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Introduction

1.1 General considerations

It was only during 2011 that the possibility of some form of break-up of
the Economic and Monetary Union (hereafter EMU, and alternatively
referred to as the euro area or euro zone) with one or more members
leaving, especially Greece, became a matter of serious political debate.
Although some analysts and commentators had from the outset
expressed doubts on the long-term sustainability of a currency union,
which was not based on political union, or indeed economic integra-
tion, the experience of the first decade or so appeared to indicate that
there was no cause for concern over the long-term future of the euro
(see, however, Arestis and Sawyer, 2003a, 2006a, 2006¢, 2012a). But, as
will be argued below, problems were bubbling under the surface, which
were placing strains on the monetary union; these came to the fore as
the ‘great recession’ unfolded, and became clearly obvious as the euro
crisis emerged (Arestis and Sawyer, 2012a). The economic performance
of the euro area as a whole had, since its formation, been relatively
weak (as evidenced below) but not disastrously so, and indeed some of
the smaller economies had experienced faster growth (than before the
formation of the euro). Inflation and nominal interest rates were lower
in many countries as compared with previous experience. There were
signs of emerging problems given the persistence of inflationary differ-
entials between member countries, leaving some, notably the southern
European countries, in situations of deteriorating competitiveness.
The current account imbalances between countries were tending to
grow, with substantial capital flows from the surplus countries (mainly
northern European, and Germany in particular) to deficit countries
(mainly southern European, with Greece and Portugal most seriously
affected), and the associated build-up of debts.
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The macroeconomic policy framework within which the euro area
operated has been subjected to a great deal of criticism from a range
of perspectives. From a broadly Keynesian perspective it was the defla-
tionary fiscal policy with limits on national budget deficits enshrined
in the Stability and Growth Pact (SGP) that became the focus of intense
criticism. But the conditions of the SGP have been breached frequently,
notably by Germany and France in the first instance followed by many
others. The global financial crisis starting in 2007, and intensifying in
2008! with the resultant sharp downturns in economic activity, helped
to reveal many of the underlying issues of the euro area. The limits on
budget deficits had to be suspended to cope with the sharpness of the
downturn. The institutional settings of an independent central bank
and the nature of its relationships with national governments (as fiscal
authorities) hampered responses to the financial crisis, and later made it
more difficult for national governments to fund their budget deficits.

One theme of this book is that the present (2011-13) crisis of the
EMU was ‘an accident waiting to happen’ and comes from the interac-
tion of the pressures imposed by the financial crisis with the design of
the EMU, and that an economically successful single currency would
require major changes in the design of EMU. In chapters 7 and 9 we
consider the design changes, which are seen as required for a sustainable
single currency consistent with economic prosperity. In this context,
design changes may be something of a euphemism - in our view the
changes required for a efficiently functioning monetary union involve
substantial moves towards what would in effect be a political union, and
a complete change in the dominant economic and political ideology
which governs the present EMU.

This book seeks to decipher the type of economic analysis under-
lying the macroeconomic policies of the EMU in terms of its theoretical
and economic policy framework. It argues that the challenges to the
EMU’s macroeconomic policies lie in their lack of potential to achieve
full employment and low inflation in the euro area. It is concluded
that these policies as they currently operate have not performed satis-
factorily since the inception of the EMU and that furthermore they are
unlikely to operate any better in the future; indeed, they are unlikely
to save the EMU from continuing crisis. The ways in which the policy
framework lies at the heart of the present crisis of the EMU are set out.
The book presents some alternatives, which are based on a different
theoretical framework, and proposes different institutional arrange-
ments and policies, and which would therefore amount to substantial
moves towards a de facto political union.
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The EMU was founded in January 1999, simultaneously with the
European Central Bank (ECB), and also the European System of Central
Banks (ESCB), which includes the central banks of all EU member
countries;?> with the launch of the single currency (euro) first being
introduced as a virtual currency. The euro was established for financial
transactions with the exchange rates between those national curren-
cies, which were to be absorbed by the euro, being fixed to six signifi-
cant figures. At the beginning of 2002 the euro replaced the component
national currencies for all transactions for 12 countries, namely Austria,
Belgium, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg,
the Netherlands, Portugal and Spain. This meant that three countries of
the then 15 members of the European Union (hereafter EU-15), namely
Denmark, Sweden and the United Kingdom, did not join the euro at
this time.

The European Union (hereafter EU) expanded in May 2004 with
the admittance of ten new member countries, eight from Central and
Eastern Europe countries (CEEC) (the Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Poland, Slovenia and Slovakia) plus Cyprus and
Malta. There was a subsequent expansion with Bulgaria and Romania
joining in January 2007, and Croatia joined in mid-2013. Of the new
(2004) member states, five have since adopted the euro, namely Slovenia
(2007), Cyprus and Malta (2008), Slovakia (2009) and Estonia (2011). In
this book our main focus concerns the general issues surrounding the
euro and its operation. However, in assessing the economic performance
of the countries adopting the euro we focus on the initial 12 members,
and we refer to the countries which have adopted the euro as the euro
area. When we provide figures on economic performance of the euro
area, unless otherwise stated, they refer to the initial 12 members.

In Arestis, Brown and Sawyer (2001) we described the build-up to the
formation of the euro, tracing back the various threads leading to the
launch of the euro back to at least 1970. In this book we pick up that
story again but we move on from there in a significant way.

1.2 Developments in euro area governance

The Maastricht Treaty (formally, the Treaty on European Union, or TEU)
was notable for establishing the ‘convergence criteria’ for a nation’s
membership of the Economic and Monetary Union. The nature of
these convergence criteria in terms of what they included and what
they excluded, and their importance, are evaluated in the next chapter.
We argue that those ‘convergence criteria’, through the omission of any
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reference to current account imbalances, to convergence or divergence
of business cycles, and the level of unemployment, stored up future
problems for the EMU - and it is clear from recent events that they have
indeed caused serious problems.

The Stability and Growth Pact (SGP) has, in principle, been the pact
governing the operation of the EMU and of national governments
within EMU on the fiscal front, though the limits on budget deficits
and government debt set out in the SGP have been broken frequently,
especially by the powerful EMU member countries. The macroeco-
nomic model, which underpins the SGP, is considered in chapter 3 and
the monetary and fiscal policies associated with the SGP are subjected
to critical examination in chapters 4 and 5, respectively. The fiscal
policy of the SGP was somewhat modified in 2005 with some loosening
of the restraints on budget deficits, but there had been no substantial
changes until 2011, when measures such as the ‘six pack’ and then the
‘fiscal compact’ were introduced (embodied in the Treaty on Stability,
Coordination and Governance, TSCG) and these are discussed in some
detail in chapter 5. The ‘fiscal compact’ continues many of the features
of the SGP with some tightening of the deficit targets and the ‘exces-
sive deficit procedure’ as well as the intention of stricter surveillance of
national deficit positions.

The activities, operations and policies of the Economic and Monetary
Union (EMU) and the member countries have been under the direc-
tion of a series of treaties usually referred to by the name of the city
where the treaty was formulated or signed. Successive treaties have
built heavily on their predecessor, although on each occasion signifi-
cant changes were also involved. The Maastricht Treaty was notable for
establishing the ‘convergence criteria’ for a nation’s membership of the
Economic and Monetary Union (as set out in chapter 2 below). The
Treaty of Amsterdam amended the Treaty of the European Union, the
treaties establishing the European Communities and certain related
acts, which was signed on 2 October 1997, and entered into force on
1 May 1999. The Treaty of Amsterdam provided a greater emphasis on
citizenship and the rights of individuals and some increased powers for
the European Parliament. It also contained the beginnings of a common
foreign and security policy (CFSP), reinforced in the later Treaty of
Lisbon and the reform of the institutions in the run-up to enlargement.
The present treaty, labelled the Treaty of Lisbon, was signed in Lisbon
by the EU member states on 13 December 2007, and entered into force
on 1 December 2009. The Treaty of Lisbon itself followed an ill-fated
attempt to introduce a European Constitution. A European Convention,
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under the chair of Giscard D’Estaing, the then President of France, had
been established in 2003 to draw up what was then termed a European
Constitution, or the Constitutional Treaty. After a period of consulta-
tion, a draft European Constitution was presented for confirmation
by nations. The treaty introducing the Constitution was signed on
29 October 2004 by representatives of the then 25 EU member states.
The draft constitution ran to some 300 pages covering the full gamut of
political, social and economic issues. In debates and discussion over the
draft Constitution, a great deal of attention was paid to the relationship
between the European Union and the member states and the demo-
cratic structures (or lack thereof) within the EU. It was later ratified by
18 member states, which included referenda endorsing it in Spain and
Luxembourg. However, the rejection of the document by French and
Dutch voters in May and June 2005 brought the ratification process to
an end.

In the event, the changes associated with the Treaty of Lisbon were
matters such as the creation of a President of the European Union,
changes to qualified majority voting and establishment of a Foreign
Minister. The parts of the Treaty of Lisbon, which have particular rele-
vance for economic policies, were by and large a ‘cut and paste’ job from
the preceding treaty. The Treaty of Lisbon can in many respects be seen
as a European Constitution in that the treaty sets out the legal frame-
work within which the European Union operates. In that light there
are two significant features for the future development of economic
policies. The first is that economic policies are indeed embedded in
the treaty. Hence, for example, an ‘independent’ central bank with its
operations based on the objective of price stability is contained within
the treaty. As we will argue below, this means that a set of economic
policies, which were thought suitable at the time of the treaty, are set
down ‘in stone’. This leads to the second feature, namely that the Treaty
of Lisbon, and hence economic policies and their structures, can only
be changed with the unanimous support of all member countries.

A recent important further shift has been the Treaty on Stability,
Coordination and Governance in the Economic and Monetary Union
(TSCG),? which is an intergovernmental agreement signed during 2012
to which we will give much attention below. This treaty is particularly
significant for this book as it encompasses the ‘fiscal compact’ as well as
calls for ‘structural reforms’, as will be discussed below. It is also signifi-
cant in that it is an agreement amongst most, but not all, member coun-
tries with the UK and the Czech Republic as notable absentees. As such,
it sets out a mechanism by which governance can be changed without
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unanimity of member countries by the use of a Treaty amongst a range
of countries.

1.3 The economic philosophy of EMU

In this introductory chapter we seek to elaborate the nature of the
economic philosophy which is embedded in the treaty and then to
specifically consider the macroeconomic policies that are in the treaty
and the problems which arise from them.

We begin with the question as to whether the Treaty of Lisbon can
be reasonably described as being neo-liberal in nature. Neo-liberalism
involves a focus on the role and extension of trade and markets, inter-
national trade without political impediments and private property. This
is not to argue that there is a fully coherent policy agenda, and that all
policies can fit into a specific policy agenda. It is rather to ask whether
the Treaty of Lisbon confirms in place a framework, which is essentially
neo-liberal and points to further developments in the neo-liberal direc-
tion. As will be seen later there are ‘ratchet’ effects — there is encour-
agement within the treaty for liberalisation but once liberalisation has
occurred there is no provision for deliberalisation if necessary.

The neo-liberal agenda of the Treaty of Lisbon is well illustrated in
view of several references to ‘the principle of an open market economy
with free competition’ (e.g. Article 119), though many would question
whether competition can ever be ‘free’. But later there is reference to ‘a
highly competitive social market economy’ (article 3), which in no way
defines what is meant by a social market economy, though it is linked
with ‘aiming at full employment and social progress’ without consid-
ering whether a market economy can ever generate full employment.
By implication, there is no indication on which a range of activities will
take place outside of the market, or whether the market is to control all
of economic life.

For the purposes set out in Article 3 of the Treaty on European Union,
‘the activities of the Member States and the Union shall include, as
provided in the Treaties, the adoption of an economic policy which is
based on the close coordination of Member States’ economic policies,
on the internal market and on the definition of common objectives,
and conducted in accordance with the principle of an open market
economy with free competition’ (Article 119-1). It is also suggested that
‘the definition and conduct of a single monetary policy and exchange-
rate policy the primary objective of both of which shall be to maintain
price stability and, without prejudice to this objective, to support the



Introduction 7

general economic policies in the Union, in accordance with the prin-
ciple of an open market economy with free competition’ (Article 119-2;
see, also, Article 120).

The Treaty of Lisbon (and to a great extent its predecessors) laid down
principles for economic policies (both micro- and macroeconomic
ones) and various processes for the coordination of policies between the
nation states (within the European Union). On this score, the Treaty of
Lisbon states that ‘The Member States shall coordinate their economic
policies within the Union. To this end, the Council shall adopt meas-
ures, in particular broad guidelines for these policies. Specific provi-
sions shall apply to those Member States whose currency is the euro.
The Union shall take measures to ensure coordination of the employ-
ment policies of the Member States, in particular by defining guidelines
for these policies’ (Article 5). In the area of social policies it is a looser
arrangement in that ‘The Union may take initiatives to ensure coordi-
nation of Member States’ social policies’ (Article 5).

Within the EU, and this is reflected in successive treaties including
the Lisbon Treaty, the assignment of a range of ‘competencies’ with
regard to policy areas to the EU itself and others remaining with the
member states.

In this section we briefly set out what the current position is with
respect to those competencies and the related issue of subsidiarity. This
is a prelude to subsequent discussion. In the economic sphere there
were no proposed shifts of a similar magnitude. But our concern here
is not centred on the relative powers of nation states and the EC per se.
Our concern is rather twofold: (i) what is the nature of the coordination
of economic decision-making which emerges? How far is the coordina-
tion in effect undertaken through a single central body (the extreme
case being the European Central Bank, which could be said to coordi-
nate interest rate policy across all members of the euro area through
the imposition of a single interest rate and how far is the coordination
undertaken by member states)? Then how effective is that coordination
and does it meet the requirements needed for the successful operation
of a single market and for the countries involved for the single currency?
And (ii) in terms of the economic policies, pursued at the EU level and
in terms of those policies, which are coordinated through actions of
the member states, what is the ‘model’ which governs those policies? In
any federation or federal state there are many issues of the relationship
between the members and the centre.

A currency area is in general also a nation state, and hence the
currency area is also a political union. A central feature of the EMU is
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that it is a currency union but not a political union. Within a political
union, there are economic and social policies implemented at the level
of the political union, and others that fall within the remit of local or
regional government (often constrained by national policies). Hence,
there are common policies across the political union, and in effect there
is coordination of policies between constituent parts of the political
union. There will, for example, be a structure of taxation, which will
apply across the political union, as well as a structure and level of taxa-
tion that will vary at the local or regional level. Similarly, there will
be national policies on the operation of labour markets, with possible
significant variations at the regional level in a federal system (as in the
USA, for example). In chapter 9 we visit the question as to whether a
currency union has to be supported by a political union in order to
operate successfully (which is not to say that political union always
produces a prosperous currency union). A political union would entail,
for example, substantial amounts of taxation raised at the central level,
and the ability of the union to operate budget deficits and fiscal policy.
Another element would be in effect the coordination of a range of
economic policies, which would be set at the central level. The present
policy coordination arrangements within the EMU and the EU can
then be compared with those that would arise under a political union,
and the question later discussed is whether the present forms of policy
coordination help or hinder the operation of a single currency.

There are areas where although the implementation of policy lies in
the hands of the national authorities, with strict guidelines (and the
threat of penalties for non-compliance) laid down at the federal level.
For the operation of the euro, it is the Stability and Growth Pact, with
its limits on budget deficits of member governments, which provides
the clearest example (and, as discussed below, despite many govern-
ments having broken the 3 per cent upper limit, no sanctions have
actually been imposed). Another example relates to the provision of
state aid (and thereby constrains the operation of national industrial
policies and rescue of companies in financial difficulties) and is illus-
trative of the general neo-liberal stance of the EU. Examples are given
in what follows: ‘Save as otherwise provided in the Treaties, any aid
granted by a Member State or through State resources in any form what-
soever which distorts or threatens to distort competition by favouring
certain undertakings or the production of certain goods shall, in so far
as it affects trade between Member States, be incompatible with the
internal market’ (Article 107-1; see also Article 108). It is also the case
that ‘Within the framework of the provisions set out below, restrictions
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on freedom to provide services within the Union shall be prohibited in
respect of nationals of Member States who are established in a Member
State other than that of the person for whom the services are intended’
(Article 56). Also, ‘The Member States shall endeavour to undertake the
liberalisation of services beyond the extent required by the directives
issued pursuant to Article 59(1), if their general economic situation and
the situation of the economic sector concerned so permit. To this end,
the Commission shall make recommendations to the Member States
concerned’ (Article 60). And, ‘Undertakings entrusted with the opera-
tion of services of general economic interest or having the character of
a revenue-producing monopoly shall be subject to the rules contained
in the Treaties, in particular to the rules on competition, in so far as the
application of such rules does not obstruct the performance, in law or
in fact, of the particular tasks assigned to them. The development of
trade must not be affected to such an extent as would be contrary to the
interests of the Union’ (Article 106-2).

The European Union has some elements of a federal economic
structure with certain policies being centrally determined, others
settled at the national level within a framework of coordination and
others at the national level (for example, taxation). The Economic and
Monetary Union, which started with 12 members (out of the then 15
members of the European Union), has now reached 17 (but now out of
27 members of the European Union). This has inevitably raised issues
of a two-speed Europe with an inner core pursuing further integra-
tion and an outer core, some seeking to join EMU and others making
sure they do not! These issues of two (or multi-speed) Europe have
intensified in the aftermath of the economic crisis with pressures
for further economic union, moves towards in effect political union,
not to mention banking union. The EMU has one central authority
(the European Central Bank, or ECB) and a set of fiscal policies (as
further elaborated many times below) under the Stability and Growth
Pact (SGP, and now also the ‘fiscal compact’), which seek to impose
a common set of budget policies on all members of EMU (with some
overflow onto the budget positions of the other members of the EU).
The attention in this book will be very much on the macroeconomic
policies, which have these centralised features, albeit that fiscal and
budget policies are operated by member national governments and the
absence of an EMU-level fiscal policy is one of the shortcomings of the
arrangements within EMU.* There are some fields of economic poli-
cies, which are centralised within the European Union; notably the
Common Agriculture Policy (CAP) and competition policy, both of
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which date back to the founding of the European Union. But the EMU
is a part of the EU and as such operates within the policy frameworks
of the EU. The policies on the free movement of labour, the approach
to industrial policy and the limitations on State Aid, employment and
labour market policies and so on, are all relevant to the operations of
a single currency area (and a single market).

In other areas of policy, the ‘open method of coordination’ (OMC) is
in operation. This is described by the EU as ‘a new framework’ for coop-
eration between the member states, whose national policies can thus be
directed towards certain common objectives. Under this intergovern-
mental method, the Member States are evaluated by one another (peer
pressure), with the Commission’s role being limited to surveillance. The
European Parliament and the Court of Justice play virtually no part in
the OMC process.

The open method of coordination takes place in areas, which fall
within the competence of the Member States, such as employment,
social protection, social inclusion, education, youth and training.

It is based principally on:

¢ jointly identifying and defining objectives to be achieved (adopted
by the Council);

e jointly establishing measuring instruments (statistics, indicators,
guidelines);

® benchmarking, thatis, comparison of the member states’ performance
and exchange of best practices (monitored by the Commission).

Depending on the areas concerned, the OMC involves ‘so-called ‘soft
law’ measures which are binding on the Member States in varying
degrees but which never take the form of directives, regulations or deci-
sions’ (http://europa.eu/legislation_summaries/glossary/open_method_
coordination_en.htm; accessed April 2013).

The significance of these remarks for this book is rather obviously
the Economic and Monetary Union is a part of, but not the whole, of
the European Union. The policy coordination within the EMU has
focused on macroeconomic coordination in the areas of monetary and
fiscal policies, and has not been involved with other areas of coordina-
tion, such as price and wage determination, which are relevant for the
successful operation of a currency union. Insofar as there is policy coor-
dination which is relevant to the operation of the labour markets these
lie with the European Union rather than EMU, and then come under
the ‘soft coordination’ of the OMC approach.
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1.3 Outline of the book

This book is concerned with macroeconomic policies and outcomes
within the EMU. In doing so it attempts to throw light on a number of
questions: the objectives of economic policy; the underlying ‘model’ of
the policies; the nature of the imposed neo-liberal agenda; the short-
comings and design faults of the EMU project; and alternative policies
for a better EMU.

The book comprises a total of ten chapters. Following this introduc-
tion (chapter 1) we discuss in chapter 2 the launch of the euro and the
economic performance of the euro area both before and subsequent to
the financial crisis and recession — what we label the ‘great recession’.
There is an analysis of the convergence criteria and the Stability and
Growth Pact, followed by an examination of the economic performance
of the euro area countries before and following the financial crisis. The
first signs of the latter were apparent in August 2007 with the rise in the
LIBOR rate, problems at PNB-Banque Paribas in France, and Northern
Rock in the UK, and intensified in September 2008 with the collapse of
Lehman Brothers; many other financial institutions in severe difficul-
ties followed by major bailouts.

In chapter 3 we set out the theoretical underpinnings of macr-
oeconomic policy within the EMU. The set of macroeconomic poli-
cies is closely related with the ‘New Consensus Macroeconomics’ and
EMU can be seen as a crucial example of the application of this ‘new
consensus’, although there are differences between the two in terms
of the relevant policy implications. The following two chapters deal
in some detail with monetary policy (chapter 4) and then fiscal policy
in the EMU (chapter 5). We present a critique of the policy arrange-
ments in those two domains. In chapter 4 we offer a critique of the
establishment of a central bank, the European Central Bank (ECB),
and the way it functions, especially the lack of a ‘lender of last resort’
policy dimension. The ECB pursues two types of policies: an economic
policy and a monetary policy, both of which are of the ‘one size fits all’
approach. This is particularly problematic, we suggest, in the absence
of other pan-EMU economic policies. In chapter 5 criticism is made of
the implementation of the Stability and Growth Pact, what has come to
be known as ‘the fiscal pact’, and its subsequent development, known
as the ‘fiscal compact’. This is undertaken along with the role of fiscal
policy, which is considered to be totally ineffective by the creators of
the SGP and the proponents of the ‘New Consensus Macroeconomics’
framework. Chapter 6 considers employment policies in the EU and
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how they impact on the euro area. Two important features domi-
nate the discussion in this chapter. The first is the notion that labour
markets and their institutions differ substantially and significantly
across the member countries, which raises issues in terms of the opera-
tion of common macroeconomic policies. The second is that these
differences in labour market institutions could lead to marked differ-
ences in economic performance, notably with regard to wage inflation
and productivity trends. This raises the issue of possible differences
in economic performance, which can generate divergences (or at least
non-convergence) within the EMU.

Chapter 7 outlines the policies which we see as necessary for the
achievement of full employment and low inflation. These policies are
of general relevance and we apply them in the context of the EMU.
We begin this chapter by considering what the objectives of economic
policy should be, specifically in relation to macroeconomic policy, and
how the instruments of economic policy can be used to achieve the
stated objectives. We discuss the instruments of monetary policy and
argue that monetary policy should be geared towards ensuring finan-
cial stability (rather than being so narrowly focused on inflation) and
that additional tools of monetary policy should be developed to move
away from sole reliance on the Central Bank’s interest rate policy. In the
case of fiscal policy we argue that this policy should be geared towards
achieving a high level of economy activity and low unemployment. We
also consider the required changes to the institutional arrangements to
achieve the objectives suggested above.

Chapter 8 considers the future of the euro, especially in the light of its
recent experience. It looks at whether or not the euro will survive under
the current institutional arrangements, and if the expectation is that it
will not do so what range of changes will be required for its survival. We
discuss the extent to which Optimum Currency Area (OCA) considera-
tions had any impact on the decision to introduce a single European
currency or on the conditions governing which countries were to be
members. The answer is that no such considerations were evident. We
discuss the relevant OCA considerations before we move to issues that
relate to the future of the euro. There is some discussion of fiscal policy
and the European Central Bank from the point of view of monetary
and financial policies, along with issues that relate to inflation and also
current account deficits and competitiveness.

Chapter 9 discusses the issues of economic convergence and the needs
for political integration if the euro is to survive. These issues have been
touched on elsewhere in the book but this chapter elaborates further
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and fully on these two requirements. It demonstrates that the forma-
tion of the EMU, encompassing 17 politically independent countries,
each with their own currencies prior to them joining the union, would
be considerably influenced by considerations of economic conver-
gence and political integration. Chapter 9 demonstrates that neither of
these considerations had been influential in creating and shaping the
EMU and the euro. Indeed, this chapter shows that in the absence of
economic integration political union becomes paramount. Clearly, this
is an argument based not on politics but purely on economic grounds
that support the importance of developing pan-EMU economic poli-
cies, which, properly coordinated, could potentially drive the union
to improved economic development. Finally. recent proposals in EMU
towards what is termed fiscal union are examined and assessed.



2

The Launch of the Furo and
Economic Performance

2.1 Introduction

We start by examining the formation of the Economic and Monetary
Union (EMU), considering the ‘convergence criteria’ which in principle
determine whether a European Union (EU) country could and should
join the euro. These ‘convergence criteria’ continue to be applicable to
potential members of EMU, though our focus here is on the application
of those criteria to the initial membership of EMU. It is argued that
there were some notable omissions from the criteria applied, and those
omissions in effect stored up problems for the euro area, which came to
prominence in the years after the financial crisis of the late 2000s.! This
is followed by an overview of the macroeconomic performance in the
euro area, which it is argued could be labelled lacklustre in the period
preceding the financial crisis. In this overview we also point to the differ-
ences between the countries of the EMU, particularly with regard to
inflation, competitiveness and the current account position, and indicate
how those differences contributed significantly to the euro crisis.

The rest of this chapter proceeds as follows. After this short introduction,
we discuss in section 2.2 the EMU convergence criteria and the Stability
and Growth Pact (SGP). Section 2.3 assesses the economic performance
of the euro area since its creation. Section 2.4 turns to the recent euro
area crisis before some final comments are provided in section 2.5.

2.2. Convergence criteria and the Stability and
Growth Pact

The Maastricht Treaty laid down criteria that should be met by those
seeking to join the euro, and indeed countries meeting the criteria

14
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were obliged to join, though some countries secured opt-outs from that
obligation. The convergence criteria are set in nominal terms (relating to
inflation and interest rates, for example) with no mention of real conver-
gence (in terms of, for example, output per head or unemployment
rates) or even of the convergence of business cycles across countries. The
criteria include a budget deficit and a government debt limit designed
to establish ‘fiscal responsibility’ in the eyes of the financial markets
but no underlying rationale was provided for the limits set down. The
independence of the national central banks on an operational and
political level was also on the list of these criteria. In terms of countries
meeting the criteria, it must be said that with the exception of the
inflation rate and the interest rate, they were not met as comfortably
as it might have appeared initially. In fact a great deal of ‘fudging’ took
place. In the event, 11 countries out of the then 15 member countries of
the EU were deemed to have met both these criteria and joined the EMU
(Greece was not included initially, but in January 2001 was deemed to
have met the criteria and became a member of the EMU).?2 Denmark and
the UK secured ‘opt-outs’ such that even when they satisfy the conver-
gence criteria they are not obligated to join. Sweden voted against joining
the euro in a referendum in 2003; and at the time of writing it does not
satisfy the convergence criteria with regard to the independence of its
central bank and membership of exchange rate mechanism.?

The convergence criteria to be applied to a country for membership of
the EMU under the Maastricht Treaty are:

1. Average exchange rate not to deviate by more than 2.25 per cent
from its central rate for the two years prior to membership;

2. Inflation rate not to exceed the average rate of inflation of the three
community nations with the lowest inflation rate by 1.5 per cent;

3. Long-term interest rates not to exceed the average interest rate of the
three countries with the lowest inflation rate by 2 per cent;

4. Government budget deficit not to exceed 3 per cent of its GDP;

5. Overall government debt not to exceed 60 per cent of its GDP.

It is also required that a country has adopted an ‘independent central
bank’ - that is, a central bank with operational independence from the
national government under which the central bank would adhere to the
ECB’s decisions on interest rates in pursuit of mainly the price stability
objective; each national central bank adopts the interest rate as set by
the ECB. The national central banks do, though, retain responsibility
for the regulation of their domestic financial sector.
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These convergence criteria are still relevant for non-EMU member
countries within the EU in that if and when those criteria are met those
countries are not only eligible but expected to adopt the euro. The
themes within the ‘convergence criteria’ on limits on budget deficits
and on monetary policy (with regard to the ‘independence’ of central
banks) continue in the Stability and Growth Pact (hereafter SGP), which
has governed the operations of the EMU, and will continue with the
‘fiscal compact’ (as discussed below in chapter 5).

The key features of the SGP are as follows: the first is the idea that
national governments should aim for their budgets to be in balance
or small surplus over the course of a business cycle and not to exceed
3 per cent of GDP in any given year; and the second is that the ECB
acting independently use interest rate policy to achieve price stability.
The nuances of these policies are discussed further in chapters 3 and
4 below. Under the ‘fiscal compact’ drawn up in late 2011 and coming
into effect through Treaty on Stability, Coordination and Governance
in the Economic and Monetary Union (also referred to as TSCG),*
the requirements on the budget deficit limits were cast in terms of a
balanced structural budget with significantly stronger penalties for
a country not meeting those requirements (the issues over the ‘fiscal
compact’ are discussed in detail in chapter 5).

The ‘convergence criteria’ are notable for what is included and what
is excluded, and the messages that are conveyed by those omissions
and commissions. The convergence of the rate of inflation rate and
interest rate in a country with the average experiences of other potential
members has a clear rationale in that under a currency union there is
a single level of interest rate (as set by the central bank) and the clear
expectation of similar rates of inflation across countries along with
the operation of the ‘law of one price’ in a single market with a single
currency. But there was no attempt to assess whether the inflationary
conditions in potential member countries were similar, and that was
significant in two respects. First, the inflation-targeting regime of the
European Central Bank (ECB), if it is such a regime as discussed further
below, rested on the linkage: interest rate — level of demand — inflation,
and differences in the price and wage determination processes between
countries would lead to different outcomes in terms of inflation
resulting from a common interest rate. Thus, there would be a ‘one size
fits all’ issue — as the change in inflation resulting from a change in
interest rate would differ. Second, countries differed substantially in
their inflationary experiences, expectations and attitudes to inflation
(including the legendary German fear of inflation), which portended
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the continuation of differential rates of inflation between countries.
The persistent difference in inflation rates means, of course, that one
country’s prices become higher relative to another country’s prices and
the former tends to lose competitiveness in international markets with
consequent effects on the balance between exports and imports.

The convergence criteria also included a degree of stability of the
country’s exchange rate relative to other potential EMU countries prior
to joining (albeit often within a +/-6 per cent band of variation), which
again had a clear rationale as the exchange rate became fixed in a single
currency. But no attention was given to the trade and current account
positions of a potential entrant. This was highly significant as clearly
the formation of a single currency, being the ultimate in fixing the
nominal exchange rate between countries does not permit a ‘no devalu-
ation’ option to adjust to a current account deficit (or revaluation for
surplus). It is now readily apparent a change in the exchange rate of
a country within a currency union can only be secured by internal
deflation (or inflation in other member countries) or exit with the
reintroduction of a national currency. The general proposition is that
a trade deficit (relative to GDP) cannot be sustained indefinitely. It
requires borrowing from overseas and hence willingness of foreigners
to continue to lend, though experience suggests that a trade deficit can
continue for a substantial period of time (many years). The borrowing
to cover the trade deficit means rising debt and rising interest (and
similar) payments on the debt, and then a tendency for the current
account deficit to rise.® The creation of the single market, the removal
of barriers to capital movement, the removal of exchange rate risk for
borrowing between members of EMU all meant that it was rather easier
for current account deficit countries to borrow to fund their deficits.
The debts of the deficit countries built up in private and public hands,
and those debts were predominantly owed to banks and other financial
institutions in the surplus countries. The point to be made here is that
this arose from a failure to consider current account imbalances at the
time of formation of the euro and a failure to have any adjustment
processes whereby those current account imbalances could be adjusted
(or arrangements for the long-term funding of those imbalances).

The other notable omission from the establishment of the EMU
and discussions leading up to its formation was any EMU-level fiscal
policy involving a significant level of expenditure and taxation and
ability to run budget deficits or surpluses. There is a European Union
budget, amounting to just over 1 per cent of EU GDP, which is not only
a relatively small budget but has to be balanced, and, of course, is an EU



18 Economic and Monetary Union Macroeconomic Policies

budget rather than an EMU one. This EU budget involves, through the
structural funds and cohesion fund some transfers between countries
broadly in the direction from richer to poorer countries. Within
EMU there is no facility for direct or indirect fiscal transfers between
countries. The significance of this lack of fiscal transfers is explored
further below.

2.3 Economic performance

The euro was launched with much fanfare as a currency to rival the
dollar; it was asserted that with the elimination of exchange rate risk and
transactions cost would provide a boost to trade between the member
countries and promote faster growth. In reviewing the economic
performance of the euro area countries, we have two purposes. The
first is to consider whether economic performance in terms of growth
and unemployment improved and how that performance compares
with other countries. The second is to highlight some of the features of
differential economic performance between member countries which
are related to the emergence of a euro crisis.

The following phases in the recent development and evolution of the
Economic and Monetary Union and of the euro area are identified. 1992:
the signing of the Maastricht Treaty took place; 1992-99: preparations
for the euro and drive towards fulfilling the convergence criteria for
membership were very active, along with the decision on membership,
which took place in March 1998; 1999-2002: the exchange rates
between EMU member countries were locked together, and euro was
thereby brought in as a virtual currency; 2002: euro introduced as
currency throughout the EMU region, and 2008 as the financial crisis
gathers pace. In these discussions our view is limited to the 12 member
countries, which were there at the launch of the euro as a ‘real’ currency
in 2002.

In reporting on the economic performance of the euro area countries
we present data relating to the four periods 1992-98, 1999-2001, and
2002-08, and then the period since 2008. Economic performance is
here confined to the major macroeconomic variables of growth of GDP,
unemployment, inflation and the current account of the balance of
payments. The intention here is to describe the broad sweep of macroeco-
nomic performance, and whilst we recognise the shortcomings of these
variables (for example, GDP may not be a good measure of economic
welfare, recorded unemployment may well understate the extent of
actual unemployment) they serve our present purpose to provide the
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broad contours of economic performance. Some of these variables have
been selected as they have been at the centre of attention for EMU
policy makers, for example the rate of inflation and budget deficits.
Other variables have been selected for the issues, which they raise on
the operation of the EMU, for example, current account positions in
the context of a fixed exchange rate regime (as EMU is for the countries
participating), inflation rate differentials and changes in the effective
real exchange rate between the member countries of EMU.

In evaluating the general macroeconomic performance some regard
has to be given to the general world economic position. In the context
of the euro area, this is important not only because inflation and
growth in the rest of the world is likely to have a substantial impact on
the euro area’s economic performance but also since the proponents of
the euro have often seen it as helping to strengthen the EU’s economic
standing.

The economic growth figures (Table 2.1) suggest a burst of growth
around 1999-2001, but otherwise economic growth has been lacklustre,
and it would be difficult to detect a faster growth effect coming from the
formation of the euro. The major countries tended to grow slower than
the smaller ones, notably Italy at below 1 per cent in the period 2002-08
and Germany at 1%4 per cent. The recession of 2009 is clearly evident,
which struck all the EMU countries, with negative growth in all countries
that year. The recovery in 2010 was sluggish with a number of countries
with continuing negative growth, which continued in 2011 and 2012.

Table 2.1 Economic growth (average annual per cent)

1981-91 1992-98 1999-2001 2002-08 2009 2010 2011 2012

Austria 2.6 2.26 2.53 2.10 -3.5 2.2 2.7 06
Belgium 2.2 1.84 2.67 2.03 -2.7 2.4 1.8 -0.1
Finland 2.2 2.33 3.77 3.06 -8.5 3.3 2.7 07
France 2.2 1.80 3.03 1.76 -3.1 1.6 1.7 0.2
Germany 2.8 1.65 2.27 1.26 -5.1 4.0 31 09
Greece 1.5 1.74 4.13 4.05 -31 -49 -71 -6.3
Ireland 3.5 6.68 8.73 4.43 -5.5 -0.8 14 05
Italy 2.5 1.39 2.47 0.90 -5.5 1.8 0.6 -2.2
Luxembourg 5.9 3.94 6.37 4.21 -4.1 2.9 1.7 0.6
Netherlands 2.5 2.84 3.50 1.84 -3.7 1.6 1.1 -09
Portugal 3.5 2.54 3.23 1.13 -2.9 14 -17 =31
Spain 3.2 2.35 4.43 2.89 -3.7 -0.3 04 -1.3
Euro Area* 2.5 1.86 2.93 1.73 -4.3 1.9 1.5 -04

Note: *Weighted average.
Figures for 2012 are forecast from OECD Economic Outlook, November 2012.

Source: OECD Economic Outlook, various issues.
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Table 2.2 Unemployment (percentage of labour force)

1992-98 1999-2002 2002-08 2007 2008 2009 2010 2011 2012**

Austria 5.37 4.83 5.30 44 38 48 44 41 438
Belgium 9.04 7.30 7.81 75 70 79 83 71 81
Finland 15.03 9.77 7.79 69 64 82 84 75 81
France 10.66 8.80 8.25 84 78 95 98 99 108
Germany 791 7.70 8.81 87 75 78 70 56 69
Greece 9.14 11.00 8.88 83 77 95 12,6 211 264
Ireland 12.81 4.60 4.86 4.6 63 11.8 13.7 14.7 141
Italy 10.73 10.17 7.36 61 68 78 84 93 116
Luxembourg  2.77 2.67 4.21 42 49 52 46 351 5.4
Netherlands 6.06 3.00 3.68 3.7 40 37 45 49 7.7
Portugal 6.47 413 7.15 89 85 106 12.0 14.6 15.7
Spain 17.60 11.03 9.86 8.3 114 18.0 20.1 23.2 26.3
Euro Area* 9.94 8.30 8.06 76 77 96 101 10.7 111

Notes: Figures refer to harmonised unemployment rates. * Weighted average. ** Economist
(13 April 2013).

Source: Calculated from OECD Economic Outlook, 79 and 81, 92.

The figures relating to unemployment rates across the EMU countries
are given in Table 2.2. Three features stand out. First, the disparities of
unemployment rates between countries. These were particularly large
during the 1990s, and then tended to narrow in the years before the
crisis. The narrowing of the disparities could be largely attributed to
the sharp falls in unemployment in Finland (where the rate had been
particularly high as Finland was hit by the effects of the break-up of the
Soviet Union), Ireland and Spain. By 2007, the latter two appeared to
be the success stories of the EMU experience with the unemployment
rate in that year having reached 4.6 per cent and 8.3 per cent respec-
tively. But both had been built on unsustainable boom conditions in
the housing and construction industry, and their unemployment rates
soon rebounded sharply to reach the levels of the 1990s. Second, there
was a general downward trend in the unemployment rates up to the
financial crisis. This had been ascribed to the beneficial effects of the
formation of the euro and of increased labour market flexibility. But the
experiences of 2009 onwards should cast doubts on those views. Third,
whilst the unemployment rate rose in all 12 countries between 2008 and
20009, the extent of the rises were sharply different, and reflected differ-
ences in the severity of the financial crisis and the policy responses. The
figures of 2012 are very clear on this score.

Table 2.3 reports on the inflation experience. The figures for the first
period 1992-98 mask the key feature of that period, namely that there
was a downward trend in inflation: for the euro area as a whole falling
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Table 2.3 Inflation rates (annual average)

1992-981999-20012002-08 2009 2010 2011 2012

Austria 2.10 1.60 2.01 0.4 1.7 3.6 2.4
Belgium 1.80 2.07 2.19 0.0 2.3 3.5 2.6
Finland 1.73 2.30 1.51 1.6 1.7 3.3 31
France 1.76 1.40 2.19 0.1 1.7 2.3 2.2
Germany 1.10 1.30 1.87 0.2 1.2 2.5 2.1
Greece 7.52 2.90 3.47 1.3 4.7 31 1.0
Ireland 1.87 3.93 3.17 -1.7 -1.6 1.2 2.0
Italy 3.86 2.20 2.53 0.8 1.6 2.9 3.2
Luxembourg  1.20 2.40 3.04 0.0 2.8 3.7 2.8
Netherlands 1.86 3.13 2.10 1.0 0.9 2.5 2.8
Portugal 4.27 3.13 286 -09 1.4 3.6 2.7
Spain 3.57 2.83 3.46 -0.2 2.0 31 2.2
Euro Area* 2.28 1.87 2.36 0.3 1.6 2.7 2.4

Note: * Weighted average.
Figures for 2012 are forecast from OECD Economic Outlook, November 2012.

Source: OECD Economic Outlook, 79, 81, 92.

from over 3 per cent to 1.2 per cent in 1998 (the figure of 1.1 per cent for
the following year marked the trough as far as inflation is concerned).
The pressures to join the euro area lead not only to lower inflation but
also to smaller differences in inflation between countries. In the period
since 2002, there are two features of the inflation figures of particular
note. First, the rate of inflation in the euro area averaged 2.4 per cent,
and exceeded 2 per cent in each year, and the number 2 being signif-
icant here as ‘below 2 per cent upper limit on inflation’ is the inflation
target, which the ECB has used to indicate ‘price stability’. Whilst the
ECB (2008) claimed in a tenth anniversary volume that ‘we show that
the euro has already brought several gains, including price stability and
low interest rates’ (p. 15), it is still the case that the price stability target
has been persistently exceeded, albeit by a relatively small amount. The
ECB (op. cit.) admits that much: “While the ECB has been successful in
maintaining a high degree of price stability in the euro area over now
almost a full decade, average annual HICP inflation rates have remained
elevated at levels that have persistently exceeded the upper limit of the
ECB'’s definition of price stability since 2000’ (p. 62).° The possibility for
the use of monetary policy to target inflation and thereby achieve price
stability is discussed at length in chapter 3.

Second, the differences in the inflationary experiences between
member countries since 2002 are both noticeable and significant. A
convergence of inflation rates had been achieved by 1998 as required
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by the convergence criteria as a number of countries pursued defla-
tionary policies seeking to ensure that their inflation record was
consistent with euro area membership. The differences in inflation
rates across member countries, which have re-emerged since 2002, are
significant in two respects. First, the euro in effect set the nominal
exchange rates between member countries: the value of say the French
franc and the German mark was fixed first prior to the formation of
the euro, and then in effect continued by the adoption of the euro.
But although the nominal exchange rate between the two countries is
fixed, the real exchange rate between France and Germany varies as
the prices in those two countries vary (and specifically as the prices of
traded goods vary). The extent of trade between euro area countries is,
of course, extensive with on average of two-thirds of a country’s inter-
national trade being with a fellow EU member and one-third with
other countries. Data from Eurostat indicate that for the EU-27 the
share of exports to non-EU members rose from 31.2 per cent in 2003 to
35.7 per cent in 2011, and the corresponding figures for imports being
35.4 per cent and 38.6 per cent. The cumulated price changes since
2002 would suggest that the real exchange rate between, for example,
Germany and Spain changed by the order of 12 per cent: in Germany
the cumulated price increase was 14 per cent while in Spain it was 27
per cent (using the contrast between Finland and Greece would give a
slightly larger difference).

The differences in the inflation experience raise significant issues for
monetary policy. It is clearly the case that a monetary union has to have
a single monetary policy, and as such monetary policy faces the ‘one
size fits all’ problem — a single policy across a monetary union cannot
be fully appropriate for all areas within the monetary union, an issue
to which we return below. Further, the single policy interest rate set by
the ECB translates into different real interest rates, and to some degree
(at least from the perspective of the ‘new consensus macroeconomics’,
on which more below) perverse ways: with a common nominal interest
rate within the EMU a country with high inflation rate would have a
relatively low real interest rate, when the approach to monetary policy
adopted by the ECB and others would point to a higher real interest rate
in a high inflation environment.

Table 2.4 illustrates the changing competitiveness of EMU countries
based on relative unit labour costs (where an increase in the index
indicates a deterioration in competitive position). For the euro area
as a whole, competitiveness tended to deteriorate during much of the
2000s (as the value of the euro tended to rise against the dollar), and
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Table 2.4 Relative unit labour costs (2005 = 100)

1994-98 1999-2001 2002-08 2009 2010 2011 2012

Austria 109.9 101.8 100.2  102.4 99.7 99 98.3
Belgium 94.7 93.4 100.5 105 100.7 101.9 100

Finland 97.3 96.5 98.3 105.1 97.7 97 94.2
France 96.6 92.2 99.4 1019 99.2 993 96.6
Germany 93.5 104.3 98.7 96 90.8 90.2 88.2
Greece 81.0 85.1 98.4 109.2 1034 98.2 87

Ireland 83.0 80.0 98.9 105.9 95.4 91.5 85.8
Italy 87.2 87.0 98.7 105.6 100.4 98.8 97.6
Luxembourg 95.5 92.3 99.7 109.6 108.6 1104 110.5
Netherlands 90.6 90.9 100.1 103 98.1 974  93.3
Portugal 85.9 89.3 98.0 99.8 97.7 97.2 909
Spain 86.1 87.6 1004 1076 102.2 993 93.6
Euro Area* 98.6 88.8 98.5 104.4 94.9 93.2 87.6

Note: ‘Competitiveness-weighted relative unit labour costs for the overall economy in
dollar terms. Competitiveness weights take into account the structure of competition
in both export and import markets of the goods sector of 49 countries. An increase in
the index indicates a real effective appreciation and a corresponding deterioration of the
competitive position’ (OECD, Economic Outlook, 92, p. 249).

Figures for 2012 are forecast from OECD, Economic Outlook, November 2012.

Source: OECD Economic Outlook, 92, Annex Table 43.

has improved substantially since 2008. It is the changing competi-
tiveness of individual countries in the context of a single currency (and
hence fixed exchange rate between member countries). The changing
competitiveness will partially reflect the changing exchange rate of the
euro and partially differences in unit labour cost trends. Comparisons
between countries would indicate that there have been rather large
changes in their relative competitiveness, with consequent impacts on
their current account positions.

The movement in the real effective exchange rate (reer) of EMU
member countries is indicated in Table 2.5. The real exchange
rate is the nominal exchange rate adjusted by the ratio of prices in
trading partners to prices in country concerned; this indicates the
reer of original member countries in 2002, 2007 and 2010 with the
level in 1999 set equal to 100. The movement in the reer will reflect
inflation differentials, movements in the euro’s value relative to
other currencies and differences in trade patterns between member
countries. The depreciation of the German reer (not surprisingly along
with Austria) and the appreciation of the Irish, Spanish and Italian
reer are particularly noticeable coming from differences in their
inflation experience. These changes in the reer are taken relative to
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Table 2.5 Real effective exchange rate (1999 = 100)

2002 2007 2010 2011
Austria 93.72 95.55 95.73 95.44
Belgium 98.77 102.79 106.01 107.76
Finland 97.09 101.96 105.87 106.33
France 98.35 105.89 107.28 107.98
Germany 92.07 90.13 87.73 87.90
Greece 99.64 102.56 109.36 107.30
Ireland 100.84 124.25 120.63 115.77
Italy 99.13 111.62 113.73 113.80
Luxembourg 103.44 107.56 113.60 115.92
Netherlands 105.74 109.01 111.29 112.62
Portugal 103.51 110.94 110.26 109.06
Spain 100.82 112.56 112.88 111.43

Source: Calculated from data downloaded from Eurostat.

the position in 1999 and may reflect a misalignment of currencies at
the time of the locking together of the national currencies with, for
example, the German DMark entering at an overvalued rate followed
by subsequent depreciation (in real terms) and the Irish punt entering
at an undervalued rate followed by subsequent appreciation. Then the
differential inflation rates are in effect an adjustment process bringing
the real effective exchange rate closer to purchasing power parity. But
we see these movements in the reer as a reflection of differences in
inflationary pressures and trends between countries. It can, of course,
be expected that the setting and changes in these exchange rates have
significant effects on demand for their exports and subsequent effects
on output and employment.

The evolution of the current account positions of EMU member
countries is given in Table 2.6. The euro area as a whole is close to
balance with regard to its current account position as indicated in Table
2.6. A number of countries report surpluses over the years 2002-08,
which average over 5 per cent of GDP (Finland, Germany, Luxembourg
and the Netherlands); while others report deficits of over 5 per cent of
GDP (Greece, Portugal and Spain). These figures are obviously averages
over a seven-year period and as such can be taken as reflecting an
underlying issue rather than merely being random movements over a
short period of time. The particular significance of any current account
position arises from the question as to whether it is sustainable and
what the consequences are for any required adjustment to the current
account position as discussed above.



The Launch of the Euro and Economic Performance 25

Table 2.6 Current account positions (percentage of GDP)

1992-98 1999- 2002- 2009 2010 2011 2012

2001 2008
Austria -1.89 -2.533 1.90 2.7 3.0 1.9 1.8
Belgium 5.29 4.17 2.86 -1.4 1.9 -1.4 -1.3
Finland 2.07 7.63 5.20 1.8 1.3 -1.3 -1.0
France 1.14 2.27 -0.34 -1.3 -1.6 -2.0 -2.1
Germany -094 -1.03 5.06 5.9 5.9 5.7 6.4
Greece -3.00 -6.90 -9.56 -11.24 -10.1 -9.9 -5.5
Ireland 2.26 -0.23 -2.76 -2.3 1.1 1.1 4.0
Italy 1.37 0.03 -1.81 -1.9 -3.5 -3.2 -0.9
Luxembourg 10.75  10.10 10.16 6.7 7.7 7.1 5.8
Netherlands 4.56 2.70 6.23 5.2 7.7 9.7 8.4
Portugal -2.76  -9.53 -8.97 -109 -10.0 -6.5 -2.9
Spain -1.09 -3.60 -6.86 -4.8 -4.5 -3.5 -2.0
Euro Area* 043 -0.07 0.47 -0.4 -0.4 -0.7 -0.6

Note: * Weighted average.
Figures for 2012 are forecast from OECD, Economic Outlook, November 2012.

Source: OECD, Economic Outlook, 79, 81 and 92.

The nature and significance of the current account and balance of
payments positions of a country are rather different when the country
has its own currency, the exchange rate of which can (at least poten-
tially under a fixed exchange rate system) be varied and when it shares a
currency with others and hence its exchange rate with fellow members
cannot be changed. Under a fixed exchange rate, a balance of payments
deficit can only be sustained so long as there can be depletion of the
country’s foreign exchange reserves. Measures such as control over
capital flows can be brought in to try to preserve the exchange rate by
removing the balance of payments deficit. In the context of a currency
union, the exchange rate variation is no longer possible, nor in general
are capital controls and the like. The balance of payments deficit of an
individual country can only continue so long as money can drain out
of the country concerned.

The relative economic performance of the euro area with the USA, Japan
and the UK is indicated by figures in Table 2.7. In terms of growth, the
period when the euro area matched the USA and the UK was 1999-2001.
Since 2002, the euro area average growth rate has been below that of the
USA and the UK every year, and broadly in line with the Japanese growth
rate, although for the year 2012 it is expected to be well below Japan’s. The
figures on inflation reflect the worldwide low inflationary environment
since the early 1990s. The euro area inflation record has been rather
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Table 2.7 Relative economic performance (all figures in percentages)

1992- 1999- 2002-08 2009 2010 2011 2012

1998 2001
GDP growth
euro area 1.86 2.93 1.71 -4.2 1.8 1.7 -0.4
Japan 1.29 1.00 1.36 -6.3 4.1 -0.3 1.6
USA 3.53 2.97 2.16 -3.5 3 1.7 2.2
UK 2.70 3.07 2.33 -4.4 1.8 0.9 -0.1
Inflation
euro area 2.28 1.87 2.34 0.3 1.6 2.6 2.4
Japan 0.76 -0.53 -0.01 -1.3 -0.7 -0.3 0.0
USA 2.59 2.80 2.84 -0.3 1.6 3.2 2.1
UK 1.90 1.10 2.03 2.2 3.3 4.5 2.6
Unemployment
euro area 9.94 8.30 8.53 9.6 10.1 10.7 11.1
Japan 3.13 4.60 4.54 5.1 5.1 4.5 4.4
USA 5.84 4.33 5.34 9.3 9.6 8.5 8.1
UK 8.54 5.53 5.13 7.6 7.8 8.3 8.0

Figures for 2012 are forecast from OECD, Economic Outlook November 2012.
Source: OECD, Economic Outlook, 79, 81 and 92.

similar to that of the USA and the UK, noting the rather lower rate of
inflation in Japan. Unemployment did improve in the euro area over the
period from 2002 until the financial crisis though remaining signifi-
cantly above that in the other countries featured in the table. The falls in
unemployment during 2006 and 2007 would appear to have arisen from
faster growth (and hence a result of higher demand) rather than from any
labour market ‘reforms’. Unemployment though increased again in 2009
as growth comes to a halt, and clearly unemployment remains a serious
problem in many parts of the European Union, and elsewhere.

The budget deficits of member countries have been of significance
largely because of the requirements of the SGP for the government
budget of each member country to be in balance or small surplus over
the course of the business cycle and for the budget deficit to not exceed
3 per cent of GDP in any year. The figures in Table 2.8 provide the
background for more detailed discussion on budget deficits in the next
chapter. It can be seen that there were a number of occasions on which
the 3 per cent limit was indeed exceeded. The differences between
countries in their average budget position should also be noted. It could
well be expected that not only will the different positions in the business
cycle lead countries to have different budget deficits, but also that, more
significantly, differences in their savings and investment behaviour
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Table 2.8 Budgetary positions of EMU member states (Budget surplus (+), deficit
(-) as per cent of GDP)

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Austria -09 -16 -45 -18 -17 -1 -1 -41 -45 -25 -31
Belgium -0.2 -0.2 -04 -26 03 -01 -11 -56 -39 -39 -28
Finland 4.1 2.4 22 27 4.1 53 43 -27 -28 -09 -14
France -3.2 -41 -36 -3 -24 -2.7 -33 -76 -71 -5.2 -45
Germany -3.6 -4 -3.8 -33 -17 0.2 -01 -31 -42 -08 -0.2
Greece -48 -57 -74 -56 -6 -6.8 -99 -15.6 -10.8 -9.5 -6.9
Ireland -0.3 0.4 1.4 1.7 2.9 01 -74 -139 -309 -13.3 -8.1
Italy -3 -3.5 -36 -45 -34 -16 -27 -54 -43 -38 -3

Luxembourg 2.1 0.5 -1.1 0 14 37 32 -08 -03 -2 -1.7
Netherlands -2.1 -3.2 -1.8 -03 05 0.2 05 -56 -5 -4.4 -3.8
Portugal -29 -3 -34 -65 -46 -32 -37 -102 -98 -44 -52
Spain -0.5 -02 -04 13 24 19 -45 -11.2 -97 -94 -8.1

Euro Area -26 -31 -30 -26 -14 -07 -21 -63 -62 -41 -33

Figures for 2012 are forecast from OECD, Economic Outlook, November 2012.
Source: OECD, Economic Outlook, 88,92.

Table 2.9 Government debt as percentage of GDP

1998 2002 2007 2012
Austria 64.8 66.2 60.3 75.6
Belgium 117.1 103.4 84.0 99.0
Finland 48.1 41.5 35.2 53.4
France 589.4 59.0 64.2 91.2
Germany 60.4 60.6 65.1 81.8
Greece 94.5 101.7 107.3 176.7
Ireland 53.6 32.0 25.0 117.3
Italy 118.0 105.2 103.1 127.8
Luxembourg 7.4 6.3 6.7 22.3
Netherlands 68.2 50.5 45.3 72.1
Portugal 56.4 56.6 68.3 115.5
Spain 67.4 52.6 36.3 86.1
Euro area 75.4 68.0 66.3 93.6

Note: The table uses the Maastricht definition of general government gross public debt
(which tends to be a little lower than the general government gross financial liabilities).
Figures for 2012 are forecasts from OECD, Economic Outlook, November 2012.

Source: OECD, Economic Outlook, various issues.

and in their trade position will lead to different budget deficits. This
suggests to us that the appropriate budget stance (however appropriate
is perceived) differs from country to country, and hence the SGP suffers
from seeking to impose a ‘one size fits all’ fiscal stance.

Table 2.9 provides data on the government debt position in the euro
area. It is evident that overall the euro area did not meet the 60 per cent
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debt limit, and that a number of countries, notably the larger ones, also
exceeded that limit on many occasions. The figures for 1998 provide
an indication of the degree to which countries did not meet the 60 per
cent debt ratio target.

The path of the key interest rate set by the European Central Bank
(the ‘repo’ rate) is described in Table 2.10, with some comparisons with
the rate set by the US Federal Reserve (Federal funds rate) and the Bank
of England. The sharp reduction in interest rates in the United States
in the face of recession was clearly not followed by the ECB nor by the
Bank of England. The latter two central banks began to reduce their
respective interest rates well after the emergence of the ‘great recession’
in August 2007. It is clear from Table 2.9 that the Bank of England and
the ECB rates only began to be reduced by 2009, well after the US rates
started being reduced. However, by the summer of 2012 the euro area
‘repo rate’ is down to 0.75 per cent, while the US and UK short-term
rates are the same as in 2011.

The euro exchange rate has moved substantially during its existence.
Having started life at an exchange rate with the dollar of 1.1789, it
initially tended to fall in value, reaching a low point against the dollar
of 0.825 in October 2000. It remained below parity with the dollar until
late 2002, and since then has been above parity. The highest rate against
the dollar was at just below 1.60 in June 2008. Against the yen, the euro

Table 2.10 Short-term interest rates (percentage): euro area, the
USA and the UK

year Euro Area USA UK
1999 3.0 5.4 5.4
2000 4.4 6.5 6.1
2001 4.3 3.7 5.0
2002 3.3 1.8 4.0
2003 2.3 1.2 3.7
2004 2.1 1.6 4.6
2005 2.2 3.5 4.7
2006 31 5.2 4.8
2007 4.3 5.3 6.0
2008 4.6 3.2 5.5
2009 1.2 0.9 1.2
2010 0.8 0.5 0.7
2011 1.4 0.4 0.9
2012 0.6 0.4 0.9

Figures for 2012 are forecast from OECD Economic Outlook November 2012.
Source: OECD, Economic Outlook, 92 November 2012.



The Launch of the Euro and Economic Performance 29

Table 2.11 Euro exchange rate

euro: dollar euro: yen
1999 1.0658 121.32
2000 0.9236 99.47
2001 0.8956 108.68
2002 0.9456 118.06
2003 1.1312 130.97
2004 1.2439 134.44
2005 1.2441 136.85
2006 1.2556 146.02
2007 1.3705 161.25
2008 1.4708 152.45
2009 1.3948 130.34
2010 1.3257 116.24
2011 1.392 110.96
2012 1.285 102.50

Source: Calculated from data on ECB website (accessed
April 2013).

began at 133.7, falling to 89.3 by October 2000 (reaching its lowest level
against the dollar and yen on the same day), and then tending to rise
to reach a peak value of 169.24 in July 2008. The general pattern has
been one of initial decline in value of the euro, with a gradual rise to
a peak in mid-2008, which turned out to be just before the main blast
of the financial crisis. The scale of the volatility is large with the peak
value being near twice the lowest value, whether in terms of dollar or
yen. The years of the financial crisis have seen the euro tending to fall
in value, notably against the yen.

The exchange rate is, of course, a relative price and the weakness or
strength of the euro can also be read as strength or weakness of the dollar,
and it is perhaps perceptions of the relative strength or weakness of the
US economy, which has played a substantial part in the variations of the
exchange rate. Further, although the euro area and US economies can be
considered to be relatively closed, nevertheless exchange rate movements
have an effect. In terms of degree of closed or openness, US trade in
exports is circa 15 per cent of GDP and imports over 20 per cent, and EU
trade with non-EU countries of the order of 10 per cent of GDP.

The estimates of the effects of the euro on trade have varied enormously
(from zero to 70 per cent), but a recent paper concludes ‘For countries in
the EZ [‘eurozone’], the effect [of single currency on trade] appears more
elusive: In particular, we could not find statistically significant effects
on trade among EZ members following the introduction of the euro,
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though previous work has found positive, yet generally small, effects’
(Santos Silva and Tenreyro, 2010a). No wonder the same authors’ subse-
quent title said it all: ‘Has the Euro Increased Trade? Short Answer: No’
(Santos Silva and Tenreyro, 2010Db).

2.3 Recent crisis experience

The global financial crisis of the late 2000s started to become evident
in the second half of 2007 with the full force being felt in September/
October 2008 marked by the collapse in the USA of Lehman Brothers.
The recessionary effects of the financial crisis became evident towards
the end of 2008. Much of the financial crisis was initially located in the
USA with the first signs emerging in 2007. But even in 2007 there were
signs within some European countries that not all was well with the
financial system, for example the liquidity problems and then collapse
of Northern Rock in the UK in August/September 2007 and problems
at a major French bank. It can be argued that the economic crisis in
many European countries was closely linked with contagion - ranging
from impacts on trade as the US economy went into recession through
to the holding of ‘toxic assets’ on the balance sheets of many European
financial institutions. It cannot be overlooked that there were many
problems within the financial system of many European countries and
collapses of many financial institutions, which could not be attributed
to problems ‘imported’ from the USA. The British, Irish and (though
delayed) Spanish cases stand out in that respect (one may also refer
to Netherlands). The financial crises and the associated recession (now
double-dip recession) highlighted a range of problems and difficulties
for the Economic and Monetary Union, and also for the other members
of the European Union and the ways in which EMU and the EU operated.
In this regard we would highlight the following:

1. Financial institutions and banks are largely seen as the responsibil-
ity of the relevant national authorities. The regulation of financial
institutions is undertaken by the national authorities (in general the
national central bank), albeit within a common framework of regu-
lation. Perhaps more significantly, ‘bailout’ of banks lies with the
national authority which has generated difficulties ranging from the
limits on State Aid imposed by the Treaty of Lisbon through to the
impact on budget deficits (which are meant to be constrained by
the SGP). Proposals for a banking union have been something of a
response to this.
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2. The scale of the recession threw most national governments’ budgets
into sharp deficit (see Table 2.7) and way beyond anything envis-
aged in the SGP with its intended upper limit on deficits of 3 per
cent of GDP. Whilst in the early days, the automatic stabilisers of
fiscal policy were allowed to operate, and in general attempts were
not made to conform to the 3 per cent upper limit, that has been
replaced by an enhanced drive for balanced budgets (as under the
‘fiscal compact’ discussed below).

3. The growing public debt and the need to fund a much larger budget
deficit also put the relationship between national governments and
the ECB into sharp relief. Whereas in the national setting, there is
usually a close relationship between the central government and the
central bank which is the issuing agency for the currency. The cen-
tral bank acts as lender of last resort in two senses — the lender to the
national government with the central bank always able to provide
money for the budget deficit, and as accepting of government paper
from banks and lending to those banks. Within the single currency,
the national central bank no longer provided those functions, and
the ECB was barred from direct funding of budget deficits.

4. Prior to the financial crisis, as discussed above, there were sharp cur-
rent account imbalances, but those countries running deficits were
able to finance them without difficulty within the single currency
area. Indeed, the single currency area had not only lead to a single
central bank interest rate but also for many a lower interest rate than
prior to the formation of the euro zone — whether judged in nominal
or real terms. Thus for many borrowing was not only easier but also
cheaper. The borrowing and hence capital inflow enabled the cur-
rent account deficit to continue. The economic crisis lead to even
lower interest rates, but much credit dried up, leaving those coun-
tries with current account deficits in considerable difficulties. The
collapse of investment along the surge in savings meant that the
government was in deficit, and that the government in effect had to
borrow from abroad.

2.4 Optimal Currency Area considerations

The use of a single currency across a number of countries brings the
benefits of lower transactions costs between countries as the costs of
currency exchange disappear, and as price calculations become simpler
when only one currency is involved. There may be some spin-off benefits
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from the reduction of transactions costs as trade in effect becomes a
little less expensive and expands, and economic gains accrue from
that increased trade. The literature usually described as the Optimal
Currency Area (OCA) literature asks questions on the downside of a single
currency. It begins by noting that in a regime of national currencies, the
exchange rate of a currency can be changed: the way in which changes
in the exchange rate occur depends on the nature of the exchange
rate regime (for example, fixed exchange rate, floating rate). There is
then at least the possibility that a country whose economic fortunes
have turned down to devalue their currency, thereby stimulating the
demand for their production. The adoption of a single currency clearly
removes that possibility in that the nominal exchange rates between
members of the currency union cannot be changed. The nominal value
of the single currency clearly can vary against other currencies, and
such variations in value may well have differing effects on the members
of the currency union; for example, a member country with greater
trade links with countries outside the currency union would be more
affected than a country with less trade links. But what matters for trade
is the real exchange rate (that is, taking into account differences in the
price levels), and a change in the nominal exchange rate is the easiest
way of changing the real exchange rate. It becomes more difficult to
change the real exchange rate under a single currency - in effect by one
country’s prices changing relative to another country’s prices.

Although much of the academic literature on currency and monetary
unions has been dominated by the OCA literature (starting from
Mundell, 1961), it may be doubted whether that literature and the
associated considerations had much impact on the formation of the
EMU in that the criteria for the formation of a single currency appear
not to have been applied when decisions were made on the formation
of the single currency and on who would be a member. The political
imperative for most, though not all, national governments and the
EU itself was the formation of the EMU as the next stage of European
economic integration.

The OCA literature can be interpreted as saying that two (or more)
economic regions can share a common currency (with the implied fixed
exchange rate between the two regions) if there is some combination
of real convergence such that economic fluctuations (whether arising
from random shocks or from systematic cyclical forces) are highly
correlated and economic and policy responses, which cope with differ-
ences between the regions in economic shocks and fluctuations. In the
OCA literature emphasis was placed on the roles of factor mobility, price
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flexibility and fiscal policy as mechanisms by which the economy of a
region could adjust to asymmetric shocks.

The evaluation of factor mobility and price flexibility is made difficult
by the absence of any precise criteria in the OCA literature — what is the
necessary degree of potential factor mobility? One approach has been
to compare the degree of mobility, particularly labour mobility, within
the EU with that in the USA on the basis of being economically and
geographically of similar sizes, albeit that the income differentials in the
EU are larger, which could be expected to promote greater mobility. The
general finding has been that factor mobility is rather lower in the EU for
which there are ready explanations in terms of differences of language,
culture and qualification regimes (Fertig and Schmidt, 2002). In the
OCA literature the emphasis is on the response to asymmetric shocks
when the response through exchange rate change is removed under
currency union. The mobility of labour observed within the EU since
2004 would seem more related to large differences in income per capita
and in unemployment rates than to responses to differential shocks. In
the absence of substantial fiscal transfers, it would appear plausible to
argue that the existing member countries of the EMU do not form an
‘optimal currency area’, and even more so the new member countries
along with the existing member countries do not form an OCA.

Another possible route through which an economic area experiencing
an economic downturn may be assisted is through fiscal transfers.
The level of demand in the economic area in question would to some
degree be sheltered from the full effects of the downturn through fiscal
transfers. In a nation state there is some automatic element in these
fiscal transfers — tax revenues to the central government are reduced as
a consequence of the lower level of income, and some social security
benefits (notably unemployment benefits) are increased. There would
often be deliberate responses by the central government in the form
of increased assistance of various forms to the economic area. Within
a currency area without a central government (as in the case of EMU)
there would not be these fiscal transfers.

The OCA literature had much influence in academic debates but
appears to have little impact on the design of the Economic and
Monetary Union (EMU). Many authors (see, for example, Eichengreen,
1997) who were attached to the OCA approach tended to conclude
that the euro area was not an optimal currency area — or at least by
comparison with the USA, the euro area had lower factor (notably labour)
mobility, and lacked fiscal transfers. Insofar as regard was paid to the
OCA criteria, the argument was put that there would be endogeneity
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in the fulfilment of the criteria, that is whilst at the time of formation
of the euro the criteria would not be satisfied, the experience of the
single currency and the enhancing trading between countries would
lead in the direction of their fulfilment (see, for example, Baldwin and
Wyplosz, 2009).

The OCA approach suffered from being developed within an essen-
tially competitive demand/supply framework: that is a ‘shock’ in one
country could potentially be addressed through a combination of
price and quantity adjustments: if demand in one country fell, then
prices of goods and services produced in that country could fall, and
resources shift from that country. The exchange rate was similarly
viewed as a price adjustment mechanism to shocks, with, of course, that
adjustment mechanism being removed in the single currency case. The
OCA approach then overstated the benefits of an adjustable exchange
rate. The OCA approach overlooks the forces of cumulative causation
and the degree to which imbalances between countries (or regions) can
be reinforcing rather than self-correcting.

The OCA approach is based on an approach which starts with some
equilibrium, then there is some ‘shock’, followed by an adjustment
process which focuses on price and quantity adjustment to restore
equilibrium. It pays little attention to situations of initial imbalance
when the single currency is formed, and then how those imbalances
could be resolved in the context of a fixed exchange rate system. This
was in effect the position with the formation of the euro, with large
differences in unemployment rates and current account positions.
There were also substantial differences in income per capita and trend
growth rates.

The OCA literature suggests three conditions for an ‘optimal currency
area’ (Mundell, 1961):7 factor mobility and openness of markets; relative
price flexibility; and fiscal transfers within the monetary union. It
would be desirable for a single currency to be used in an economic
area within which there is openness of goods markets and mobility of
factors of production (labour, capital); this is so since the mobility of
factors is seen as one way in which adjustment is made to differences
in economic performance. Further, member economies should share
similar inflationary tendencies since a common currency imposes a
common inflation rate. The Single European Act of 1986 and the imple-
mentation of the single European market by the end of 1992 were steps
in seeking to ensure the mobility of goods and services and of capital
within the European Union. But it is well known that effective labour
mobility with the EU remains low, especially by comparison with the
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USA, despite the large differences in real wages and unemployment rates
across the EU. Price flexibility (in terms of relative prices across countries)
remains low. The differences in labour market institutions, notably
over wage determination mean that there are different inflationary
tendencies and different responses to economic shocks. The conver-
gence criteria ensured a convergence of inflation rates, which is not the
same as the convergence of inflationary mechanisms and tendencies.
Indeed, similar rates of inflation across the euro area countries in 1998
(the relevant year for the application of the convergence criteria) were
accompanied by widely differing rates of unemployment from around
4 per cent in the case of Austria and the Netherlands to 17 per cent in
the case of Spain (and the difference in unemployment between regions
was much more marked from 3 per cent in the Oberdsterreich region of
Austria to 32 per cent in the Andulucia region of Spain and nearly 37
per cent in Reunion, France (these figures refer to 1997). The calculated
output gap, as a sign of stage of the business cycle, varied (according to
the OECD measure) from over +2 per cent in Ireland to -2 per cent in
Italy.

The EU budget is small (set at a maximum of 1.24 per cent of EU
GDP), required to be always in balance and dominated by the Common
Agricultural Policy (CAP). There is clearly little role for fiscal transfers
from relatively rich countries to relatively poor countries, nor is there
any possibility of the EU budget operating as a stabiliser. About half
of the transfers which do occur will be set by the requirements of the
CAP, although much of the remainder (in the form of regional policy)
do involve transfers from rich to poor areas. There is currently no
mechanism for the operation of an EU level fiscal policy, which could
have stabilising effects (as an automatic stabiliser) over time as well as
significant redistributive element across economic regions.

There is, of course, the possibility that OCA contains an endogenous
element in the sense of the question ‘Is EMU more justifiable ex post than
ex ante?’ (Frankel and Rose, 1997, 1998). The answer given by Frankel
and Rose (1997) was positive in their ex ante analysis; they argued that
the EMU would be more justifiable in the ex post sense. However, more
recently, Vieira and Vieira (2012) in an ex post analysis of the EMU'’s
first decade in existence (including the initial group of eleven countries
as members of the EMU plus Greece) conclude that the hypothesis does
not hold for some countries. Utilising the OCA index, first proposed by
Bayoumi and Eichengreen (1997), and comparing individual countries’
compliance with selected OCA conditions before and after the adoption
of the euro, they conclude that
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‘The distance separating peripheral and core economies before the
introduction of the euro remains practically unchanged after 10
years of adopting the common currency’ (p. 78). Vieira and Vieira
(op. cit.) go further and suggest that ‘the OCA index could have been
a better indicator of countries’ readiness to join the single currency
than were the Maastricht criteria, as the latter were not able to iden-
tify the ill-prepared countries. The recent troubles of some euro area
embers make this clear. (p. 90)

The optimists would tend to believe that the continuing effects of the
single European market and the introduction of the euro will lead to
further integration between the national economies. This integration
could then be reflected in some convergence between national business
cycles and (perhaps) some reduction in the extent of asymmetric shocks
that impact on some countries but not on others. There could, in the
fullness of time, be increased mobility of labour. But there seem little
prospects of EU-wide measures, such as a common social security
policy, which would enhance the mobility of labour. There would also
seem little prospect of significant fiscal transfers, even up to the level of
public expenditure and taxation at the EU level of 7.5 per cent as recom-
mended the MacDougall Report (1977).

An OCA obviously introduces alongside a single currency a
union-wide monetary policy. In much of the OCA literature the role of
the common monetary policy is rather underplayed, but attention must
be paid to the nature of the common monetary policy and who operates
it, especially in an era where monetary policy has displaced fiscal policy
as the main macroeconomic instrument. In the euro area context, this
common monetary policy is operated by the ECB in pursuit of price
stability in an environment where there is no union-level fiscal policy
of any significance.

Fiscal policy can be differentiated, whether as a side effect of the
design of the tax system (the obvious example being a progressive
income tax system, which has a degree of redistribution from rich
areas to poor areas) or through the allocation of public expenditure.
Fiscal policy has the capabilities of being differentiated and of trans-
ferring resources though those capabilities need not be exercised. But
monetary policy cannot be differentiated -- a common central bank
discount rate must apply across all countries (or in the days of monetary
targets, there is a single monetary aggregate to which the targeting
applies). Monetary policy is likely to have differential effects on regions
and countries. The mark-up of bank lending and mark-down of bank
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borrowing rates over the central bank discount rate may vary across
countries (and also within countries). The responsiveness of aggregate
demand in different regions is likely to vary, for example depending on
the extent of fixed rate or variable rate borrowing. The difficulties of
the ‘one policy fits all’ nature of monetary policy are well known and
come into play whenever there are differences between economic areas
in terms of economic performance, stage of the business cycle and infla-
tionary pressures. These differences are exacerbated at the euro area
level as economies are brought together under the single umbrella and
with economies with different financial institutions and arrangements.
It should also be noted that there is a sense in which the EU has adopted
a one-instrument approach to policy, namely the use of monetary
policy. Fiscal policy is restricted to an overall balanced budget position,
albeit with variations of the national budget deficit positions over the
business cycle.

The difficulties with the use of one policy instrument is well illus-
trated by the dilemma for the ECB during the past years — the infla-
tionary position (of over 2 per cent) points to raising interest rates
whereas the experience of economic slowdown point to further reduc-
tions in interest rates, though the objectives given to the ECB suggest
that the former would have to dominate.

This discussion indicates to us that OCA considerations appear to
have played little role in the formation of the euro area. Further, if the
OCA literature is correct, then the euro area would appear not to be
an Optimal Currency Area. Some of the departures of the euro area
from an OCA arise from policy decisions (notably the absence of an
EU fiscal policy) whereas others (notably lack of labour mobility) are
more deeply embedded and some attempts have been made to address
them (for example, development of the transferability of qualifications
between countries). But to say that the euro area is not optimal is not
the same as saying that the euro area is not better than the continu-
ation of national currencies. However, we would argue that it is still
the case that the criteria proposed by the OCA literature still have
some relevance in judging whether the introduction of the euro is an
improvement. Feldstein (1997) stated that ‘what is clear to me is that
the decision (on economic and monetary union) will not depend on the
economic advantages and disadvantages of a single currency’ (p. 23).
This is a remark with which we would concur and in particular say that
the OCA literature has been ignored.

Clearly, the ideas of the OCA had relatively little influence on the
formation of the euro. Baldwin and Wyplosz (2009), for example, argue
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that ‘The negotiators who prepared the Maastricht Treaty did not pay
attention to the OCA theory’ (p. 345). The same source also poses the
question of whether Europe is an optimum currency area with the
answer that ‘most European countries do well on openness and diver-
sification, two of the three classic economic OCA criteria, and fail on
the third one, labour mobility. Europe also fails on fiscal transfers, with
an unclear verdict on the remaining two political criteria’ 