average share
Time period EU14 Core Periphery EU14 Core Periphery
Public Consumption/Gtot Social Benefits/Gtot
2004-2006 45.3 45.7 44.6 39.6 41.0 371
2007-2008 45.6 46.5 44.2 39.9 40.8 38.5
2009-2010 45.1 46.2 43.3 41.1 41.4 40.5
2011-2012 44,2 46.1 40.7 42.3 42.0 42.7
Debt Interest/Gtot Public Investment /Gtot

2004-2006 5.7 5.1 6.8 5.6 4.4 7.9
2007-2008 5.6 4.9 6.9 5.9 4.7 8.2
2009-2010 5.1 4.3 6.7 5.3 4.7 6.4
2011-2012 6.0 4.4 8.8 4.4 4.5 4.3




TABLE 4. Main Functional Components of Total Government Expenditure

EU14 Core Periphery EU14 Core Periphery
Index of dispersion
Time period A Var. (%) A Var. (%) A Var. (%) AVar. (%) A Var. (%) A Var. (%)

Social Protection/Gtot Education /Gtot
2004-2012 -59.5 -26.9 -37.2 -22.6 -45.9 -35.1
2004-2008 -17.0 6.8 4.5 -12.9 -15.8 -17.0
2009-2012 -35.0 -26.2 -18.1 -14.7 -35.2 -15.2
Health/Gtot Public General Services/Gtot
2004-2012 -12.44 42.5 -42.8 27.4 -33.7 2.7
2004-2008 -35.8 -3.4 -33.5 9.4 -6.7 15.9
2009-2012 58.4 44.2 12.3 25.8 -20.3 0.6
Average share
Time period EU14 Core Periphery EU14 Core Periphery
2004-2006 37.9 40.2 33.8 11.7 11.8 11.5
2007-2008 37.8 39.5 34.7 11.5 11.8 11.0
2009-2010 38.8 40.0 36.7 11.3 11.8 10.5
2011-2012 39.8 40.4 38.7 11.1 11.7 10.1
Health/Gtot Public General Services/Gtot

2004-2006 14.5 14.1 15.3 14.1 13.4 15.4
2007-2008 14.9 14.8 15.0 14.0 13.3 15.2
2009-2010 14.8 15.0 14.6 135 12.7 15.0

2011-2012 14.7 15.2 13.7 14.5 13.0 17.3




