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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
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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
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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.
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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.
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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.



The Launch of the Euro and Economic Performance 31

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’ (p. 340). It is
clear that EMU is not fiscally integrated. Taxpayers in one country do
not pick up, for example, any of the costs of a bank bailout of another
country. It is also true that while citizens of the EMU have the legal
right to move freely in any of the member countries in search for
employment, in practice citizens are much less geographically mobile
than in countries like the US, for example. A currency union that works
coincides with a nation that has a central government and a common
language; EMU has neither.

The OCA literature clearly points out that a monetary union means
that the exchange rate between constituent members cannot be
changed in nominal terms. Hence, the possibility of using changes
in the exchange rate as a means of adjusting to economic ‘shocks’ or
indeed to continuing difficulties is ruled out. There can, though, be
changes in the real exchange rate through a change in the relative prices
of constituent members. The OCA literature points to the possibility of
‘price flexibility’ as a device through which a country could adjust to an
‘economic shock’. But the expectation would be that a negative shock
would be compensated by a fall in relative prices (of a country). In the
euro area it appears that there have been substantial changes in the real
exchange rate of countries, as relative prices of countries have changed
reflecting differential inflation between countries. But it is rather
unlikely that these changes in relative prices have been responses to
differential shocks and that those changes are an adjustment process. If
anything the changes in relative competitiveness have worsened rather
than lessened the disparities in current account positions.

The emphasis of the OCA approach was on the ability (or otherwise)
of an economy to adjust to shocks, where the adjustments were viewed
in terms of market ones of price and factor mobility. What was little
considered in the OCA, or other literature, was the consequence for
an economy, which joined the currency union with an economy,
which was ‘unbalanced’. By the latter we mean an economy (or parts
thereof), which had high levels of unemployment or one that had a
large current account deficit. It is then not a matter of asking how
an economy could adjust to a shock (particularly a negative one) to
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restore full employment but rather whether there is any prospect
of an economy in a currency union escaping from high levels of
unemployment. In order to reach a lower level of unemployment, the
demand for the output of that economy has to be increased faster than
output increases in other EMU countries. This would generally require
that the productive capacity on which workers could be employed
would also have to be created. Whilst there may be spontaneous
increases in investment, there are clear limits on the policy instru-
ments available to promote such investment. Further, those countries
have to find additional markets for their exports without the benefits
of devaluation.

In a similar vein, an economy that enters into a currency area with a
current account imbalance lacks the ability to correct that imbalance.
When that economy is able to borrow to meet any deficit, and similarly
is willing to lend when there is a surplus, then the position would be
sustainable, though its debts would mount, which serves to undermine
that sustainability. But such an economy has to rely on borrowing from
overseas and being able to continue to do so. In our interpretation it is
difficulties arising from such borrowing, which underlies many of the
problems of the EMU at present.

The development of a substantial EU budget, which operates to
make fiscal transfers between the relatively rich and the relatively poor
countries and to act as some form of stabiliser, that is a country experi-
encing a downturn receiving a greater inflow of funds, is a major policy
way in which concerns of the OCA literature could be addressed. But
the current account imbalances would remain, which would seem to
require mechanisms by which a country with a current account deficit
can in effect devalue in real terms, and hence a country with a surplus
revalue. This is not possible, of course, within the EMU area, while the
experience of the past decade in the EU area does not suggest that such
adjustments would readily occur; indeed it appears that on the whole
prices have adjusted in a manner opposite to that.

The OCA literature had considerable influence on academic debates
but appears to have little impact on the design of the EMU. Many
authors 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 endog-
eneity 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
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of the single currency and the enhancing trading between countries
would leads in the direction of their fulfilment.

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, where a ‘shock’ is 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.

2.5 Concluding remarks

The euro has been running for over 10 years (and 13 if the period as a
virtual currency is included). Its introduction was technically accepted
and the switchover was perceived to have met few problems, though there
was some perceptions that prices rose when the euro was introduced (a
perception which does not show up in the statistics). Although there have
been occasional rumblings against it, there had not been any concerted
effort for a country to withdraw from the euro and revert to a national
currency until the early 2010s. Most new member countries (or at least
the political leaders) often appear eager to join though Sweden rejected
the euro in a 2003 referendum. Denmark and the UK maintain opt-outs
and appear unlikely to wish to join in the foreseeable future. Opposition
often emerges in countries such as the Czech Republic and Poland. The
euro area has expanded with the number now having reached 17.
Theeconomicperformanceoftheeuroareacountries,asbrieflysurveyed
in sections 2.3 and 2.4 above, has been rather lacklustre — economic
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growth has been sluggish, inflation has remained low though often
breaking the 2 per cent target (as for example again in summer 2012
when 2.7 per cent was reached), and unemployment has remained
high. There are continuing disparities in economic performance. In
reviewing the economic performance we have suggested a number of
strains within the euro area. The disparities of unemployment and
standards of living are highly significant as measures of economic
well-being, and the framework of the euro area has little to address
those disparities. But for the future operation and indeed survival of
the euro area the differences in inflation, in budget deficits and in
current account positions may be much more significant. If the differ-
ences in inflation rates continue, then those countries with relatively
high inflation will see continuing decline in their competitiveness and
ability to export. Under a common monetary policy, as discussed in
chapter 3, there is a lack of policy instrument to address these differ-
ences in inflation. The differences in the budget deficit positions are
suggestive of different requirements; namely, which economies have
and point to the problems that the ‘one-size fits all’ approach of the
Stability and Growth Pact presents: this is an issue we also return to
in chapter 3. The differences in the current account position would
suggest that there is substantial borrowing by some countries to fund
their deficit and substantial lending by others. We have pointed to the
absence of an adjustment process akin to changing the exchange rate
in the context of a currency union; along with the current dangers
of the current appreciation of the euro exchange rate. The alternative
adjustment process would likely involve deflation in deficit countries to
reduce their import bill.

Further decisions have been reached recently. The EU summit meeting,
held on 28/29 June 2012, took a number of decisions, including:
banking licence for the European Stability Mechanism (ESM); when
the ESM is introduced in 2013 it would have access to the ECB funding
and thus greatly increase its firepower; banking supervision by the
ECB. Germany objects to the latter proposal on two grounds: the ECB
should not be responsible for all 6,000 euro area banks (including small
banks such as Germany’s regional savings banks); and there should be
a clean separation between ECB monetary policy and bank supervision.
Furthermore, and at the same EU summit meeting of 28/29 June 2012, a
‘growth pact’ was proposed, which would involve issuing project bonds
to finance infrastructure. Two long-term solutions are proposed: one is
a move towards a banking union and a single euro area bank deposit
guarantee scheme; and another is the introduction of euro bonds and
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euro bills. Germany has resisted the latter two long-term solutions,
arguing that it would only contemplate such action only under a full-
blown fiscal union. Such suggestion is pertinent not merely in terms
of the introduction of the two solutions proposed but also for the
long-term survival of the euro area, as we argue later in the book.

On 12 December 2012 the EU finance ministers reached a technical
agreement to create a new single supervisor at the ECB. The ECB will
supervise banks with assets worth more than €30 billion or 20 per cent
of their country’s GDP (it amounts to around 200 out of 6,000 euro area
banks; the latter includes all but one German savings bank). National
supervisors will run the day-to-day supervision of other banks, although
the ECB has the right to supervise in an emergency and at the request
of the ESM. The creation of the new supervisory body is to be set up
by March 2013, although plans to use the ESM, the euro area bailout
fund, to recapitalise banks directly, could not be in place before 2014.
The plan has had political approval from the majority of the EU/EMU
countries at their summit meetings of 13/14 December 2012. It now
needs to be approved by the EU and individual country parliaments.
The UK, Sweden and the Czech Republic refused to join the single
supervisory agreement. It is the case, though, that they are members of
the European Banking Authority that coordinates supervisors.
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The Economic and Monetary Union
Model: Theoretical Underpinnings
of Macroeconomic Policy

3.1 Introduction

The Economic and Monetary Union (EMU) has a clear set of monetary
and fiscal policies associated with the Stability and Growth Pact (SGP).
We argue here that those policies have to be understood by reference
to a particular macroeconomic analysis. Specifically, it is argued that
the macroeconomic policy framework for fiscal and monetary policy
with EMU is embedded in what is now known as the ‘New Consensus
Macroeconomics’.! Any specific macroeconomic analysis puts forward a
view of how the economy operates, what are the issues which policy can
and should address, and the effectiveness (or otherwise) of particular
policies (for development of this argument at a general level see Arestis
and Sawyer, 2010a), and the New Consensus Macroeconomics is no
exception.

These macroeconomic policies govern the monetary policy of EMU
as undertaken by the European Central Bank (ECB). They also govern
the budgetary policies of EMU which amounts to the set of fiscal policy
constraints for each of the nation states adopting the euro as there is
no EMU budget as a whole and the budget for the EU as a whole is
small (around 1 per cent of GDP) and has to be balanced. The national
budgetary positions are intended to be governed by the Stability and
Growth (SGP) Pact and the ‘fiscal compact’ as discussed in chapters 5
and 8 below.

In section 3.2 we set out the theoretical underpinnings of the ‘New
Consensus Macroeconomics’ (hereafter NCM) framework. This is
followed, in section 3.3, by a detailed discussion of the ECB macroeco-
nomic model. Section 3.4 discusses the question of whether the ECB
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model is embedded in the NCM theoretical framework. We offer
concluding remarks to this chapter in section 3.5.

3.2 Theoretical underpinnings

It is rather unlikely that economic policy pursued by any government
or institution is fully consistent with some theoretical paradigm. Policy-
making is a messy business, involving compromises and contradictions.
It is, though, that the policy framework of EMU can be understood
by reference to a set of theoretical positions, some articulated by its
officials (see, for example, European Central Bank, 2008, p. 22 on the
importance of the independence of a central bank and p. 34 on the
neutrality of money). Specifically, the policy framework and approach
of EMU should be viewed as embedded in the NCM paradigm. The
approach can be viewed as ‘new consensus’ through its emphasis on
the supply-side determined equilibrium level of unemployment (the
‘natural rate’ or the non-accelerating inflation rate of unemployment,
the NAIRU), its neglect of aggregate or effective demand (essentially in
the long run), and of the use of active fiscal policy, and the elevation of
monetary policy at the expense of fiscal policy.

The key elements of the NCM with regard to the economic policies
of EMU are:

(i) Amarket economy is viewed as essentially stable, and that macroeco-
nomic policy (particularly discretionary fiscal policy) may well desta-
bilise the market economy. Discretionary fiscal policy can, it is argued,
be de-stabilising in that through decision and implementation lags, a
fiscal stimulus (say) could come through when the economy is once
again booming leading to an over-shooting. A particularly important
assumption is that markets, and particularly the financial markets,
make well-informed judgements on economic events and the future of
the economy. This extends to economic policies and any attempt by
government to pursue ‘unsound’ policies will be fully understood by
the markets that will respond accordingly, and the responses of markets
is intensified in the context of open and globalised financial markets.
The idea that people (and after all markets are populated by people
alone and not by mystical market forces) have good and accurate infor-
mation on the future (the ‘rational expectations’ assumption) is a critical
component of this view. It is also a key ingredient in this view that the
financial system is seen as functioning smoothly and efficiently. The
role of the financial system is the linking together of those who wish to
save and those who wish to borrow to invest, and the financial system
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is viewed as undertaking that role efficiently. The global financial crisis
of the late 2000s, has perhaps called some of that view into question!

(ii) Monetary policy is taken as the main instrument of macroeco-
nomic policy, with the view that it is a flexible instrument for achieving
medium-term stabilisation objectives, where those objectives focus
on inflation, and that stabilisation of inflation is sufficient to ensure
financial stability. Monetary policy can be adjusted quickly in response
to macroeconomic developments with decisions on interest rates (even
if the decision is to leave interest rates on hold) being taken on a frequent
basis, for example monthly. Indeed, monetary policy is viewed as the
main determinant of inflation, so much so that in the long run the
inflation rate is the only macroeconomic variable that monetary policy
can affect (see, for example, ECB, 2008, p.34). Indeed there is the ‘the
fundamental economic principle that, over the longer term, inflation is
a monetary phenomenon’ (ECB, 2008, p.37).

Fiscal policy is viewed as an impotent macroeconomic instrument (in
any case it may often be subject to the slow and uncertain legislative
processes and there are lags of implementation and effect). It is recog-
nised that the budget position will vary over the course of the business
cycle in a counter-cyclical manner (that is the deficit rising in downturn
as tax receipts fall and some parts of public expenditure rise, and
conversely the surplus rising in upturn as tax receipts rise with higher
incomes). This helps to dampen the scale of economic fluctuations by
increasing taxes in the upturn and fiscal policy then acts as a partial
‘automatic’ stabiliser. But these fluctuations in the budget position
should take place around a budget position, which averages close to
balance over the cycle. Fiscal policies ‘based on clear mandates and
rules reflect a macroeconomic policy design that is generally preferable
to the ad-hoc discretionary co-ordination of day-to-day policy action in
the face of shocks’ (ECB, 2003c, p. 37). Indeed, in the ECB (2008) view,
‘Stability-oriented fiscal policies are a pre-condition for sustainable
economic growth and the smooth functioning of Monetary Union, as
well as for avoiding unnecessary differentials across countries’ (p. 75).

Even under conditions of financial crisis and recession when nearly
all governments around the world have resorted to fiscal policy to
rescue them from recession, the now ex-president of the ECB (Trichet,
2008) claimed that ‘Regarding fiscal policies, the Governing Council
considers it crucial that discipline and a medium-term perspective are
maintained, taking fully into account the consequences of any short-
er-term action on fiscal sustainability. It is of the utmost importance that
the public’s confidence in the soundness of fiscal policies is preserved,
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with the rules-based EU fiscal framework being fully applied and its
integrity being fully preserved. The provisions of the Treaty of Nice
and the Stability and Growth Pact require a medium-term perspective
and allow for the necessary flexibility. Automatic fiscal stabilisers are
relatively large in the euro area and provide a powerful source of fiscal
support to a weakening economy. Where room for manoeuvre exists,
additional budgetary measures could be effective if they are timely,
targeted and temporary’ (it is to be noted that this kind of statement
has been repeated by the Presidents of the ECB ever since January 1999).
In response to a question from the audience, Trichet (2008) is very clear:
‘On ... fiscal discipline, as I have said on behalf of the Governing Council,
we consider the Stability and Growth Pact to be absolutely essential. We
are a single currency area which has no federal government and no
federal budget. And we are told by observers from time to time that we
have put the cart before the horse because we have a single currency,
but no federal government. We respond by saying that, yes, we have
an institutional framework that is not a federal government, but we
have the Stability and Growth Pact, and the cohesion of the euro area
is very much based on the Monetary Union, on the one hand, and on
the Economic Union with the Stability and Growth Pact, on the other.
This is very important and I will not elaborate more on this because it
is the fundamental message that we give. We are telling all countries
that they have to respect the orientations of the Stability and Growth
Pact and, as I said on behalf of the Governing Council, that wherever
there is room for manoeuvre, it can be used. Let us not forget on top
of that that the various members of the Furopean Union in general,
but those of the euro area in particular, have already taken decisions
with respect to the recapitalisation of their banks and the guarantees
that they are giving to banks, as well as the rescue operations that have
already been mobilised in some cases, as proof of their efforts. This is
very important and we should not forget it. Nor should we forget that,
when automatic stabilisation can be utilised and when there is room for
automatic stabilisers to operate in full, we in Europe - in comparison
with other industrialised economies — have a level of public spending
as a proportion of GDP and a level of social safety net that is generally
superior to what is observed in the other OECD countries. So, in terms
of their volume, that makes automatic stabilisers more important in
Europe — not only in the euro area - than is the case on the other
side of the Atlantic, for instance,’ Also that ‘the Maastricht Treaty is
the Maastricht Treaty, and the criteria are the criteria, and they will
be applied. And, to my knowledge, absolutely nobody - irrespective of
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whether in the Commission or the Council, and certainly not in the
ECB - has asked or is envisaging to change the rules and to change the
criteria for entry into the euro area. On the timely, targeted, temporary
fiscal measures, these are also the qualifications that I use myself, as
are — to my knowledge — used by the Commission and by the Council.
So, we are all using the same qualifications’.?

Monetary policy has, thus, been upgraded in importance in the
attention paid to it and its assumed effectiveness, and fiscal policy has
been downgraded to a budget balanced over the cycle format. Further,
monetary policy becomes identified with the setting of interest rates,
rather than any other interventions such as credit controls or reserve
requirements.

(iii) Monetary policy can be used to meet the objective of low rates of
inflation (which are desirable in this view, since low, and stable, rates
of inflation are conducive to healthy growth rates). However, monetary
policy should not be operated by politicians but by experts (whether
bankers, economists or others) in the form of an ‘independent’ central
bank, and this is the precise set-up of the ECB. Indeed, those operating
monetary policy should be more ‘conservative’ where that term is used
to mean greater weight on low inflation and less weight on the level of
unemployment than politicians (or the general public) would (Rogoff,
1985). Politicians would be tempted, it is argued, to use monetary policy
for short-term gain (lower unemployment) at the expense of longer-term
loss (higher inflation), whereas central bankers by inclination and by
mandate are not subject to such temptation when low inflation is set as
overriding objective of monetary policy.

An ‘independent’ central bank would also have, it is argued, greater
credibility in the financial markets and be seen to have a stronger
commitment to low inflation than politicians do. This is reiterated by
the ECB when they write that ‘Economic theory and historical examples
from previous decades represent strong evidence that central bank
independence is a precondition for achieving and maintaining price
stability. Against this background, the multi-dimensional independence
of the ECB is stipulated in the Treaty, which legitimises its independence’
(ECB, 2008, p. 22). Independence of a central bank is defined ‘as insti-
tutional independence, implying a set of legal provisions that guarantee
that the central bank carries out its tasks and duties without political,
and more generally, external interference’ (Issing, 2006, p. 67; italics
included in the original).

The distinction between goal independence and instrument
independence is made. It is recognised that in a democratic society
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goal-setting cannot be left to unelected officials, so that central banks
should not be goal independent. However, full independence should
be given in the setting of monetary policy to achieve the goal(s) set by
the elected representatives. A number of quid pro quo requirements
for central bank Independence are important: credibility of the central
bank, accountability and transparency in the conduct of monetary
policy. The independent central bank should explain and justify
its decision to the public and its elected representatives with a high
degree of transparency and credibility so that the actions of the central
bank can be closely monitored and judged to be performed according
to expectations. The ECB is, however, both goal and instrument
independent, which makes it unique in this sense around the world:
it is the most ‘independent’ central bank in the world when judged in
terms of immunity to political and democratic control (though in terms
of commitment to a neo-liberal ideology the least independent).

(iv) It is the credibility of monetary policy, which is viewed as
paramount in the successful conduct of monetary policy, where here
success would be generally seen in terms of the achievement of low
inflation. It is argued that a policy which lacks credibility because of
time inconsistency is neither optimal nor feasible (Kydland and Prescott,
1977). The only credible policy is the one that leaves the authority no
freedom as to how to react to developments in the future, and that even
if aggregate demand policies matter in the short run in this model, a
policy of non-intervention is preferable. It is precisely because of the
time-inconsistency and credibility problems that monetary policy
should be assigned to a ‘credible’ and independent central bank. Such a
central bank should be given as its sole objective that of price stability,
interpreted in terms of an inflation target. An independent central bank
is viewed as credible in that it is given the objective of price stability,
its performance is to be judged by its achievement or otherwise of price
stability, and the perception that a central bank would not fall for the
temptation of an expansionary policy which may be politically popular
as central bankers are seen as more committed to price stability than to
low unemployment (and central bankers do not face re-election).

(v) The priority objective for macroeconomic policy should be that
of low inflation. This is to be preferred to the focus on money supply
targeting since it is generally recognised that achieving money supply
targets is difficult or impossible. This is often formalised in terms of
setting an inflation target (though ‘inflation targeting’ is formally
speaking not a term adopted by EMU). Inflation targeting is neither a
rule nor discretion (in practice only degrees of discretion prevail): it is
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rather a framework for monetary policy whereby public announcement
of official inflation targets, or target ranges, is undertaken along with
explicit acknowledgement that low and stable inflation is monetary
policy’s primary long-term objective. This improves communication
between the public and policy-makers and provides discipline, account-
ability, transparency and flexibility in monetary policy. Inflation
targeting has been described as ‘constrained’ or ‘enlightened’ discretion,
in that inflation targets serve as a nominal anchor for monetary policy.
As such, monetary policy imposes discipline on the central bank and
the government within a flexible policy framework. For example, even
if monetary policy is used to address short-run stabilisation objectives,
the long-run inflation objective must not be compromised, thereby
imposing consistency and rationality in policy choices (in doing so,
monetary policy focuses public’s expectations and provides a reference
point to judge short-run policies). Although the ECB allegedly does not
pursue an inflation targeting policy (Duisenberg, 2003a; Issing, 2003;
see, also, our discussion below in this section), it does, nonetheless,
pursue a monetary policy strategy with ‘the clear commitment to the
maintenance of price stability over the medium term’ which ‘implies
a stable nominal anchor to the economy in all circumstances’ (ECB,
2001b, p. 49). ECB (2008) has argued that ‘Furthermore, price stability
is the best — and, ultimately, the only — contribution that a credible
monetary policy can make to economic growth, job creation and social
cohesion. This reflects the fact that a policy-maker who controls only one
instrument cannot meet, and be held accountable for the fulfilment of,
more than one objective. The pursuit of additional objectives would risk
overburdening monetary policy, and would ultimately result in higher
inflation and higher unemployment. Over the longer term, monetary
policy can only influence the price level in the economy; it cannot exert
a lasting impact on economic activity. This general principle is referred
to as the “long-run neutrality of money”’ (p. 34).

The policy focus is then on inflation. There are caveats to the effect
that monetary policy should also support other objectives but these
are generally viewed as rather secondary. But further as indicated in
some quotes given above it is argued that at least in the medium to
long-term monetary policy (or indeed any macroeconomic policy)
cannot influence the level of economic activity. At best, an expan-
sionary monetary policy can stimulate economic activity in the short
term, but then only at the expense of higher inflation at a later date. An
upturn in economic activity, which is accompanied by inflation, does
not present difficulties for this policy approach in that an increase in
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interest rates can serve to restrain output and employment and inflation.
However, this inflation targeting approach can only address inflation
which is demand-driven and cannot deal with inflation which is of a
more cost push variety or of a global origin, or with inflation which is
accompanied by a downturn in economic activity. Inflation targeting
with interest rate as the policy instrument asserts that there are firm
links running from interest rate to demand to inflation: for further
discussion on that see below.

(vi) The level of economic activity is taken to fluctuate around
a supply-side equilibrium, and in some sense remain close to that
supply-side equilibrium in a stable environment. The supply-side
equilibrium here corresponds to a level of economic activity at
which inflation would be constant: this is often formalised in terms
of a non-accelerating inflation rate of unemployment (NAIRU), and
unemployment below (above) the NAIRU would lead to higher (lower)
rates of inflation. The use of the word unemployment in the term
NAIRU rather than some other word indicating or related to the level
of economic activity is symbolic in that the general focus of attention
is on the labour market. In general terms, a wide range of supply-side
factors could influence the level of the NAIRU, but it is usually the rules
under which the labour market operates which come into for policy
attention. The ECB has argued, for example that ‘the outlook for the
euro area economy could be significantly improved if governments
strengthen their efforts to implement structural reforms in labour and
product markets. Such reforms are important to ultimately raise the
euro area’s production potential, improve the flexibility of the economy
and make the euro area more resilient to external shocks’ (ECB, 2003b,
p. 6). In a similar vein, a more recent expression of this general view
is: ‘These are encouraging developments, which show that past labour
market reforms, immigration and wage moderation have helped to
overcome some of the constraints on growth stemming from rigid and
over-regulated labour markets. It also confirms that monetary policy
geared towards price stability is fully consistent with job creation and
low unemployment. However, despite this progress, most euro area
countries are still far from having exhausted the potential for further
increases in participation rates and employment. Structural impedi-
ments emerging from rigid legal and regulatory environments, high
taxes on labour and distortions associated with regulations such as
minimum wages still prevent or discourage many people from actively
participating in the labour market and thus keep employment rates
low and unemployment high’ (ECB, 2008, p. 69). Even under the
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circumstances of the financial crisis and the real thread of recession and
deflation, Trichet (2008) argues that: “Turning to structural policies, the
ongoing period of weak economic activity and high uncertainty about
the economic outlook imply the need to strengthen the resilience and
flexibility of the euro area economy. Product market reforms should
foster competition and speed up effective restructuring. Labour market
reforms should help to facilitate appropriate wage-setting, as well as
labour mobility across sectors and regions. The current situation should
therefore be seen as a catalyst to foster the implementation of necessary
domestic reforms in line with the principle of an open market economy
with free competition.’

The source of domestic inflation (relative to the expected rate of
inflation) is seen to arise from unemployment falling below the NAIRU,
and inflation is postulated to accelerate if unemployment is held below
the NAIRU. However, in the long run in this analysis there is no trade-off
between inflation and unemployment, and the economy has to operate
(on average) at the NAIRU if accelerating inflation is to be avoided. In
the long run, inflation is viewed as a monetary phenomenon in that the
pace of inflation is controlled by the rate of interest. Monetary policy
is, thus, in the hands of central bankers. Control of the money supply
is not an issue, essentially because of the instability of the demand for
money that makes the impact of changes in the money supply a highly
uncertain channel of influence. It should also be noted that control of
the stock of money by the central bank becomes very problematic in a
world of credit money created by the banking system, which is a world
of endogenous money supply rather than exogenous money, and the
world in which we live.

(vii) The essence of Say’s Law holds, namely that the level of effective
demand does not play an independent role in the (long-run) determi-
nation of the level of economic activity, and adjusts to underpin the
supply-side-determined level of economic activity (which itself corre-
sponds to the NAIRU). It was a fundamental aspect of Keynes (1936)
to argue that Say’s Law did not hold and that deficient aggregate
demand (that is deficient with respect to productive potential) could
and does exist and in the long term as well as the short term. There
have been many attempts to revive Say’s Law and the one currently
in vogue is in effect to call on the operation of monetary policy in the
setting of the (real) rate of interest equal to the so-called ‘natural’ rate
of interest. It is asserted that there is a rate of interest ( the ‘natural rate
of interest’) at which the level of demand and the level of supply will
be equated, savings and investment intentions brought into balance,
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and with actual output equal to potential output (zero output gap), and
unemployment at the NAIRU level. The central bank sets the interest
rate, and provided that it can be isolated and then target the ‘natural
rate of interest’ (which corresponds to RR* in the equations below), then
the economy would be able to operate with a zero output gap as well
as a constant rate of inflation. But it does require the central bank to
act appropriately. Keynes (1936) explicitly rejected the idea of a unique
natural rate of interest, and in effect argued that there was a natural
rate of interest corresponding to each level of effective demand, which
would bring savings and investment into balance. ‘In my Treatise on
Money 1 defined what purported to be a unique rate of interest, which
I called the natural rate of interest — namely, the rate of interest which,
in the terminology of my Treatise, preserved equality between the
rate of saving (as there defined) and the rate of investment...I had,
however, overlooked the fact that in any given society there is, on this
definition, a different natural rate of interest for each hypothetical level
of employment. And, similarly, for every rate of interest there is a level
of employment for which the rate is the ‘natural’ rate, in the sense that
the system will be in equilibrium with that rate of interest and that
level of employment. Thus it was a mistake to speak of the natural rate
of interest or to suggest that the above definition would yield a unique
value for the rate of interest irrespective of the level of employment. I
had not then understood that, in certain conditions, the system could
be in equilibrium with less than full employment’ (Keynes, 1936, pp.
242-3). Keynes went on to argue that ‘If there is any such rate of interest,
which is unique and significant, it must be the rate which we might
term the neutral rate of interest, namely, the natural rate in the above
sense which is consistent with full employment, given the other param-
eters of the system; though this rate might be better described, perhaps,
as the optimum rate ... The above gives us, once again, the answer to the
question as to what tacit assumption is required to make sense of the
classical theory of the rate of interest. This theory assumes either that
the actual rate of interest is always equal to the neutral rate of interest
in the sense in which we have just defined the latter, or alternatively
that the actual rate of interest is always equal to the rate of interest
which will maintain employment at some specified constant level. If
the traditional theory is thus interpreted, there is little or nothing in
its practical conclusions to which we need take exception. The classical
theory assumes that the banking authority or natural forces cause the
market-rate of interest to satisfy one or other of the above conditions’
(Keynes, 1936, pp. 243-4).
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Most of these general ideas can be seen as formalised (explicitly or
implicitly) in the ‘New Consensus Macroeconomics’ analysis summarised
in terms of three equations, an example of which is given below. These
three equations are relevant in the case of a closed economy (Arestis,
2007, for example, studies the case of the open economy; there are no
significant differences from the point of view of the current analysis).

The equations are:

1) ¥Bi=ag+a; ¥+ ayE (¥yy) —az [Ri—E; (Pua)] + 81
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(Wlth bz + b3 = 1)
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where V8 is the output gap, R is nominal rate of interest, p is inflation,
and pT is inflation target, RR* is the ‘equilibrium’ real rate of interest
(that is the rate of interest consistent with zero output gap which implies
from equation (2) a constant rate of inflation), and s; (with i = 1, 2) repre-
sents stochastic shocks.

In these equations, equation (1) represents aggregate demand in that
output relative to potential output, that is the output gap, is set by the
level of aggregate demand, which in this equation is seen as dependent
on past demand (output gap), expected future demand, and the real rate
of interest. The demand for consumption and for investment is taken as
dependent on these variables.

This equation has a passing resemblance to the traditional IS curve
in macroeconomic analysis in that it is based on the demand side and
involves the level of output (here in the guise of the output gap) and the
rate of interest. It is though rather different from the traditional IS curve.
In the approach here (elaborated at great length in Woodford 2003; see
Arestis and Sawyer, 2008, for a critique) the expenditure decisions are
based on the intertemporal optimisation of a utility function subject
to a life-time budget constraint. The significant aspects of this are that
(i) there is assumed to be well-informed forward-looking optimisation
(in the context of ‘rational expectations’) where individuals in effect
know the future. Further since individuals are subject to a life-time
budget constraint and since they gain utility from consumption they
push their consumption to the limit; that is over their life time in effect
wish to consume all their income. In other words there is a tendency for
income to equal expenditure, which is a way of bringing back Say’s Law.
Finally there are no credit constraints in this model, that is individuals
can borrow or lend as much as they wish in any particular period of
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time, though they are subject to the overall budget constraint over
their life time. The intertemporal utility optimisation is based on the
assumption that all debts are ultimately paid in full, thereby removing
all credit risk and default. This follows from the assumption of what
is known technically as the transversality condition, which means in
effect that all economic agents with their rational expectations are
perfectly credit worthy. All IOUs in the economy can, and would, be
accepted in exchange. There is, thus, no need for a specific monetary
asset. All fixed-interest financial assets are identical so that there is a
single rate of interest in any period. Over time the single rate of interest
may change as borrowing and savings propensities change. Under
such circumstance no individual economic agent or firm is liquidity
constrained at all. There is, thus, no need for financial intermediaries
(commercial banks or other non-bank financial intermediaries) and
even money (see, also, Goodhart, 2007, 2008; Buiter, 2008; Arestis,
2009). In basing equation (1) of the NCM model on the transversality
condition, the supporters have turned the model into an essentially
non-monetary model. So it is no surprise that private banking institu-
tions or monetary variables are not essential in the NCM framework.> It
is rather amazing how such a non-monetary approach has been taken
on board by central banks around the world.

Equation (2) is a Phillips curve in which the rate of inflation depends
in a one-for-one manner on expected inflation and on the output gap.
This is an essential ingredient in this approach for a number of reasons.
First, it is the mechanism which links demand (as reflected in the output
gap) to the rate of inflation. The rate of interest is assumed to influence
the output gap through equation (1), and then output gap influences
inflation through equation (2). Second, a constant rate of inflation where
actual and expected inflation are equal implies the output gap would
need to be zero. The zero output gap, where actual and trend output
are equal, is the supply-side equilibrium in this framework. Third, the
Phillips’ curve illustrates the argument indicated above, namely that if
there is a temptation to stimulate economic activity (positive output
gap) then rising inflation is the consequence. Fourth, the Phillips’
curve incorporates an ‘accelerationist’ view on inflation—the penalty
of output gap even slightly positive is that inflation will not only be
higher but rising. The argument is simply that for a given state of expec-
tations on inflation, a positive output gap will lead to inflation being
higher than those expectations. The experience of higher inflation
generates a change in expectations on inflation, and the continuation
of a positive output gap would lead to inflation higher than the now
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higher level of expected inflation. Inflation would then continue to
rise indefinitely into hyperinflation if the output gap remains positive:
and even a small but positive output gap would have this effect, albeit
the rise in inflation would be slower than if there were a larger positive
output gap.

The operating rule of monetary policy provides equation (3) (often
labelled Taylor’s rule, after Taylor, 1993) in which the interest rate is
assumed to be set by the central bank in response to economic condi-
tions in terms of inflation (relative to target) and the output gap. It is
further assumed that the interest rate set by the central bank is trans-
lated in a one-for-one manner into other interest rates such as those on
loans and deposits.

Under this rule, the real rate of interest would be raised in the face of
inflation since the nominal rate of interest rises by more than 1 per cent
for a 1 per cent higher inflation. This rule is designed to use interest
rates to combat inflation. It reflects a demand-pull view of inflation
in the sense that output gap and inflation are assumed to move in the
same direction so that inflationary conditions (positive output gap and
inflation high) lead to rise in interest rate. A stagflation situation, where
the output gap is negative and inflation high, presents this approach
with a policy dilemma - high inflation suggests putting up interest
rates, negative output gap reducing them to combat recession.

There are then three equations and three unknowns in this model:
output gap, interest rate and inflation. At any point in time, with
the expectations and history of the economy, these equations would
be sufficient to indicate the state of those three variables. It can here
be noted that this approach endogenises the interest rate. The latter
statement, though, needs a little elaboration. The rate of interest is
still under the control of the central bank, but the latter’s decisions
to change or otherwise the rate under its control is determined by the
variables that appear in equation (3). The monetary variable that is
purely endogenous is the money supply as explained below.

This model has a number of additional, and relevant, characteristics.
There are both lagged adjustment and forward-looking elements; the
model allows for sticky prices (the lagged price level in the Phillips-
curve relationship) and full price flexibility in the long run. For the
present discussion the inclusion of the term E(p:,;) in equation (2)
is particularly significant for in effect it is those expectations, which
drive inflation. A policy which convinces people that inflation is going
to fall in the future will more readily be able to deliver low inflation.
The credibility of the central bank argument can be reflected in the



56 Economic and Monetary Union Macroeconomic Policies

idea that the establishment of an independent central bank with the
sole objective of too low inflation serves to create expectations of low
inflation. A central bank that credibly signals its intention to achieve
and maintain low inflation will be ‘rewarded’ by lower expectations on
the rate of inflation. The inclusion of the term E(py;) in equation (2)
indicates that it may be possible to reduce current inflation at a signif-
icantly lower cost in terms of output than otherwise. The operating
rule implies that ‘policy’ becomes a systematic adjustment to economic
developments rather than an exogenous process.

This framework contains the neutrality of money property, with
inflation determined by monetary policy (that is the rate of interest),
and equilibrium values of real variables are independent of the money
supply. But this model does not contain any mention of the stock
or supply of money. It would be a straightforward matter to add an
equation for the demand for money (willingness to hold money) and
postulate that the stock of money is equal (perhaps with lags) to this
demand for money (which we would interpret more as a willingness to
hold money). There are two points to be made here. First, this reflects
an essentially endogenous money approach. The stock of money adjusts
to the demand for money as the amount of money is existence has to
be held by some body and the overall amount of money will only be
willingly held if the demand for money is aligned with the stock of
money. Second, the stock of money though acts rather like a residual
in that the stock of money clearly does not enter into the rest of the
model.* The stock of money may though contain some information
in the following sense. Suppose there is an upswing in demand, and
that demand has to be financed if it is to become effective, that is
demand leading to expenditure, and loans are sought to finance the
increased demand. If loans are granted by the banking system, then
corresponding bank deposits (part of the stock of money) increase and
the higher level of expenditure can occur. A rise in the stock of money
could be a sign that more loans are being granted and more expenditure
is occurring. The manner in which the ECB operates represents some
departure from this view in that the ‘two pillar’ approach (as discussed
below) pays some attention to the evolution of the stock of money as
well as to the rate of inflation.

The three equations in the NCM model above obviously represent a
highly simplified view of the macroeconomy, albeit one, which reflects
the crucial ingredients of the NCM. The NCM can be viewed as a simple
representation of the approach of authors such as Woodford (2003) who
provide very detailed analysis at the individual firm and household level
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which, by dint of assumptions of representative agents, can be summed
to lead to equations the simplified form of which appear as equations
(1) to (3) above. Models along the lines proposed by Woodford (op. cit.)
are often described as dynamic stochastic general equilibrium (DSGE)
models: dynamic in the sense that agents are assumed to be forward
looking in their decision making, stochastic in that random errors
terms are included (as can be seen in equations 1 and 2 above), and
general equilibrium as based on equilibrium outcomes, which allow
for interactions between economic agents, albeit that the ‘represent-
ative agent’ approach is used. These ideas can also be seen to feed into
the formal macroeconomic models, which the ECB and others use.®
How much impact these models and the forecasts derived from them
have on decision-making is an unknown quantity, and the ECB often
stresses the range of information on which it draws. The ECB states
that ‘Mathematical models of the economy have played an important
supporting role in the quantitative assessment of current economic and
monetary conditions in the euro area’ (ECB, 2008, p. 37). The point to
make here is that in clearly basing their macroeconomic models on a
DGSE approach they have abandoned other approaches, for example,
those with a more Keynesian flavour. The DSGE-based macroeco-
nomic models, as we argue in Arestis and Sawyer (2008b), build in
by assumption that fiscal policy is impotent. Obviously the model
adopted is not neutral with regard to key questions such as the impact
of monetary policy and of fiscal policy. Thus the use of DGSE approach
in their modelling is supportive of the idea that the ECB works within
that framework of which the NCM is a simplified manifestation.

The three relationships that summarise the NCM contain all the
essential elements of the theoretical framework of the EMU (see, also,
ECB, 2003a). There are, however, two important differences worth
highlighting here, pursued further in the section on Monetary Policy
(chapter 4). The first is that allegedly the ECB does not pursue inflation
targeting. Duisenberg (2003a), then president of the ECB, was adamant
that the ECB approach does not entail an inflation target: ‘I protest
against the word ‘target’. We do not have a target ... we won’t have a
target’. The second is that in the ECB view the demand for money in
the euro area is a stable relationship in the long run — most central
banks would suggest the opposite in the case of their economies. Issing
(2002) observes that ‘Part of this controversy is, I believe, of semantic
nature. If having price stability as a primary monetary policy objective,
being forward-looking, and using all relevant information to achieve it,
is what is meant by inflation targeting, then the ECB may be considered
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an inflation targeter and any central bank in the world should be one.
But in my view inflation targeting means something else, and here more
substantive differences arise.” Solans (2000) asks ‘Does the inflation
targeting strategy comply with the requirement of being all-encom-
passing and flexible (i.e. comprehensive, detailed and adaptable to
change and to non-predictable conditions)? My answer is “no”, unless
we “bend” the meaning of the label “flexible inflation targeting” to a
point at which it can accommodate almost any practice.”

The ECB has sought to put some distance between their approach and
that of inflation targeting. For example, ‘The ECB’s two-pillar strategy
canbeseen asagood example of amore procedural notion of amonetary
policy framework...This meant that the ECB’s strategy has certainly
proved to be not easily digestible to academics. The strategy explicitly
shuns the notion of a dominant model or all-encompassing forecast
often associated with inflation targeting as well as simple, mechanical
rules of the Taylor type or as under traditional monetary targeting.
The ECB'’s strategy puts a premium on the notion of robustness and
the need for complementary perspectives and approaches to inform
the policy process. This makes it certainly look more complicated and
more difficult to communicate than at least the simpler representa-
tions of inflation targeting. At the same time, the strategy acknowl-
edges the need for an effective structuring of information, as in the
two-pillar framework. It also gives a role to simple guideposts, like the
medium-term reference value for money and regular staff projection
exercises as a way to condense a large (but not all-encompassing)
amount of information. The strategy emphasises procedural notions,
such as the stress on ‘cross-checking’ of information coming from
the two pillars. From this perspective the two pillars of the ECB’s
strategy offer a way to bring together and compare different analytical
perspectives and to use — and present — all the information relevant
to decision-making in a systematic way. The two-pillar structure of
analysis and communication is, admittedly, more complex than the
unitary, more monolithic message conveyed by inflation targeting
at least in the simplest earlier vintages. At the same time it arguably
provides a more explicit and stable framework than an eclectic multi-
indicator approach of “looking at everything”.... Overall, the idea of a
single “best practice” or universal textbook recipe to monetary policy
and communication across the globe seems ill-advised to me.”” It is the
case that with the ECB’s emphasis on the two-pillar strategy it simply
cannot be considered as an inflation targeting approach as the latter
has been described above in section 3.2.
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3.3 The ECB macromodel

We suggest that the ECB macroeconomic model can be captured by the
following set of relationships (Arestis and Sawyer, 2008c; Cristoffel et
al., 2007).

4 Y=C+I+G+X-Q
() C=C (Y, NW)
6) X=X(rer, Y,)
(7) Q=Q(rer, Y)
(8) rer={(er) (P,)I/P
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r-r
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where the symbols are Y is income and Y, is world income, C is
consumption, I is investment, G is government expenditure, X is exports
and Q imports, NW is net wealth which is composed of K capital, PD
public debt, and NFA net foreign assets. ¥¥ is output gap, yr is potential
output, W is the wage rate, U is unemployment, p is rate of inflation, p*
is expected inflation, L is labour, Ls is labour supply, T is productivity
trend, R is nominal rate of interest so that (R — p) would be the real rate
of interest), (R - p)* is the long-run equilibrium real rate of interest, pd
is inflation rate target, rer stands for the real exchange rate, and er for
the nominal exchange rate, defined as in equation (5) and expressed as
foreign currency units per domestic currency unit, P and P,, are domestic
and world price levels respectively, M is money (M3 definition in the case
of the ECB) long-run . It should also be noted that G, YW, P, p%, L%, T, PD
and NFA are treated here as exogenous for convenience.
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Equations 4-9 capture the demand side of the economy, with equation
(8) defining the real exchange rate, and equation (9) net wealth. The
latter is arrived at by iterating over individuals’ period-by-period
budget constraints, and then aggregating over the whole population.
An individual’s wealth is defined as all the resources that are available
for expenditure at the start of a period. Financial assets include money,
the domestic currency value of foreign bonds, corporate bonds,
government bonds, and shares, plus the interest returns and dividends
arising from holding these instruments over from the previous period.
Non-financial assets include human wealth, transfer wealth, and the
value of dwellings.

We may summarise the key features of the first four equations
succinctly: in terms of the consumption relationship in particular it
should be noted that consumption is explicitly derived from forward-
looking optimising behaviour, and it is based on income, the rate of
interest and wealth. Economic agents maximise lifetime utility subject
to their expected lifetime resources. Furthermore, goods markets
are monopolistically competitive, with firms being in a position to
charge non-competitive sticky prices. The latter help to clear domestic
production tosatisfy aggregate demand; that is demand for consumption,
investment, including changes in inventories, government spending
and exports, all net of imports. In view of the assumption of sluggish
price and wage adjustments, actual output is determined by aggregate
demand in the short run, with the standard equations for its main
components: consumption, exports and imports, with government
expenditure treated as exogenous and investment determined in the
supply-side block.

Equations (10) to (17) refer to the supply side, with equation (10)
defining the output gap. The supply side of the model depends on an
aggregate Cobb-Douglas production function, equation (11), whereby
output depends on capital stock, effective labour supply and technical
progress. Equation (8) is more consistent with the approach of the
ECB, where such a relationship is utilised. With equation (12) defining
capital stock, investment (equation 13) and employment (equation 17)
are determined by profit maximisation and inverting the production
function, respectively.

The variables investment and capital stock specifically, although all
variables in general, are scaled against the level of output. Hence, the
desired capital stock, relative to output, depends on the cost of capital,
and actual capital stock adjusts to the desired level, taking into account
costs of adjustment. A change in the rate of interest through its impact
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on the cost of capital would change desired capital stock; there would
be a relative price effect but the underlying growth of output would be
unaffected. Investment (in terms of the desired capital stock) depends
on the rate of interest (via the cost of capital), with the demand for
capital depending on the relative prices involved. But it is scaled against
the level of output, which is treated as growing at an exogenous rate.
The growth of output pulls along the growth of the capital stock as in
the neo-classical growth model.

Equations (14) and (15) represent the Phillips curve, and equations
(16) and (17) define unemployment and labour supply respectively;
the latter is related to the output gap and capital. Equation (15) is the
Phillips curve itself (vertical in the long run), and equation (14) should
be read as price as a mark-up on unit labour cost. The labour market is
not perfectly competitive. Firms and unions bargain over wage levels,
which generate unemployment, given private sector and public sector
labour demand, labour supply and wage curves.

Unions bargain on workers’ behalf. In any given period, a proportion
of (randomly chosen) unions engage with firms in a bargain over the
nominal wages of the workers they represent. This fraction is constant,
so that we have Calvo (1983) nominal wage setting, rather than contracts
for fixed terms as in Taylor (1980). Unions aim to maximise the welfare
of an average worker, so the value of the ‘outside’ earnings that could
be received if employed by the government or unemployed has a role
to play. The private sector wage is determined as the Nash equilibrium
in which the firms’ and unions’ strategies are both optimal. The wages
of government employees are set according to a simple rule linking
government and private sector wages.

Equations (18) and (19) represent the monetary side of the model.
Equation (18) is the demand for the M3 definition of the money stock.
Money is treated as a recursive variable in that it has no feedback on the
rest of the model. As we will elaborate in the section that follows, this
equation is prominent in the ECB model.

Equation (19) is the monetary rule relationship, of the Taylor rule
variety. The variable (p - pd) is by far the more important variable
in policy decisions than Yg. (R — p)* is very important but highly
problematic (see, for example, Weber et al., 2008). Clearly this is the
long-run equilibrium real rate of interest. It is, in other words, the
real rate that is associated with output being at its potential level (see
equation (3) above). The nominal rate of interest in the hands of the
central bank should be anchored to (R —p)* and to the target inflation
as set by the central bank. Anchoring the real equilibrium rate of
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interest, though, is hazardous. If the central bank targets the wrong
(R- p)* then it may drive the economy on a wrong path. Econometric
evidence on the extent to which central banks can obtain the infor-
mation necessary for a good knowledge of (R — p)* is by no means
encouraging (Weber et al., 2008). The financial imbalances associated
with the policy of manipulating the rate of interest to achieve an
inflation target are overlooked by the NCM. These imbalances, which
tantamount to investment and saving imbalances, are ruled out of the
theory in the long run. This is due of course to the equality between
the market rate of interest and the real equilibrium rate of interest. But
these imbalances do exist!

3.4 Consistency of the ECB model with NCM

It is clear from the analysis of the latter section that the ECB macroeco-
nomic model is consistent with the NCM. But there are differences as
we alluded to in section 3.2. We elaborate further on differences and
consider the possible consistency between the two approaches in the
rest of this section.

The main objective of the ECB is to maintain inflation ‘below, but
close to, 2 per cent’, an approach thought to be ‘sufficient to hedge
against the risks of both very low inflation and deflation’ (ECB, 2008, p.
335). Achievement of this target is expected to take place in the medium
term in view of the impact of monetary policy, which is expected to
materialise with significant and variable time lags. Consequently,
short-term volatility in inflation rates is accepted to be inevitable.

Indeed, the main hypothesis adopted by the ECB is that in the long
run inflation is strictly a monetary phenomenon. This hypothesis leads
to the policy implication that only monetary instruments, and more
precisely the rate of interest, can control inflation. A two-pillar approach
to evaluating the prospects of achieving price stability in the ECB case
is adopted. There is an economic analysis and a monetary analysis.
The ECB economic analysis attempts to assess price developments and
the risks to price stability over the short to medium term. This broad
range of indicators includes: ‘developments in overall output; aggregate
demand and its components; fiscal policy; capital and labour market
conditions; a broad range of price and cost indicators; developments in
the exchange rate; the global economy and the balance of payments;
financial markets; and the balance sheet positions of euro area sectors’
(ECB, 2004, p. 55). It is, thus, a broad outlook of price developments and
the risks to price stability over the short to medium term. These factors
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and the analysis that accompanies them ‘help to assess the dynamics of
real activity and the likely development of prices from the perspective
of the interplay between supply and demand in the goods, services and
factor markets at shorter horizons’ (ECB, 2008, pp. 35-6).

The ‘second pillar’ is a commitment to analyse monetary develop-
ments for the information they contain about future price developments
over the medium and long term. It focuses ‘on a longer-term horizon,
exploiting the long-run link between money and prices’ (ECB, 2004, p.
55). This is a quantitative reference value for monetary growth, where
a target of 4.5 per cent of M3 has been imposed. Being a reference level,
there is no mechanistic commitment to correct deviations in the short
term, although it is stated that deviations from the reference value would,
under normal circumstances, ‘signal risks to price stability’. Monetary
analysis is utilised by the ECB as a ‘cross-check’ for consistency between
the short-term perspective of economic analysis with the more long-term
perspective that emanates from the monetary analysis itself, essentially
concern with the M3 definition of the money supply and its reference
value, as described above (see, also, Issing, 2003).

The rationale of the ‘two-pillar’ approach is based on the theoretical
premise that there are different time perspectives in the conduct of
monetary policy that require a different focus in each case. There is the
short to medium term focus on price movements that requires economic
analysis. There is also the focus on long-term price trends that requires
monetary analysis. In this analysis, there is the strong belief by the ECB
in the long-term link between money (M3 in this case) and inflation.
This focus, of course, reflects the notion that inflation is a monetary
phenomenon. Short-term volatility of inflation is allowed but not in
the long run, reflecting the view that monetary policy affects prices
with a long lag.

It is important to note that the ECB Governing Council decided in
2007 to further enhance the monetary analysis along the following
lines: ‘First, money demand models are being refined and extended
in order to improve the understanding of the behaviour of monetary
aggregates over time and across sectors. Second, the robustness of
money-based inflation risk indicators is being improved so as to
develop further their use as a guide to policy decisions aimed at the
maintenance of price stability. Third, structural models that embody
an active role for money and credit in the determination of inflation
dynamics are being developed and refined in support of the assessment
of monetary developments. Finally, it is important to deepen further
the analytical framework to support the cross-checking of information



64 Economic and Monetary Union Macroeconomic Policies

and analysis stemming from the monetary and economic analyses’
(ECB, 2008, p. 38).

It is clear from this discussion that although the ECB analysis is
embedded within the NCM framework, there is still one important
difference that relates to the treatment of monetary aggregates as elabo-
rated above. This makes the policy implications of the ECB monetary
policy analysis different from those of the NCM. In other words, ECB
monetary policy is not strictly speaking of the inflation targeting type.
Especially so in view of the ‘two-pillar’ approach, which is clearly very
different from that of the NCM, which pays very little, if any at all,
attention to monetary aggregates.

There are, finally, a few problems in the case of the ECB macroeco-
nomic model worth elaborating upon. The ECB’s M3 growth has been
consistently above the 4.5 per cent reference value and yet little inflation
has been produced over the period.

Over the period since early 1999 M3 has been above the 4.5 per
cent reference value for most of the period. The only exception was in
mid-2000 when for a short period the M3 growth was below the 4.5
per cent reference value. It would appear that over this period the ECB
has been caught between the economic analysis that suggested low
or unchanged interest rates and the monetary analysis that implies
higher interest rates for most, if not for the entire period. In other
words, while the euro area inflation rate has been hovering just above
the 2 per cent mark, the euro area M3 has been growing at rates well
above the reference value of 4.5 per cent. The two-pillar approach
sends different and contradictory signals more frequently than might
be acceptable. The credibility of the strategy is obviously at stake (see
CEPS, 2005, p. 29, which reaches a similar conclusion). It is also true
to say that the ECB’s special emphasis on the importance of monetary
aggregates has been subjected to further criticism. Woodford (2006)
offers a rigorous critique of this approach from the NCM perspective,
suggesting that there is total lack of a theoretical foundation of the
ECB monetary analysis. There is also the argument that money is an
unreliable indicator of inflation in view of frequent shifts in velocity
(see, for example, Estrella and Mishkin, 1997; Begg et al., 2002; De
Grauwe and Polan, 2005).8

It would also appear to be the case that the economic and monetary
analyses are not always consistent in the sense that they may point in
different directions with regard to the prospects for inflation and the
appropriate monetary policy response (Arestis and Chortareas, 20006).
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There has been great reluctance to reduce interest rates even in obvious
circumstances such as the financial crisis at its most intense in late
2008. The ECB reluctance to change interest rates as frequently as the
rather reluctant BoE, and most certainly as the Fed in the US, can be
explained by the chosen ‘two-pillar’ strategy. It is interesting to look
at the period since January 1999 in terms of the conduct of monetary
policy by the ECB. We may distinguish six periods. The first is the
period early 1999 to mid-2001. That was a period of increasing rate of
interest, which peaked at 4.75 per cent in October 2000 and remained
at that level until May 2001. The period mid-2001 to mid-2003 was one
of interest rate reductions. The period mid-2003 to end-2005 was one
during which the official ECB interest rate remained unchanged. The
period end-2005 to mid-2007 is one of interest rate increases, and the
period of mid-2007 to mid-2008 of an unchanged rate of interest at 4
per cent. In the period from late 2008 onwards the ECB, along with
other major central banks, has reduced the rate of interest to a low level
of 1 per cent, although there was a short period in the mid-2011 when
the rate of interest was increased.

The sole emphasis on price stability cannot be justified. History is
replete with examples of relevant episodes when price stability had
been achieved only to witness macroeconomic instability subsequently.
These examples (see Angeriz and Arestis, 2007, for example) clearly
demonstrate that price stability was followed by unsatisfactory economic
performance. The price stability of the 2000s (even though inflation
was not completely within the 2 per cent target) and the ‘great moder-
ation’ which was claimed for that period (Bernanke, 2004) contained
within it the seeds of a financial crisis which became apparent from
late 2007 onwards.

Finally in this section, we note that the proposition that ‘Over the
longer term, monetary policy can only influence the price level in
the economy; it cannot exert a lasting impact on economic activity’
(ECB, 2008, p. 34). In a separate study (Arestis and Sawyer, 2004; see,
also, 2008), we have argued that even the own macroeconometric
model of the ECB does not seem to support this proposition. Empirical
evidence drawn from these models suggests a relatively weak effect of
interest rate changes on inflation. We also show in the same study,
on the basis of the evidence adduced, that monetary policy can have
long-run effects on real magnitudes. This particular result does not
fit comfortably with the theoretical basis of current thinking on
monetary policy by the ECB.
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3.5 Concluding remarks

The central argument of this chapter has been that the policy framework
of the EMU fits well with the analytical framework, which goes under
the label of the ‘new consensus macroeconomics’. This is true despite
the differences we have highlighted in sections 2 and 4. The economy is
envisaged as being essentially stable. Monetary policy is tasked with the
control of inflation, and fiscal policy is downgraded to at most the role
of automatic stabiliser in the context of an overall balanced budget. This
forms our platform for the discussion of the macroeconomic policies of
EMU in the next chapter.



4

Monetary Policy in the Economic
and Monetary Union

4.1 Introduction

Our main focus of attention in this and the next chapter is on the EMU
macroeconomic policy frameworks. We discuss monetary policy as
implemented by the ECB in this chapter, and this is followed in chapter
S by a discussion of the fiscal policy aspects of the Economic and
Monetary Union (EMU). In this chapter we set out the specific elements
of the monetary policy of the EMU, and consider the strengths and
weaknesses of this policy as applied within the EMU.

We examine in this chapter the institutional framework of monetary
policy along with the strengths and weaknesses of the theoretical and
empirical aspects of this policy. We begin by discussing monetary policy
itself in section 4.2, and this is followed in section 4.3 by a discussion of
inflation problems. In section 4.4 we discuss problems with economic
activity; this is followed in section 4.5 by a discussion of the potential
future of monetary policy developments. Finally in section 4.6 we offer
a number of concluding remarks.

4.2 Monetary policy

With the formation of the EMU, monetary policy has been removed from
national authorities and from political authorities and placed with the
ECB - that is, the ECB is not only supranational but also ‘independent’ of
political (or other) authorities. The ECB and the national central banks
are linked into the European System of Central Banks (ESCB) with a
division of responsibility between them. The ECB has the responsibility
for setting interest rates in pursuit of the inflation objective and the
national central banks responsibility for regulatory matters.

67
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The ECB is set up to be independent of the European Union (EU)
Council and Parliament and also of its member governments. There is,
thus, a complete separation between the monetary authorities, in the
form of the ECB, and the fiscal authorities, in the shape of the national
governments comprising the EMU. It follows that there can be little
coordination of monetary and fiscal policy. Indeed, any attempt at
coordination would be extremely difficult to implement. For apart from
the separation of the monetary and fiscal authorities, there is also the
constitutional requirement that national governments (and hence the
fiscal authorities) should not exert any influence on the ECB (and hence
the monetary authorities). Any strict interpretation of that edict would
rule out any attempt at coordination of monetary and fiscal policies.
Nor is it desirable to co-ordinate fiscal and monetary policy in the view
of the ECB:

there cannot be any scope for an active coordination of fiscal and
monetary policies. Such active coordination is bound to be ineffective,
given the inability of both fiscal and monetary policy-makers to fine
tune economic developments. Commitments to ex-ante coordination
between fiscal and monetary policies may blur the responsibilities of
monetary and fiscal authorities and ultimately reduce their incen-
tives to pursue their objectives. The economic outcome of such
coordination is likely to be worse than the conduct of policies within
the existing institutional set-up as only the latter ensures genuine
accountability. (Duisenberg, 2003c, p. 5)

The ECB is the only effective federal economic institution, and it has
the one policy instrument of the ‘repo’ rate to pursue the main objective
of low inflation. The ECB is clear on this issue. In, for example, ECB
(2003a) it is stated that

In the field of monetary-fiscal policy coordination, the emphasis has
shifted away from the joint design of short-term policy responses to
shocks towards the establishment of a non-discretionary, rule-based
regime capable of providing monetary and fiscal policy-makers with
a time-consistent guide for action and thus a reliable anchor for
private expectations... Therefore there will generally be no need for
further coordination of day-to-day policy moves. (p. 38)

The perception of the ECB with regard to the way in which monetary
policy operates is indicated in Figure 4.1. This represents the general
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Figure 4.1 Schematic presentation of the monetary transmission mechanism
Source: ECB (2008, p. 60).

idea that decisions on the official (policy) interest rates are to be used
to influence inflation (labelled price developments in the figure). The
links from the official interest rates to the rate of inflation go through
a number of stages. In the first stage, the official interest rate is seen to
affect a wide range of other interest rates, including those charged by
banks for loans and paid on deposits. Those interest rates are likely to
affect the demand for loans and the willingness of the public to hold
bank deposits, all of which is reflected in the volume of money. The
market interest rates influence the way discounting is undertaken and
thereby asset prices. There is expected to be an impact of interest rate
changes on the relative attractiveness of domestic assets, which has
effects on the exchange rate. Changes in interest rates can also have
effects on the way people regard the future and specifically inflationary
expectations. In the second stage, these developments have effects on
the level of demand as depicted in the middle of the figure, and in turn
(via some form of Phillips curve relationship, as for example equation
2 in the NCM model, as in chapter 3) are envisaged to have an effect
on wage- and price-setting behaviour. The exchange rate movements
can also be expected to influence the price of imported goods. The
overall view is that an increase in the official interest rates would raise
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other market interest rates and boost the exchange rate. These effects
would tend to lower demand, and that would be anticipated to bring
down the rate of inflation; the appreciation of the exchange rate and
the lowering of import prices as a result would be an added impact on
lowering inflation.

Any currency necessarily has a corresponding central bank (or equiv-
alent), which can issue the currency and set one or more key policy
interest rates; the latter set the terms under which the central bank
interacts with the banking system. The ways in which the central bank
set interest rates and relates to the fiscal authorities are crucial to the
success or otherwise of a currency. Furthermore, monetary policy faces
an inevitable ‘one size fits all’ problem, that is a single interest rate (and
more generally monetary policy) has to be set to apply to all members
of the currency union; and the level of interest rate that may be appro-
priate for one region of the currency area may not be appropriate for
other regions.

The Treaty and the Statute of the ESCB (Statute of the ESCB), attached
to the Treaty establishing the European Union (EU) as a protocol,
endowed the ECB with the responsibility for the single monetary policy
within the euro area ‘that is independent from political influence’ (ECB,
2004c, p. 12). This monetary policy comprises of two main elements:
a definition of price stability, and a two-pillar system of evaluating
the prospects of achieving this stability over the medium term. We
begin with a brief discussion of the price stability definition and this is
followed by a discussion of the two-pillar monetary strategy.

The ESCB Treaty, Article 105 (1), states that ‘the primary objective
of the ESCB shall be to maintain price stability’ and that ‘without
prejudice to the objective of price stability, the ESCB shall support the
general economic policies in the Community with a view to contrib-
uting to the achievement of the objectives of the Community as laid
down in Article 2. The objectives of the Community mentioned in
Article 2 of the Treaty are: ‘a high level of employment...sustainable and
non-inflationary growth, a high degree of competitiveness and conver-
gence of economic performance’. A clear hierarchy of the objectives of
the euro area is thereby established, ensuring that price stability is by far
the most important objective for ECB’s monetary policy. Price stability
in this definition was assigned a quantitative value, initially in the form
of a 0-2 per cent target for the annual increase in the Harmonized Index
of Consumer Prices (HICP) for the euro area (preferably hovering in the
lower range of 0-2 per cent).! The ECB, however, after a comprehensive
review of its monetary policy since inception, announced at a press
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conference on 8 May, 2003, its intention to maintain inflation ‘close
to but below 2 per cent’ over the medium term, although the language
of the ECB Monthly Bulletin since then, indicates the phrase ‘inflation
close to 2 per cent from below’ to be more appropriate.? Issing (2003)
insists on the ‘clarification’ aspect as being ‘totally different from what
is normally seen as inflation targeting’. Furthermore, the ‘close to but
below 2%’ inflation ‘is not a change, it is a clarification of what we have
done so far, what we have achieved — namely inflation expectations
remaining in a narrow range of between roughly 1.7% and 1.9% - and
what we intend to do in our forward-looking monetary policy.”®

The official doctrine of the ECB, uniquely among leading central
banks, is based on a ‘two-pillar’ monetary strategy. The ‘first pillar’,
essentially an economic analysis, is an assessment of ‘the short to
medium-term determinants of price developments, with a focus on real
activity and financial conditions in the economy’ (ECB, 2004c, p. 55).
It is, thus, a broad outlook of price developments and the risks to price
stability over the short to medium term. This broad range of indicators
includes: ‘developments in overall output; aggregate demand and its
components; fiscal policy; capital and labor market conditions; a broad
range of price and cost indicators; developments in the exchange rate;
the global economy and the balance of payments; financial markets;
and the balance sheet positions of euro area sectors’ (ECB, 2004c, pp. 55
and 57). The ‘second pillar’ is a commitment to analyse monetary devel-
opments for the information they contain about future price develop-
ments over the medium and long term. It focuses ‘on a longer-term
horizon, exploiting the long-run link between money and prices’ (ECB,
2004c, p. 55). This is a quantitative reference value, not for a money
supply target, but for monetary growth, where a ‘reference value of
4.5 per cent of M3’ has been imposed. Being a reference value, there is
no mechanistic commitment to correct deviations in the short term,
although it is stated that deviations from the reference value would,
under normal circumstances, ‘signal risks to price stability’. Monetary
analysis is utilised by the ECB as a ‘cross-check’ for consistency between
the short-term perspective of economic analysis with the more long-term
perspective that emanates from the monetary analysis itself, essentially
concerned with the M3 definition of the money supply and its reference
value, as described above (see, also, Issing, 2003).

It is important to note, though, that monetary trends are no longer as
‘prominent’ as they used to be prior to the changes announced on the
8 May 2003 conference, to which we referred above. They are only used
as a ‘cross-check’, and the monetary pillar has now become the second
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pillar, having been the first pillar before May 2003. In fact, the ECB
has particularly stressed this argument in the past. ECB officials have
argued that what the cross-checking implies is that the presentation of
ECB policy decisions would first deal with ‘the economic analysis, which
identifies short to medium-term risks to price stability, and then turns
to the monetary analysis, which assesses medium to long-term trends
in inflation. It will conclude by cross-checking the analyses conducted
under these two pillars’ (ECB, 2003d, p. 5). Between the inception of
the ECB and the time of the ‘clarification’, that is, May 2003, the presen-
tation of the two analyses had been the other way round - monetary
analysis was followed by economic analysis, as stated above. It is also
important to note that ECB does not believe in a short-term close link
between price and monetary developments, so that ‘monetary policy
does not therefore react mechanically to deviations of M3 growth from
the reference value’ (ECB, 2004c, pp. 62-3). This is due to special factors,
which ‘may not be very informative about the outlook of price stability’
(ECB, op. cit., p. 65). Thus the ECB monetary analysis attempts ‘to focus
on underlying monetary trends by including a detailed assessment of
special factors and other shocks influencing money demand’ (ECB,
op. cit., p. 65).

The rationale of the ‘two-pillar’ approach is based on the theoretical
premise that there are different time perspectives in the conduct of
monetary policy that require a different focus in each case. There is
the short- to medium-term focus on price movements that requires
economic analysis. In this analysis a ‘broad range of economic/financial
developments are analyzed, to assess economic shocks, dynamics and
perspectives and the resulting risks to price stability over the short
to medium term’ (Issing, 2003). There is also the focus on long-term
price trends that requires monetary analysis. In this analysis, “The ECB
singles out money from within the set of selected key indicators that it
monitors and studies closely’ (ECB, 2004c, p. 62). The rationale for this
concern is the strong belief by the ECB in the long-term link between
money (M3 in this case) and inflation. This focus, of course, reflects the
notion that inflation is a monetary phenomenon. Short-term volatility
of inflation is allowed but not in the long run, reflecting the view
that monetary policy affects prices with a long lag. It may be noted
in passing, though, that over the years since 1999, money growth has
been in the main above the bank’s ‘reference value’ of 4.5 per cent with
inflation hovering around 2 per cent, and inflation expectations even
just under 2 per cent. Issing (2003) leaves no ambiguity of the ECB
belief in this relationship, when he argues that there is ‘No evidence
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that long-run link between money and prices has broken down in
the euro area; many studies show good leading indicator properties’;
and that ‘Excess money/credit may provide additional information
for identifying financial imbalances and/or asset price bubbles, which
ultimately may impact on price developments’. It is the case, though,
that other studies have shown that instability in the demand for money
in the euro area. For example, Arestis et al. (2003) demonstrate that over
the period of their investigation, which is prior to 2003, the euro area
demand-for-money relationship was highly unstable.

It is interesting to look at the period between January 1999 and
mid-2007 in terms of the conduct of monetary policy by the ECB. We
may distinguish three periods. The first is the period 1999 to mid-2001.
There was a decrease in the rate of interest in April 1999, only for it to
return to the same level by the end of the that year. A period of increasing
interest rates followed that peaked at 4.75 per cent in October 2000 and
remained at that level until May 2001. The period was characterized
by concerns over price stability, emanating essentially from strong
economic growth, increasing import prices, declining euro exchange
rate and high growth in the money supply (M3).

It is also interesting to compare the period mid-2001 to mid-2007,
when the official ECB rate was reduced, with the period mid-2003 to
mid-2005, when the same rate remained unchanged. Rapid monetary
growth is evident in both periods. In the first period this was explained
(see the Monthly Bulletin of the ECB over the relevant period) by a shift
from the uncertain stock markets to cash; it was felt that there was no
risk to inflation, since credit growth was not increasing rapidly; the ECB
decreased the interest rate over that period. Over the period mid-2003
to mid-2007, though, fast monetary growth was associated with an
equally fast growth in lending. The slack in the real economy has not
convinced the ECB to decrease interest rates; the fear was that monetary
developments can be inflationary at that time. In some way the ECB
was caught between the economic analysis that suggests lower interest
rates and the monetary analysis that implies higher interest rates. At the
time the two-pillar approach was sending different and contradictory
signals. The credibility of the strategy was obviously at stake (see CEPS,
2005, p. 29, which reaches a similar conclusion).

In terms of the period since August 2007, the reaction of the ECB
has been relatively modest. Initially, the upsurge in inflation enabled
the ECB to keep interest rates relatively high for a long time. This was
especially the case in July 2008, when it was obvious that an economic
downturn was well on its way. Subsequently, the ECB was slow to push
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down interest rates. In the event when the banking crisis began to infect
the real economy very seriously, interest rates were cut by a total of 225
basis points up to January 2009 and eventually to 1 per cent in May
20009. The reduction in interest rates by 225 basis points was done in four
steps within a historically short period of time. But it was not as bold as
that of other central banks. The interest rate was increased to 1.25 per
cent subsequently only to be reduced to 1 per cent in November 2011.
Nor has the ECB pursued ‘Quantitative Easing’ (QE) as, for example, the
Federal Reserve System or the Bank of England. Although it has resisted
QE, the ECB has, nonetheless, pioneered other types of policies. Under
the acronym ‘Enhanced Credit Support’ (ECS) the ECB’s has been a policy
of providing unlimited liquidity to banks at its rate and under covered
bonds.* Covered bonds are safe securities since in the event of default
investors have redress to the issuer’s balance sheet; they are, thus, of
low risk of default. As discussed below, the ECB broadened the collateral
it accepts in June 2009, when under the ECS scheme it extended the
maturity of the collateral to up to 12 months. The reason for such a
policy as opposed to QE is that in addition to the low risk, in Europe
conventional loans comprise the bulk of credit, so that using covered
bonds, which are issued by banks, could potentially affect bank lending.
The banking system plays a much bigger role in providing finance in
Europe than in, for example, the USA and the UK.
In the words of the ECB (2009) Monthly Bulletin,

The euro money market has also been affected, at times severely, by
the financial market tensions. Turnover declined substantially and
spreads between interest rates on secured and unsecured lending rose
to unprecedented levels. As a result, banks with liquidity needs could
no longer be sure of obtaining funds in the interbank market, while
other banks kept large liquidity buffers in their current accounts
with the central bank and used the Eurosystem’s deposit facility....a
breakdown of the money market would endanger financial stability,
as solvent institutions could become insolvent due to liquidity
shortages. (p. 75)

In fact,

The euro money market was strongly affected by the tensions origi-
nating in the US sub-prime mortgage market on 9 August 2007, when
rumours about large exposures of some European banks affected their
ability to obtain liquidity in the US dollar market and subsequently
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led to a spike in euro money market interest rates. Activity in money
markets decreased sharply, especially in the market for loans with
maturities of over one week where activity almost came to a complete
halt. At the same time, spreads between interest rates on unsecured
and secured lending in those markets increased significantly. (p. 76)

It is, thus, the case that the financial market turmoil that commenced
in August 2007 worldwide has been the greatest challenge to the resil-
ience of the EMU monetary framework.

The normal ECB operational framework relies on three main
aspects:

(1) refinancing of the banking sector through open market operations;
(2) standing facilities; and (3) reserve requirements. In the period
up to October 2008, the ECB used this framework for its liquidity
management, which aims to steer short-term money market interest
rates to a level close to the minimum bid rate that signals the euro
area’s monetary policy stance. This minimum bid rate was applied
to the main refinancing operations (MROs), which were conducted
in the form of variable rate tenders with a minimum bid rate. With
these operations, the ECB steered the marginal cost of refinancing
for banks. To do so, the ECB essentially chose an appropriate level
of aggregate liquidity provision to the banking sector, which needs
central bank liquidity to fulfil its reserve requirements and to accom-
modate changes in autonomous factors. The ECB relied on the money
market to distribute this liquidity among banks at market interest
rates and to achieve a smooth fulfilment of the aggregate reserve
requirements during the course of each reserve maintenance period.
After August 2007 this approach was adapted to take into account
the higher and more variable demand for liquidity from the banking
sector, but was not significantly changed. (ECB, 2009, p. 75)

Changes, nonetheless, have taken place; this was necessary in view of
‘the intensification of the financial market turmoil, and particularly in
the months around the end of 2008’ when

the malfunctioning of the money market meant that the formation
of short-term interest rates depended not only on the net aggregate
liquidity situation, but also on the distribution of liquidity among
individual banks and thus on the gross injections of liquidity from
the central bank. In this environment, the Eurosystem had to also
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assume the role of an intermediary in the flow of liquid funds from
one bank to another, by changing its operational framework in ways
that facilitated its intermediation role. (ECB, 2009, p. 76)

The changes that did take place can be summarised succinctly.

The first type is ‘liquidity management’ measures. Perhaps this is the
most important initiative in that the ECB has satisfied the liquidity
demand of the banking sector. Prior to August 2007, the ECB had
only met the liquidity needs of the banking sector by fulfilling the
minimum reserve requirements. The second type is ‘supplementary
long-term refinancing’ operations. By the end of October 2008, these
operations emerged with maturities of three months initially and later
also six months. The third type is measures in cooperation with other
central banks. In December 2007, the ECB, in collaboration with the
Federal Reserve System and other major central banks, initiated ‘US
dollar liquidity-providing operations, against collateral eligible for
Eurosystem credit operations, in connection with the Federal Reserve
System’s US dollar Term Auction Facility (TAF)" (ECB, 2009, p. 79). All
these measures, that is, the three types just discussed, implied that the
aggregate liquidity provided to the banking sector was no longer deter-
mined by the ECB; it was, instead, demand determined. The fourth
type is the one that was introduced in June 2009. The ECB decided, as
from 23 June 2009, to carry out refinancing operations with a maturity
of 12 months, applying a fixed rate tender with full allotment. It also
proposed purchasing euro-denominated covered bonds issued in the
euro area, and to grant the European Investment Bank the status of
eligible counterparty in the ECB’s refinancing operations.

The fifth element is the EU-wide bank regulation body, the European
Systemic Risk Board (ESRB), which was established on the 16 December
2010 and has been operating since then. It is expected that the ESRB
may provide an important test for the future of the EMU as well. The
ESRB comprises all ECB governing council, other EMU central bankers,
and representatives from the EU Commission; ESRB would be managed
by the ECB.5 The expectation is that the ESRB would track the stability
of the European financial institutions and coordinate the supervision of
risk by national bank regulators. Its task is for macroprudential oversight
of the financial system in order to contribute to the prevention or
mitigation of systemic risks to financial stability in the EU. It is expected
to contribute to the smooth functioning of the internal EU market and
thereby ensure a sustainable contribution of the financial sector to
economic growth. The ESRB is an independent body of the European
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Union and it is part of the European System of Financial Supervision
(ESFES), the purpose of which is to ensure the supervision of the EU’s
financial system. The ESRB is designed to issue early warning signals
on risk to EU’s system of financial supervision. It cooperates with other
international organisations, such as the International Monetary Fund
(IMF), especially during crises. However, it does not have enforcement
powers.

The sixth dimension, which also emerged in June 2009 and in the EU,
was the proposal for a Pan-European Regime to regulate the financial
markets and institutions, which is to be enshrined in European law.
It comprises the ESRB, which will monitor financial stability, and of
European agencies, which will police the banking, securities and
insurance sectors. Neither the board nor the agencies would have
powers to dictate fiscal action in case of financial emergency. Nor can
they order governments to bail out or recapitalise banks.

The purpose of the changes just summarised, in combination with the
easing of the ECB’s key interest rates, was, in the words of ECB (2009),
‘to promote the decline in money market term rates, to encourage banks
to maintain and expand their lending to customers, to help to improve
market liquidity in important segments of the private debt security
market, and to ease funding conditions for banks and enterprises’ (p. 86).
As a result, and in unison with the major industrialised countries, the
European authorities flooded the financial markets with liquidity. The
ECB in the EMU pursued a similar approach; it also reluctantly reduced
the repo interest rate to 1 per cent (May 2009), and then to 0.75 per cent
(July 2012). Banks could be certain to obtain all desired liquidity at the
ECB’s weekly tenders, provided that they had sufficient assets eligible
as collateral in the euro-area system of liquidity-providing operations.
We may note in this context the enormous exposure of a number of
EMU banks to Central and Eastern European (CEE) countries. Bank of
International Settlements (BIS) data show that 90 per cent of loans to
CEE come from EMU banks (Austria, for example, is exposed to CEE by
about 80 per cent of its GDP; the Netherlands by 66 per cent of GDP).
Clearly, this exposure provides risks to the current state of the EMU.
Even so the ECB has acted more cautiously than other central banks,
and certainly a great deal more so than the US Federal Reserve System.

This approach to monetary policy has been accompanied, however,
by an unwelcome side effect. It was accompanied by a steady appreci-
ation of the euro exchange rate, which was raised by around 8 per cent
on a trade-weighted basis between August 2007 and 2009 according to
OECD (2009); it has, however, fluctuated ever since in view of the euro
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crisis in particular. Indeed, this may explain the uneven but apparent
economic recovery in the EMU. Italy and Finland, for example, where
exports are more price-sensitive than elsewhere in the EMU, are recov-
ering at a great deal slower pace than Germany and France. Furthermore,
countries, such as Ireland and Spain, which are striving to enhance
their competitiveness, may find the euro exchange rate gains as detri-
mental — even Germany’s improved competitiveness is bound to suffer.
These developments raise the old question of whether the EMU of 17
separate countries can function as a proper economy. Fiscal policy and
much of the responsibility for bank and financial market regulation are
still within the grip of governments and central banks of the individual
EMU countries — save for the ECB which controls the rate of interest.

The ECB intervened on 21 December 2011, when €489.2 billion
was injected into the euro-area banking system in the form of bank
borrowing. This was undertaken through the Long Term Refinancing
Operation (LTRO), one of the ECB mechanisms. There were more than
523 banks involved, encouraged by the policy makers of the region,
who borrowed the €489.2 billion in three-year loans, equivalent to 5
per cent of the euro-area GDP; actually a much bigger take-up than
had been expected. It is the largest amount provided in a single ECB
operation so far. However, this amount is not as big as it might appear
since the ECB switched funds from shorter-term facilities; in fact, the
amount of fresh liquidity was only about €190 billion. The euro and
equities also surged as a result. It was expected that the excess liquidity
just mentioned would be used to finance purchases of peripheral euro
area higher-yielding government debt, thereby helping to ease their
debt crisis. Such optimism, however, never materialised!

The ECB continued to support Italian bonds so that Italy is not
cut off from the financial markets. In the first three months of
2012, Italy had €300 billion of maturing debt. Unless this debt was
rolled over in financial markets, no troika could cover these sums of
money. The method applied could be more effective if the ECB were
to announce a ceiling on bond yields or a floor on bond prices. In the
case of Switzerland, for example, the mere announcement of such a
scheme by the Swiss central bank had the desired effect without any
real purchases. Further, the ECB was happy to salvage the financial
system with the mere promise that governments would do their best
to control budget deficits and public debts. Thus, the ECB provided
three-year financing to 500 banks in the EU with loans that nearly hit
€0.5 trillion. The ECB extended this package by another €530 billion
with 800 banks involved (it costs them only 1 per cent per annum on
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a three-year loan deal) — banks had actually hoped for €1 trillion in the
new round. Italian and Spanish banks dominated the take-up, which
accounted for almost half of the funds on offer — half of the 800 banks
were German. This kind of money may have prevented the meltdown
of the EU financial system. However, it has done nothing to lift the
economy out of recession. The reason is simply that banks do not trust
each other and therefore prefer to park all this liquidity with the ECB.
Interestingly enough, funds of €452bn after the first round (see Financial
Times, 27 December 2011), and €777bn after the second round, were
deposited with the ECB following the two operations referred to in the
text. Furthermore, the ECB’s financing operation has failed to boost
bank lending to the real economy. Data released by the ECB showed
that, despite injecting €1 trillion in long-term liquidity to the euro area
banks, loans to non-financial firms fell by €3 billion during February.
Corporate lending grew by just 0.4 per cent over the period since its
introduction, lower than the growth that was recorded in November
and December 2011 before its introduction.

The initial enthusiasm of the markets soon waned - Italian and
Spanish government bond yields rose and equities as well as the euro
retreated (as soon as the ECB intervened as suggested above). This is not
surprising, though, for such measures only help to address the liquidity
shortage in the euro area banking sector, but does not provide new
loans to the private sector since banks shed assets in an attempt to abide
by the new capital rules that commenced in June 2012. There is also
the more serious problem that the weak economic performance of most
euro area countries would not allow the necessary demand for credit by
both business and consumers to materialise. The relevant experience
of the period since August 2007 is very telling on this score; it suggests
that banks are expected to hoard the cash, especially so in view of the
looming refinancing needs in the first quarter of 2012 and also the
gloomy expectations for the year 2012 and beyond. In fact, banks in
the euro area had deposited €452 billion with the ECB by Tuesday 27
December 2011 (Financial Times, 29 December 2011), the week after
the LTRO operation. Still it is expected that those countries where the
economic difficulties emerged from their troubled banking sector,
such as Spain and Ireland, would get some help out of this operation.
Interestingly enough, on Wednesday 28 December 2011, €9 billion of
six-month Italian bonds were sold at 3.25 per cent, down from the euro
area record of 6.5 per cent reached in November 2011 - only for the yield
to return to its original level on the same day once it became known
of the €452 billion bank -deposits with the ECB. On 29 December 2011
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the overall demand for the ten-year Italian bonds was low with the sale
only raising €7 billion rather than the targeted €8.5 billion. As a result
the interest demanded by investors on these bonds after the auction
was above the critical level of 7 per cent, which is viewed as unsus-
tainable by the markets. But here again the ECB is not prepared to act as
a ‘lender of last resort’, and therefore does not intervene in government
bond markets. This would be an illegal act according to the President of
the ECB (see, for example, The Economist, 17 December 2011).

At the meeting of the finance ministers on 28/29 June 2012 a number
of further decisions were taken. Perhaps the most important decision
is that the European Stability Mechanism (ESM) is accelerated into
entry as soon as it is ratified by 90 per cent of the member states with
capital commitments to it. The objective was originally for the ESM to
come into operation sooner than what had been planned for January
2013. However, it is now not expected to come into operation before
2014. The increase of its funding in addition to the €500 billion already
planned for the ESM is another development. It is widely recognised
that the amounts just referred to would not be sufficient to cover the
borrowing needs of Italy and Spain, if required, over the near future. A
banking union is planned but the details of its establishment are in the
process of being developed. Three main components are contemplated:
a unified supervisory framework to deter financial market fragmen-
tation; a bank regulation authority to deal with problems of the weak
financial institutions and facilitate orderly restructuring; and a deposit
guarantee scheme to help depositors and reduce the risk of abrupt
deposit movements across the EMU.

Another development worth mentioning is the pledge of €200 billion
to the IMF by the EMU country-members to deal with the crisis. This
amount is clearly not enough but the hope is that other countries
outside the euro area would follow.

4.3 Inflation

It is clear that the only policy instrument which seeks to address
inflation is that of monetary policy and that the prime objective of
monetary policy is low inflation (with a target of below but near to
2 per cent). It is evident (by reference to our discussion in chapter 3)
that the theoretical framework suggests that there are three sources of
inflationary pressures, namely high level of demand (positive output
gap), expectations of inflation and random supply-side shocks. The
third of these can in effect be ignored within that framework since
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by assumption of their randomness they average out at zero. In that
framework then monetary policy can be seen to address inflation in
two ways. First, by varying the rate of interest the level of demand is
influenced, which will in turn influence the rate of inflation. Second, it
is hoped that by establishing a ‘credible’ and independent central bank
with the objective of low inflation and the generated perception that
the Monetary Policy Committee will be committed to the achievement
of low inflation, relevant expectations will be generated that inflation
is and will remain low.

The role of supply-side shocks reveals a significant weakness in this
approach to the control of inflation in that there is little monetary
policy (or indeed any demand approach to inflation) can do in the
face of supply-side shocks, whether positive or negative. When there
are substantial shocks to inflation from outside the economy, as
evidenced by events in 2008, then the only policy which is available
is to declare that these cost and price rises are a passing event and to
reassert commitment to low inflation in the hope that the price rises
not only prove to be temporary but also that they do not feed through
into expectations about inflation, the so-called ‘second round’ effects.

Any interest rate policy faces a ‘one size fits all’ problem since the
interest rate set by the central bank applies across the whole economy,
even though there may be significant differences in the economic
position of the different regions of the economy. These differences
would include different positions in the business cycle, different
inflation situations, and different responses of inflation to demand and
other changes. In a relatively small country where there is a common
set of institutional arrangements and where fluctuations in economic
activity are closely coordinated, these differences may not generate
a major problem. The difficulties were put in the following way by
Eddie George, the then Governor of the Bank of England. ‘Essentially
the potential downside (of a single currency) can be summed up as
the risk that the single monetary policy - the “one-size-fits-all” short
term interest rate within the euro area, which is the inevitable conse-
quence of a single currency — will not in the event prove to be appro-
priate to the domestic monetary policy needs of all the participating
countries’. After noting that divergences within a national economy
present problems for monetary policy, he argued that ‘in the case of the
Eurozone the risks are of divergent monetary policy needs between the
different member countries — they apply at the national level. And if
they materialised to any very significant extent, the resulting tensions
could be serious, because alternative mechanisms - such as labour
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migration or fiscal redistribution through a central budget — which help
to mitigate sectoral or regional disparities in the national context — are
less developed at the Eurozone level’ (George, 2000). There is, then, no
way that a member country can offset undesirable effects of an interest
rate set by the ECB, which is either too high or too low for the economic
needs of that country. As George (op. cit.) suggests within a national
economy there are measures which can address the different situations
of regions within the country through fiscal transfers and expenditure
plans of the central government. These fiscal transfers do not exist to
any significant extent within either EMU or the EU.

In the euro area, it is evident from chapter 2 and Table 2.3 therein that
there have been, and remain, relatively small but apparently persistent
differences in the inflation record of the member countries. Indeed
in some periods the differences in inflation between countries were
such that some of those countries would not have met the Maastricht
convergence criteria with regard to inflation. In September 2008, for
example, and amongst the initial 12 members, the three countries with
the lowest inflation were Netherlands, Germany and Portugal (Ireland
also had the same rate as Portugal) and their inflation rates were 2.8
per cent, 3.0 per cent and 3.2 per cent respectively, hence averaging 3.0
per cent. The convergence criteria (as discussed in chapter 2) included
national inflation rate not exceeding 1.5 per cent of the average rate
of the three countries with lowest inflation. On that basis Spain (4.6
per cent), Finland and Greece (both 4.7 per cent) and Luxembourg (4.8
per cent) would not meet the criteria. As has already been mentioned,
this type of situation poses particular difficulties for a single currency.
It illustrates the ‘one size fits all’ problem in that a single interest rate
set by the ECB cannot simultaneously address an inflation rate of 2.8
per cent in the Netherlands and 4.7 per cent in Greece. Further, the
interest rate set will translate into a 1.9 per cent lower real rate in Greece
as compared with the Netherlands. This would be so even though
application of monetary policy rules, such as the Taylor rule (Taylor
1993), would indicate a higher real rate of interest in Greece than the
Netherlands to address the higher inflation in the former as compared
with the latter.

A severe problem, which is raised by the econometric evidence (largely
generated by economists working with the ECB, see, for example, Fagan
and Morgan, 2005), is that interest rate variations appear to have rather
little effect on inflation, though the effects on output and particularly
investment may be more substantial. We have surveyed elsewhere
(Arestis and Sawyer, 2004a) the results of simulations undertaken



Monetary Policy in the Economic and Monetary Union 83

by others of the effects of monetary policy using macroeconometric
models. The survey is based on work undertaken for the ECB, the US
Federal Reserve System, and for the Bank of England. The conclusion of
that report is that the effects of interest rate changes on inflation tend
to be rather small — typically a 1 percentage point change in interest
rates may dampen inflation by 0.2 to 0.3 per cent after two years.

The figures given in chapter 2 (Table 2.3) indicate that the average
rate of inflation in the euro area has generally exceeded the 2 per cent
limit, albeit by a small margin, though a rather more substantial one in
2008 (later the figure reached 3.8 per cent). But it can be recalled that
the interpretation of price stability is inflation between 0 and 2 per cent
per annum, and the overrun looks a little more substantial if judged
against the mid-point of that range of 1 per cent. The general theory,
which lies behind the establishment of an independent central bank
with a mission to use monetary policy to attain an inflation target, is
that there should be some consequences for the central Bank if it failed
in that mission. This may be the mild sanction of embarrassment as in
the UK where the governor of the Bank of England is required to write a
letter of explanation if inflation is outside the target range or as in New
Zealand where an explanation has to be included in the Reserve Bank’s
quarterly Monetary Policy Statements.® There is no such sanction in the
case of the ECB.

The problem with the ECB’s methods of operation is partly the bank’s
secretiveness for it does not publish minutes of its meetings.” This is
compensated to some extent by the ECB president’s news conference
once a month after the monetary policy meetings, by the president’s
testimony to the European Parliament on a regular basis, by the
monthly publication of the ECB Bulletin, and by the ECB’s GDP growth
and inflation projections twice a year. The trouble is that the ECB
has not learned to communicate its methods of operation, essentially
because it does not publish minutes of the monetary policy committee’s
meetings.

4.4 Economic activity

The mandate of the ECB does include paying attention to the broad
economic objectives of the EU though in its utterances the prime focus
is always on inflation. Within the theoretical framework outlined in
the previous chapter, there is essentially no conflict between the level
of economic activity and inflation. In the short term, demand may
need to be increased or decreased to influence inflation appropriately,
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but in the longer term the level of economic activity will move around
the supply-side equilibrium. The perception of central bankers and
others is generally to the effect that the most a central bank can do is
to control inflation and it cannot have effects on levels of output and
employment over the long term. This is also reflected in continuous call
by the ECB to make markets, especially labour markets, more flexible;
product markets more competitive and so on.

The set-up of the ECB may well foster a tendency for interest rates
to be set higher rather than lower, and hence tend to be deflationary
rather than reflationary. This is only a tendency, and reasons for it
would include:

i in the first years of its existence seeking to establish its reputation
and credibility as being serious about the control of inflation;

ii in a situation (like the one during much of 2008) where there is an
element of stagflation — that is, higher inflation but lower economic
activity — paying regard to inflation rather than to the level of
economic activity. The underlying theoretical framework does not
expect that to happen since via the Phillips curve higher inflation
is associated with higher level of economic activity;

iii adopting an overcautious approach to inflation and interpreting
any signs of inflation to justify raising interest rates.

4.5 Potential monetary policy developments

In view of the problems discussed in this section the question arises
as to whether or not changes in monetary policy are desirable. We
discuss two such possible developments in this subsection. The end of
inflation targeting and thus what might replace it and the end of ECB
independence.

4.5.1 The end of inflation targeting?

Until recently, many would claim that inflation targeting had been
able to provide a nominal anchor for the economy. After a number of
other policies designed to provide nominal stability — notably control
of the money supply, fixed exchange rates — had largely failed, inflation
targeting appeared to have delivered. The experience of 2008 - and to
some degree 2011 — with inflation rising well above the target levels,
should raise considerable question marks against inflation targeting as
it proved impotent in the face of cost-push inflation. For the present,
inflation targeting (here seen to involve an independent central bank
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with the objective of achieving a stated target rate, or band, of inflation
using the policy interest rate as the instrument) remains nominally in
place, though whether decisions made by central banks recently could
be said to be independent of central government or directed towards
inflation is rather doubtful.

In previous writings we have cast doubt on inflation targeting
along four lines (see, for example, Arestis and Sawyer, 2008b). First,
the difference in inflation performance between inflation-targeting
and non-inflation-targeting countries appears small in a general
environment where inflation had been declining, and that inflation
targeting was often introduced after inflation had been reduced. Roger
Ferguson, then Vice Chairman of the Board of Governors of the Federal
Reserve System, argues that

Unfortunately, the empirical evidence for industrial countries
available to date generally appears insufficient to assess the success of
the inflation-targeting approach with confidence. For example, it is
unclear whether the announcement of quantitative inflation targets
lessens the short-run trade-off between employment and inflation
and whether it helps anchor inflation expectations. In addition,
some research, controlling for other factors, fails to isolate the
benefits of an inflation target with respect to the level of inflation or
its volatility over time, and output does not seem to fluctuate more
stably around its potential for countries that have adopted numerical
target. (Ferguson, 2005b, p. 297)

Second, variationsin the rate of interest appear to have little effect on the
rate of inflation (though rather more on the level of output). There seems
to be weak empirical evidence on this proposition. And this evidence
is obtained from typically econometric estimation results undertaken
within central banks or by those closely associated with them. A 1 per
cent hike in policy interest rate leads to a significant drop in output
but reduction in inflation of the order of 0.1 to 0.2 per cent (Arestis
and Sawyer, 2004a). Goodhart (2005b), drawing on his experience on
the Monetary Policy Committee and the work done within the Bank of
England, commented that “unless the shocks hitting the system were
really quite small, the extent of policy-induced demand management,
even if perfectly calibrated, could not be responsible for the achievement
of the stability and successful growth that we have enjoyed)’ (p. 169).
A number of words of caution: the interest rate change is applied for
a year, but this may be because the nature of the model is such that a
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departure from the equilibrium interest rate within the model would
eventually cause the model to explode. And second, inflation in these
models is tied down by expectations, and with the assumption of some
form of forward-looking ‘rational expectations’ and that the inflation
target is met. This does, however, point to the notion that the success
or otherwise of monetary policy with respect to inflation comes not
from variations in the policy rate of interest but through the generation
of low inflationary expectations, and specifically that expectations are
‘locked down’ even in the face of changes in actual inflation.

Third, there is the attempt at ultra fine-tuning in the sense that
monthly decisions (and hence potential change) on interest rates are
made seeking to target inflation up to two years ahead. Fourth, the
lack of strong theoretical link running from interest rate to economic
activity to inflation. Sawyer (2009¢) examines a number of the proposed
links. The essence of the argument is that the interest rate and the level
of economic activity are in levels whereas inflation is a rate of change (of
prices). It is more usual in economics to relate levels with levels, and
specifically the rate of interest with the level of prices (as initially postu-
lated by Wicksell, 1898), and the level of demand (or level of economic
activity) with the level of prices. For example, theories of price behaviour
by firms focus on the determination of the price-cost margin, and that
margin and costs themselves may vary with the level of demand (but
not with the rate of change of demand).

A higher level of demand may then lead to higher prices, but that
does not mean higher inflation, that is a persistent rise in prices. There
are two situations where this could lead to inflation. First, in the period
when higher prices materialise there is inflation, and if expectations
of inflation jump in line with the experience of inflation, then the
initially higher prices could set out inflation (in the sense of persistent
rise in prices). Second, wages (or similar) also come into the picture
and if higher output and employment means higher prices and higher
wages, the intended increase in at least one of price/wage or wage/price
cannot occur. In effect a wage—price spiral is set off.

It can therefore be disputed whether monetary policy is an effective
means to control inflation — with the exception of the argument that
having a central bank with an inflation mandate somehow convinces
people that inflation will be low and so it might be.

4.5.2 Independence of a central bank

There has, of course, been a worldwide move over the past two decades
towards the adoption of an ‘independent’ central bank generally with
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the objective of achieving (or maintaining) low inflation. The arguments
for a central bank with operational independence (specifically from
politicians) were based on two interconnected propositions. First, that
the single instrument (interest rate)—single objective (inflation) was a
viable one. This in turn rested on the Phillips curve-type approach in
that interest rate could influence the rate of inflation and that there
is an equilibrium rate of interest, which is simultaneously compatible
with constant inflation and with supply-side equilibrium (expressed in
the form of either the ‘natural’ rate of unemployment or a zero output
gap). The achievement of a constant rate of inflation would secure
the achievement of supply-side equilibrium (which was assumed to
be uninfluenced by the path of aggregate demand and to have some
desirable properties). The ability of the equilibrium rate of interest to
secure the supply-side equilibrium was in effect sufficient to rule out
any requirement for active fiscal policy.

Second, the short-run Phillips curve suggests that lower unemployment
(higher output) comes with a higher rate of inflation, and that elected
politicians at times will be tempted to boost demand with its benefits of
lower unemployment and higher output at the cost of higher inflation.
Central bankers are then viewed as uniquely able to influence the level
of demand without falling to the temptation to raise demand at inappro-
priate times, to be more committed to low inflation and to avoid the
problems of time inconsistency. The notion that the central bank has,
or can acquire, credibility in terms of its commitment to the control of
inflation, and that it is the central bank alone (the ‘conservative’ central
bankers argument) that has this creditability with respect to the control
of inflation.

Taylor (2008) claims to have been able to provide empirical evidence
‘that government actions and interventions caused, prolonged,
and worsened the financial crisis. They caused it by deviating from
historical precedents and principles for setting interest rates, which had
worked well for 20 years’ (p. 18). This could suggest that the bankers
were not ‘conservative’, at least as judged against Taylor’s (1993) rule. In
this context such a judgement may be warranted in that an operational
rule akin to Taylor’s rule would be needed to ensure the stability of the
economy in terms of the NCM model.

The operational ‘independence’ of a central bank in any serious sense
would preclude co-operation between the central bank and other public
authorities. In a one instrument—one objective framework (bearing in
mind the first point above, namely that constant inflation and the
supply-side equilibrium are in effect two sides of the same coin) this
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could be acceptable. But once it is recognised that the interest rate tool
is not adequate to achieve the objective so that more tools are required,
and that there is more to life than low inflation, and that (at least
intermediate) objectives such as the exchange rate and the level of and
growth of output are on the agenda, then doubt must be cast on this
isolation of the central bank. It can be argued that (as to some degree
illustrated by the present crisis) there are ‘get out’ clauses, which enable
coordination it times of crisis. But the argument would be that the
institutional arrangements for coordination need to be in place, and
further that the coordination is required at all times, not just in times
of crisis.

4.5.3 ECB and policies on financial stability

Financial stability policies seem to have been taken on board by the
EMU. A relevant proposal is the ‘European Financial Stability Facility’
(EFSF), formed on 1 July 2010 and endowed with a €250 billion fund,
which was raised to €440 billion at a relevant meeting on 11 March
2011, and confirmed at another meeting of the European Commission
on 25 March 2011. This is intended to be a temporary arrangement
with an operational life of three years. It will then be replaced by the
European Stability Mechanism (ESM) to help member indebted states
when in acute cash flow difficulties; ESM will then become permanent.
It was also decided at the meeting of 11 March 2011, confirmed on 25
March 2011, that the new permanent bailout mechanism should be able
to lend up to €500 billion through increased guarantees from triple-A
states and paid-in capital from those states with weaker balance sheets
- in a subsequent meeting of the European finance ministers it was
agreed to commit to €700 billion capital, of which €80 billion would
actually be paid in; the rest would be ‘callable’ capital.® This facility
aims to reassure financial markets and help out euro-area member states
struggling to issue sovereign debt and faced with banking troubles. In
terms of the funding arrangements of both the EFSF and ESM, however,
the relevant decision was postponed until June 2011, which, however,
did not change much. This was due essentially to the German negoti-
ators who bowed at the last minute to domestic political pressures and
persistently proposed a reduction of their contribution to the bailout
mechanism. Under the deal reached on 25 March 2011, euro area and
other governments will have to pay their share of capital over five years,
instead of the four years initially agreed.” The rate of interest on new
loans from this facility is expected to be lower by up to 1 per cent than
previously.
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The key element is the creation of a permanent liquidity facility
under the aegis of the ESM. This would be available as a means of crisis
resolution if there is a risk to the stability of the euro area as a whole. The
crucial difference between the EFSF and ESM is that the credits of the
latter would be more senior to those of private investors. This will reduce
the risk to the budget of the creditor nations, since it is expected that
by 2013 European banks should be in a better position to absorb losses.
The ESM will not come into force before 2014.1° These new measures
reduce the cost of bailing out countries in trouble but increase it for
those who have been, or potentially could be, in need of a bailout. They
do not address the issue of high sovereign debt, which had appeared to
have been the focus of the whole exercise. Still, the exercise has been
turned into a political game, rather than what it should have been - a
method to sort out the economic crisis. In this sense, it would not be
surprising if the European leg of the ‘great recession’ is not contained
any sooner.

It should be stressed that these arrangements had not been envisaged
by the creators of the EMU. For one of the ‘pillars’ of the EMU and the
euro was the ‘no bailout, no exit and no default’ clause. The sovereign
debt crisis simply changed that principle significantly, at least in terms
of the ‘bailout’ part of the clause. Still the agreed funds mentioned
above should not be used to purchase government debt in the open
market. Rather they should be used to buy the debt from struggling
governments. But there is a condition attached. This is that the strug-
gling governments should agree to implement significant austerity
measures. Yet it all amounts to an increase in the level of debt in the
countries concerned. This is justified on the premise that the new
mechanism helps the countries involved in that the loan conditions
are much better than the ones that they replace. Yet the debt of the
countries involved piles up, thereby creating another serious danger,
the possibility of default. This, however, entails a further danger in
view of the high exposure of a number of European banks to the debts
of weak countries. This may very well explain that despite the alleged
seriousness of the European debt crisis, default has not been seriously
considered yet. Indeed, it might not happen as long as support
continues to be forthcoming. The weak country debt would continue
to grow so long as support is forthcoming until the debt is all accumu-
lated in, and held by, the official sector. Under these conditions the
official sector will be the last holder of the assets that take the full loss.
The taxpayer will carry the burden yet again, rather than the original
bondholder. The ECB is trying very hard to avoid this problem. While
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helping the troubled countries, at the same time it attempts to sell debt
to avoid excess liquidity in the market — the ECB does not undertake
‘Quantitative Easing’. This is not always possible, though. It is not infre-
quent to find that since May 2010, when this operation started, the
ECB has failed in its attempt to neutralise fully the effect on liquidity
of purchasing government bonds.

4.5.4 Setting the policy interest rate

The attempt has been made to fine-tune the economy (or at least the rate
of inflation) through the frequent change of the policy rate of interest
(with monthly or thereabout decisions on the policy interest rate). In
the previous section we cast doubt on the effectiveness of that policy
with regard to inflation. The changes in the policy interest rate have
implementation costs. But the most significant argument here is that
the policy rate has effects on a range of variables, notably the exchange
rate and asset prices. Indeed those variables are part of the channels
through which changes in the policy rate of interest is supposed to
influence the level of demand and thereby the rate of inflation. There
are questions of the strength and reliability of those channels, but
the point here is that there can be effects, and some of them may be
adverse. For example, Goodhart (2005a) argues that a focus on domestic
variables only in interest rate determination may provide ‘a combi-
nation of internal price stability and exchange rate instability’ (p. 301).
In recent times, an important aspect of this can be the influence of
low interest rates on asset prices, and whether the stimulus to asset
price rises coming from low interest rates can be the spark setting off
a price bubble. The argument of Wicksell (1898), and others, could be
seen as one that suggests interest rate policy has an effect on asset price
inflation — or at least on some subset of asset prices; asset prices develop
a speculative element (meaning here purchase of assets to benefit from
expected rise in their prices, rather than for income stream from asset
holdings); it is obvious to say that asset price bubbles havedeveloped —
including the dot.com and the pre-August 2007 house-price bubbles.
Current arrangements are powerless to deal with those bubbles.

One of the curiosities of the present approach to monetary policy
is that all of the attention is paid to 25 basis point variations in the
interest rate on a monthly basis, and little attention is currently paid
to what in the NCM is the key, namely the average/equilibrium/natural
rate. There is virtually no discussion — there may be attempts to estimate
the ‘matural rate’ but those are little more than the average of what has
been actually observed. Yet a number of arguments point to the average
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rate being around the rate of growth — in Taylor’s (1993) original formu-
lation, the ‘golden rule’ of accumulation, the distributional argument
(real rate = growth rate preserves the relative position of savings) and
that (cf. Pasinetti, 1997) b = d/g where b is debt/bonds, d is total deficit
= primary deficit d’ + interest payments b.i, and g is growth rate. Hence
bg=d=d +i.b, and with d’ = 0 the deficit equals interest payments.

The rule of ‘rate of interest equal to the rate of growth’ can be linked
with other considerations. The ‘golden rule of capital accumulation’
in the framework of a neo-classical model with the marginal produc-
tivity of capital equal to the rate of interest generates such an outcome.
Another is the ‘fair rate of interest’ (Pasinetti, 1981), which ‘in real
terms should be equal to the rate of increase in the productivity of the
total amount of labor that is required, directly or indirectly, to produce
consumption goods and to increase productive capacity’ (Lavoie and
Seccareccia, 1999, p. 544).

The setting of the interest rate has some clear and obvious implications
for the operation of fiscal policy. The sustainability of a budget deficit
depends on the level of interest rates (and specifically the post-tax rate
of interest on government bonds, labelled 7). If r < g, then any primary
budget deficit of d (relative to GDP) would lead to an eventual debt ratio
(to GDP) of b = d/(g — r) (either both of g and r in real terms or both in
nominal terms). If r > ¢ then a primary budget deficit would lead to
growing debt ratio. In a similar vein, a continuing total budget deficit of
d (including interest payments) leads to a debt to GDP ratio stabilising at
d’/g where here g is in nominal terms. This implies that b + rd = gd, that
is, b = (§ — n)d and hence if g is less than r the primary budget deficit is
negative (that is, the primary budget is in surplus). The case where g =
ris of particular interest. Pasinetti (1997) remarks that this case ‘repre-
sents the ‘golden rule’ of capital accumulation....In this case, the public
budget can be permanently in deficit and the public debt can thereby
increase indefinitely, but national income increases at the same rate (g)
so that the D/Y ratio remains constant. Another way of looking at this
case is to say that the government budget has a deficit which is wholly
due to interest payments’ (p. 163).

The simplest way to implement such a policy would be to set the
nominal policy interest rate at the beginning of the year, taking into
account the expected rate of inflation for the coming year (with
perhaps some adjustment based on difference between the actual and
expected inflation in the preceding year). Outside of crisis (and perhaps
even then) the nominal policy interest rate would be maintained for
the year, with avoidance of the costs of further decision-making and
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implementation of interest rate changes. In some respects this could
be seen as the equivalent to Friedman’s constant growth of money
supply rule to avoid problems of fine-tuning, but applied to the rate of
interest!

There are some issues with such a policy approach to be resolved. The
arguments for a constant real rate equal to the rate of growth relate to
some market rate of interest, which is not equal to the policy rate, and
which may bear a varying relationship with the policy rate. There can
be international complications in so far as domestic interest rate relative
to interest rates elsewhere can have implications for the exchange rate.
This is neither to suggest some simple uncovered interest rate parity idea
nor to suggest that the effects of interest rate differentials on exchange
rate are firm and predictable.

In effect we wish to put forward two lines of argument here. First, to
argue that the view against fine-tuning apply to the setting of interest
rates, and that such fine-tuning should be foregone and rather the
nominal rate of interest should be set to achieve a constant target real
rate of interest. Second, there are a number of arguments to support the
view that the target real rate of interest be the underlying rate of growth
of the economy.

4.6 Concluding remarks

This chapter has elaborated on the nature of the monetary policy in
the EMU. Our main focus has been on the weaknesses of this policy in
terms of its design. We have highlighted the theoretical and empirical
weaknesses in using interest rate policy to target inflation, and have
also pointed to the failure, admittedly narrow, to achieve the inflation
target and to the persisting inflation differentials between euro area
countries.

We turn our attention in the chapter that follows to the fiscal policy
aspects in the Economic and Monetary Union.
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Fiscal Policy in the Economic
and Monetary Union

5.1 Introduction

The history of monetary unions clearly suggests that their successful
continuation may be closely tied to political union (see Arestis et al.,
2003, for example). It can be further noted that there has to be a set of
political authorities which determines the unit of account of money,
and the forms of money which will be accepted as payment of tax and
in settlement of debts. When the euro was created, powers over the
issue of money which lie at the level of the nation with the central bank
passed to a Federal institution in the form of the European Central
Bank.

The Optimal Currency Area (OCA) literature, as discussed in chapter
2, suggests that there needs to be adjustment processes for constituent
members of a currency union to respond to ‘shocks’ since the adjustment
process of changing the exchange rate of the member’s currency is now
ruled out through membership of the currency union. Flexible prices
and mobility of factors are mentioned frequently, but of particular
significance here is the use of fiscal transfers. The argument is a simple
one, namely that a downturn in a constituent economy can be slowed
through a combination of automatic and discretionary fiscal transfers
from the centre (and in effect from other constituent economies).
Within a nation state, there are extensive fiscal transfers from relatively
rich to relatively poor areas. A good example on this score is, of course,
the United States of America.

Fiscal transfers within EMU (or more generally within the EU)
could come from the development of a significant budget for the EU.
The requirement for a significant EU budget was acknowledged in
the MacDougall Report of 1977 (Commission, 1977, vol. I: 14), which
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estimated an amount of 7.5 per cent of EU GDP as necessary to manage
a monetary union. Goodhart and Smith (1993) and Currie (1997) argue
that a rather lower figure for the EU budget, provided that it was well
targeted to aid stabilisation, would suffice; but their figures of around
2 per cent would still be double the current level of the EU budget. The
Treaty of Lisbon, reinforced by the Treaty on Stability, Coordination
and Governance, imposes the requirement that national governments
balance their budget over the cycle and are subjected to the upper 3 per
centlimit, even though many countries have broken thislimitrepeatedly.
Following the Treaty on Stability, Coordination and Governance, the
limits on budget deficits are now to be written into national law or
constitution. It would be much more appropriate if a treaty were to
set out the enduring objectives of the EMU economic policies, and for
those to include full employment, equitable income distribution and
the elimination of poverty, and the pursuit of sustainable development.
The pursuit of the achievement of those values would come from, inter
alia, macroeconomic policies, but macroeconomic policies inevitably
change over time.

The Treaty of Lisbon often manages to combine statements, which
are poorly defined but which are rather menacing. In the relevant
article, it is stated that there shall be compliance with ‘the following
guiding principles: stable prices, sound public finances and monetary
conditions’ (article III-69). At one level this sounds eminently sensible
for who could be in favour of unsound finance? But at another level it
is an almost meaningless phrase for what constitutes ‘sound finance”:
what does it imply for the balance between revenue and expenditure,
or for the level of and rate of change of public debt? In the same article
there is talk of ‘the sustainability of the government financial position;
this is apparent from having achieved a government budgetary position
without a deficit that is excessive’ (article II1-92), which is close to a
tautology but also it is not realised that any government deficit is
sustainable in the sense that the debt to GDP ratio does not explode
(see chapter 4 for the formula).

There is, however, a basic requirement for some coordination of fiscal
policy across member countries. In part this arises from the recog-
nition that fiscal policy has a significant impact on the well-being of
economies. We thus continue in this chapter, after this introduction
of section 5.1, with fiscal coordination within the EMU in section 5.2.
We then turn our attention to fiscal policy within the SGP in section
5.3. Section 5.4 discusses relevant institutional considerations; section
5.5 deals with changes to the SGP ever since 1999 when the EMU was
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set up. Further developments are discussed in section 5.6. Section 5.7
summarises and concludes this chapter.

5.2 EMU fiscal policy coordination

There are (at least) two reasons for supporting fiscal policy coordination.
First, the euro area as a whole requires mechanism for responding
to adverse economic shocks, which impact on all economies, that is
shocks that are widespread rather than being limited to a few countries.
A coordinated fiscal policy is required to confront a ‘coordinated’
shock. Second, there are important spillovers between countries in the
integrated economies of the EMU; expansion of demand in one country
raises demand for the product of other countries, and in the EMU
context where there is relatively little trade outside of the EU, most of the
demand effects will be felt by other member countries. ‘Coordination’
of fiscal policy would mean that one country’s fiscal policy would take
into account the effects of fiscal policy in other countries.

The question then arises as to what type of ‘coordination should be
sought and the mechanisms of coordination to achieve the ‘coordi-
nation’. There are (at least) two broad approaches to fiscal policy. The
first, which is closely reflected in the present SGP, is to aim for some
form of balanced budget, albeit allowing the budget position to vary
over the business cycle. The second is to use the budget deficit in
pursuit of economic objectives such as high levels of employment. The
first approach is concerned with the budget being balanced over some
time horizon and the objective of fiscal policy becomes the balance
of the budget. There is some recognition that there may be some
‘automatic stabilisers’ in place, such that in an economic downturn the
budget position tends to move into deficit and that helps to cushion
the economic downturn. But there is no recognition that the general
achievement of high levels of demand may require budget deficits (in
the case where a high level of demand would generate a surplus of
savings over investment).

The second approach views fiscal policy as one of the instruments
of economic policy, which can be used to strive for specified economic
objectives. A budget deficit or surplus (or indeed balance) is not
then sought to meet some predetermined figure but rather is used in
conjunction with other policies to maintain high levels of demand in
the economy.

One of our major criticisms of the SGP is that some predetermined
budget deficit limit is imposed, whether or not that budget deficit serves
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well the macroeconomic objectives. By focusing on limits on budget
deficits, what should be the other objectives of macroeconomic policy,
such as high levels of economic activity, are overlooked.

There is no reason to think that a budget balanced over the business
cycle suits all countries (or indeed any). A budget deficit may often be
required to attain high levels of economic activity, and that the size of
such a budget deficit would be:

(G=T)=(@Y*-I(Y") + (@V* - X)

Where G is government expenditure, T tax revenues, Y* is the high
level of output, s the propensity to save, g the propensity to import, I
investment and X exports.

On that basis the appropriate size of the budget deficit would depend
on the level of economic activity, which is being targeted, and the
propensities to save, invest, import and the ability to export. These are
variables which are likely to differ across countries and there is little
reason to think that the appropriate budget deficit would be the same
across countries (or across time). A hint of that is given by the figures
in Table 2.8 (chapter 2) where it can be readily seen that there are
marked differences in the average budget deficit across the member
countries.

The second approach to fiscal policy indicated above can be linked to
a ‘functional finance’ approach (Lerner, 1943; Kalecki, 1944; see, also
Arestis and Sawyer, 2004b) in which budget positions should be set to
pursue macroeconomic objectives including the highest sustainable
level of employment. Budget deficits should be incurred in so far as they
are necessary to achieve these objectives, and not subject to arbitrary
rules (such as balanced budget over the cycle).

Under the present arrangements, national fiscal policies could be
said to be ‘coordinated’ by the SGP, though subordinated may be a
better word than ‘coordinated (except that in the outturn the rules of
the SGP have frequently been broken). The rationale for the present
form of coordination comes from the notion of spillover effects
between national economies and the interests of one country in the
effects of other countries’ fiscal policy. In the approach taken here,
the case for coordination of fiscal policies arises from the following
considerations:

i when the euro area is impacted by shocks (for example, a general
rise in price of oil), which effects all of the economies (albeit not to
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the same extent), a coordinated response to a generalised shock is
appropriate;

ii there are likely to be substantial spillover effects between national
economies given the extent of trade between them, and hence a
fiscal stimulus in one country will raise demand in neighbouring
countries. The setting of fiscal policy in one country then needs to
take into account what is happening to fiscal policy in neighbour-
ing countries;

iii monetary and fiscal policies both affect the level of aggregate
demand, exchange rate and perhaps the rate of inflation, and that
points towards coordination between monetary and fiscal policies.

The coordination of national fiscal policies faces many difficulties. A
major one arises from the issues of what are the aims of fiscal policies
and what are perceived to be the effects of fiscal policy. Under the present
arrangements the aims of fiscal policy is a balanced budget and that the
perceived effects of budget deficits are generally negative (that is, they
lead to high interest rates and inflation). It is clearly difficult for two
(or more) individuals (or countries) to coordinate their activities if the
purpose and effects of coordination are matters of dispute amongst the
parties concerned. Thus, we would argue, Coordination of national fiscal
policies needs to be based on a shared set of objectives — and here we
would advocate the inclusion of the objectives of high and sustainable
levels of demand and economic activity. ‘coordination’ would also
benefit greatly from shared views on the need for active fiscal policy and
on the effects of fiscal policy. And this requires a sharp change from the
prevailing ‘conventional wisdom’ embedded in the SGP.

Furtherreservationsinclude the separation of the monetary authorities
from the fiscal authorities. The decentralisation of the fiscal authorities
inevitably makes any effective ‘coordination’ of fiscal and monetary
policy difficult. Since the ECB is instructed to focus on inflation while
the fiscal authorities will have a broader range of concerns, there will be
considerable grounds for conflict. This suggests a need for the evolution
of a body, which would be charged with the ‘coordination’ of EMU
monetary and fiscal policies. In the absence of such a body, tensions
will emerge in the real sector when monetary policy and fiscal policy
pull in different directions. The SGP in effect resolves these issues by
establishing the dominance of the monetary authorities (ECB) over the
fiscal authorities (national governments).

The SGP has sought to impose a ‘one size (of straightjacket) fits all’ fiscal
policy, namely that over the course of the cycle national government
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budgets should be in balance or slight surplus with a maximum deficit
of 3 per cent of GDP.! It has never been shown (or even argued) that
fiscal policy ought to be uniform across countries. The SGP imposes a
fiscal policy, which may in the end fit nobody.

5.3 Fiscal policy within the Stability and Growth Pact

In this section we turn to the Stability and Growth Pact (SGP), which
provides the macroeconomic policy framework for EMU. In setting out
the SGP we seek to illustrate how this policy framework fits with the
NCM theoretical framework discussed in chapter 2 and also to provide
the basis for our more detailed critique of the SGP, which follows.

The SGP was developed in the mid-1990s during the passage to the
establishment of the euro area, and could be seen to build on the thrust
of the macroeconomic goals of the convergence criteria of the Maastricht
Treaty. The SGP was enshrined in the Treaty of Amsterdam 1996, and has
continued unchanged in terms of the wording in subsequent treaties,
including the Treaty of Lisbon, although there were changes to the
precise interpretation of the SGP in March 2005. The latest change took
place in December 2011 as a result of the economic problems in Europe.
A significant feature of all these changes (to which we return in section
5.5 below) is that macroeconomic policies are enshrined in law. In the
context of EMU this has the effect that policies are difficult to change
since changes in a EU Treaty requires the agreement of each of the
(currently) 27 members of the EU, whether or not the country concerned
is a member of EMU. Further, it can mean that a failure of a country to
abide by the terms of the SGP can be challenged through the courts.

There is no fiscal policy that can be exercised at the EMU level. The
budget of the EU is relatively small (around 1 per cent of EU GDP) and
cannot be used for fiscal policy purposes since it must always be in
balance. The fiscal policy of national governments is constrained by
the rules of the SGP. In this regard, there are three core elements of the
SGP: (a) to pursue the medium-term objectives of budgetary positions
close to balance or in surplus; (b) the submission of annual stability and
convergence programmes by the member states; and (c) the monitoring
of the implementation of the stability and convergence programmes.

It is also necessary for national budgetary policies to ‘support
stability oriented monetary policies. Adherence to the objective of
sound budgetary positions close to balance or in surplus will allow all
Member States to deal with normal cyclical fluctuations while keeping
the government deficit within the reference value of 3% of GDP/
Furthermore,
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Member States commit themselves to respect the medium-term budg-
etary objective of positions close to balance or in surplus set out in
their stability of convergence programmes and to take the corrective
budgetary action they deem necessary to meet the objectives of their
stability or convergence programmes, whenever they have informa-
tion indicating actual or expected significant divergence from those
objectives. (Resolution of the European Council on the Stability and
Growth Pact, Amsterdam, 17 June 1997)

The SGP imposes an upper limit of 3 per cent of GDP on budget deficits,
with the view that budgets will be broadly in balance or small surplus
over the business cycle. Automatic exemption was in place for falls of
GDP of more than 2 per cent and discretionary exemptions for falls in
output of between 0.75 per cent and 2 per cent, which would represent
very major recessions. A system of non-interest-bearing deposits, which
could turn into fines, was also in place but it has not been invoked
despite of a number of budget deficits exceeding 3 per cent (in face
of economic slowdown but not of declining output). It is then the
intention that national budgets be broadly in balance but recognising
that budget deficits and surpluses move with the business cycle and the
expectation that deficits rise during recession and fall during booms.
The argument is then that given the scale of fluctuations in the level
of economic activity, an on-average budget balance can involve up to a
3 per cent deficit in a downturn; but that would be balanced by some
surpluses on other occasions.

5.4 Institutional considerations

The official rationale for the SGP is twofold. The first is that a
medium-term balanced budget rule secures the scope for automatic
stabilisers without breaching the limits set by the SGP (see below for
more details). Second, since a balanced budget explicitly sets the debt
ratio on a declining trend, it reduces the interest burden and improves
the overall position of the government budget. Underlying the approach
to SGP, though, is the notion of sound public finances. The European
Commission (2000) is emphatic on this issue:

Achieving and sustaining sound positions in public finances is
essential to raise output and employment in Europe. Low public
debt and deficits help maintain low interest rates, facilitate the task
of monetary authorities in keeping inflation under control and cre-
ate a stable environment which fosters investment and growth ...
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The Maastricht Treaty clearly recognises the need for enhanced fis-
cal discipline in EMU to avoid overburdening the single monetary
authority and prevent fiscal crises, which would have negative
consequences for other countries. Moreover, the loss of exchange
rate instrument implies the need to create room for fiscal policy
to tackle adverse economic shocks and smooth the business cycle.
The stability and growth pact is the concrete manifestation of the
shared need for fiscal discipline. (p. 1)

It is further argued that these views spring from experience in that the
emphases on both fiscal prudence and stability in the founding Treaty
of the EMU spring from the firm conviction that

the deterioration of public finances was an important cause behind
the poor economic performance of many EU countries since the
early 1970s. The subsequent decades taught Europe a salutary lesson
of how economic prosperity cannot be sustained in an unstable eco-
nomic policy environment. Inappropriate fiscal policies frequently
overburdened monetary policy leading to high interest rates. On the
supply-side, generous welfare systems contributed to structural rigid-
ities in EU economies and fuelled inappropriate wage behaviour. The
net effect was a negative impact on business expectations and on
investment, thus contributing to a slower rise in actual and potential
output. As a result, employment stagnated. (European Commission,
2000, p. 9)

The figures in Table 2.8 (chapter 2) indicate that over the period 2002-08
the budget deficit for the euro area as a whole varied between 0.7 per
cent of GDP and 3.1 per cent of GDP, and averaged just over 2 per cent.
Although this period of seven years may not be a complete business cycle,
the figure is nevertheless suggestive that the overall intention of budgets
in balance or with a small surplus was not attained. The same table also
indicates that all the initial 12 euro area members, with the exception
of Luxemburg, have on at least one occasion breached the 3 per cent of
GDP upper limit on budget deficits. It is clear from this table that there
are three groups of countries: one group includes those countries that
had deficits that were near to the 3 per cent SGP ceiling in their budget
throughout the period; another group which, although had a deficit it
was a small percentage of GDP; and a third group that had surplus at
the beginning of the period, which turned into deficit after a fashion.
Finland was the only country with surplus over the entire period. The
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euro area as a whole, though had a deficit throughout this period, which
was rather substantial. In terms of government debt, for the euro area as
a whole, the government debt to GDP ratio has been consistently over the
60 per cent ceiling imposed by the Maastricht criteria. Two groups can
be identified; the first comprises those countries with a ratio that exceeds
the 60 per cent ceiling; and those countries, the majority of the member
states, with a ratio of less than 60 per cent. We may also note that for the
whole euro area, the government debt to GDP ratio has been consistently
over the 60 per cent ceiling imposed by the Maastricht criteria.

Table 2.9 (chapter 2) has indicated the position over the debt to GDP
ratios for the euro area countries for selected years. The figures for 1998
indicate the degree to which countries missed the convergence criteria
figure of 60 per cent. The situation was not much different in 2007 and
2012. If anything by 2012 the debt to GDP ratio, although improved
in some countries by 2007, it was worse by 2012 in all the countries
reported in Table 2.9.

The imposition of an upper limit of 3 per cent of GDP on the size
of the budget deficit and the declaration of the aim of a balanced
budget over the cycle represented a significant tightening of the
fiscal position as compared with the 3 per cent of GDP target for the
budget deficit in the Maastricht Treaty convergence conditions. In
those conditions, the 3 per cent was to be achieved at a particular
point in time: under the SGP the 3 per cent limit is to be exceeded
only under extreme conditions. Although no justification was ever
given by the European Union for the choice of 3 per cent in the
convergence conditions, others advanced two arguments. Buiter et al.
(1993), for example, suggested that the choice of the 3 per cent figure
for the deficit to GDP ratio arose from a combination of advocacy
of the so-called “golden rule” (that current expenditure should be
covered by current revenue) and that ‘EC public investment averaged
almost exactly 3% of EC GDP during 1974-91' (p. 63). Another
argument suggests that the 3 per cent figure corresponded to the
range of deficits run by a number of countries, notably Germany, and
was achievable. For example, in the decade up to 1992 the German
general government financial balance averaged 1.8 per cent deficit,
and the euro area as a whole averaged 4.45 per cent deficit (calculated
from OECD Economic Outlook, various issues). These possible justifica-
tions prompt two points to be made. The first is that typically govern-
ments have run budget deficits. The imposition of a balanced budget
requirement represents a major departure from what governments
have done in the past. The second is that governments invest, and it is
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generally accepted that governments can and should borrow to fund
their investment programmes. The SGP imposes the requirement
that governments generally fund their investment programmes
from current tax revenue. A balanced budget (on average) means, of
course, that current government expenditure will be much less than
tax revenue since that tax revenue would also need to cover interest
payments on debt and to pay for capital expenditure.

The general requirement that the budget be in balance or small surplus
over the course of the business cycle is more deflationary than it sounds
when allowance is made for inflation and the deficit is calculated in real
terms. For example, with a 60 per cent debt to GDP ratio inflation of 2
per cent per annum would mean that the real value of the outstanding
debt declined by 1.2 per cent of GDP, and hence in real terms a balanced
budget in nominal terms equates to a 1.2 per cent of GDP surplus.

There is anyway an essential contradiction between the 60 per cent
debt to GDP ratio and a balanced budget. It can readily be shown that
a persistent overall budget deficit (that is, including interest payments
on government debt) of d (relative to GDP) would lead to public debt
stabilising at b = d/g where g is the nominal rate of growth.? Taking as an
example g =0.05 (a 5 per cent growth rate built up from say 2'2 per cent
real growth and 2% per cent inflation) then the debt ratio would be 20
times the deficit ratio. In that example a 60 per cent debt ratio would be
consistent with a persistent 3 per cent deficit ratio — indeed that precise
calculation was given as a justification for the 3 per cent deficit, 60 per
cent debt target in the convergence criteria.

The general stance of the SGP with its requirement of an overall
balanced budget and maximum deficit of 3 per cent of GDP is a deeply
flawed one on four counts. First, no reasons are given for thinking that
a balanced budget position is consistent with high levels of employment
(or indeed with any particular level of employment). Second, there is
the imposition of a common ‘one size fits all’ approach. Third, there is
little reason to think that the 3 per cent limit can permit the automatic
stabilisers to work, and striving to reach the 3 per cent limit in time
of recession is likely to push economies further into recession. Fourth,
the balanced budget requirement does not allow governments to even
borrow to fund capital investment projects.

The first two of those flaws can be seen by reference to a well-known
identity (though generally forgotten by advocates of the SGP) drawn
from the national income accounts The equation of (Private Savings
minus Investment) plus (Imports minus Exports) plus (Tax Revenue
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minus Government Expenditure) equals zero can be expressed in
symbols:

S-D+@Q-X)+(T-G)=0

Individuals and firms make decisions on savings, investment, imports
and exports. For any particular level of employment (and income), there
is no reason to think that those decisions will lead to:

$-H+@Q-X)=0

But if they are not equal to zero, then (G - T), the budget deficit, will
not be equal to zero, since,

G-T)=E-D+Q-X)

The SGP in effect assumes that any level of output and employment is
consistent with a balanced budget (G — T'= 0), and hence compatible with
a combination of net private savings and the trade position summing
to zero. But no satisfactory justification has been given for this view.
Two possible arguments could be advanced. First, it could be argued
that budget deficits cannot be run for ever as the government debt to
income ratio would rise continuously and that would be unsustainable.
Hence governments eventually have to run balanced (on average)
budgets. However, that depends on whether post-tax rate of interest
(on government bonds) is greater or less than the growth rate, the debt
to income ratio being unsustainable in the former case but not in the
latter case. Further, it relates to the size of the primary deficit, which is
the deficit that excludes interest payments. The relevant deficit here is
the total including interest payments, and it was indicated earlier that
an overall budget deficit of d leads to a sustainable debt ratio of d/g.

Second, some form of Say’s Law could be invoked to the effect that
intended savings and investment are equal at full employment (or
modified for foreign trade, domestic savings plus trade deficit equals
investment). Even if Say’s Law held (which we would dispute), what is
required here would be that the level of private demand could sustain the
supply-side equilibrium - that is, the non-accelerating inflation rate of
unemployment, and the NAIRU does not correspond to full employment.
In particular, there is no reason to think that a balanced budget position
is compatible with employment at the level given by the NAIRU.
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If we expand the equation given above slightly to read:
(G-T)=(sY-I(Y)) + (qY - X)

where Y'is income level, s propensity to save and g propensity to import.
If a level of income Y* is to be achieved, then the required budget deficit
(or surplus) would be given by equation (1) above.

The deficit or surplus then required would clearly depend on the
propensities to save, to invest, and to import and also on the state of
exports. The appropriate budget position for a country then depends
on those factors (plus the level of economic activity it seeks to achieve).
There is clearly no reason to think that these propensities would lead to
the same general deficit in each country. Indeed the figures in Table 2.8
are suggestive of quite different requirements: Finland’s budget surplus
averaged 3.6 per cent over the years 2002-08, France’s budget deficit
averaged over 3 per cent in that period.

The SGP clearly seeks to impose an upper limit on the budget deficit
of 3 per cent of GDP with some limited exceptions for a severe recession.
Countries will differ in terms of their overall budget deficit require-
ments (as argued above) and also in the degree to which their GDP
varies in the course of a business cycle and in the extent to which
the budget position varies with GDP. The latter could be expected to
depend on the structure and progressivity of the tax regime as well as
the degree to which social security and other transfer payments rise
with falling GDP. Buti et al. (1997) found that the budget balance is
negatively linked to GDP growth, but in a way which varies between
countries with estimates of changes in the deficit to GDP ratio of up
to 0.8 per cent and 0.9 per cent for the Netherlands and Spain respec-
tively for a 1 per cent slowdown in growth. The notable feature is the
differences amongst countries, and that the rules of the SGP make no
allowance for that.

One other notable feature of the SGP is that no distinction is
made between the current account and the capital account of the
government budget, and that it is the size of the overall budget which
is to be constrained. This stands in contrast with, for example, the
‘golden rule’ adopted by the UK government as part of its Code of
Fiscal Stability (Treasury, 1998) whereby over the course of the
business cycle the current budget position should be in balance but
borrowing for capital investment is not so constrained (see Sawyer,
2007, for further discussion on all these matters). In a similar vein,
many states within the United States of America are constitutionally
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constrained to aim to balance their budget with respect to current
expenditure but are able to borrow for capital projects. In terms of
the impact on aggregate demand, it is the overall budget deficit which
is relevant for whatever purpose the borrowing is put. But the focus
on the overall budget position rather than the current budget serves
to impose a more deflationary approach. It also runs counter to the
potent argument that capital expenditure by government stimulates
future productive potential and private investment, and that it is
reasonable to borrow to fund that capital expenditure, which yields
future benefits to the economy from which some additional tax
revenues will be forthcoming.

The operation of the SGP has managed to combine the losses from
an insistence on reducing budget deficits in the face of economic
slowdown with a loss of reputation through not doing so consistently
or effectively. The case of Portugal illustrates the former where attempts
to reduce the budget deficit (not always successfully) were associated
with a rise in unemployment. The figures in Table 2.8 (chapter 2) clearly
indicate that there have been a number of occasions on which the 3 per
cent deficit limit has been breached.

5.5 Stability and Growth Pact changes

There have been some movement in the interpretation of the SGP
with regard to fiscal policy, and the main changes are enumerated in
Table 5.1.

In September, 2002, the European Commission admitted for the first
time that the SGP fiscal rules relating to the single currency need to be
changed. They would be more flexible in the future in view of the euro
area economic weaknesses. The European Commission actually relaxed
the deadline of 2004 by which Germany, Portugal and France should
balance their budgets. These countries were given until 2006 to balance
their budgets. In return the Commission demanded that the members
reduce their deficit by 0.5 per cent a year starting in 2003. It was at the
2002 summer summit in Seville of the 15 European Union members
that they all signed a commitment ‘to achieve budgetary positions close
to balance or in surplus as soon as possible in all Member States and at
the latest by 2004’ (Council of the European Union, 2002, p. 8). The
European Commissioner for Economic and Monetary Affairs admitted
at the time that it was of great concern to them that the original political
commitment of national governments to uphold the SGP was substan-
tially weakening.



Table 5.1 Summary of decisions relating to the Stability and Growth Pact

February 2002: European Commission recommends that early warning be given to Portugal for having missed its budget target
for 2001 by a wide margin (projected deficit for 2001 was 2.2 per cent). Also to Germany whose projected deficit for 2001 was 2.6
per cent.

February 2002: ECOFIN Council decided not to endorse the European Commission’s recommendation, thereby abrogating the
‘early warning’ signal. That was based on the commitment by Germany and Portugal to take action to avoid the occurrence of
excessive deficits in the future.

October 2002: European Commission recommends that excessive deficit exists in Portugal; deficit in 2001 of 4.1 per cent and in
the absence of a rectifying budget, the 2002 deficit could be above 3.5 per cent.

November 2002: ECOFIN Council decides that Portugal has excessive deficit; the 2001 deficit was revised to 4.1 per cent.
November 2002: European Commission recommends to give early warning to France; in fact, France refuses to start cutting
deficit in 2003 (thereby breaking promises made under the SGP); European Commission projects deficit of 2.7 per cent (2002)
and 2.9 (2003).

January 2003: European Commission recommends that excessive deficit exists in Germany (in October 2002 Germany admits
that it will break SGP for the first time).

January 2003: ECOFIN Council decides that excessive deficit exists in Germany; deficit in 2002 expected to be 3.8 per cent.
ECOFIN Council also decides to give an early warning to France.

May 2003: European Commission recommends that excessive deficit exists in France; in 2002 deficit is 3.1 per cent and forecasts
for 2003 estimate it to be 3.7 per cent.

June 2003: ECOFIN Council decides that excessive deficit exists in France.

October 2003: France admits of breaking the SGP for third successive year in 2004. European Commission gives it until 2005 to
comply. Germany confirms it will also break pact for third year.

November 2003: Germany tries to draw the SGP’s remaining teeth by calling for countries that ‘co-operate’ to be exempted from
possible sanctions.

November 2003: ECOFIN Council suspends disciplinary procedures against France and Germany. European Commission shows
grave concern.



January 2004: European Council pledges to take ECOFIN to the European Court of Justice for allowing France and Germany
to flout the SGP rules. The ECB in the words of its President ‘respects the Commission’s decision to seek legal clarity’ (Trichet,
2004).

July 2004: European Court of Justice condemned ECOFIN for ‘suspending’ the SGP’s recommendation on deficit reduction, but
upheld the right of national governments to ignore these recommendations and all the disciplinary procedures that were so
painstakingly attached to them in 1996.

September 2004: European Commission announces proposals for the reform (although the Commission prefers to call them ‘an
evolution’) of the SGP (in response to the June, 2004, European Council call for proposals by the Commission that strengthen and
clarify the implementation of the SGP).

March 2005: The European Commission proposal are adopted formally by the EU Finance ministers (ECOFIN), subsequently
endorsed by the European Council. The agreement went through marathon meetings with a great deal of acrimony, which
nearly put a hold to the reformed SGP. The main points of the agreement are: more budgetary consolidation in good times; more
flexibility in reducing deficits in bad times; more focus on cutting the debt to GDP ratio; more room for manoeuvre for countries
carrying out structural reforms; countries with sound finances allowed to run small deficits to invest. These changes aim ‘to
improve governance, strengthen the preventive arm, and improve the implementation of the corrective arm’ (ECB, 2005b, p. 60)
of the original SGP.

November 2008: The EU package, ‘European Economic Recovery Plan’ (EERP), is introduced. A fiscal stimulus that amounted to
1.5 per cent of EU27 GDP should be implemented in 2009, and applied through national policies under their total discretion. The
EERP aggregate fiscal input would be consistent with the SGP deficit ceiling of 3 per cent of GDP for the euro area as a whole. The
GDP escape clauses introduced in 2005 would apply.

December 2011: The European Leaders agreed in principle at their meeting in Brussels on the 8"/9th of December 2011 to adopt
tougher sanctions on the euro-area countries that break the ‘new’ rules of the Stability and Growth (SGP; the so-called ‘fiscal
pact’), what is now called the ‘fiscal compact’ (FC). This is an inter-government treaty, not a change to the EU treaties, whereby
tax and spending plans will be checked by the European officials before national governments intervene. There will be automatic
actions against those countries that overspend.

June 2012: The EU summit of 28/29 June 2012 proposed a ‘growth pact’. This would involve the issue of ‘project bonds’ to finance
infrastructure. The ‘growth pact’ also includes raising the capital base of the European Investment Bank. The ‘growth pact’ is to
be finalised in the future.
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The Commission also said that they would pay more attention to
structural deficits so that a country’s fiscal deficit would be judged
in relation to cyclical conditions. Those changes took place alongside
Germany, Portugal and France, showing evidence of having breached
the conditions of the SGP. Portugal became the first country to breach
the 3 per cent rule, and it admitted in July 2002 to a budget deficit
in excess of the 3 per cent of GDP upper limit for the financial year
2002. Germany and France followed soon afterwards. In the same year
Italy’s budget deficit was also criticised by the European Commission
for having reached ‘dangerous proportions’. The charge was made that
the Italian government was massaging the figures. France, too, was
criticised by the European Commissioner for Economic and Monetary
Affairs, for the 2003 tax and spending plans of this country (European
Commission, 2003a); and expressed concern that France may not be
able to meet the new deadline of 2006. In fact in October 2002, France
refused to adhere even to the 2006 deadline, arguing that its expend-
iture plans were affordable, and also claiming that ‘other priorities’
were in place.

In his testimony to the European Parliament in October 2002 the ECB
president actually accused France, Germany and Italy of being respon-
sible over the uncertainty surrounding the economic recovery in the
euro area; he argued that ‘Three of the larger countries have not used
the time when there were good economic conditions...to consolidate
their budgets. Now they bear the burden of it’ (Duisenberg, 2002).

Germany was told in January 2003 by the European Commission to
draw up urgent plans to bring its deficit below 3 per cent. In June 2003
Germany announced plans to bring forward €15.5 billion of tax cuts,
and admitted that it may break the SGP in 2004 for a third successive
year. In April 2003, when it became apparent that France had a public
deficit of 3.1 per cent in 2002, with European Commission (2003a)
provisional forecasts putting it to 3.7 per cent for 2003 and 3.6 per cent
for 2004, and Germany (where the budget deficit was thought to rise
to 3.6 per cent in 2003) and Portugal (with an expected 3.2 per cent
deficit in 2003), all three might have been fined. The Commission was
of the opinion that ‘an excessive government deficit’ already existed in
France. It recommended that France should eliminate the deficit by the
end of 2004, ‘at the latest’, and also by 2004 France should bring back to
a declining path its government to GDP ratio. France was asked to have
relevant measures in place to achieve those objectives by October 2003.
France never adhered to that dictum by October 2003, claiming that
the deficit was justified by economic circumstances, but pledging to
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bring the budget deficit below the 3 per cent by 2005, thereby showing
co-operation.

According to the SGP rules, France should have been penalised, but
instead was offered an extra year to comply. France even refused to
abide by the European Commission’s ‘flexible’ interpretation of the
SGP, which was asking that country to cut its structural deficit by 1
per cent in 2004, instead of the 0.7 per cent planned by France, and
0.5 per cent in 2005; instead France vowed to fresh spending cuts in
2004. Germany by that time was also predicted to violate the 3 per
cent fiscal rule for the third successive year in 2004. The European
Commission expectation was that this country would be treated in the
same way as France. Germany responded by proposing that countries
that show ‘co-operation’ in reducing their deficits should be exempted
from the SGP’s sanctions mechanism, regardless of ‘success’. Sanctions
would only apply to those countries that refuse to co-operate. In the
event, the European Finance Ministers (ECOFIN) at their meeting on
24 November, 2003, decided not to penalise France and Germany. A
compromise solution required Germany and France to cut their deficit
by 0.60 per cent and 0.77 per cent, respectively, of GDP in 2004 and by
0.50 per cent and 0.60 per cent, respectively, in 2005. This was under
the proviso that those reductions would not be required if economic
growth was not solid. The European Commission and the ECB governing
council responded showing grave concerns. The Governing Council of
the ECB in a press release (25 November, 2003), ‘deeply regrets these
developments and shares the views made public by the Commission on
the ECOFIN Council conclusions’ (the European Commission expressed
their deep regret at the decision). It goes on to suggest that ‘The conclu-
sions adopted by the ECOFIN Council carry serious dangers. The failure
to go along with the rules and procedures foreseen in the Stability and
Growth Pact risks undermining the credibility of the institutional
framework and the confidence in sound public finances of member
States across the euro area’. Trichet (2004) was as concerned when he
declared that

as regards the Stability and Growth Pact, the Governing Council
shares the concerns of the European Commission regarding the
conclusions of the ECOFIN Council in November last year. The
Commission is the guardian of the Treaty and the ECB respects the
Commission’s decision to seek legal clarity. Furthermore, we do not
see a need to change the Treaty and, in our view, the Stability and
Growth Pact in its current form is appropriate. We are in agreement
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with the Commission that the implementation of the Stability and
Growth Pact could be further improved, in particular in terms of the
analysis of structural imbalances and the strengthening of incen-
tives for sound fiscal policies during good economic times. Clarity
and enforceability of the fiscal framework should be enhanced.

It is worth commenting, however, on the September 2004 European
Commission proposals for the reform (although the Commission
prefers to call them ‘an evolution’) of the SGP (in response to the June
2004, European Council call for proposals by the Commission that
strengthen and clarify the implementation of the SGP). The main
elements of the proposals were: (i) placing more focus on government
debt and sustainability in the surveillance of budgetary positions;
(i) allowing for more country-specific circumstances in defining
the medium-term deficit objective of ‘close to balance or in surplus’;
(iii) considering economic circumstances and developments in the
implementation of the Excessive Deficit Procedure. Two elements are
emphasised under this item: catering for prolonged periods of sluggish
growth through the ‘exceptional circumstances clause’; and allowing
for country-specific elements in the enforcement of the correction of
excessive deficits (the adjustment path). Both the identification of an
‘excessive deficit’ and the recommendations and deadlines to correct
it may benefit from taking better into account the budgetary impact
of periods of exceptionally weak economic growth; (iv) ensuring
earlier actions to correct inadequate budgetary developments.
Budgetary surveillance should ensure the achievement of surpluses
in good times to prepare for the ageing of the population, to create
sufficient room for dealing with economic slowdowns and to ensure
an adequate policy mix over the cycle (it is argued in this context that
had member states undertaken more consolidation efforts during
the good years of 1999 and 2000, some of the subsequent excessive
deficits might have been avoided). In addition, a strong emphasis is
placed on economic policy ‘coordination’ for the euro area as whole,
especially on the interaction between European and national levels,
before a draft budget is prepared for the following year. There is still
the question of policy ‘coordination’ between fiscal and monetary
policy and between fiscal and structural type of policies so much
favoured by the ECB and the Commission. ECOFIN, at its meeting on
10 September accepted the proposals but sharp differences remain on
the definition of ‘exceptional circumstances’ under which countries
can run big deficits.
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The reaction to the reforms is also of some interest. The ECB reaction
was that ‘improvements could be introduced in the implementation of
the Stability and Growth Pact’ but the ‘Pact is an appropriate framework
for dealing with countries’ fiscal developments on a level playing field’,
and there is thus ‘no need for changes to the text of the Maastricht
treaty and of the SGP'. The president of the ECB repeated the position
on a number of occasions in statements at the press conferences after
the ECB governing body meetings at the time of the introduction of
the changes in 2005. One such an example is Trichet (2005), where he
states that

on a number of points improvements to the implementation of the
SGP could really be effective, especially as regards the ‘preventive
arm’ of the Pact, where we could strengthen the compliance in ‘good
times’. As regards the ‘corrective arm’ we would insist that we do
not see a need to change the wording of the Pact. In particular the 3
per cent threshold, which is in the treaty itself, is to be observed in
nominal terms and not in cyclically adjusted.

What emerges from these statements is that the reform package dodges
the key issue of the SGP debate: countries that join the single currency
must abandon all efforts to stabilise their national macroeconomic
conditions, as well as giving up a large part of their budgetary, and
therefore political, independence. Only a country that is willing to
sacrifice these two parts of its national autonomy can responsibly join
a currency union.

It became apparent that the slowdown in economic growth brought
about, largely through the operation of the ‘automatic stabilisers’ rather
than discretionary fiscal policy, the scale of budget deficits, which could
readily predicted from the size of the slowdown. Buti et al. (1997) found
that a 1 per cent change in GDP produced on average a 0.5 per cent
change in the average budget deficit in the EU countries. The economic
slowdown in the euro area also showed clearly that the fiscal rules of
the SGP are counterproductive during a slowdown and the budget rules
cannot cope with the effects of recession. Moves to enforce the fiscal
rules will inevitably add further deflationary pressures.

The SGP case assumes some significance over the period since 2008,
but especially so since the beginning of the current crisis in August
2007. In this context, the EU package, ‘European Economic Recovery
Plan’ (EERP), which was introduced in November 2008, indicates that
a fiscal stimulus that amounted to 1.5 per cent of EU-27 GDP should
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be implemented in 2009,% and applied through national policies under
their total discretion (the debt to GDP ratio is 64 per cent).* The plans
are thereby uncoordinated. The EERP aggregate fiscal input would be
consistent with the SGP deficit ceiling of 3 per cent of GDP for the euro
area as a whole.

5.6 Developments since August 2007

In early August 2007, when the US subprime crisis began to spread
outside mortgage and real-estate finance, central banks around the
world turned their attention to enhancing the liquidity of their banking
sectors. A unique element of the ‘great recession’ is the activist role
played by central banks and Treasuries around the world. Monetary and
fiscal policies were employed extensively and in an unparalleled way in
the history of similar crises.

The Fed and the ECB were probably the first to commence it. The
ECB began to lend to the EMU banks through the discount window
or fine-tuning operations and the Fed through its repo operations. At
the same time the Bank of England, Bank of Canada, and the Bank
of Japan announced similar measures to address elevated pressures in
the short-term funding markets. In December 2007, the Fed along with
the Bank of England, Bank of Canada, the Bank of Japan, the ECB and
the Swiss National Bank introduced the ‘Term Auction Facility’ (TAF).
This is a scheme whereby the Fed, and the other central banks, auction
term funds to depository institutions under collateralised agreements.
Also under this scheme the Fed allows temporary dollar swaps to other
central banks, so that the latter can pass on to counterparties in local
operations.

The crisis worsened, especially in March 2008 and subsequently. The
rescue in the USA of the investment bank, Bear Stearns, by JP Morgan
with funds from the Fed was only the beginning. The rescue was justified
on the argument that the Bear Stearns exposure was so extensive to third
parties that a worse crisis would have developed without the bailout. It
was followed by the Fed/Treasury bailout and partial nationalisation
of Fannie Mae and Freddie Mac in July 2008 on the grounds that they
were crucial to the functioning of the mortgage market.

In September 2008 the Fed and US Treasury allowed the investment
bank Lehman Brothers to collapse in an attempt to prevent moral hazard
by discouraging the belief that all insolvent institutions would be saved.
Shortly afterwards, the insurance US giant American International
Group (AIG) was bailed out and nationalised in an attempt to avoid
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the impact on insurance contracts on securities if it were allowed to
fail. The Lehman Brothers incident turned the liquidity crisis into a
confidence crisis, thereby causing panic in capital markets and a virtual
freeze in global trade. There was a widespread collapse of confidence
in the banking systems in the industrialised world, especially so in the
interbank market, and with the money markets becoming dysfunctional.
The transmission mechanism of monetary policy itself was thereby
disrupted. That led to an unprecedented and synchronised downturn
in business and consumer confidence around the world; a significant
drop in aggregate demand thereby ensued. A fully-fledged global credit
crunch and stock market crash emerged, as interbank lending was effec-
tively frozen on the fear that no bank was safe anymore.

By early October 2008 the crisis had spread to Europe and to the
emerging countries as the global interbank market stopped functioning.’
The crisis prompted significant government and central bank interven-
tions, both to restore confidence in the financial system and to contain
the impact of the crisis on the real economy. Monetary and fiscal policy
responses became very accommodative in many countries around the
globe. At the same time, though, it became clear that macroecono-
mists and central bankers knew less than what they had thought they
did. Central banks responded by flooding the financial markets with
liquidity, while fiscal authorities attempted to deal with the decline in
the solvency of the banking sector.

The European authorities also flooded the financial markets with
liquidity. The ECB in the EMU pursued a slightly different approach
under the banner of ‘enhanced credit support’ or ‘liquidity-enhancing’
policy.® The latter ‘comprises non-standard measures that support
financing conditions and credit flows above and beyond what could
be achieved through reductions in key ECB interest rates alone’ (ECB
Monthly Bulletin, January, 2010, p. 68). The ECB also reluctantly reduced
the repo interest rate to 1 per cent (May 2009). Banks could be certain
to obtain all desired liquidity at the ECB’s weekly tenders, provided that
they had sufficient assets eligible as collateral in Eurosystem liquidity-
providing operations. The focus has been on banks since they are the
primary source of financing for the real economy in the euro area. The
ECB decided that, as from 23 June 2009, it would carry out refinancing
operations with a maturity of 12 months, applying a fixed rate tender
with full allotment. Also, to purchase euro-denominated covered bonds
issued in the euro area’ and to grant the European Investment Bank
the status of eligible counterparty in the ECB’s refinancing operations.
The ECB Governing Council decided, at its meeting in early December,



114 Economic and Monetary Union Macroeconomic Policies

to gradually phase out those non-standard measures, beginning in the
first quarter of 2010. The reason in the view of the Governing Council is
the improvement observed in the financial conditions. Money markets
were performing better, so that: ‘there would have been an increased
risk of adverse side effects had all measures been extended in the
current circumstances’ (ECB Monthly Bulletin, January, 2010, p. 70). As
a result of these decisions: the 12-month operations were terminated in
December 2009, and the six-month operations were terminated in the
first quarter of 2010. The number of three-month operations was also
reduced in the first quarter of 2010; and they returned progressively to
a variable tender.

In its March 2010 monthly meeting the ECB decided to restrict its
unlimited liquidity facility only for short-term maturities. An EU-wide
bank regulation body, the European Systemic Risk Council (ESRC),
was proposed, comprising all ECB governing council and other central
bankers, and managed by the ECB, while providing a critical role for the
Bank of England. It was designed to issue early warning signals on risk
to EU’s system of financial supervision, which began to operate in 2011.
Also in June 2009 and in the EU, a Pan-European Regime has been
proposed to regulate the financial markets and institutions, which is to
be enshrined in European law. It comprises of the European Systemic
Risk Council, which will monitor financial stability, and of European
Agencies, which will police the banking, securities and insurance
sectors. Neither the Council nor the Agencies would have powers to
dictate fiscal action in the case of financial emergency; nor can they
order governments to bail out or recapitalise banks.?

Turning more precisely to the fiscal measures, these relate to the
decisions of the G20. G20 Agreement (London, 2 April, 2009) included
amongst other the following measures that are relevant to our discussion:
IMF Resources: the centrepiece of the agreement, whereby a dramatic
increase in the funding for the IMF is recommended - from the current
$250 billion to $750 billion increase to enable IMF to lend to countries
facing financial difficulties; the IMF to sell off gold reserves to establish a
new $50 billion fund to help developing countries; emerging countries,
China for example, to be given a greater ‘say’ in the running of the
IMF; bankers’ pay: a crackdown on pay and bonuses for bankers; Global
‘Quantitative Easing”: the IMF will increase the amount each country
has in Special Drawing Rights (SDRs) by $250 billion; fiscal stimulus: no
explicit commitment, other than to reiterate that $5 trillion had already
been pledged; and to quote from the G20 communiqué, ‘deliver the scale
of sustained fiscal effort necessary to restore growth’; clamp down tax
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heavens: countries that refuse to provide full information to foreign tax
authorities to help catch potential tax evaders will face sanctions. The
subsequent G20 Agreement (Pittsburgh, 25 September, 2009) decided
to designate the G20 as the ‘premier forum for our international cooper-
ation’, thereby establishing the new ‘framework for strong, sustainable
and balanced growth’. The latter objective is to be achieved: with
national leaders agreeing priorities for the world economy in annual G20
summits; countries submit reports to show how their domestic policies
match the G20 priorities; the IMF assesses whether national plans come
together to support global objectives; the enforcement mechanism will
be based on peer review with the thread of ‘naming and shaming’. In
fact, the G20 countries adopted fiscal measures subsequently, which
saved the world from a ‘second depression’, which ended being a ‘great
recession’. But those initial promising efforts did not last for very long.
Subsequent political developments emerged, which were very much
along the lines of the ‘New Consensus Macroeconomics’ as discussed
earlier in the book (see chapter 3 in particular), and have produced the
poor performance of current economic activity throughout the world.

Further developments did emerge. At their meeting in Brussels on
8/9 December 2011 the European leaders agreed in principle to adopt
tougher sanctions on the euro area countries that break the ‘new’ rules
of the Stability and Growth Pact (now the so-called ‘fiscal compact’
(FC)). This is an intergovernmental treaty, not a change to the EU
treaties (European Council, 2011a).

The Treaty on Stability Coordination and Governance (which incor-
porates the ‘fiscal compact’) was signed on the 1 March 2012 by all
EU members, with the exception of the UK and the Czech Republic;
further details also became available subsequently (European Union,
2012). It requires that tax and spending plans will be checked by the
European officials before national governments intervene. There will
be automatic actions against those countries that overspend. In effect
the Fiscal Compact retains the principles of the previous ‘fiscal pact’
versions but with the added one that breaking the deficit rules may
actually be punished in some way. The limits of the revised and old
SGP are, in effect, to balance overall budget over the cycle and limit the
national budget deficit in any year to a maximum of 3 per cent of GDP.
In place of the previous threat of 0.2 per cent of GDP as a ‘fine’ (though
never implemented even though there were 40 cases where the 3 per
cent limit was breached), there is now a change, which is as follows:
euro area states’ budgets should be balanced or in surplus; this principle
will be deemed respected if, as a rule, the annual structural deficit does
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not exceed 0.5 per cent of gross domestic product, unless the ratio of
government debt to GDP is significantly below 60 per cent in which
case the annual structural deficit should not exceed 1 per cent; and this
is to be written into national constitutions. In the case when a euro
area member state is in breach of the 3 per cent deficit ceiling, the old
SGP ceiling, there will be automatic consequences, including possible
sanctions, unless a qualified majority of euro area states is opposed.
There is also the problem in this context, which is that it is really
unbelievable to mandate in terms of the EMU countries’ constitutions
notions that are so vague in terms of their calculations, like ‘structural
deficits’, ‘output gaps; and ‘potential GDP’. Its predecessor, the SGP did
not work and there is absolutely no reason the ‘fiscal compact’ will work
for it is not very different in any case.

The fiscal compact requires that tax and spending plans are checked by
the European officials before the intervention of national governments.
There are automatic actions against those countries that overspend. In
effect, the new agreement tightens the rules of the old SGP, which had
already been revised in 2005, but with no apparent improvement. In
effect, the ‘fiscal compact’ retains the principles of the previous ‘fiscal
pact’ versions but with the added one that breaking of the deficit rules
may actually be punished in some way. The limits of the revised and
old SGP are, in effect, to balance the overall budget over the cycle and
limit the national budget deficit in any year to a maximum of 3 per cent
of GDP. In place of the previous threat of 0.2 per cent of GDP as a ‘fine’
(albeit one that was never implemented even though there were 40 cases
where the 3 per cent limit was breached), there is now a change, which
is as follows: euro area states’ budgets should be balanced or in surplus;
this principle will be deemed respected if, as a rule, the annual struc-
tural deficit does not exceed 0.5 per cent of gross domestic product; and
this is be written into national constitutions. In the case when a euro
area member state is in breach of the 3per cent deficit ceiling, the old
SGP ceiling, there will be automatic consequences, including possible
sanctions, unless a qualified majority of euro area states is opposed.

It is readily apparent that the revised SGP did nothing to address the
perceived problems of national governments with large budget deficits,
which cannot be funded through the capital markets except insofar as
it somehow changes the European Central Bank’s attitudes to directly
or indirectly funding those deficits. More seriously it does nothing
to address the major problem of the Economic and Monetary Union,
namely the large current account imbalances - ranging (figures for
2013) from a surplus of 6 per cent in the case of Germany to a deficit of
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1.8 per cent in the case of France on a quarter-to-quarter basis. There is
also the serious issue of whether existing European institutions can be
used to implement what is in effect an intergovernmental treaty. The
French and the Germans would like to see the European Commission
and the European Court of Justice involved in enforcing and overseeing
these new rules. In the words of the European Commission (2011),

Member States in Excessive Deficit Procedure shall submit to the
Commission and the Council for endorsement, an economic part-
nership programme detailing the necessary structural reforms to
ensure an effectively durable correction of excessive deficits. The
implementation of the programme, and the yearly budgetary plans
consistent with it, will be monitored by the Commission and the
Council. (p. 3)

Even so, the implication is that it is by far not a fiscal union
arrangement.

Before writing a commitment into a national constitution, it would
be worth examining whether a country can ever achieve a ‘balanced
structural budget’. Some countries may but others not, yet this is being
imposed on all. Consider what a balanced structural budget means:
at a level of output, which is deemed to be potential (or others such
as corresponding to a high level of employment) government revenue
and expenditure are in balance. In turn, this implies that private
investment equals private savings plus capital inflow (equal to current
account deficit); and that this equality holds at potential output and
that the equality holds for the intention to invest and intention to
save. It is not that the equality holds at some level of output but at a
specified level of output. The NCM model assumes that savings inten-
tions and investment intentions can be aligned at potential output (or
full employment), but where is the evidence?

There is a clear lack of symmetry here — structural deficits cannot
be more than 0.5 per cent but any level of structural surpluses is
allowed. Those countries which have conditions (such as strong net
exports, high rates of investment) conducive to budget surpluses can
have such surpluses: those which have conditions requiring budget
deficits to sustain demand (net imports, high levels of savings relative
to investment), cannot deploy deficits.

This approach assumes that an upper limit of 3 per cent of GDP is
consistent with a near balanced structural budget despite the swings
in economic activity and associated swings in budget deficits as the
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automatic stabilisers take effect. As a rule of thumb a 1 per cent fall in
GDP below trend leads to around a 0.7 per cent rise in the budget deficit
- hence a more than 3 per cent drop in GDP before trend with a struc-
tural deficit of 0.5 per cent would lead to a country breaching the limit.
Note that this is a drop in GDP below trend - and could come from an
actual drop of more like 1 per cent (with a 2 per cent trend growth rate).
The implication of automatic sanctions is that the sanction is applied
whenever the budget deficit exceeds 3 per cent of GDP whatever the
reason. A shortfall in demand, a financial crisis which brings recession,
the need to respond to a national disaster are not apparently to be
countenanced.

The aim of a balanced average (‘structural’) budget is actually a
significant budget surplus when calculations are made (as they should)
in real terms; that is, with allowance being made for the impact of
inflation on the real value of government debt. But, more significantly,
it would involve a very substantial excess of tax revenue over current
government expenditure (excluding interest payments). Further, it
makes no allowance for governments to be able to borrow to fund public
investment. The profoundly undemocratic nature of this approach is
clear: the unelected European Commission can ‘request’ that the elected
national parliament and government to change its budget. Let us also
note the problematic nature of assessment of budgets. The forecast
of budget for the year ahead requires forecasts of economic variables
such as growth, employment, inflation and so on for that year. The
assessment of structural budget position requires estimates of potential
output (which have often been subject to revisions many years after the
event).

It is clear that the major objections to the ‘fiscal compact’, and the
old SGP, is that it seeks to impose without any justification a balanced
budget and that it poses restrictions in the use of fiscal policy in the face
of economic crises. And, as we have argued recently, proper fiscal union
is the only way forward (Arestis and Sawyer, 2012a).

It should be noted that at the EU summit of 28/29 June 2012, a ‘growth
pact’ was proposed, which would involve the issue of ‘project bonds’ to
finance infrastructure. €130 billion, equivalent to 1 per cent of the EU
GDP, would be included in the ‘growth pact’. But this amount comes
from existing funds and does not represent a new economic stimulus
package. The ‘growth pact’ would also include raising the capital base
of the European Investment Bank by €10 billion in an attempt to raise
its capital base (see Table 5.1, last item).
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We may conclude this section by repeating what we have argued
widely in this book that the major objections to the fiscal compact,
and the old SGP, are that it seeks to impose without any justification a
balanced budget and that it poses restrictions in the use of fiscal policy
in the face of economic crises. And, as we argue in chapter 9 of this
book, and also elsewhere recently, proper fiscal union is the only way
forward (Arestis and Sawyer, 2011a; Arestis et al., 2013).

5.7 Summary and conclusions

Fiscal policy has been criticised for its striving for a balanced budget and
the failure of the SGP to allow countries to tailor their fiscal policies to
the needs of their own economies. This contribution is concerned with
macroeconomic policies and the European constitution. In doing so it
has attempted to throw light on a number of questions: the objectives
of economic policy; the underlying ‘model’ of the policies, which are
portrayed in the proposed EU constitution; the nature of the imposed
neo-liberal agenda; the question of whether the constitution proposes a
federal Europe or a collection of nation states; and the way democratic
deficits might be corrected. The answers to these questions clearly
suggest that changes should take place. A great deal more thinking and
ingenuity are vital before a relevant and acceptable EU constitution
might be acceptable.
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Labour Markets, Employment
Policies and the Single Currency

6.1 Introduction

The general focus of immediate attention, with respect to the euro single
currency, is on macroeconomic issues, fiscal and monetary policy and
current account imbalances. Such a focus has been prominent in this book.
In this chapter we discuss some labour market and employment policy
issues. We remarked in chapter 1 that labour market and employment
policies are not the remit of the Economic and Monetary Union (EMU)
but rather a combination of policies at the level of the European Union
(EU) and policies coming under national ‘competencies’. Insofar as there
is coordination of policies, this largely comes under the ‘open method
of coordination’ rather than being subordinated to EU-level decisions.
However, within a currency union, some highly significant questions
arise, and two related ones are the focus of attention in this chapter.

The first question concerns issues of whether coordination between
national labour market and employment policies is a requirement for the
successful operation of a currency union. Within a national currency
union there tends to be common institutional and legal arrangements
across the country, employment and labour market policies are centrally
set and in that way there could be said to be coordination. But in an
international currency union such as the EMU that does not neces-
sarily apply. Within EMU there are some common policies (notably free
movement of labour), and some degree of coordination of policies as just
mentioned. There are many aspects of coordination, and we mention
here just two of rather different dimensions. The first relates to coordi-
nation of wage policies and how far that would be a component of
generating common inflation rates within the currency union, which
we have argued above is necessary within a currency union but which

120



Employment Strategies 121

has not been fully evident within EMU so far. The second relates to the
degree to which there should be attempts to develop similar institu-
tional and legal arrangements for the operations of the labour market
across countries. The operation of macroeconomic policies at the EMU
level is made more complex through the different institutional and
legal arrangements.

The second question, which relates to some degree with the last point
made, is the nature of employment and labour market policies at the EU
and national levels, and specifically within EMU the direction of travel
in terms of labour market and employment policies. There have been
frequent calls from institutions such as the ECB for ‘more flexible labour
markets’ and for ‘structural reforms’. These calls have been reflected in
the nature of the policies being imposed on member countries such as
Greece as part of the financial rescue packages. In the Treaty on Stability,
Coordination and Governance there is specific mention of the need for
‘structural reforms’, although there is little attempt to define within
the Treaty what is meant by ‘structural reforms’. However, it would be
reasonable to regard those ‘structural reforms’ as in the direction of
deregulation, liberalisation, the reduction of trade union rights, dimin-
ished social protection and minimum wages and so on (as further
discussed below). The Treaty threatens to impose ‘structural reforms’
whether or not they are appropriate to the institutional, social and
political arrangements of the country concerned. It has yet to be estab-
lished that a neo-liberal agenda is the appropriate one for all countries
(and whether it would be acceptable to the peoples of the countries).
A general question to be raised here relates to the implicit view that
there is a single ‘best’ model which is appropriate for all countries no
matter what their previous policies, institutions and traditions. In this
chapter we specifically address another question, namely whether there
is any evidence to support the view that the type of ‘structural reforms’
which the EMU, ECB and the Treaty promotes would bring improved
economic performance.

Within the Optimal Currency Area (OCA) perspective, the question
with regard to the labour market is whether in the face of ‘shocks’ there
will be relative wages and prices responses and the movement of labour.
A negative ‘shock’ to an economy would be seen to involve a decrease
in wages in the country concerned (relative to wages in other countries),
decrease in relative prices, and the movement of labour from areas of
low demand to areas of high demand. In other words, the question
is whether the labour (and other) markets will respond in the ways
envisaged in neoclassical competitive labour market theory.
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However, underlying debates over the single currency, which invoke
OCA arguments, are considerations drawn from the labour market in
terms of wage flexibility and labour migration. These considerations
relate (as seen in chapter 2) to the degree to which an economy (and
specifically here the labour market) responds to ‘shocks’ through price
and quantity adjustments. Further, a similar inflationary experience
across member countries is viewed as required for the sustainability of
the currency union (for otherwise prices in one member country would
rise relative to those in other countries), and hence there are implica-
tions for the rate of increase of wages relative to labour productivity.
Unit labour costs are, by definition, wages divided by output, and rate
of increase of unit labour costs (in nominal terms) is equal to the rate
of increase of wages minus the rate of increase of labour productivity.
These latter two terms may not be independent of one another - for
example, a fast rate of overall growth may foster relative fast increases
in wages and in productivity.

This simple formula suggests that over any significant period of
time, wage inflation can only differ between countries to the degree
to which labour productivity growth differs, or otherwise there will
be substantial changes in the pattern of competitiveness. And indeed
in chapter 2 above we suggested that there had been these substantial
shifts in competitiveness with consequent effects on current account
imbalances. The rates of increase of wages and of productivity will be
strongly influenced by the ways in which the labour market is struc-
tured and operates, though as will be seen below there are strongly
conflicting views on the labour market structures which are conducive
to wage increases in line with productivity and to growth of produc-
tivity. The operation of a ‘one size fits all’ policy (as is monetary policy
in a single currency) relies on the policy instrument having similar
impacts across the countries of the currency area. In the EMU case,
the specific example is the operation of monetary policy designed to
control inflation, and the transmission mechanism of monetary policy
includes the effects which aggregate demand (assumed to be influenced
by interest rate) has on inflation, and the structure and operation of
the labour market can be a significant element in the effects (if any) of
demand (for labour) on wage inflation.

Thereissomething of a paradox at the heart of the currency union. When
two (or more) countries come together in a customs union (or indeed any
form of lowering trade barriers), then the gains from the customs union
depend on the degrees of differences between the countries concerned.
In a simple model of trade, the gains from trade come from specialisation
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by the countries involved in the areas of production in which they have a
comparative advantage, and the extent of the benefits will depend on the
degree to which the countries differ in their comparative advantages. If
countries were very similar in the range of product which they produced
and in the relative costs of production, then there would be little to gain
from trade and specialisation. But in the context of a currency union,
differences in the structure of economies make the currency union more
problematic. One major issue on which we focus later in this chapter is
then the significance of the clear differences between the EMU member
countries with regard to labour market institutions and their operations,
and more generally differences in policy perspectives in that regard.
These differences may well be reflected in, for example, the inflationary
processes, the general speed of inflation and the responsiveness (or
otherwise) of wage inflation to changes in interest rates.

It would be trite to observe that countries have differing histories,
in this context relating to employment relations, wage determination
and so on. With regard to the Economic and Monetary Union with
its membership grown to 17 (and even more the case of the European
Union with its expansion to 28 members) a highly pertinent question is
how differing modes of employment and wage determination interact
in the context of a single market and currency.

The detailed specifics of labour market structures will necessarily differ
across countries. The question here is whether those differing labour
market structures are in effect such as to represent different ‘models’
of the labour market. If they do, the questions we would then ask are:
(i) how can an overarching set of policies with regard to the labour
market be imposed which respects the basic differences?; (ii) does this
mean that the different labour markets behave in some quantitatively
important different ways? In this context this would include in terms
of wage and employment determination.

There are clearly major institutional and political differences between
the labour markets, employment relations and wage determination
processes of the member countries of EMU (and EU). An illustration of
that comes from the classification into different types of labour market
arrangements which have been attempted.

Van Veen (2006, Table 6.2, p.115), for example, identifies four types of
labour market models, namely:

(i) ‘Nordic or social democratic model’, which has centralization of
wage bargaining with ‘relatively high level of employment protec-
tion and high levels of social security benefits’ ;
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(ii) ‘Continental European or conservative corporatist model’ with
social security safety nets and institutions to dampen class con-
flict (and Austria, Germany and the Netherlands are given as
examples);

(iii) ‘Mediterranean model or traditional rudimentary model’ with low
labour market regulation and low social security benefits (with
Greece, Portugal amongst those given as examples);

(iv) ‘Anglo-Saxon model or liberalist-individualistic model’ with
decentralised wage bargaining and relatively low levels of employ-
ment protection (the UK is given as the example within the
European Union).

The ‘varieties of capitalism’ literature provides a strong argument that
there are major differences in institutional arrangements and policy
approaches between market capitalist economies. Amable (2003), for
example, provides a five-way classification, of which the first four are
relevant for EMU: market-based Continental European capitalism,
Social Democratic economics, Southern European capitalism and Asian
capitalism.

In the context of a single currency and the associated single
monetary policy, the differences illustrated can have macroeconomic
implications. The theory of inflation targeting (as outlined in
chapter 4) is that the policy interest rate is set so as to influence
economic activity and thereby inflation. The ways in which wages
are determined and the manner in which the level of demand may
(or may not) influence the rate of wage inflation (and then the rate
of price inflation, which will, of course, be influenced by many other
factors including international inflation) are not clear. The effects of
the policy interest rate (as set by the ECB) will likely vary between
countries, exacerbating the ‘one size fits all’ problem of monetary
policy which we have mentioned above. As we have seen in chapter
2 there were significant differences in the rates of inflation between
EMU member countries, though that may not necessarily be ascribed
to the differences in labour market institutions (albeit that the
low growth of wages in Germany and the associated changes in
competitiveness may well be ascribed to the German labour market
institutions and the wage policies of the German government (Hein
and Mundt, 2012)). We have mentioned the implications of these
inflationary differences for the real interest rates (being lower in
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countries with higher inflation) and for the evolution of competi-
tiveness and the current account imbalances.

6.2 Labour market institutions and unemployment

There are major differences in the ways in which economists (and others)
have viewed the interactions between labour market institutions and
the levels of employment and unemployment and wage determination,
which are relevant for the operations of a currency union and policies
to be adopted. We express those differences along the following lines:
Insofar as there is a rate of unemployment which is consistent with
a constant rate of inflation, the forces determining such a rate of
unemployment are viewed rather differently: the term non-accelerating
inflation rate of unemployment (NAIRU) is generally used though we
prefer a more neutral term such as inflation barrier. The first approach
to be identified views the conditions in the labour market as setting
the NAIRU. The ‘natural rate of unemployment’ can be seen as a
forerunner of this view when Friedman (1968) envisaged the natural
rate as ‘the level that would be ground out by the Walrasian system of
general equilibrium equations, provided there is embedded in them the
actual structural characteristics of the labour and commodity markets,
including market imperfections, stochastic variability in demands and
supplies, the cost of gathering information about job vacancies and
labor availabilities, the costs of mobility, and so on’ (p. 8).
The ‘New Consensus Macroeconomics’ (NCM) portrayed a supply
side in which inflation responds to demand and in which there is a
supply-side equilibrium consistent with constant inflation and an
equilibrium which is seen as generating desirable outcomes. Insofar
as the supply-side equilibrium is one of significant unemployment of
labour, the blame is laid at the feet of inflexible labour markets. The
NCM which we elaborated on in chapter 2 as having a close corre-
spondence with the policy framework of the EMU asserts that there is
a supply-side equilibrium which is consistent with constant inflation.
In the model presented in chapter 2 that equilibrium corresponds to a
zero output gap where actual and trend output are equal to each other.
In relationship to the supply-side equilibrium in spite of the way it is
represented in the NCM the predominant approach has been to talk
in terms of concepts such as the NAIRU in which the position of the
supply-side equilibrium depends on the characteristics of the labour
market. It is then asserted that a high rate of unemployment associated
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with a NAIRU is the consequence of overregulated labour markets: the
regulations range from minimum wages, through trade union rights,
limitations on firing and on the use of temporary workers.

In developments such as Layard et al. (1991), features of the labour
market such as trade union density and industrial relations legislation,
the level of unemployment benefits, minimum wages and so on serve
to impact on the level of the NAIRU. Further, there is the postulate that
higher trade union density, industrial relations legislation, which limits
rights of employers to fire workers (‘employment protection laws’),
higher and/or more extensive minimum wages, higher unemployment
benefits (relative to average wages) would all serve to raise the NAIRU.

The second approach places emphasis on the role of the amount of
productive capacity of the economy as a limiting factor on the levels of
employment and economic activity, and the interaction of price and
wage determination in the inflationary process. The inflation barrier is
not only a level of economic activity at which (it is postulated) inflation
would be constant, but also wages and prices would be rising at a rate,
which differs by the rate of increase of productivity and hence the distri-
bution of income between wages and profits constant. When demand
in the economy is high relative to the productive capacity, prices can
be expected to rise as unit costs are high and profit margins rising,
and in that manner the scale of productive capacity will impact on the
‘inflation barriers’. Further, as investment is ongoing, the productive
capacity is ever-changing, and the rate of investment (relative to depre-
ciation and scrapping of existing capital stock) will influence whether
productive capacity is expanding. The alternative view is that a ‘poor’
supply-side equilibrium results from a lack of productive potential. We
have argued (Arestis and Sawyer, 2005), as a number of other authors
have, that any inflation barrier should be viewed in terms of a lack of
productive capacity (relative to that which would be required to sustain
full employment of labour). Any inflation barrier may be described
as a NAIRU but it is important to distinguish between the different
perceptions of the underlying determinants. The crucial elements of
the view here is that the level of aggregate demand is always important
for the determination of the level of economic activity and hence
employment, and that investment adds to productive capacity, which
is continuously changing and thereby the positioning of the inflation
barrier is changing. Periods of recession have long-term effects through
the suppression of investment and thereby the size of the capital stock.

Both approaches can involve what is often termed hysteresis effects
though those effects are rather stronger and more self-evident in the
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second approach. These hysteresis effects, whereby the level of demand
and the experiences of unemployment and low economic activity
impact on the NAIRU, ‘inflation barrier’ arise in two broad ways. The
experience of unemployment, particularly long-term unemployment,
can lead to loss of skills and detachment from the workforce. Low levels
of demand are associated with low levels of investment, and subsequent
lower (than otherwise) capital stock (Sawyer, 2002).

These two broad approaches point towards rather different policy
perspectives. The first approach focuses on the labour market, with the
policy agenda of labour market ‘reforms’ (meaning reducing the power
and influence of organised labour, and lowering minimum wages
and social security benefits). The second approach would place more
emphasis on developing the productive capacity (and its distribution
across all regions), and less on the labour market. But even when the
labour market is viewed as significant, it would not assume that deregu-
lated labour markets would necessarily be more conducive for a low
level of unemployment for reasons which are akin to those discussed
below.

(ii) At the risk of gross oversimplification, we can identify two broad
views on what type of labour market arrangements are conducive to
good economic performance (and what is deemed to constitute good
performance differs also). One broad view would envisage that a compet-
itive labour market, which approximates the conditions envisaged in a
perfectly competitive vision of the economy, would be conducive for
good economic performance. Wages would be set in a flexible manner
by the interaction of demand and supply, bringing the labour market
into equilibrium. Relative wages would adjust to ensure that there is
a balance between demand and supply, and that labour is efficiently
allocated between different sectors and between different skill levels
and so on. Overall, there would be a balance between demand for and
supply of labour, which in effect would mean full employment (in that
all those who seek work at the going wage would be employed). This
approach would emphasise the roles of flexibility of relative wages, the
determination of wages without intervention of government (in say
the form of minimum wage legislation) and without trade unions and
collective bargaining, and the allocative function of relative wages with
movement of labour from low-demand to high-demand sectors.

The other broad view would emphasise the positive role of secure
employment and long-term contracts, supported by employment
protection legislation. The encouragement for training and skill
formation, the push for higher productivity rather than lower wages
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as the way to reduce unit labour costs and so on, would feature here.
Further, trade union involvement, worker representation can have
positive effects on issues such as work organisation, skill formation and
soon. Higher wages encourage capital-labour substitution, raising labour
productivity and induced technical change. Long-term contractual
relationships encourage commitment and loyalty, and the development
and retention of idiosyncratic knowledge. See, for example, Vergeer and
Kleinknecht (2010) for arguments along these lines.

These differences of approach have relevance for debates within the
EU and EMU and can be related to the idea of a Social Europe The term
European Social Model (and similar phrases such as Social Europe) does
not have a universally accepted meaning, and it could be said (whether
as something, which actually exists or as an aspiration) to have the
feature of standing in contrast with the American model (or perhaps
the Anglo-Saxon one). However, ‘although the [European Social Model]
is far from being a well-developed analytical concept, in essence it is
characterised by three main features: The universalistic character of
welfare provision, a high degree of coordination between economic
actors, the acknowledgement that workers need special protection and
have a right to collective interest representation, and widespread public
ownership, especially in public services’ (Hermann, 2009, p. 88). An
alternative expression is

one of the central tenets of the ESM [European Social Model] involves
the creation of social partnership between employer and employee
representatives in order to develop positive sum solutions to issues
pertaining to industrial relations. Social partnership between peak
level actors is, additionally, intended to develop a wider legitimacy
for the EU’s decision-making process, and tailor directives to meet
the requirements of those most closely affected by work-related rela-
tions. (Whyman et al., 2012, p. 222)

The ESM has strong overtones of what was seen as the German model.

At the core of what was long described as the German variant of
‘coordinated’ or ‘Rhenish’ capitalism was a combination of economic
dynamism and relatively little social inequality. Until about 20 years
ago, institutions such as the industrial relations system, labour legis-
lation and the welfare state helped the economy as a whole, as well as
large swathes of society to benefit from the success of its export-ori-
ented industry that was based on high value added and high-quality
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manufacturing, and reliant on ‘patient capital’ and skilled employ-
ees. (Lehndorff, 2012, p. 79)

Following from the quote given above, Whyman et al. (2012) state
that ‘this model of inclusivity is contrasted against another stated aim
advanced by the EU in the years since the production of the Lisbon
Treaty, namely the promotion of a more flexible labour market’ (p. 222).
Lehndorff (2012) continues from the quote above by speaking of ‘today’s
German model of capitalism - a hybrid consisting of a few preserved
components of ‘Rhenish capitalism’, neoliberal-inspired reconstruc-
tions and demolitions of this classic model over the past 20 years,
along with stubborn refusals to reform the conservative welfare State’
(p- 97). The ESM (or since each country has its own ‘model’ perhaps
social models) may lack a precise definition but the general contours
of such a notion are there (as reflected in the quote from Hermann,
2009, above). The key question which is to be addressed is how the ideas
associated with the term European Social Model relate to the Economics
and Monetary Union and the policies being advocated there and to the
more general policy approaches of the European Union. As suggested in
the quote from Whyman et al. (2012) above, and becomes evident in
the proposals on a ‘fiscal compact’, the policy drive is much more in the
direction which may be described as neo-liberal, deregulation of labour
markets and the advocacy of ‘flexible labour markets’.

6.3 Labour market ‘reforms’

The ‘fiscal compact’ incorporates not only the constraints on budget
deficits but also a call for ‘structural reforms’. Under Article 5 of Treaty
on Stability, Coordination and Governance ‘A Contracting Party that is
subject to an excessive deficit procedure under the Treaties on which the
European Union is founded shall put in place a budgetary and economic
partnership programme including a detailed description of the struc-
tural reforms which must be put in place and implemented to ensure an
effective and durable correction of its excessive deficit’ (p. 14).

Mario Draghi, president of the ECB, stated that the most important
structural reforms were

first is the product and services markets reform. And the second is the
labour market reform which takes different shapes in different coun-
tries. In some of them one has to make labour markets more flexible
and also fairer than they are today. In these countries there is a dual
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labour market: highly flexible for the young part of the population
where labour contracts are three-month, six-month contracts that
may be renewed for years. The same labour market is highly inflex-
ible for the protected part of the population where salaries follow
seniority rather than productivity.!

This echoes the sentiments which have been repeatedly expressed by
the European Central Bank in the various issue of their Monthly Bulletin.
The ECB has been at the forefront of calling for more ‘flexible’ labour
markets and for changes in the pension arrangements. For example,

The Governing Council [of the ECB]...urges all euro area govern-
ments to decisively and swiftly implement substantial and com-
prehensive structural reforms. This will help these countries to
strengthen competitiveness, increase the flexibility of their econ-
omies and enhance their longer-term growth potential. In this
respect, labour market reforms are key, with a focus on the removal
of rigidities and the implementation of measures which enhance
wage flexibility. In particular, there is a need for the elimination
of automatic wage indexation clauses and a strengthening of firm-
level agreements so that wages and working conditions can be
tailored to firms’ specific needs. These measures should be accom-
panied by structural reforms that increase competition in product
markets, particularly in services — including the liberalisation of
closed professions — and, where appropriate, the privatisation of
services currently provided by the public sector, thereby facilitat-
ing productivity growth and supporting competitiveness. (ECB,
2011, p. 7)

It is almost self-evident that one would want to be ‘flexible’, for who
would wish to be seen as ‘inflexible’? But if other words were used, such
as volatile wages, uncertain employment, then it would not be so self-
evident. The more serious point to make here is that ‘flexible’ (or similar)
can have a number of meanings in the context of labour markets. It
can refer to the market being rather like that portrayed in neoclassical
economics as akin to what may be described as a spot market - that
is when there is any change in demand and supply conditions then
wages adjust accordingly in the context where individuals are hired on
a short-term basis with rapid adjusting wages. It can be taken to refer
to low or no costs associated with hiring and firing. But flexible can
also relate to what is termed functional flexibility — the ability of an



Employment Strategies 131

individual to move from one task to another; at another level the facility
for a worker to retrain when the job requirements change or when the
demand for the skills which the worker possessed declines. Although
there is range of meanings which can be associated with ‘flexible labour
markets’, the intention of authors such as the ECB can reasonably be
taken to mean the direction towards the greater movements in wages
and employment.

6.4 FEuropean labour market and employment policies

The Economic and Monetary Union has, in general, said little about
labour market and employment policies, although as noted below the
ECB has often pontificated on the need for labour market reforms, and
‘structural reforms’ feature in the fiscal compact. Insofar as there are
labour market and employment policies for EMU countries coming
from a central federal level they are those of the EU and its employment
strategy, but that of course is at the EU level rather than the EMU level.
The EU does have a Directorate of Employment, Social Affairs and
Inclusion, and its title is suggestive of a broader approach than that
of the structural reform agenda of the ‘fiscal compact’.? And as Grahl
(2006) argues,

Labour market policies have a specific place in the EU, in that
they represent an intermediate zone between the economic sphere
where the EU has extensive powers and the sphere of social pol-
icy where member states retain almost complete competence. It is
also the case that the doctrines which inform these policies are an
amalgam - although neoliberal conceptions have predominated
since the 1980s, there are also commitments to social partner-
ship, social dialogue and, more recently, to the “European Social
Model” (ESM) which are certainly more than cosmetic and which
have influenced both the form and its content of EU labour market
policies. (p. 170)

The European Employment Strategy is viewed as providing a framework
for EU countries with regard to employment policies, and through
the ‘open method of coordination’) for the sharing of information,
discussion and coordination of their employment policies.?

Within the Europe 2020 Strategy, the Employment Strategy is
intended ‘to create more and better jobs throughout the EU’ (European
Employment Strategy web page). In order to reach such an objective,
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the EES encourages measures to meet three headline targets by
2020:

75 % of people aged 20-64 in work;
school dropout rates below 10%, and at least 40% of 30-34-year-
olds completing third level education;

e at least 20 million fewer people in or at risk of poverty and social
exclusion’ (emphasis in original).

These constitute three of the five Europe 2020 targets, with the other
two being 3 per cent of EU GDP invested in research and development,
and greenhouse gas emissions 20 per cent (or 30 per cent if conditions
are right) lower than 1990 with 20 per cent of energy from renewable
and a 20 per cent increase in energy efficiency (these being group under
climate change/energy).

These are laudable targets which raise rather fundamental questions,
namely are the policies being actually pursued conducive to their
attainment, and in the present context will the employment and labour
market policies being advocated by the EC (and more particularly by
EMU) contribute to their achievement. The guidelines of employment
policies (European Union, 2010) highlights four, namely:

Guideline 7: Increasing labour market participation of women and
men, reducing structural unemployment and promoting job
quality;

Guideline 8: Developing a skilled workforce responding to labour
market needs and promoting lifelong learning;

Guideline 9: Improving the quality and performance of education
and training systems at all levels and increasing participation in
tertiary or equivalent education;

Guideline 10: Promoting social inclusion and combating poverty.

It is under guideline 7 that there is most evidence of a neo-liberal thrust
to the policy guidelines. It argues that

Member States should integrate the flexicurity principles... Member
States should therefore introduce a combination of flexible and relia-
ble contractual arrangements, active labour market policies, effective
lifelong learning, policies to promote labour mobility, and adequate
social security systems to secure labour market transitions accom-
panied by clear rights and responsibilities for the unemployed to
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actively seek work.... Policies to make work pay remain important.
In order to increase competitiveness and raise participation levels,
particularly for the low-skilled, and in line with economic policy
guideline 2, Member States should encourage the right framework
conditions for wage bargaining and labour cost development con-
sistent with price stability and productivity trends. Member States
should review tax and benefit systems, and public services capac-
ity to provide the support needed, in order to increase labour force
participation and stimulate labour demand.” But this is ‘modified’ by
‘together with the social partners, adequate attention should also be
paid to internal flexicurity at the work place. Member States should
step up social dialogue and tackle labour market segmentation with
measures addressing precarious employment, underemployment
and undeclared work. ... Member States should combat in-work pov-
erty and promote occupational health and safety. Adequate social
security should also be ensured for those on fixed-term contracts
and the self-employed. (European Union, 2010).

A central feature of the EU general approach to labour markets has
become ‘flexicurity’, which is seen as

a new way of looking at flexibility and security on the labour market.
It sets out from the awareness that globalisation and technological
progress are rapidly changing the needs of workers and enterprises.
Companies are under increasing pressure to adapt and develop their
products and services more quickly. If they want to stay in the mar-
ket, they have to continuously adapt their production methods and
their workforce. This is placing greater demands on business to help
their workers acquire new skills. It is also placing greater demands
on workers with regards to their ability and readiness for change ...
Flexicurity promotes a combination of flexible labour markets and a
high level of employment and income security and it is thus seen to
be the answer to the EU’s dilemma of how to maintain and improve
competitiveness whilst preserving the European social model.

Flexicurity can be defined, more precisely, as a policy strategy to
enhance, at the same time and in a deliberate way, the flexibility of
labour markets, work organisations and labour relations on the one
hand, and security — employment security and income security — on
the other (http://ec.europa.eu/social/main.jsp?catld=116&langld=en;
see also “Towards Common Principles of Flexicurity: More and Better
Jobs Through Flexibility and Security’, EC, 2007).
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However, it is recognised that ‘each Member State has a specific labour
market situation and culture. The European Commission is therefore not
aiming for a one-size- fits-all ‘flexicurity recipe’ for all Member States,
but rather to establish ‘pathways’ to be developed towards achieving
more flexicurity. Pathways are sets of measures that can, if introduced
in conjunction with each other, improve a country’s performance in
terms of flexicurity.” A number of pathways are set out: (i) tackling
contractual segmentation; (ii) developing flexicurity within the enter-
prise and offering transition security; (iii) tackling skills and oppor-
tunity gaps among the workforce; and (iv) improving opportunities for
benefit recipients and informally employed workers (http://ec.europa.
eu/social/main.jsp?catld=117&langld=en).

These remarks are only intended to illustrate some aspects of
employment and labour market policies coming from the EC and EU.
For the purposes of the discussion of the euro, we would make three
sets of comments. The first is that the labour market policies of the EU
are difficult to categorise in terms of, for example, being neo-liberal or
not, and - as briefly indicated — contains many competing elements.
It is also seen that these policies are subject to the ‘open method of
coordination’ which relies more on peer pressure than legislation. It is,
of course, the case that the EMU countries are only a subset of the EU,
and as such these labour market policies apply to all countries rather
than being tailored to the requirements of a single currency.

The second is that whilst the EU has set an employment rate target,
the route to its achievement is intended to be labour market policies
rather than attention to demand factors and the creation of productive
capacity. It is perhaps not surprising that an employment strategy
should emphasise labour market policies, rather than the creation of
productive capacity. But within the European policy framework much
less attention is paid to the level and distribution of investment. Further,
and particularly relevant for the operation of the single currency, there
are no policies which address the coordination of wage inflation and
the evolution of unit labour costs.

The third is that the nature of the ‘fiscal compact’ represents a consid-
erable departure as far as the EMU countries are concerned with regard
to labour market policies in two important respects. First, the imple-
mentation of ‘structural reforms’ in a particular country can be dictated
by EMU as whole. Second, the policies associated with the term ‘struc-
tural reform’ represent a big step in the direction of neo-liberal ‘flexible
labour markets’ and away from the type of policies associated with the
term European Social Model.
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In the next section, we consider the evidence with regard to ‘flexible
labour markets’ and levels of employment and unemployment. It is clear
that underlying the drive for ‘structural reforms’ is an implicit view
of what constitutes ‘good’ labour market policies and what constitute
‘bad’ ones, with the ‘flexible labour market’ falling into the ‘good’
category. The evidence in the next section challenges that view, and
hence whether ‘labour market reforms’ can indeed bring higher rates
of employment. In the subsequent section, we consider some of the
differences in labour market institutions and perspectives on policies
between the member states of EMU.

6.5 Do more ‘flexible’ labour markets lead to better
economic performance?

This advocacy of labour market ‘reforms’ is consistent with the
theoretical framework, which has been discussed in chapter 3, in which
it can be seen that demand has no long-lasting effects on output, and in
which the supply side of the economy is viewed to determine the level
of economic activity. It is a stage further to argue that relevant changes
in the labour market will lead to changes in the level of unemployment
but a stage which is often followed. But the evidence that labour market
‘flexibility’ favourably impacts on the level of employment is weak. It
must be noted here that labour market ‘flexibility’ is used here to mean
lack of regulation and the promotion of wage and employment flexi-
bility in the face of demand shocks (which may be more pejoratively
be labelled as ‘hire and fire’ mentality). As noted above, there are other
notions of flexibility (such as functional flexibility) which are valuable
but do not come under the heading of ‘flexibility’ here.

The first point to note is that notions of labour market ‘flexibility’
do not fit well with the experiences of unemployment within the
European Union. It would generally be seen that the direction of
travel in terms of labour market regulation has been in the direction
of deregulation. After the formation of the euro, as figures in chapter
2 indicate, unemployment did indeed generally fall, but those falls
were quickly reversed with the onset of the financial crisis, and more
‘flexible’ labour markets have not prevented unemployment in 2012
standing at higher figures (in general, Germany being an exception)
than in the late 1990s. Further, unemployment varies between and
within countries. The inter-country comparisons do not readily support
any idea that more ‘flexible’ labour markets are associated with lower
unemployment: the rate of unemployment in the EU countries in 2004
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ranged from 4.5 per cent in Ireland, 4.6 per cent in the Netherlands
to 11.5 per cent in Spain: in 2012 it ranged from over 26 per cent in
Greece and Spain to under 5 per cent in Austria, where the corre-
lation between unemployment and labour market ‘rigidity’ is not self-
evident. For example, Tridico (2012) concludes ‘that countries which
performed better during the economic crisis of 2007-2011 are countries
which do not have a flexible labour market and have managed to keep
stable employment levels. These countries combine a very good mix of
economic policies and social institutions oriented to stabilize the level
of consumption and the aggregate demand. Coordination mechanisms,
higher level of financial regulation and monitoring are also important
features of these economies. Clearly, this group of countries identifies
better, in the EU, a coordinated market economy model’ (p. 1).

The intra-country comparisons of unemployment between regions
indicate substantial variations. There is a wide range of unemployment
within a country (e.g. Spain where in 2004 it varied from 5.5 per cent in
Comunidad Foral de Navarra to 17.1 per cent in Andalucia, and in 2011
from 12 per cent in Pais Vasco through to 30 per cent in Andalucia).
These variations of unemployment cannot in general be explained by
appeals to differences in the degree of ‘flexibility’ of labour market (or
other differences in labour market institutions) since there are broad
similarities across the regions. It is generally the case that employment
laws, regulation and deregulation of labour markets, organisation of trade
unions apply at the national level, and hence are effectively the same for
each region. But there are large differences in regional unemployment.

Therate of unemployment also differs significantly amongst countries,
and on average remained over 7' per cent throughout the 2000s. By
2012 it had reached near 12 per cent across the euro area confounding
those who claimed that ‘Employment has risen by almost 15% since the
launch of the single currency while unemployment has fallen to about
7% of the labour force, the lowest rate in more than fifteen years....The
bulk of these improvements reflect reforms of both labour markets
and social security systems carried out under the Lisbon Strategy for
Growth and Jobs and the coordination and surveillance framework of
EMU, as well as the wage moderation that has characterised most euro
area countries’ (European Commission 2008, p. 6).

A study by Baker et al. (2002) provides empirical evidence on labour
market regulations and unemployment for 20 OECD countries spanning
the 40 years 1960-99. Different time periods are utilised and different
combinations of variables. The most comprehensive measure of labour
market institutions and policies utilised can only account for a minor
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part of the differences in the evolution of unemployment. The evidence
in Baker et al. (2002) provides little or no support for the labour market
rigidity, and in general for labour market institutions, explanations.
An index of the extent of labour market deregulation in the 1990s is
constructed, but this variable too, showed no meaningful relationship
between labour market deregulation and shifts in the NAIRU. The same
study poses the question of ‘reverse causality’ in the studies they discuss,
to conclude that “While clearly not universal, this evidence of reverse
causation provides serious grounds for viewing test results showing a
correlation between high unemployment and long benefit duration’ (p.
28). Glyn et al. (2006) found the evidence linking ‘various indicators
of the implementation of labor market reforms and unemployment’ to
be unconvincing (p. 20). This was following up on Baker et al. (2004,
2005) studies, which have challenged the robustness of the findings
that ‘rigidity effects of labor market institutions explain the pattern
of unemployment across developed countries’ (Glyn et al., 2006, pp.
20-1). They conclude that

proponents of labor market deregulation have not produced robust
evidence of systematic positive effects of their proposed reforms
on cross-country employment performance, though this result has
evidently not dimmed the confidence with which such reforms are
promoted. ... Deregulationists often argue that demonstrating any
negative effect of labor market institutions on the unemployment
rate is sufficient to pare back or eliminate those institutions. In
fact, since these institutions typically provide substantial economic
and social benefits, the burden of proof should be set much higher.

(pp- 20-1).

Palley (2001), by accounting for micro- and macroeconomic factors,
and also for cross-country economic spillovers, concludes that
unemployment in Europe emanates from ‘self-inflicted dysfunctional
macroeconomic policy’ (p. 3).

Palley (2001) seeks to account for a range of microeconomic labour
market institutional and macroeconomic variables in exploring
unemployment for a range of European countries. He concludes that

the evidence clearly shows that macroeconomic factors matter for
unemployment, and these factors are robust to changes in the empir-
ical specification of the model. However, when it comes to microeco-
nomic factors the evidence is much more problematic. The level of
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wage bargaining coordination and the extent of union coverage mat-
ter consistently, but they need not raise unemployment if they are
appropriately paired. The level of benefit duration and the level of
union density are both consistently insignificant. The significance
of other microeconomic variables (employment protection, replace-
ment rate, tax burden) is unstable and not robust to changes in speci-
fication. (Palley, 2001, p. 5)

Baccaro and Rei (2006) summarise their empirical results as follows:
they provide

very little support for the view that one could reduce unemploy-
ment simply by getting rid of institutional rigidities. We find that
an increase in interest rates raises unemployment and that countries
that augment the level of independence of their central bank end
up augmenting the unemployment rate as well. Changes in employ-
ment protection, benefit replacement rates and tax wedge do not
seem to have a significant impact on unemployment. The one insti-
tutional variable we find to be positively associated with changes
in unemployment is the union density variable. Other interesting
results from our analysis concern the bargaining coordination vari-
able, which turns out to be mostly an insignificant predictor when
fixed effects are controlled for, in contrast with most literature that
attributes to it a negative impact on unemployment. (p. 150)

An OECD (1999) study is more damning to the ‘labour-market-flexi-
bility’ thesis. It covers the period late 1980s to late 1990s and utilises new
and improved data on employment legislation in 27 OECD countries. It
utilises multiple regression analysis and techniques, so that it is able ‘to
control for other factors that can influence unemployment’ (p. 88). The
study demonstrates that employment protection legislation (a measure
of labour market flexibility) has small or no impact at all on total
unemployment.* Consequently, dismantling employment protection
would not solve the current unemployment malaise in the 27 countries
considered in the study.

Arecent OECD study (OECD, 2012) is more sympathetic to a structural
reform agenda, but concludes that ‘the benefits from reforms often take
time to materialise’, though ‘concerns about possible negative short-term
effects of structural reforms seem exaggerated’. However, ‘cyclical condi-
tions matter for the short-term effects of reforms. There is some evidence
that in ‘bad times’, certain labour market reforms (of unemployment
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benefit systems and job protection in particular) can make the economic
situation temporarily worse. In still depressed economies, such reforms
would therefore be more quickly beneficial if carried out only once the
labour market shows clear signs of recovery. In view of wide remaining
spare capacity, constrained macroeconomic policies and impaired fiscal
positions in most OECD countries, policy priority should be given to
reforms that offer comparatively strong short-term gains, especially in
terms of strengthening the jobs recovery’ (OECD, 2012, p. 166) with the
promotion of active labour market policies.

Many of the measures associated with labour flexibility (such as a
more stringent approach to unemployment benefits, reduction of
minimum wages) would tend to reduce the wage share in national
income, tend to depress demand and to increase the budget deficit.
The budget deficit could then only be expected to decline (following a
more ‘flexible’ labour market) if an investment boom were stimulated.
A similar argument is deployed by Tridico (2012) in relating labour
market flexibility with the financial crisis.

The flexibility agenda of the labour market and the end of wage
increases...diminished workers’ purchasing power. This was partly
compensated with increased borrowing opportunities and the boom
of credit consumption, all of which helped workers to maintain
unstable consumption capacity. However, in the long term, unsta-
ble consumption patterns derived from precarious job creation,
job instability and poor wages have weakened aggregate demand.
Hence, labour market issues such as flexibility, uneven income dis-
tribution, poor wages and the financial crisis are two sides of the
same coin. (p. 17)

Our conclusions echo those of Whyman et al. (2012) (based on liter-
ature which substantially overlaps with those we have cited above)
when they write that ‘there are a large number of studies which
have found little or no significant impact arising from labour market
deregulation’ (p. 229).

The European Commission (2008) sums up by suggesting that

the assessment of whether the single currency led to less or more
progress with structural reforms depends largely on the data source
used. OECD and Eurostat data do not replicate the negative impact of
the single currency emerging from the BEPGs and Fraser indicators.
Obviously, the small size of the control groups constitutes a severe
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handicap, and no sweeping conclusions can be drawn. Even so, from
the findings can be safely inferred that there is no overwhelming
evidence of the ‘TINA’ argument that giving up of the exchange rate
and interest rate instruments in EMU would spontaneously produce
incentives for structural reform so as to heighten the flexibility of
markets in the pursuit of alternative adjustment mechanisms. There
is no evidence that this has occurred, which is of concern given the
sizable reform needs. (p. 92)

A later European Commission (2012b) study also suggests that

All employment and social indicators point to a growing divergence
between the Southern and peripheral European countries, that
seem to be trapped in a vicious circle of recession, while most of
the countries of Northern and Central Europe have so far shown
greater resilience. Part of this is driven by how the economy has per-
formed overall but much of the overall performance is the result of
how labour markets and social systems reacted to the severe global
downturn. The shockwaves from the crisis appear to be asymmetric
but the different institutional setups saw very different resistance
to the generally experienced major shock from the initial financial
crisis: very often countries with relatively un-segmented labour mar-
kets and strong welfare systems have fared better than those with
highly segmented labour markets and weak welfare provisions. The
(in)ability to cope with the shock was frequently compounded by
the initial public debt and deficit levels, as well as the property mar-
ket situation, and subsequent developments followed by the reaction
of financial market. (p. 17)

The same study goes on to argue that

In the area of labour market policies, feasible fields for action include
minimum wages, taxation and social spending and all involve rebal-
ancing in one form or another. On wages, the action would involve
raising or introducing minimum wages and greater social partners
involvement through exchanging views on wage developments at
European level. Taxation measures would see rebalancing within
income tax shifting the burden from the lower paid to the higher
wage earners and rebalancing taxation away from labour onto prop-
erty and onto environmental ‘bads’. Social spending would be rebal-
anced to improve efficiency in terms of reducing inequality. More
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generally, a social investment approach to social protection expendi-
ture would be taken. (p. 49)

Vergeer and Kleinknecht (2010) address the issue of the effects of
labour market deregulation on productivity across a panel of 19 OECD
countries. They conclude that the ‘Superior growth of labor input in
flexible Anglo-Saxon economies is not due to superior GDP growth.
Over a long period (1960-995), it has been due to a lower growth of
labor productivity when compared to ‘rigid’ European economies’
(p- 391). Only after 1995 did the picture change as the ICT boom
enhanced US labour productivity growth. At the same time, several
European countries experienced a worsening labour productivity
performance as they gradually engaged in wage-cost saving flexibili-
sation of their labour markets. These authors note that

the call for more flexible labor markets is one for lower wages. It is
interesting to confront such claims to evidence from micro-data.
For example, firm-level estimates in the Netherlands show that
firms employing high shares of flexible personnel pay lower wages
and flexible workers earn less per hour, compared to similar work-
ers with tenured jobs. Estimates of sales equations, however, also
show that firms with high shares of flexible labor do not conquer
market shares from ‘rigid’ firms—in spite of paying lower wages.
The explanation is that firms with plenty of flexible labor realize
lower productivity gains (Kleinknecht et al. 2006). ... Clearly, down-
ward wage flexibility is paying less than expected: lower wages are,
to a significant degree, compensated by lower labor productivity
gains. (p. 394)

In this section, we have summarised a range of evidence which runs
against the idea that the route to higher employment and better
economic performance is labour market deregulation and ‘flexibility’.
This should, at a minimum, raise serious questions on the desirability
of a rush to ‘structural reforms’ within the ‘fiscal compact’.

6.6 Concluding remarks

From the discussion above there are two important features of labour
markets and their institutions which have major importance for the
single currency and its operations. The first is the notion that labour
markets and their institutions differ substantially and significantly



142 Economic and Monetary Union Macroeconomic Policies

across the member countries which raises issues for the operation
of common macroeconomic policies. Further, these differences
in labour market institutions could lead to marked differences in
economic performance, notably with regard to wage inflation and
productivity trends. This is not to imply there is some optimal set of
labour market institutions which would be consistent with the best
macroeconomic outcomes. But it is to point to possible differences
in economic performance which can generate divergences (or at least
non-convergence) within the Economic and Monetary Union. Between
countries which have separate currencies some adjustment to those
differences can be accommodated by changes in the (real) exchange
rate. This is notably the case with differences in rates of inflation and
in growth of productivity. Many of those differences may generate
difficulties within a single currency area, as appears to have been the
case with respect to differences in inflation rates between member
countries (as discussed in chapter 3).

Labour market institutions evolve, and the creation of a single market
alongside the free movement of labour and the creation of a single
currency will undoubtedly exert pressures on labour market institu-
tions. As a result of those pressures, alongside the construction of a
European Employment Strategy (not to mention the pressures for ‘struc-
tural reforms’ within the ‘fiscal compact’), some convergence of labour
market institutions is likely to occur. But the processes of convergence
and evolution are likely to be relatively slow, and major differences in
labour market institutions will long remain. The policy challenge is
then how to construct policies at the EMU level which will address
the differences of institutions and the differences in macroeconomic
performance. In this regard we would suggest that important elements
would be policies which rectify differences in competitiveness which
has emerged between countries, and to limit future differences in wage
and price inflation.

The second feature is the degree to which the policy thrust of EMU
and of the EU more generally (though it is more readily apparent in
the policy pronouncements of EMU institutions, notably the ECB) is
the neo-liberal direction of deregulation and labour market ‘flexibility’.
The complexities of the European Employment Strategy mean that
this is not a uniform push in that direction, and there are numerous
caveats which would need to be entered against that simplification.
But the policy agenda of the ECB and now of the ‘fiscal compact’ are
difficult to interpret other than in terms of this neo-liberal direction.
This approach runs into the ‘one size fits all’ problems which monetary
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policy has faced. Countries differ in their histories and experiences,
which precludes a simple read over of imposition of a set of uniform
policies. It has also been argued here that the evidence does not support
the view that labour market ‘reforms’ (in the direction of deregulation)
are strongly associated with improved economic performance.



/

Macroeconomic Policies for Full
Employment and Low Inflation

7.1 Introduction

What should the macroeconomic policies of the Economic and Monetary
Union (EMU) look like? In trying to give an answer to this question we
proceed in three stages. The first, which picks up from our discussion in
chapters 4 and 5, is to consider what the objectives of economic policy
should be, specifically in relation to macroeconomic policy. The second
is to consider the instruments of economic policy and how they can be
used to achieve the stated objectives. In this we look at the instruments
of monetary policy and argue that monetary policy should be geared
towards ensuring financial stability (rather than being narrowly focused
on inflation) and that additional tools of monetary policy should be
developed to move away from sole reliance on the central bank interest
rate policy. In the case of fiscal policy we argue for such a policy that
is geared towards achieving a high level of economy activity and low
unemployment. For national governments this would entail setting the
budget position in an appropriate manner without constraint from the
Stability and Growth Pact and similar measures. At the federal level
there is a need to develop a budget of some significance and one which
can play a stabilising role. This can raise questions such as whether this
would be a budget covering just the EMU countries or whether it should
be extended to all EU countries. The third is to consider changes to the
institutional arrangements. We start with the role of the ECB and its
relationship with the ESCB and national central banks. In this regard
we first argue for the democratisation of the ECB and its integration
into the macroeconomic decision-making process. This would enable
some coordination between monetary and fiscal policies, a very
important dimension of such economic policy coordination. The ECB
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would no longer be independent and able to pursue its own agenda.
The split of responsibilities between the ECB and national central banks
with the latter being responsible of the national banking sectors and
therefore being in charge of the national banking regulation needs to
be examined in the context of the aftermath of the 2008 financial crisis
and the internal market.

We proceed, after this introduction, with a discussion in section 7.2 of
the economic policy implications of our theoretical framework as in
chapter 3, followed in section 7.3 with monetary policy, in section 7.4
with fiscal policy and in section 7.5 with international relations and
exchange rate policy. Section 7.6 turns briefly to considerations relevant
to inflation before we summarise and conclude in section 7.7.

7.2 Economic policy implications

It is our firm starting point for the discussion of macroeconomic policies
that the overall focus of the relevant policies should be on sustainable
and equitable economic development and growth. A specific part of that
general focus is the objective of the achievement of full employment of
the labour force. Achieving such an objective requires the maintenance
of both a high level of aggregate demand and the provision of sufficient
productive capacity. The development and analysis of macroeconomic
policies arise from interactions between those macroeconomic objec-
tives and the theoretical framework outlined earlier in the book and
more specifically in chapter 3.

7.2.1 Objectives of economic policy

We begin by briefly commenting on the objectives of economic policy.
In our perspective, the objectives of economic policy should be: (i) full
employment of the available labour supply, and thus sustainable growth;
(ii) constant rate of inflation consistent with output growth rather than
target rate of inflation; and this in view of the evidence that inflation
and output move together up to an inflation rate of around 10-15 per
cent, as discussed below in section 7.6; and (iii) financial stability.
The instruments of economic policy may be briefly summarised:

(i) fiscal policy is crucial. We consider the operation of fiscal policy in
terms of movements in the fiscal stance in the short run and also
in respect of the long-run setting. In the short term, variations in
the fiscal stance can be used in conjunction with automatic stabi-
lisers to offset fluctuations in economic activity arising from, inter
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alia, variations in private sector aggregate demand. In the longer
term, the general fiscal stance should be set to underpin the desired
level of output and employment;

(ii) interest rate policy should be set so that the real rate of interest is as
low as possible in line with the trend rate of growth. In this sense,
areal rate of interest in line with the perceived trend rate of growth
could be targeted so that the nominal rate is set by the central bank
equal to the target rate plus the expected rate of inflation. Further,
the operations of the central bank should ultimately be directed
towards financial stability and this objective of financial stability
should be placed as the most significant one for the central bank,
requiring the development of alternative policy instruments along-
side the downgrading of interest rate policy and of any notion of
inflation targeting;

(iii) exchange rate policy is also important. Changes in the exchange
rate affect the domestic economy: primarily in terms of the level
of demand and hence economic activity and, rather weakly, in
terms of inflation. Intervention by the central bank in the foreign
exchange market with the specific aim to stabilise the exchange
rate may be important in this respect as argued below, where we
suggest control and direct manipulation of the exchange rate by
the central bank.

We elaborate in what follows on these economic policies. The instru-
ments of economic policy summarised above to achieve the objectives,
also alluded to above, are discussed in what follows beginning with
monetary policy.

7.3 Monetary policy

We examine two dimensions of monetary policy: Interest rate policy
and financial stability. we begin, however, with some general observa-
tions before we return to the two dimensions.

7.3.1 General observations

The EMU policy arrangements discussed earlier in this book suffer
from a number of defects. First, if inflation is induced by a demand
shock (if, for example, a higher level of demand pushes up inflation)
then a policy to influence aggregate demand, and thereby, it is hoped,
inflation may have some validity. But such a policy is powerless to deal
with cost inflation or supply shock inflation. A supply shock would
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lower (raise) output whilst raising (lowering) inflation. The experience
with inflation in years such as 2007/08 and 2011, when inflation
increased in view of higher oil prices and imported raw materials is
very telling. Central banks did not use the rate of interest to contain
inflation for the very reason just alluded to, namely the supply shock
type of inflation.

Further, the extent to which the domestic interest rate can be
changed is circumscribed by exchange rate considerations and are
likely to take some time to have any impact on aggregate demand (and
then the impact may be rather small). Indeed the British monetary
authorities (and others) talk in terms of a two-year lag between the
change in interest rates and resulting impact of changes in aggregate
demand on the rate of inflation. Interest rates are likely to influence
investment expenditure, consumer expenditure, market interest rates
and asset prices, expectations and the exchange rate. These changes in
turn influence domestic and external demand, and then inflationary
pressures. In addition, interest rate changes can also have distributional
effects, whether between individuals or between economic regions (see,
for example, Arestis and Sawyer, 2002).

Second, changes in interest rates have only a limited impact on
aggregate demand. But further in so far as interest rates do have an
impact it comes through effects on investment and on the exchange
rate. High interest rates have long-term detrimental effects through
reducing future productive capacity and through the impact of foreign
trade. We have surveyed elsewhere (Arestis and Sawyer, 2003b), and
also noted in an earlier chapter of this book, the results of simulations
of the effects of monetary policy using macroeconometric models. The
survey is based on work undertaken for the ECB, the US Federal Reserve
System, and for the Bank of England. The conclusion of that survey is
that the effects of interest rate changes on inflation tend to be rather
small - typically a 1 percentage point change in interest rates may
dampen inflation by 0.2 to 0.3 per cent after two years.

Third, monetary policy is a ‘one policy fits all’ approach. Within the
euro area there is a single central bank discount rate. It is well known that
the setting of that single interest rate poses difficulties — the rate, which
is appropriate for a country experiencing high demand and perhaps
inflationary pressures, is not the same as that appropriate for one facing
low demand. Indeed, the impact of interest rate changes is likely to
differ markedly across countries. Furthermore, monetary policy may
address the average inflation picture but cannot address differences in
inflationary experience across the euro area countries.
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Fourth, the ECB assessment of the level of economic activity is completely
impervious to the behaviour of interest rates. Bibow (2003) puts it aptly:
‘Ex ante interest rate policies never seem to conflict with economic growth
in ECB policy communications and assessments. Ex post economic devel-
opments do not appear to have been related to interest rate developments
either’ (p. 5). The ECB rationale is that monetary tightening would not
pose any risk to economic activity. Such policy keeps inflationary expec-
tations under control, thereby sustaining confidence in price stability,
which stimulates economic activity. This is rather surprising in view of
the work undertaken on the transmission mechanism in the euro area
(ECB 2002d, October), which shows that monetary policy has strong real
effects, especially so in ‘that investment is a main driving force, with a
contribution of more than 80 percent to the total response of gdp after
three years’ (p. 47) — see, also, Arestis and Sawyer (2003b); Kuttner and
Mosser (2002) and our discussion of the DSGE models in chapter 3.

7.3.2 Interest rate policy considerations

Inflation has been relatively low in most industrialised countries and
on a global scale for much of the past two decades, and proponents
of inflation targeting have claimed the credit for that low inflation.
We have argued elsewhere that inflation targeting itself has not been
responsible for this low inflation (see, for example, Angeriz and Arestis,
2007a, 2007b, 2008; Arestis and Sawyer, 2008a). Inflation targeting has
in effect sought to return to a crude demand reduction approach to the
control of inflation, albeit that the instrument chosen (interest rate)
was not the most effective one (that is fiscal policy would have been
more potent). The cloud on the horizon is to find an alternative and
effective way of maintaining low inflation, without having to resort to
demand deflation and the associated losses of employment and output
(see, for example, Arestis and Sawyer, 2013a).

There is, thus, a need to develop policy instruments to address the
issue of inflation, which do not rely on demand deflation and which
are effective (as doubt has been cast on the effectiveness of monetary
policy as a tool for the control of inflation; see the earlier discussion
in this chapter). There is also a need to recognise that interest rates set
in pursuit of inflation targeting, have an impact on a range of other
significant variables, notably the exchange rate and asset prices. In
part, the manner in which interest rates are seen to influence inflation
is through the exchange rate and asset prices: higher interest rates are
viewed as tending to raise the value of the exchange rate (having
downward impact on domestic inflation) and to depress asset prices
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(thereby generating a wealth effect which tends to lower demand).
But these economic variables are clearly important in their own right
(rather than merely as a route to inflation) and more significantly
interest rates and other changes may feed into price bubbles, whether
of the exchange rate or asset prices. It is not a matter of incorporating
(or not) asset prices into the targeted measure of inflation for that does
not adequately reflect the possible implications of asset price bubbles
(and in any event would be limited to assets such as housing). For
example, Goodhart (2005a) argues that a focus on domestic variables
only in interest rate determination may provide ‘a combination of
internal price stability and exchange rate instability’ (p. 301; see, also,
Goodhart, 2005b). In recent times, an important aspect of this can
be the influence of low interest rates on asset prices, and whether
the stimulus to asset price rises coming from low interest rates can
be the spark of setting off a price bubble. The argument of Wicksell
(1898), and others, could be seen as one that suggests interest rate
policy has an effect on asset price inflation — or at least some subset
of asset prices. Asset prices develop a speculative element (meaning
here purchase of asset to benefit from expected rise in price, rather
than for income stream from asset). It is obvious to say that asset price
bubbles have developed — dot.com, house prices, etc. Current arrange-
ments are powerless to deal with those bubbles.

The setting of the interest rate has some clear and obvious implica-
tions for the operation of fiscal policy. As indicated above, a total budget
deficit relative to GDP of d would lead to a debt ratio of d/g. Let us write
d = d’ + rb where d’ is the primary deficit (that is excluding interest
payments), then b = d/g = (d’ + rb)/g and hence d’ = (§ — b. When the
growth rate is greater than (post-tax) rate of interest then there would
be a primary deficit, and this would not lead to an unsustainable rise
in the debt ratio. When growth rate is below the rate of interest, then
a primary surplus would result. The case where ¢ = r is of particular
interest, particularly as this would appear a good approximation to the
relationship between growth rate and government’s cost of borrowing.
Pasinetti (1997) remarks that this case

represents the ‘golden rule’ of capital accumulation. ... In this case,
the public budget can be permanently in deficit and the public debt
can thereby increase indefinitely, but national income increases at
the same rate (g) so that the D/Y ratio remains constant. Another
way of looking at this case is to say that the government budget has a
deficit, which is wholly due to interest payments. (p. 163)
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The setting of the interest rate equal to the rate of growth of the economy
has been discussed earlier (pp. 91/2).

7.3.3 The financial stability dimension

Financial stability has not been at the forefront of monetary policy to
say the least. The belief in the efficiency of financial markets prevented a
realistic and necessary approach to financial stability (IMF, 2009, 2010).
As a result, both the supporters of the New Consensus Macroeconomics
framework and policy makers have ignored ‘the implications for
systemic stability of financial market imperfections, including those
stemming from international frictions, moral hazard and other distor-
tions to incentives, such as externalities and herding’ (IMF, 2010, p. 7).
As a result potential systemic risk was ignored and financial regulation
and supervision ‘were increasingly light-touch and reliant on self-cor-
recting market forces’ (IMF, op. cit., p. 7); and, indeed, in the case of the
‘shadow banking’ it was completely absent.

The focus of financial stability should be on proper control of the
financial sector so that it becomes socially and economically useful to
the economy as a whole and to the productive economy in particular.
Banks should serve the needs of their customers rather than provide
short-term gains for shareholders and huge profits for themselves. In
order to achieve these objectives a number of prerequisites should be in
place. To begin with, the core function of banking should be restated.
This should be to facilitate the allocation and deployment of economic
resources over time and place to socially useful purposes. It should also
be to maximise long-term financial and social returns under conditions
of uncertainty. In order to achieve these objectives a number of reforms
should be undertaken. The most important, perhaps, is the separation
of commercial banking from investment banking.! Commercial
banking sits at the moment uncomfortably with the risky activities of
the investment banking; and most commercial banks have moved into
investment banking in search of quick profits. Separation then should
allow investment banks to go bust, if necessary, thereby instilling
greater discipline and avoiding moral hazard.

A second reform should be the break-up of banks that are ‘too big
to fail’. Allowing banks that are big to fail creates moral hazard: banks
pursuing high risk activities confident that the public will have to bail
them if and when things go wrong. Also banks need to be broken up both
to reduce costs and risks to the taxpayer, and also to improve the quality
and range of services. A further reform is to tax the financial sector and,
also, introduce a financial transactions tax (see, for example, Arestis
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and Sawyer, 2013b). These would need to take place on a worldwide
basis and used to slow financial speculation, one of the main causes of
the credit crunch. Better regulation should be introduced. Banks should
hold more capital, in the form of leverage and liquidity requirements,
particularly in booms when risks are by far greater. This proposed
requirement, which forces banks to hold more capital, could push
the countries concerned into depression. This can come about since
stringent capital requirements may leave the banks with insufficient
funds for lending purposes. Due care and attention are, therefore, vital
when constructing the relevant new rules. But one aspect is very clear.
The ‘too big to fail’ policy, with national central banks being respon-
sible at the moment, should shift to the ECB; the latter should also
be responsible to bail out banks and national governments. In other
words, the ECB should become a proper central bank with the lender of
last resort function firmly embedded in its functions.

The argument made here is that financial stability should become
the central objective of the central bank. Buiter (2008) indicates that
‘financial stability means (1) the absence of asset price bubbles; (2) the
absence of illiquidity of financial institutions and financial markets
that may threaten systemic stability; (3) the absence of insolvency of
financial institutions that may threaten systemic stability’ (p. 10). It
can be noted that the recent Banking Act 2009 in the UK establishes
that ‘an objective of the Bank (of England) shall be to contribute to
protecting and enhancing the stability of the financial systems of the
United Kingdom (the ‘Financial Stability Objective’)’.? The Bank will
work with other bodies such as the Treasury and the Financial Services
Authority (FSA) and will establish a Financial Stability Committee. At
present this is placed alongside the monetary stability objective under
the heading of inflation targeting. This could be seen a significant
step away from the operational independence of the Bank of England
and from the single inflationary objective. Our argument here is
that the financial stability objective should be the prime objective
and the operational independence of the Bank of England should be
abandoned.

Current events and the general record on financial crises (see,
Laeven and Valencia, 2008, for details of crises over the past three
decades and their costs) indicate the substantial costs associated with
financial crises and financial instability (which would far outweigh
any costs associated with inflation). In terms of the general multiple
instruments and multiple objectives framework, it may not be
possible to uniquely assign each instrument to a specific objective.
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Nevertheless, it may be possible to link an instrument mainly with a
specific objective, recognising that coordination in the use of instru-
ments can be advantageous. In this context, the argument is that the
main link should be monetary policy, in the sense of monetary and
financial stability. However, we have argued above for the policy of
seeking to target a specified real rate of interest and to seek to maintain
a constant rate of interest. Such a policy may have some beneficial
effects on financial stability as opposed to frequent changes in the
rate of interest. In the case of lowering interest rates, for example, this
can be seen to inflate asset prices with the possibility of setting off an
asset price bubble, which at some point will burst. Further, as recent
experience suggests, asset price inflation may be inimical to financial
stability given the interrelationships between asset price inflation
and credit expansion.

Greenspan (2002) put forward one approach to financial stability
when considering how to respond to asset price bubbles. He argued that
‘the degree of monetary tightening that would be required to contain
or offset a bubble of any substantial dimension appears to be so great
as to risk an unacceptable amount of collateral damage to the wider
economy’ (p. 4). But further his general attitude was that policy should be
directed towards cleaning up after a crisis rather than seeking to prevent
a crisis. He had already argued on another occasion that ‘Faced with this
uncertainty, the Federal Reserve has focused on policies that would, as I
testified before the Congress in 1999, ... mitigate the fallout [of an asset
bubble] when it occurs and, hopefully, ease the transition to the next
expansion’.? The costs (in terms of lost output, unemployment and fiscal
costs) as well as the sheer difficulties of propping up the financial system
following the financial collapse indicate that this approach should not be
one to be applied in the future. An interesting distinction in this context
and on the policy score is made by Blinder (2010). It is suggested that
there are two types of bubbles. Those associated by relatively little debt
finance, where the typical example is ‘equity-like bubbles’. Under this
type of bubble the recommended policy is to react after the bubble has
burst. The second type is the debt-financed bubbles, where early inter-
vention to contain the bubble is proposed. In this context ‘supervisory
weapons’ are recommended rather than monetary policy. The rationale
for this recommendation is based on the fact that ‘the central bank does
have weapons to target straight at the bubble — provided it is also a bank
supervisor’ (Blinder, op. cit., p. 2).

The argument here is made more relevant by Goodhart (2007), who
suggests that
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[iln so far, therefore, as the central bank has a prime concern for
systemic financial stability, it should want to promote a program of
counter-cyclical prudential regulations, where these latter become
restrictive during asset price bubbles and relax during asset price
downturns. Unfortunately the system of financial regulation is devel-
oping in a manner, which will have exactly the reverse proclivity.
Under the Basel II accord for financial regulation, this will become
more pro-cyclical. (p. 68)

Goodhart (op. cit.) goes on to point out problems with the national
adoption of standards different from those set out in Basel II.

There are already in place a variety of regulatory policies, which are
intended to develop financial stability, but it could be said that these are
often focused on the stability and viability (or otherwise) of individual
banking institutions rather than on systemic factors. As D’Arista (2009)
argues, in the context of the use of capital requirement,

As a strategy for ensuring that market forces rather than regulations
and quantity controls would determine the volume of bank lending,
capital requirements became the rationale for — and poster child of -
deregulation. But they have subsequently been seen as its Achilles
heel because of their focus on the individual institution rather than
the system as a whole. William R. White describes this ‘fallacy of
composition’ as one that can exacerbate a system-wide problem
when recommendations for a sale of assets by one institution in a
stressful situation could reduce prices and the value of remaining
assets, leaving other institutions weaker (White 2007, p. 83). (p. 10)

The argument here is: (i) monetary and financial stability should be
adopted as an objective of macroeconomic policy. This is argued in part
on the basis of the relative frequency of financial instability and the
significant costs associated with financial crisis; (ii) the objective relates
to the whole of the financial system, and not as has generally been
the case to the banking system. It is now generally recognised that the
financial system has evolved and changed such that the banking system
has become a (relatively) smaller part of the overall financial system.
The key point here is to bring to the forefront a form of monetary
and financial policy, which is focused on financial stability. The key
elements of such a policy would be tools to influence and control the
activities of financial firms as they bear on the issue of financial stability.
This firstly suggests that such a policy, financial regulation, has to be
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comprehensive in its coverage, and this applies to the range of financial
institutions, which are covered and also to its international coverage;
and presumably with EMU at the level of the ECB. It may further
suggest that the policy would need to act in a counter-cyclical manner
and to be potentially differentiated. This points away from the capital
adequacy ratios of the Basle III system in light of its pro-cyclical nature
of operation and the way in which the required capital depends on risk
assessment. In contrast an asset based reserve requirement system (see,
for example, D’Arista, 2009, Palley, 2004, for proposals) has counter-
cyclical features and can apply differential reserve requirements against
different classes of assets.

A few comments on the ‘Basel III package’ are relevant to this
discussion. This is actually concerned with bank capital and liquidity
standards. The new rulings are being phased in from January 2013 with
full implementation achieved only by January 2019. It requires banks
to hold equity requirements to 7 per cent of the risk-weighted assets
(RWA); liquidity standards include a liquidity coverage ratio, which is
a ratio of high quality liquid assets to net cash outflows over a 30-day
horizon. These new ratios are lower than they might have been and
also they are not to be fully implemented until 2019. This is actually a
victory for the banks, which seems to have been a concession to small
banks, especially in Germany, in view of their undercapitalisation. A
problem concerns the definition of the capital ratio, which is defined
in relation to risk-weighted assets, not total assets. An implication of
this is that toxic leverage is highly probable: when the RWA is a small
proportion of total assets, the exposure of the banking sector to risk
would be very high indeed. Clearly, then, Basel III has not managed
very well in correcting the mechanism through which the main cause
of the ‘great recession’ emerged; it should not, then, be surprising if
another similar crisis were to take place. All in all, and given the key
role of Basel III in the global regulatory system, it would appear that
financial stability remains unresolved and elusive from the point of
view of the ‘Basel III package’.

There is an element here of the end of monetary policy, and its
replacement by (or incorporation into) financial stability policy. With
an objective of financial stability, the central bank would become
more like a Central Financial Agency (CFA). It would be responsible for
policies, which seek to influence the credit and lending policies of the
full range of financial institutions by, for example, assets- based reserve
requirements.
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Financial stability should entail a new toolkit, which should incor-
porate both macroprudential and microprudential instruments. Both
instruments should be under the banner of the policy makers avoiding
rules and employing judgement and thus discretion. The macro-
prudential toolkit should account for the failures of the system: low
levels of liquid assets; inadequate levels of capital with which to absorb
losses; too big a financial sector; too leveraged a sector with high risks
to the taxpayer and the economy. Thus, macroprudential financial
instruments should be able to control the size, leverage, fragility and
risk of the financial system. Microprudential instruments relate to
the structure and regulation of individual banks. Banks that are ‘too
big to fail’ should be cut down in size; guarantees to retail depositors
should be limited to banks with a narrower range of investments; risky
banks to taxpayers and economy should face higher capital require-
ments; large and complex financial institutions can be wound down in
an orderly manner; and large banks should not be allowed to combine
retail banking with risky investment business. Possibly, combining all
the elements just suggested.

Addressing issues of financial stability (or what may be termed the
pursuit of macro prudential regulation) clearly requires the devel-
opment of a range of policy instruments. There are though two other
important ingredients in this idea of financial stability as the key
objective of the monetary authorities. First, many of the arguments
for an independent central bank, based on the ‘conservative’ (inflation
averse) central banker with credibility, weaken substantially. Further
with multiple objectives pursued by multiple instruments there is a need
for coordination between the macroeconomic authorities (for example,
Ministry of Finance, central bank), which is precluded by independence
strictly interpreted. Second (and related), monetary policy under
inflation targeting was intended to not only target inflation but also
reduce the volatility of output and guide output to its ‘natural’ level.
This was summarised in Taylor’s rule (Taylor, 1993), where the interest
rate was intended to be set based on deviations of inflation from target
and output from ‘natural’ level. The idea of the Phillips curve melds
those together — in that constant inflation rate is said to be consistent
with zero output gap and a positive output gap would be associated
with rising inflation both of which would point towards a higher rate
of interest. All these arguments are weakened substantially under the
financial stability objective.

We turn our attention next to fiscal policy.
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7.4 Fiscal policy

7.4.1 The SGP and fiscal compact are flawed

The general stance of the SGP and the fiscal compact with their
requirement of an overall balanced budget and maximum deficit of 3
per cent of GDP is a deeply flawed one. There is no reason to think that
a balanced budget position is consistent with high levels of employment
(or indeed with any particular level of employment). Furthermore,
there is little reason to think that the 3 per cent limit can permit the
automatic stabilisers to work, and striving to reach the 3 per cent limit
in time of recession is likely to push economies further into recession.
The balanced budget requirement does not allow governments to even
borrow to fund capital investment projects.

Additional reservations include the separation of the monetary
authorities from the fiscal authorities. The decentralisation of the
fiscal authorities inevitably makes any effective coordination of fiscal
and monetary policy difficult. Since the ECB is instructed to focus
on inflation while the fiscal authorities will have a broader range of
concerns, there will be considerable grounds for conflict. A serious
implication of this is that the SGP is in danger of becoming the ‘insta-
bility’ pact. This suggests a need for the evolution of a body, which
would be charged with the coordination of EMU monetary and fiscal
policies. In the absence of such a body, tensions will emerge in the
real sector when monetary policy and fiscal policy pull in different
directions. The SGP in effect resolves these issues by establishing the
dominance of the monetary authorities (ECB) over the fiscal author-
ities (national governments).

As discussed earlier (pp.101-102) The balanced budget requirement
over the business cycle was a significant tightening as compared with
the Maastricht convergence criteria. The SGP seeks to impose a ‘one size
(of straightjacket) fits all’ fiscal policy — namely that over the course of
the cycle national government budgets should be in balance or slight
surplus with a maximum deficit of 3 per cent of GDP. It has never been
shown (or even argued) that fiscal policy should be uniform across
countries. The SGP imposes a fiscal policy, which in the end fits nobody.
For, in effect, there is no reason to think that what is in effect a single
fiscal policy (balanced budget over the cycle) is appropriate for all.

A balanced budget (on average) means, of course, that current
government expenditure will be much less than tax revenue since that
tax revenue would also need to cover interest payments on debt and to
pay for capital expenditure. In the UK, this has been cast in terms of the
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so-called ‘golden rule’ of public finance, which is taken to be that ‘over
the economic cycle the Government will borrow only to invest and
not to fund current expenditure’ (Treasury, 1997, p. 1), though capital
consumption (depreciation) is regarded as current spending so that it is
net capital formation, which can be financed by borrowing. The ‘public
debt as a proportion of national income will be held over the economic
cycle at a stable and prudent level’ (Treasury, op. cit., p. 1). Furthermore,
‘The fiscal rules focus on the whole of the public sector, because the debts
of any part of the public sector could ultimately fall on the taxpayer.
Looking at the whole public sector also removes incentives to reclassify
activities simply to evade prudent constraints on borrowing’ (Treasury,
1997, p. 16). Thus, the use of fiscal policy to regulate aggregate demand
in the economy is much reduced, if not entirely removed, especially
in the direction of stimulating the economy. It is, thus, argued that
‘Discretionary fiscal changes should only be made if they are demon-
strably consistent with achievement of the Government’s fiscal rules
over the economic cycle’ (Treasury, op. cit., p. 16).

We argue in the subsection that follows that fiscal policy is by far
more important than the latter view suggests.

7.4.2 Fiscal policy is important

Since the forces ensuring that the level of aggregate demand is in line
with the productive potential (or full employment) are, at best, weak,
there is a requirement for aggregate demand policies. Fiscal policy is a
much more potent instrument than interest rate policy for setting the
level of demand (Arestis and Sawyer, 2003d, 2010b; Angeriz and Arestis,
2009). The operation of fiscal policy is considered in both a long-term
setting and in terms of movements in the fiscal stance in the short
term. In the short term, variations in the fiscal stance can be used to
offset fluctuations in economic activity arising from, inter alia, varia-
tions in private sector aggregate demand. At the extreme this leads to
the fine-tuning of fiscal policy. In the longer term, the general fiscal
stance can be set to support the level of aggregate demand consistent
with high level of economic activity.

For the long term we adopt the approach of Lerner (1943) and Kalecki
(1944) and aim to achieve a budget position to achieve a high target
level of economic activity, and the appropriate budget deficit is given by
equation (1) in chapter 5 the target level of income is labelled as Y*.

A budget deficit would not be required when there is a high level
of private aggregate demand such that investment equals savings at a
high level of economic activity (and a surplus would be required when
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investment exceeds savings at the desired level of economic activity).
The budget deficit required to achieve a high level of economic activity
can be clearly seen to depend on the propensities to save, invest, import
and the ability to export, and these over country and across time. The
underlying budget position should then be set in accordance with the
perceived underlying values of the propensities to save, invest, import
and export (see Sawyer, 2009a, 2009b). This approach to fiscal policy
can be said to incorporate a clear rule: set the underlying budget deficit
compatible with the desired level of output. But it is clear that the
estimation of the relevant budget stance would involve substantial diffi-
culties and disputes. Although whether the latter difficulties are any
greater than the estimation of key variables in the current orthodoxy
such as the ‘equilibrium rate of interest’ and the ‘non-accelerating
inflation rate of unemployment’ is an interesting question.

We maintain, therefore, that fiscal policy is paramount both in
the short run and in the long run (see, also, Arestis, 2009a; Arestis
and Sawyer, 2006e, 2010b); and that it is time for the renaissance
of Keynesian fiscal policy (Arestis, 2012a), especially so in view of
the strong macroeconomic role of fiscal policy (Arestis, 2012b). We
consider the operation of fiscal policy in terms of movements in
the fiscal stance in the short run and also in respect of the long-run
setting. In the short term, variations in the fiscal stance can be used
in conjunction with automatic stabilisers to offset fluctuations in
economic activity arising from, inter alia, variations in private sector
aggregate demand. In the long run, the general fiscal stance should
be set to underpin the desired level of output and employment. This
approach raises the issue of sustainability of the deficit (see Arestis and
Sawyer, 2006e, 2009), which we view as not a significant issue for two
basic reasons. First, in this approach, and in the model above, govern-
ments borrow because private sector wishes to lend; if there were no
potential excess of savings over investment, then there would be no
need for a budget deficit. Savings (over and above investment) can
only be realised if there is a budget deficit or overseas lending, which
absorbs those savings. Second, a total budget deficit of d (relative to
GDP) is always sustainable in the sense that the corresponding debt to
GDP ratio (b) stabilises at: b = d/g with ¢ as the nominal GDP growth
rate. The budget deficit, which is relevant for the level of demand, is
the overall budget position rather than the primary deficit (or surplus).
To the extent that a budget deficit is required to offset an excess of
private savings over investment, then it is the overall budget deficit
which is relevant. Bond interest payments are a transfer payment and
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add to the income of the recipient, which is similar in that respect
to other transfer payments (though the propensity to consume out
of interest payments is likely to be less than that out of many other
transfer payments). In terms of sustainability, then, of a fiscal deficit
the condition is generally readily satisfied; this being the requirement
of a positive nominal growth rate. Consequently, we may summarise
the argument by suggesting that a budget deficit (including interest
payments), which bears a constant relationship to GDP, is sustainable.
In fact, it leads to a debt/GDP ratio equal to the deficit/GDP ratio
divided by the growth of nominal GDP.

Since the forces ensuring that the level of aggregate demand is in line
with the productive potential (or full employment) are, at best, weak,
there is a requirement for aggregate demand policies. Fiscal policy is a
much more potent instrument than interest rate policy for setting the
level of demand (see, also, Arestis and Sawyer, 2003d). The operation
of fiscal policy is considered both in terms of movements in the fiscal
stance in the short term and also in a long-term setting. In the short
term, variations in the fiscal stance can be used to offset fluctuations
in economic activity arising from, inter alia, variations in private sector
aggregate demand. At the extreme this leads to the fine-tuning of fiscal
policy. In the longer term, the general fiscal stance can be set to support
the level of aggregate demand consistent with high level of economic
activity.

A few words on fine-tuning are necessary at this stage. The ultimate
in fine-tuning would arise when the budget stance was continuously
changed in response to variations in economic activity. This would
be comparable to the fine-tuning that is currently attempted by the
ECB and other central banks around the world, through interest rate
changes, with decisions on interest rates being made on a frequent (for
example, monthly) basis, even if the decision is one of no change. The
problems of fine-tuning are well known in terms of the various lags
involved including those of recognition, decision-making, implemen-
tation and effect. However, the automatic stabilisers of fiscal policy
already perform part of that task in the sense that a downturn is met
by reduced tax and increased expenditure, which modify, but do not
eliminate, the degree of fluctuations in economic activity. The tax
and expenditure regime could be designed in a manner to increase
the extent of stabilisation and a more progressive tax system would
enhance the stabilisation properties. But that should be argued for on
grounds of equity and income distribution, albeit that there would be
the additional benefits for stabilisation.
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Automatic stabilisers of the traditional form (that is tax revenues
varying through movements in the level of output) are rather useful
in this regard and depend on the progressivity of the tax system (and
expenditure) and the scale of government. There is a good case for the
enhancement of these automatic stabilisers.* Although the question
remains as to whether a more progressive system, increased scale of
government activities or through changes in tax rates triggered by
prespecified changes in the level of economic activity should be the
ultimate aim (Baunsgaard and Symansky, 2009).

There are other ways by which government policy may be able to
influence the level of demand. Interest rate policy is one of those, but
we would argue that such a policy is not an effective one as compared
with fiscal policy (Arestis and Sawyer, 2003d). Kalecki (1944) addressed
the issue of an insufficiency of aggregate demand through ‘Three
Ways to Full Employment’. The three ways were the use of budget
deficits, stimulating consumer expenditure (and hence reducing
overall propensity to save) through the redistribution of income and
stimulation of investment. These are alternative policy responses to
the inadequacy of aggregate demand. This approach is clearly based
on the notion that there are no strong (or even weak) market forces,
which would push the level of aggregate demand to a level consistent
with full employment (or any other desirable level of employment or
output). There is a fourth way (which Kalecki, 1944, did not actually
explore), namely the promotion of net exports through, for example,
exchange rate policies or in the longer-term industrial and regional
policies designed to increase international competitiveness. But,
of course, promotion of net exports has elements of a ‘beggar thy
neighbour’ policy, and is not a policy, which the majority of countries
can successfully pursue.

The effects of a shift in the distribution of income as between wages
and profits would depend on whether the economy was in a wage-led
or a profit-led regime (Bhadhuri and Marglin, 1990).° The stimulation
of investment may tend to raise the capital-output ratio, leading to a
decline in the rate of profit. In both cases, we would suggest that a
demand policy has to take into account the prevailing distribution of
income and propensity to invest, and in terms of the coarse tuning
approach outlined above the required budget deficit depends on the
distribution of income (via its effects on savings and investment
behaviour) and on the propensity to invest. However, we would argue
that income distribution policies and encouragement or otherwise of
investment should not be undertaken for reasons of their effects on
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aggregate demand but rather assessed on their own terms. For example,
there are strong reasons to advocate a less egalitarian distribution of
income in social and ethical terms, rather than because such a policy
would stimulate demand.

Turning to the promotion of investment, it should be recognised
that there are limits to this way of stimulating demand. The basis
of the argument is that a higher investment to GDP ratio would
lead to capital stock rising relative to output, and as such the rate of
profit would tend to fall. The second part of the argument relates to
savings. The paradox of thrift and the sense in which more savings
may well be in the interests of an individual but not in the collective
interest, and that intentions to save more will be frustrated unless
matched by investment or budget deficit. One major route by which
the average propensity to save could be reduced would be through the
re-distribution of income from profits to wages, and from high earners
to low earners. Leading up to the financial crisis of the late 2000s
and the ‘great recession’, the average propensity to save by households
fell considerably in many countries (the UK, the USA, and Europe, in
particular).

Although any precise calculations will always be rather difficult, the
essence of the argument here is that savings, investment, net exports
and budget deficit should be considered together with the aim of their
relationship being consistent with full employment. In the above
discussion on fiscal policy, the propensities to save and to invest, as well
as the net export position, were rather taken as given with the focus
on the use of fiscal policy to ensure a high level of economic activity.
It is, therefore, important to set this in a broader context, and to think
about potentially additional and relevant economic policy measures
that follow from such a broader perspective.® It is for this latter reason
that we need to discuss next international relations and the role of the
exchange rate.

7.5 International relations and exchange rate policy

The level, rate of change and the volatility of the exchange rate have
significant effects on the domestic economy both in terms of the
level of demand (and hence economic activity) and of inflation. The
exchange rate has significant implications for the real standard of living
and to some degree the distribution of income, and can be seen as an
intermediate rather than final target for economic policy. With regard
to the exchange rate, policy concerns would involve the volatility of
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the exchange rate (in both nominal and real terms) and general level of
the real exchange rate. In terms of policy objectives we would argue for
the benefits of a stable (real) exchange rate set at a level, which is most
conducive for the level of demand. But in an era of market-determined
exchange rates and high capital mobility what are the possibilities of
achieving a stable exchange rate? Or is it a matter of letting the exchange
rate roam where the market determines, and seeking to deal with the
consequences?

Changes in the exchange rate affect the domestic economy primarily
in terms of the level of demand, and hence economic activity, and of
prices. Interest rate could be varied for exchange rate purposes. The
effects of exchange rate variations will depend on the extent of pass
through. There are several approaches to modelling the exchange rate,
but notoriously movements in the exchange rate are difficult (impos-
sible) to predict. It can be readily observed that there is considerable
volatility in exchange rates with consequent effects on the current
account position. What we can argue, though, is that there are serious
difficulties with a floating market-determined exchange rate system.
A high real exchange rate contributes to ‘imbalances’ in the economy
through its impact on the domestic composition of output: declines
in manufacturing and exports, and increases in services and current
account deficit, occur. It is the case that the pass-through effect of a
change in the exchange rate, first on import prices and subsequently
on the generality of prices, both goods and services, has weakened
since the late 1980s (McCarthy, 1999). Consequently, the stronger real
exchange rate has had less offsetting effect on domestic prices than in
earlier periods.

It follows, then, that the argument, normally used to justify appre-
ciation in the exchange rate, that such a move slows inflation is no
longer valid under such circumstances. Also, and as argued above, the
impact of interest rate changes may have become more ambiguous. It
would appear to be the case that capital movements are based more
on equities than on other assets.” A change in interest rates then may
have the opposite effect on capital movements than otherwise. In any
case, the argument sketched above points in the direction of setting
a real interest rate broadly in line with the rate of growth. In view of
this argument the interest rate could not be varied for exchange rate
purposes. It should be recognised, though, that the general global level
of interest rates may constrain the domestic rates. Despite the lack of
evidence supporting uncovered interest rate parity, the degree to which
a country’s real interest rate could persistently diverge from real interest
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rates around the world is difficult. Consequently, it becomes difficult
for any single country to secure a stable exchange rate without tightly
controlling it. The use of the domestic interest rate does not appear
to be an effective instrument, and in any event depends on some
co-operation from others since it is the relative interest rate which
would be relevant. This suggests that securing a stable exchange rate
requires significant intervention along with international co-operation
and agreement. Indeed, this is particularly relevant for stability between
the major currencies.

These nominal exchange rate fluctuations have also been real
exchange rate fluctuations. In a world where exchange rates are
set by ‘fundamentals’ on the trade side, it would be anticipated that
exchange rates were rather stable, only evolving as the ‘fundamentals’
governing trade changed (including the relative demand for imports
and exports). The era of flexible exchange rates has also been associated
with large current account imbalances. Under a floating exchange rate,
the balance of payments of a country must balance (that is change in
official reserves zero); nonetheless, there have been major and often
persistent imbalances of current accounts and of capital accounts. The
capital account positions can be interpreted as permitting capital flows
between countries and the re-allocation of capital between countries
allowing its more effective use in so far as it flows from low profit to
high profit areas. Capital inflows leave a country vulnerable to rapid
reversals; namely, a combination of refusal of further capital inflows
and the reversal of previous inflows. China, and other countries, has
at least for the past decade, run a large and growing current account
surplus and hence associated capital outflow and accumulation of dollar
denominated assets. The euro area (as other currency unions) has estab-
lished a fixed exchange rate regime amongst its member countries but
has developed current account imbalances between member countries
within an overall setting where the euro area is broadly in current
account balance.

It can also be observed that the volume of transactions across the
foreign exchanges has grown rapidly. The recent rises are also remarkable
in that the creation of the euro has reduced the need for foreign
exchange transactions between the former currencies of the members
of the Economic and Monetary Union. These transactions far exceed
(by an order of 50) the volume of international trade, and even making
allowance for net capital flows, the volume of transactions look massive
and do raise the issue of whether the resources devoted to those transac-
tions are being used in a social useful manner. There have been many
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debates as to whether the volume of transactions are generating the
observed volatility of exchange rates. The global economy is dominated
by three or four currencies — the dollar, the euro, the yen and (to a less
degree) sterling. But of course much trade and many commodity prices
are expressed in dollars. The currencies of many other countries are
pegged in one form or another with one of the major currencies. Can
there be agreement between major currencies over appropriate exchange
rates and agreed intervention? There is the further question of the distri-
bution of deficits and surpluses between countries. If the world were in
a position where each country has a current account position, which
moved around zero, there would not be a severe problem. In a similar
vein, if the countries had a mixture of deficits and surpluses, and the
corresponding capital account surpluses and deficits were sustainable
and not subject to sudden reversals (for example, through capital flight)
there again would be little problem. But the situation that is faced is
one where there are severe imbalances in which capital is flowing from
countries such as China, Germany and Japan to countries such as the
USA, the UK and Spain.

Capital inflows can be viewed to address the twin gaps issue; namely,
the shortage of domestic savings relative to investment needs and
current account deficit. At what level does a current account deficit
become unsustainable is an interesting question. Also to what degree
do capital inflows create credit booms and asset price bubbles? Would
it be possible to define an upper limit on current account deficits?
This may be a principle rather than a numerical value, recognising the
difficulties of determining whether a principle held in practice. Let
us suppose for a few minutes that some rules could be enunciated on
the size of current account deficits (and that may also require some
corresponding rules on current account surpluses). The question then
is whether there is any way in which such rules could be implemented.
The Stability and Growth Pact drew up rules on budget deficits, why
not corresponding rules drawn on current account deficits? Indeed, and
noting the national accounts identity, a budget deficit rule implies half
a current account deficit rule in the sense that for a given difference
between savings and investment, budget deficit implies current account
deficit. The operation of rules requires co-operation of all countries; if
there were limits on deficits there would have to be limits on surpluses
(at least the collective surplus). But a country running a current account
deficit generally sees advantages in being able to do so in the short run -
it enables its citizens to import more than they export and to consume
more than they otherwise would be able to do, and it provides additional
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capital. A country with a current account deficit, which appears to be
readily financed (even through portfolio investment that can be readily
reversed), would not take kindly to instructions to curb its deficit.
Further there is the difficult question of what policy instruments are
available. Perhaps limits on capital inflows, which then enforce a limit
on current account deficit, might be appropriate; but still there is the
question of how the exchange rate would respond to it.

The ability of policy to influence the (nominal) exchange rate may,
thus, be doubted. Interest rate policy can be viewed as one way in which
the exchange rate could be influenced. The uncovered interest rate parity
notion suggests that the rate of change of the nominal exchange rate is
equal to the interest rate differential between the rest of the world and
country concerned. Casual observation suggests that large movements
in an exchange rate (say of the order of 10 per cent per annum or more
changes) go alongside relatively small interest rate differentials (say of
the order of 1 or 2 percentage points). As the Bank of England (2006)
states on its website,

changes in interest rates can also affect the exchange rate. An
unexpected rise in the rate of interest in the UK relative to overseas
would give investors a higher return on UK assets relative to their
foreign-currency equivalents, tending to make sterling assets more
attractive. That should raise the value of sterling, reduce the price
of imports, and reduce demand for UK goods and services abroad.
However, the impact of interest rates on the exchange rate is, unfor-
tunately, seldom that predictable.

The argument sketched above points in the direction of setting a real
interest rate broadly in line with the rate of growth. If that is accepted,
then the interest rate could not also be varied for exchange rate purposes.
It would though need to be recognised that the general global level
of interest rates may constrain the domestic rates. Despite the lack of
evidence supporting uncovered interest rate parity, the degree to which
a country’s real interest rate could persistently diverge from real interest
rates around the world can be doubted. It seems rather unlikely that
any single country can secure a stable exchange rate without tightly
controlling it. The use of the domestic interest rate does not appear to be
an effective instrument, and in any event depends on some co-operation
from others since it is the relative interest rate, which would be relevant.
This suggests that securing a stable exchange rate requires interna-
tional co-operation and agreement, and this is particularly relevant for



166  Economic and Monetary Union Macroeconomic Policies

stability between the major currencies (dollar, euro, yen and perhaps
sterling and yuan).

7.6 Inflation considerations

In view of the importance given to inflation and to the objective
of price stability over the recent past, it is important to offer a few
comments on the matter. Inflation is a non-monetary phenomenon
with a complex of causes, including conflicts of the distribution of
income. We take the view that it need not be the focus of economic
policy in view of the fact that the causes of inflation vary and also
that inflation is not always harmful to growth. In more general terms,
the empirical evidence on this issue is actually not very supportive of
inflation targeting and the surrounding theoretical model. A critique
of inflation targetting is provided above (pp. 84-86).8

The control of inflation should be regarded as a side issue unless
inflation is exhibiting tendencies to continue to rise and to exceed
something of the order of 10 per cent. This argument is based on the
evidence that inflation above 10 per cent begins to distort decision-
making and that the evidence on the relationship between inflation
and growth does not indicate detrimental effects of inflation on growth
at rates less than (say) 10 per cent. This is reinforced by the evidence
on the relationship between inflation and output, which suggests that
it is not necessarily negative for at least single figures (see Ferguson,
2005b, who summarises these arguments; see, also, Ghosh and Phillips,
1998; Fischer, 1993; Bruno and Easterly, 1996; Levine and Renelt, 1994;
Khan and Senhadji, 2001). There is, thus, no need to develop policies to
tackle inflation unless it reaches high levels. Such approach involves the
development of an incomes policy to contain inflation when it reaches
unacceptably high rates.

There has not been an effective counter-inflation policy in the EMU,
and the ECB has tended to miss its target, albeit by not much (and there
have been times such as in 2008 and 2011 when imported inflation
has raised its head). We argue that ECB should target financial stability
not inflation, so it needs to develop a counter-inflation policy. Also, of
course, the major inflation issue in EMU has been differential inflation.
Hence there is a need to develop policies (for example, income policies)
which can address overall inflation and also inflation across countries.
We view inflation as multi-causal and the sources of inflationary
pressure varying over time and economy (Arestis and Sawyer, 2005,
2008a). Alternative policies to address inflation are thereby necessary,
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including the role of incomes policy. In this respect, factors such as the
struggle over income shares, the level and rate of change of the level of
aggregate demand and cost-push factors emanating notably from the
foreign sector (change in import prices and the exchange rate) should
be carefully accounted. As a result, a range of policies would be required
to address the different sources of inflation.

7.7 Summary and conclusions

We have discussed in this chapter the macroeconomic policies we believe
can help to achieve full employment and low inflation. We summa-
rised the objectives of economic policy along with the instruments of
economic policy that can achieve these objectives before embarking on
a lengthy analysis of them. We began with monetary policy where we
concluded that what is important is the financial stability dimension
of this policy rather than inflation as in the NCM and ECB economic
policy prescriptions. We then moved on to fiscal policy, where we argue
that the SGP is flawed and that fiscal policy is a much more potent
instrument than interest rate policy; an argument that applies both in
the short and in the long run. We also discussed international relations
and exchange rate policy to conclude that international co-operation
is more appropriate under this heading. Inflation considerations were
discussed in the penultimate section where the conclusion is that
inflation should only be considered as a side issue in view of the ample
evidence and theoretical arguments.

Given the discussion in this chapter but also that of the earlier
chapters, the question arises of what the future of the euro might
entail: is it likely to collapse? This is the precise aim of the chapter that
follows.
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The Future of the Euro

8.1 Introduction

We discuss the future of the euro in this section, especially in the
light of its recent experience. It would seem on the surface that the
future of a monetary union encompassing 17 politically independent
countries each with their own currencies prior to the union would
be much influenced by Optimal Currency Area (OCA) considerations.
The formation of the single currency and the euro area provides one
of the few occasions on which a change in the scope of a currency
area has been actively considered. The other recent cases that come
to mind would be the reunification of Germany, and the splintering
of Czechoslovakia, the Soviet Union and Yugoslavia. In each of those
cases, the political considerations for the currency regime would
dominate any OCA-style considerations (we return to the question
of the relationship between monetary union and political union
in chapter 9). As argued in chapter 2, the OCA considerations had
virtually no impact on the decision to introduce a single European
currency nor on the conditions governing which countries were to
be members. This background is very relevant to the contents of this
chapter as suggested in chapter 2.

We proceed in this chapter as follows. We discuss the issues that relate
to the future of the euro in section 8.2. We turn our attention to fiscal
policy in section 8.3 and to the European Central Bank (ECB) from the
point of view of monetary and financial policies in section 8.4. Inflation
is discussed in section 8.5 and current account deficits and competi-
tiveness is the focus of chapter 8.6. We summarise and conclude this
chapter in section 8.7.

168
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8.2 Way forward

There are two key features of the euro project, which are highly relevant
when thinking about its future and whether the euro can continue
in anything like its present form and be associated with economic
prosperity.

The first is that the euro project is based essentially on the neo-liberal
policy framework (which has been outlined earlier in chapter 3; see,
also, Arestis and Sawyer, 2006¢ for a more extensive discussion). This
framework has been enshrined in law (most recently in the Treaty of
Lisbon) and the neo-liberal ideology has become deeply embedded in the
European political elite and the institutions of the European Union.

The second is that the single currency has been widely viewed as the
crowning pinnacle of economic integration in removing what could
be seen as the final barrier to free trade (different currencies and the
associated costs) after the removal of non-tariff barriers under the Single
European Act.

The major question here is how these two features of the euro project
interact with the operations of the euro and its problems, and more
significantly how those two features may prevent changes in the EMU
project in order for the EMU to operate to provide economic prosperity
across all its member countries. In our view the policy framework
within which the EMU operates needs to be drastically changed; but
to do so runs into the major obstacles, both political and ideological,
of dramatically reforming the economic policy framework. Further, the
euro has been a key element of the drive to economic integration that
any withdrawal of a country from the euro would be a major defeat for
the integration process.

The first feature was embedded in the Treaty of European Union
in its various forms and now cemented in the Treaty of Lisbon (‘The
Treaty on the Functioning of the European Union’). Changes to the
Treaty of Lisbon require the unanimous agreement of the 27 member
countries, and since the changes required to support the euro involve
policies which could be seen as moves towards political integration the
possibilities of making those changes is close to zero. This indicates
not only the serious weakness of the policy framework, but also that
of embedding economic policies into a constitution, which is virtually
impossible to change. It is the case, nonetheless, that with the fiscal
compact in place now there can be a treaty between a range of countries
without amending the Treaty of Lisbon.
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It would also have to be recognised that the dominant macroeco-
nomic institutions in the EMU, notably the ECB and the Directorate-
General for Economic and Financial Affairs (D-G ECFIN), appear to be
fully signed up to the neo-liberal agenda. The D-G ECFIN reports to
the EU Commissioner for Economic and Monetary Affairs. In fact, the
D-G ECFIN 'strives to improve the economic wellbeing of the citizens
of the EU - through policies designed to promote sustainable economic
growth, a high level of employment, stable public finances and financial
stability. At the present juncture, this means working to ensure that
the European economy emerges quickly and strongly from the present
deep economic and financial crisis’ (available at: http://ec.europa.eu/
dgs/economy_finance/index_en.htm - see, also, footnote 5).

With regard to the second feature, it was recognised by some advocates
of the euro that there were many ways in which there was insufficient
economic integration to support a single currency, but that in the
presence of a single currency, integration would continue to a stage,
which did support a single currency. The conditions indicated by the
Optimal Currency Area (OCA) literature could be seen as the nature of
the integration-generating movements in relative prices and permitting
factor mobility.

We now advance a range of macroeconomic policies and reforms,
which we believe would substantially improve the economic
performance and sustainability of the EMU. But we in no way under-
estimate the political, legal and ideological barriers, which are raised
against policy changes along the lines indicated. But it is clear to us that
the EMU cannot proceed with its current policy arrangements, and for
those who strive for economic integration in the EU must realise that
changes are urgently required ‘to save the euro’.!

8.3 Fiscal policy

Two basic changes in the fiscal policy arrangements in EMU are
required. The first is the need for an EMU-level fiscal policy under
which the scale of the EMU budget would be greatly increased and the
EMU would be able to run budget deficits (or surpluses) to support the
level of economic activity within the EMU. The particular concern
here is with the euro area, and as such fiscal policy would be limited
to EMU members. The scale of such a policy has been variously put
at 7% per cent of GDP (Commission of the European Communities,
1977), 5 per cent (Huffschmid, 2005, chapter 16), 2 to 3 per cent of
GDP (Currie, 1997; Goodhart and Smith, 1993). An EMU fiscal policy
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would, in general, only be able to address EMU-wide ‘shocks’. The
present crisis could be considered such an EMU-wide shock (though
perhaps one on a scale only experienced every several decades), but
figures such as those suggested above would not be on a scale to cope
with such a shock, unless combined with substantial deficits at the
national level.

The second is, in effect, to permit each member country to set its
fiscal stance in what it judges to be its own best interests. There have
always been concerns of ‘spillover’ effects, whereby one country’s
deficit affects the credit ratings and interest rates faced by others.
These concerns have been very much overstated. In the absence of a
substantial EMU-wide fiscal policy designed to achieve high levels of
economic activity, each country has to be free to pursue that objective
(if it wishes to do so).

The proposition of ‘functional finance’ (starting from Lerner,
1943) is that the budget deficit should be set with a view to ensure
a high level of economic activity and not tied to any notion of a
balanced budget (whether in current budget or total budget terms,
whether on an annual basis or over the business cycle). There is the
well-known accounting relationship of (G -T) = (Q - X) + (S - 1)
(where G is government expenditure, T tax revenues, Q imports, X
exports plus net income from abroad, S private savings and I private
investment). The scale of the budget deficit (or indeed budget surplus)
then depends on the size of the current account deficit, private
savings and investment at a high level of economic activity. It then
follows that the appropriate budget deficit depends on the conditions
surrounding the current account (propensities to import, exports) and
the net savings position (savings minus investment). For a country
with a current account deficit and a tendency for savings to exceed
investment would require a large budget deficit, while in contrast for
a country with a current account surplus, and investment tending
to exceed savings, a budget surplus would be appropriate. This is the
basis of the ‘one size fits all’ problem, which comes with the Stability
and Growth Pact (SGP). The shortcomings of the present SGP is that
it seeks to impose the same conditions on all countries regardless
of their broader economic circumstances and that it is a balanced
budget (over the cycle), which is imposed on all. The latter will inevi-
tably lead to deflationary tendencies in many countries without any
compensating stimulatory tendencies in other countries.

It should be noted in the context of the SGP rules and fiscal rules
in more general terms that they are very difficult if not impossible
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to enforce. Yet they do exist, and as noted in the Economist (14 May
2011, p. 88) there were 80 countries in 2011, which had fiscal rules,
with only seven in 1990. Experience clearly shows that enforcement is
difficult, if not impossible — see above, and also chapter 5, for relevant
SGP enforcement difficulties and failures. In any case, SGP rules did not
manage to prevent the recent debt crisis in the EMU. Fiscal rules also
entail the serious distributional effects for such rules normally reduced
benefits, which hurt severely the low-income groups.

The ‘great recession’ has raised a host of issues regarding the merits
of fiscal policy and worries in certain quarters of debt-financed budget
deficits. In the EU/EMU, it has raised another issue, which is concerned
with fiscal policy in the environment of a monetary union. We have
argued that monetary unions need an active fiscal policy, which is
accompanied by fiscal transfers. The reason is simple enough. Regions
within the EU/EMU are hit by asymmetric shocks, which can only be
contained by interregional transfers, which substitute potentially for
capital and labour mobility. The EU/EMU lack such a system, which is
desperately needed. In its absence it is conceivable that some member
countries may be compelled to exit the euro area.

8.4 European Central Bank: monetary and
financial policies

There is a need to make some fundamental changes to the operation
of the European Central Bank. The ECB, and the European System of
Central Banks (ESCB), have been established as ‘independent’ entities,
with the ECB being the independent central bank. ‘Independence’ is to
be interpreted in a political sense:

When exercising the powers and carrying out the tasks and duties
conferred upon them by the Treaties and the Statute of the ESCB and
of the ECB, neither the European Central Bank, nor a national central
bank, nor any member of their decision-making bodies shall seek or
take instructions from Union institutions, bodies, offices or agencies,
from any government of a Member State or from any other body. The
Union institutions, bodies, offices or agencies and the governments
of the Member States undertake to respect this principle and not
to seek to influence the members of the decision-making bodies of
the European Central Bank or of the national central banks in the
performance of their tasks. (Article 130 of the Treaty establishing the
European Community)
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It is not ‘independent’ in an ideological sense, and the ECB has
frequently advocated fiscal and other policies, which are formally
outside of its remit but which conform to the anti-Keynesian approach
of fiscal consolidation, and advocacy of ‘flexible labour markets’. For
example, writing in December 2009, ECB (2009) argued that

As regards fiscal policies, the Governing Council (of the ECB) re-em-
phasises how important it is for governments to develop, communicate
and implement ambitious fiscal consolidation strategies in a timely
manner. These strategies must be based on realistic output growth
assumptions and focus on structural expenditure reforms, not least
with a view to coping with the budgetary burden associated with an
ageing population. ... With regard to structural reforms, most estimates
indicate that the financial crisis has reduced the productive capacity
of the euro area economies, and will continue to do so for some time
to come. In order to support sustainable growth and employment,
labour market flexibility and more effective incentives to work will
be needed. Furthermore, policies that enhance competition and
innovation are also urgently needed to speed up restructuring and
investment and to create new business opportunities. (p. 7)?

The ‘independence’ of a central bank has been based on ideas that
politicians are not to be trusted with key elements of macroeconomic
policy, particularly in that elected politicians would favour expan-
sionary policies with little regard to the inflationary implications. This
view in part has been based on the idea of the Phillips curve and its
different shape in the short and long run. There is a short-run trade-off
between economic activity and inflation, which is absent in the long
run in view of a hypothesised vertical Phillips curve relationship (see
Arestis and Sawyer, 2004a; Sawyer, 2010, for a critique of this position).
However, the financial crisis has emphasised, to say the least, the need
for financial stability as a key objective of macroeconomic policy and of
monetary policy. We would argue that the financial stability objective
should be a prime objective and the operational independence of the
European Central Bank brought to an end. The adoption of financial
stability objective would, of course, require the development of a range
of policy instruments.?

The ‘independence’ of the ECB would appear to preclude co-operation
and coordination between the different bodies responsible for aspects
of macroeconomic policies. Yet, in a world of multiple objectives
(including high levels of economic activity and employment, financial
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stability, inflation and so on) there is a need for multiple instruments,
which are operated by different authorities, and where there should
be some coordination. At present, it is more like subordination with
monetary policy taking pride of place and fiscal policy neutered by the
lack of EMU fiscal policy and the constraints of the SGP on national
budget deficits.

Subnational government can differ from national government
with respect to its debt and deficits in that the bonds of the subna-
tional government tier may not be accepted by the central bank as an
‘acceptable’ financial asset and its debt cannot be monetised, and further
lacks any ability to ‘print money’. The national government cannot
itself ‘print money’, but through its relationship with the central bank
its debt can be monetised, and, in extremis, could require the central
bank to buy central government bonds in exchange for ‘base money’.
In effect, through its relationship with the central bank, a national
government would never need to default on its own debt, provided that
the debt is denominated in the domestic currency. The arrangements
within the EMU leave a national member government in the position of
a subnational tier in the sense that the ECB can decide whether national
debt is ‘acceptable’ for financial-asset purposes and on what terms. The
position needs to be changed such that all financial assets issued by
EMU member governments are always acceptable by the ECB.

The key reforms required with regard to the ECB are: (i) a reformu-
lation of the objectives of the ECB to include high and sustainable levels
of employment and economic growth and financial stability; (ii) the
ECB must be made accountable to the European Parliament, and its
statutes changed so that it can clearly be involved in the coordination
of fiscal and monetary policies, and indeed that ultimately it can take
instructions from other European bodies such as the Economic and
Financial Affairs Council (ECOFIN);* (iii) the ECB operates with regard
to national governments within EMU in the ways in which a national
central bank would operate with regard to a national government, and
specifically be able to, in effect, monetise the debts of national govern-
ments. In effect, the ECB is required to possess the ‘lender of last resort’
function of the type of all other national central banks.

We comment briefly as a conclusion to this section on recent develop-
ments that relate to the independence of the ECB. The ‘fiscal compact’ for
the EMU is now to be embodied in the Treaty on Stability, Coordination
and Governance. The fiscal compact is more rigorous in terms of the
constraints on budget deficits of the member states in relation to those
that were contained in the Stability and Growth Pact and the requirement
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for a ‘structural balanced budget’. The treaty (signed by all the European
Union members with the exception of the UK and the Czech Republic)
makes no mention of the role of the ‘independent’ European Central
Bank. This is not at all surprising in view of the sacrosanct nature of the
current ‘most independent’ role of the ECB, and also given that ‘fiscal
consolidation’ and calls for ‘structural reforms’ (which also feature in the
Treaty) have been constantly on the agenda promoted by the ECB. But the
position of the ECB lies at the heart of the euro crisis through its ambiva-
lence over supporting the fiscal positions of national governments, and
in a failure to provide the support to those governments which national
central banks generally provide.

Some politicians have begun to question aspects of the current
operation of the ECB. During the French Presidential campaign of May
2012, Nicolas Sarkosy ‘called for the European Central Bank (ECB) to take
a radically different role by lending directly to troubled eurozone states
rather than to banks, and by keeping interest rates low’ (http://www.
bbc.co.uk/news/world-europe-17781224). He was quickly rebuked by a
German government spokesman Steffen Seibert who said, ‘It is the core
belief of the federal government ... that the role and office of the ECB be
independent of encouragement and assistance from politics. And that'’s
well known in Paris.” Nicolas Sarkosy’s opponent in the run-off election
for the Presidency, Francois Hollande called for the ECB’s refinancing
operations to bypass banks and lend directly to states. He added ‘I know
that Germany is totally hostile, so this is another topic for discussion’
(Interview, Europe 1, 19 April 2012).

The mandate of the ECB should be more akin to the dual mandate of
the Federal Reserve with regards to growth and inflation, rather than
maintaining the obsessional focus on price stability. This would be
a modest small step and could perhaps be achieved by a sufficiently
broad interpretation of ‘without prejudice to the objective of price
stability, the ECSB shall support the general economic policies’ of the
European Union ‘contributing the objectives of economic growth, full
employment etc.’ (Treaty of Lisbon). However, such a modest change
would have little effect. As we have often argued (see, for example,
Arestis and Sawyer, 2008a), the current inflation targeting does not
deliver, and crucially within the Economic and Monetary Union does
not and cannot address inflation differentials between countries, which
have contributed to changing relative competitiveness and to the
yawning current account imbalances between the countries of EMU. It
can further be doubted whether monetary policy itself can have much
effect on the pace of economic growth; though the failures to support
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fiscal policies and financial stability do have considerable damage on
economic prosperity.

Major and basic changes in the roles of the ECB are required as argued
above. In addition to the changes suggested above, three further changes
are relevant. The first change would be to end the independence of
the ECB, and to have it integrated with the policy-making arrange-
ments of the Economic and Monetary Union to facilitate the coordi-
nation of economic policy-making. The second change should be for
a shift away from sole focus on inflation (for which in any event they
are not equipped through interest rate policies to influence inflation)
and to view the major focus of the activities of the ECB being financial
stability. It should be self-evident that financial instability and crisis
impose substantial costs (much more than might come from inflation).
The third change should be to ensure that the ECB provides support to
the fiscal policies being pursued. As we have often argued, this should
be a Federal-level fiscal policy with expenditure and tax revenues of
the order of 10 or more per cent of GDP with ability to run budget
deficits or surpluses as appropriate to the economic conditions. We
have also advocated that fiscal policy should not focus on some notion
of balanced budget but that it should be used to achieve high levels
of aggregate demand, economic activity and employment (whether or
not deficits are involved). But in the near term until a Federal fiscal
policy is developed, national fiscal policy should be conducted along
similar lines. There is always the need for the ECB to give support to the
democratically determined fiscal policies by where necessary providing
funds and always accepting member governments’ debt in open market
operations and the provision of funds to the banking system. It should
also be mentioned at this point that another important policy consider-
ation is financial stability, an important policy that has been discussed
extensively in chapter 5.

We may conclude by suggesting that unless fundamental changes are
introduced in terms of the way the ECB functions and the policies pursued
by it, no hope is there for the current euro crisis to be resolved satisfac-
torily. Nor would it provide confidence for the future of the euro area.

8.5 Inflation

The policies on inflation have been, as indicated in chapter 4, at best, a
limited success. We have argued that even this has been more by good
luck and probably due to globalisation rather than through the efficacy
of the policy instrument (Angeriz and Arestis, 2008; Arestis and Sawyer,
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2013a). In our view, inflation in the EMU (and elsewhere) is influenced
only to a limited extent by domestic policies (Angeriz and Arestis,
2007, 2008; Arestis and Sawyer, 2008a). Although there has been an
EMU-level inflation policy operated through the ECB, there are also
inflation policies at the national level. To a greater or lesser extent there
are national policies on wage and price determination. As seen above,
whether for reasons of national policies and/or differences in the price-
and wage-setting institutions, differences in national inflation rates
have persisted.

Some of the proponents of the euro acknowledged that the conditions
to be in place for a successful single currency suggested by the OCA
literature were not present (at least to the degree needed; see section 8.2
above). However, and as acknowledged at the same time, the continuing
process of integration under a single currency would generate changes
in the direction of those conditions. One of the conditions of OCA is
price flexibility, understood to mean that the general level of prices in
one country could change relative to those in other countries within
the currency union where there was a ‘shock’ to the relative standing
of that country. Essentially, changes in the demand or supply position
would be compensated by corresponding changes to relative prices. But
it turned out that while there was, in a sense, price flexibility between
countries it was not in the manner envisaged. As can be seen from
Table 2.3 (in chapter 2), over the period 2002-08 inflation in Germany
did not increase as rapidly as in Greece, Portugal and Spain (with the
exception of 2009 and in the case of Spain and Portugal). Yet Germany
was running a current account surplus and Greece, Portugal and Spain
deficits. The differences in inflation also had perverse effects in terms
of inflation policy.

The continued differences in inflation experience undermine the
euro as the competitiveness of the relatively high-inflation countries
deteriorate. There is clearly no EU-level policy at present, which can
address this issue. One approach would be to assert that the pressures
of integration would lead to countries having to achieve similar
inflation rates. Even if that is so, similar inflation rates may well be
combined with different levels of unemployment. There is then a need
for the development of some understanding between EMU member
countries on this issue. There is no current policy to address inflation
differentials, and the current monetary policy makes it worse (by there
being low if not negative (high) real rates of interest in countries with
high (low) inflation rate). There is a need for a coordinated approach
and common inflation target to be addressed by national policies.
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This would not be ‘inflation targeting’ if that term is understood to
mean an inflation objective pursued by an independent central bank
through interest rates, but rather a coordinated attempt by the member
states of EMU to use their own national policies to achieve a common
rate of inflation to avoid the inflation differences. This could take
form of using fiscal policy to vary demand — not to be recommended
but possible. This could take form of national agreements on incomes
and other economic variables. What has to be avoided is competitive
devaluation of real exchange rate (between EMU member countries)
achieved through super-low inflation.

8.6 Current account deficits and competitiveness

The data in chapter 2 (notably Tables 2.3, 2.4 and 2.5) indicate
something of the scale by which relative prices and relative unit
labour costs have changed, when the nominal exchange rates of the
national currencies of the original EMU member states were locked
together, and Table 2.6 indicates the divergent trends in the current
account positions. One interpretation of those changes is that they
represent the adjustment of real exchange rates between EMU member
countries in the face of a combination of inappropriately set nominal
exchange rates (back in 1998 for most) and ‘shocks’. But this overlooks
the prevailing current account deficits when the euro was formed and
some tendency for the current account deficits to persist and widen.
A country in a fixed exchange rate system, which is in the nature of a
currency union for participating countries, in dealing with cumulative
differential inflation and current account deficits can endure domestic
deflation (to reduce imports and perhaps lower domestic costs) or can
devalue its currency. The latter is ruled out by membership of EMU.
So it would appear that deflation is the only answer. Before dealing
with this proposition, it is important to note that current account
imbalances among the EMU member countries were not considered
in the process of setting up the euro area (see Arestis and Patl, 2009,
for further details). However, more recently and in view of the ‘great
recession’ a new mechanism for the prevention and correction of
macroeconomic imbalances has been proposed (European Council,
2010). Economies with problematic imbalances would be identified
along with numerical monitoring. Subsequent inspections would be
undertaken to identify the seriousness of the problem and recom-
mendations would be proposed. The latter could include corrective
measures to be reviewed by the Council subsequently. Economic
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sanctions would be applied if necessary within the framework of the
revised SGP or the new ‘pact for the euro’ (see section 8.8 below for
further details on the revised SGP and the new ‘pact for the euro’).

A current account deficit can interact with a budget deficit in the
following sense. As is well known from the identity (X -Q) =S -1) +
(T - G), with the symbols as in section 8.3, a current account deficit
and a budget deficit will be related for a given net private savings
position. Other things being equal (that is net private savings) then a
larger current account deficit would be associated with a larger budget
deficit (there is no causal link implied). The current account deficits
on the scale observed in a number of EMU countries are unlikely to be
sustainable as they require continual funding and likely to imply rising
external debts. Yet countries are locked into a fixed nominal exchange
rate system, where many have experienced a loss of competitiveness
and in effect rising real exchange rates. There have to be mechanisms
developed for the adjustments of those exchange rates, which would
seem to require a coordinated mechanism for the adjustment of the
prevailing exchange rates between member countries of the EMU and
for the generation of similar rates of inflation. It has also been argued
above that the ECB should relate to member governments and to
their financial liabilities in a manner similar to the ways in which a
national central bank would to a national government. These policy
initiatives involve many of the features of a political integration. It is
on the latter aspect to which we turn our attention next. Before doing
so it is worth noting that another way of regaining the possibility of
achieving competitiveness is for the weak countries to reintroduce their
national currencies. Such a move would also enable these countries to
manage their public debts and avoid bankruptcy since they can under
the new circumstances ‘print money’ and finance budget deficits in the
process. However, the latter solution entails the serious problem that
the accounts of non-residents are bound to be shifted to non-domestic
bank accounts that would lead to an outflow of capital with dramatic
adverse implications for the domestic banking sectors. The relevant
rescue packages are designed to avoid problems of the type to which
we have just referred and also bail out weak countries to prevent them
from bankruptcies.

The pattern of current account imbalances poses considerable diffi-
culties for EMU. The presence of trade deficits along with the statistics
on the evolution of unit labour costs and prices suggest that many,
particularly Mediterranean, countries suffer from a lack of competi-
tiveness and in the context of a single currency area an inability to
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devalue. The pattern of current account deficits and surpluses implies a
corresponding pattern of capital account surpluses (i.e. borrowing) and
deficits (i.e. lending). Directly or indirectly capital is flowing from the
current account surplus countries to deficit countries, bearing in mind
that EMU has an entity close to a balanced current account position.
In the era prior to the financial crisis, countries with current account
deficits were able to borrow readily from others to fund the deficit,
and indeed within the EMU to do so at relatively low rates of interest.
As noted above, for those countries with relatively high inflation, real
interest rates were particularly low or even negative. The major diffi-
culty with any current account deficit comes from the requirement
to continually fund the deficit, and the mounting debts and interest
and similar payments on the borrowing. The major challenge now
facing EMU is how to correct the pattern of surpluses and deficits, and
to put in place policies, which will prevent similar severe imbalances
reappearing in the future.

There may be doubts on the effectiveness of devaluation in terms of
anominal exchange rate depreciation leading to a sustained real depre-
ciation and the responsiveness of imports and exports to the changes in
prices involved with a devaluation. For a country with its own currency
devaluation would clearly be one response to current account deficit. In
a single currency area, a combination of slower or negative inflation in
the deficit countries and faster inflation in the surplus countries would
help to resolve the current account imbalances. However, in EMU this
would involve a reversal of the patterns of inflation observed over the
past decade and would be a lengthy process to generate the scale of
changes in relative competitiveness. Further the process by which a
deficit country sought to generate low or negative inflation could well
involve demand deflation with the consequent loss of employment and
output.

This last point leads us to the major point that a failure to correct
the current account imbalances would condemn the deficit countries
to many years of slow or negative growth, with spillover effects on to
the surplus countries. The survival of the EMU in its present form and
membership does depend on an ability to correct these imbalances.
The alternative is for some of the deficit countries to leave the euro
and reintroduce their national currency, which would then most likely
depreciate against the euro, bringing some relief to the deficit. EMU
core countries are, however, determined not to allow this procedure.
In any case, there are doubts as to how far devaluation (whether
through depressing domestic prices within a single currency or through
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reintroduction of own currency with subsequent depreciation against
the euro) could rectify the current account deficits. The productive base
of the export industries of the countries concerned may simply lack the
capacity and/or markets to be able to expand production and sales suffi-
ciently in the face of devaluation to bring about the necessary changes.
The alternative would require a long-term plan to improve competi-
tiveness and build an industrial base. This, however, is a long-term
solution and it is short-term ones that are desperately required. In
other words, policies to enable the flow of funds from surplus to deficit
countries, during the period of reconstruction, are required. How could
that be developed is the focus of the chapter that follows. Before turning
to chapter 9, though, it is important to comment on recent develop-
ments that relate especially to the SGP, namely the fiscal compact. We
pursue this avenue immediately in section 8.7.

8.7 The fiscal compact

The Treaty on Stability, Coordination and Governance incorporates
the ‘fiscal compact’ and is an inter-government treaty, not a change to
the EU treaties (European Council, 2011a). The fiscal compact requires
that tax and spending plans will be checked by the European officials
before budgets can be implemented by national governments. There
will be automatic actions against those countries that overspend. In
effect, the new agreement tightens the rules of the old SGP, which
had already been revised in 2005, but to no apparent improvement.
The fiscal compact retains the principles of the previous ‘fiscal pact’
versions but with the added one that breaking of the deficit rules may
actually be punished in some way. The limits of the revised and old
SGP are, in effect, to balance overall budget over the cycle and limit
the national budget deficit in any year to a maximum of 3 per cent of
GDP. In place of the previous threat of 0.2 per cent of GDP as a ‘fine’
(though never implemented even though there were 40 cases where
the 3 per cent limit was breached), there is now a change, which is
as follows: euro area states’ budgets should be balanced or in surplus;
this principle will be deemed respected if, as a rule, the annual struc-
tural deficit does not exceed 0.5 per cent of gross domestic product;
and this is be written into national constitutions. In the case when a
euro area member state is in breach of the 3 per cent deficit ceiling,
the old SGP ceiling, there will be automatic consequences, including
possible sanctions, unless a qualified majority of euro area states is
opposed.
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The ‘fiscal compact’ does nothing to address the major problem of the
EMU, namely the large current account imbalances, which ranged in
2013 (first quarter) from a surplus of 6 per cent in the case of Germany
to a deficit of 1.8 per cent in the case of France (on a quarter to quarter
basis). There is also the serious issue of whether existing European insti-
tutions can be used to implement what is in effect an intergovernmental
treaty. The French and the German governments would like to see the
European Commission and the European Court of Justice involved in
enforcing and overseeing these new rules. In the words of the European
Commission (2011),

Member States in Excessive Deficit Procedure shall submit to the
Commission and the Council for endorsement, an economic
partnership programme detailing the necessary structural reforms
to ensure an effectively durable correction of excessive deficits. The
implementation of the programme, and the yearly budgetary plans
consistent with it, will be monitored by the Commission and the
Council. (p. 3)

Even so, the implication is that it is by far not a fiscal union
arrangement.

Before writing a commitment into a national constitution, it would
be worth examining whether a country can ever achieve a ‘balanced
structural budget’. Some countries may but others not, yet this is
being imposed on all. Consider what a balanced structural budget
means: at a level of output, which is deemed to be potential (or others
such as corresponding to a high level of employment), government
revenue and expenditure are in balance. In turn, this implies that
private investment equals private savings plus capital inflow (equal
to current account deficit); and that this equality holds at potential
output and that the equality holds for the intention to invest, intention
to save and so on. It is not that the equality holds at some level of
output but at a specified level of output. Some neo-liberal economists
may believe that savings intentions and investment intentions can
be aligned at potential output (or full employment) but where is the
evidence?

There is a clear lack of symmetry here. Structural deficits cannot be
more than 0.5 per cent but any level of structural surpluses is allowed.
Those countries, which have conditions (such as strong net exports,
high rates of investment) conducive to budget surpluses, can have
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such surpluses: those which have conditions requiring budget deficits
to sustain demand (net imports, high levels of savings relative to
investment) cannot deploy deficits.

The aim of a balanced average (‘structural’) budget is actually
a significant budget surplus when calculations are made (as they
should) in real terms; that is, with allowance for the impact of
inflation on real value of government debt. But more significantly it
would involve a very substantial excess of tax revenue over current
government expenditure (excluding interest payments). Further, it
makes no allowance for governments to be able to borrow to fund
public investment. The profoundly undemocratic nature of this
approach is clear — the unelected European Commission can ‘request’
that the elected national Parliament and government to change its
budget (see, for example, European Commission, 2012a). Let us also
note the problematic nature of assessment of budgets. The forecast
of budget for the year ahead requires forecasts of economic figures
such as growth, employment, inflation and so on for that year. The
assessment of structural budget position requires estimates of potential
output (which have often been subject to revisions many years after
the event).

It is clear that the major objections to the fiscal compact, and to
the old SGP, is that it seeks to impose without any justification a
balanced budget and that it poses restrictions in the use of fiscal
policy in the face of economic crises. And as we have argued recently
(Arestis and Sawyer, 2011b), and will argue further in chapter 9,
proper fiscal union operated without balanced budget requirements
is the way forward.

It clearly is the case, then, that the ‘fiscal compact’ cannot deliver.
Neither the governments of the EMU countries nor the European
Central Bank (ECB) have committed themselves to doing enough, let
alone satisfactorily. The ECB is not prepared to perform the proper role
of any central bank, namely the ‘lender of last resort’ function. EMU
governments have not made progress on the ‘eurobond’ idea, whereby
the EMU members would share the troubled economies burden of
debt. The adjustment of the EMU country imbalances is imposed
entirely on the deficit countries. Strategies that do not account for both
creditor and debtor countries cannot succeed. Time and time again
in the past, this monolithic approach that avoids including surplus
countries in the adjustment process has failed. Keynes (1980) was very
clear on this proposition and the need to involve both surplus and
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deficit countries, but his policies have been ignored. The economic
solution proposed for curing persistent imbalances is for the deficit
countries to become ‘more competitive’; this would help them increase
their exports and reduce their imports (see, also, Davidson, 2011). The
New York Times (‘IMF Chief Chastises Policy Makers’, August 28, 2011)
quote the President of the ECB who suggested at the annual central
bankers Jackson Hole August 2011 conference that ‘Europe’s problems
are fundamentally a question of which governments have taken steps
to promote growth and become competitive and which have not’; and
that ‘Greece, Portugal and Ireland, in particular have progressively
lost competitiveness vis-a-vis their main trading partners in Europe.
Germany is now an example of how big dividends of reform can be
if structural adjustment is made a strategic priority and implemented
with sufficient patience’.

The markets had been behaving in an encouraging manner in the
run-up to the 8/9 December 2011 summit; yields on long-term Italian
and Spanish bonds fell — two big euro area countries whose yields had
already reached record levels. Since then, yields on the same bonds
increased initially and fell again after the ECB’s intervention on 21
December 2011, whereby €489.2 billion were injected into the euro-area
banking system in the form of bank borrowing. This was undertaken
through the Long Term Refinancing Operation (LTRO), one of the ECB
mechanisms. There were more than 523 banks involved, encouraged
by the policy makers of the region, who borrowed the €489.2 billion in
three-year loans, equivalent to 5 per cent of the euro area GDP; actually
a much bigger take-up than what had been expected. It is actually the
largest amount provided in a single ECB operation so far. However, this
amount is not as big as it might appear since the ECB switched funds
from shorter-term facilities; in fact it was only about €190 billion the
amount of ‘fresh’ liquidity. The euro and equities also surged as a result.
It was expected that the excess liquidity just mentioned would be used to
finance purchases of peripheral euro area higher-yielding government
debt, thereby helping to ease their debt crisis. Such optimism, however,
never materialised!

The initial enthusiasm of the markets soon waned - Italian and
Spanish government-bond yields rose and equities as well as the euro
retreated. This is not surprising, though, for such measures only help
to address the liquidity shortage in the euro area banking sector, but
does not provide new loans to the private sector since banks shed
assets in an attempt to abide by the new capital rules. There is also
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the more serious problem that the weak economic performance of
most euro area countries would not allow the necessary demand for
credit by both business and consumers to materialise. The relevant
experience of the period since August 2007 is very telling on this
score; it suggests that banks are expected to hoard the cash, especially
so in view of the looming refinancing needs in the first quarter of
2012 and also the gloomy expectations for the year 2012 and beyond.
In fact, banks in the euro area deposited €452 billion with the ECB by
Tuesday 27 December 2011 (Financial Times, 29 December, 2011), the
week after the LTRO operation. Still it is expected that those countries
where the economic difficulties emerged from their troubled banking
sector, such as Spain and Ireland, would get some help out of this
operation. Interestingly enough, on Wednesday 28 December 2011,
€9 billion of six-month Italian bonds were sold at 3.25 per cent, down
from the euro area record of 6.5 per cent reached in November 2011.
Only for the yield to return to its original level on the same day once
news emerged of the €452 billion bank of euro deposits with the
ECB. On the 29 December the overall demand for the ten-year Italian
bonds was low with the sale raising only €7 billion rather than the
targeted €8.5 billion. As a result the interest demanded by investors
on these bonds was above the critical 7 per cent level, which is viewed
as unsustainable, after the auction. But here again the ECB is not
prepared to act as a ‘lender of last resort’, thereby does not intervene
in government bond markets. This would be an illegal act according
to the President of the ECB (see, for example, The Economist, 17
December 2011).

Two further aspects are worth discussing. The first is the pledge of
€200 billion to the IMF by the EMU country-members to deal with
the crisis; this amount is clearly not enough but the hope is that other
countries outside the euro area would follow. The second is the proposal,
discussed at the EU summit of 28/29 June 2012, for the European
Stability Mechanism (ESM) to be given a banking licence that would
give it access to ECB funding. In addition, banking supervision by the
ECB is included. Also important is the long-term proposal to move
towards a banking union and a single euro area bank-deposit guarantee
scheme. The possibility of introducing common issuance of debt by
the euro area, in the form of eurobonds and/or eurobills is included.
It is widely recognised that the amounts just referred to would not be
enough to cover the borrowing needs of Italy and Spain, if required,
over the near future. Clearly the ‘fiscal compact’ is not promising at all.
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Under the current economic circumstances, it is economic policies to
promote growth that are vital. The ‘fiscal compact’ contains nothing of
the required economic policies.

8.8 Summary and conclusions

We would argue that the policy framework within which the euro is
placed is ‘not fit for purpose’. Three aspects of this argument stand out.
First, the ‘independence’ of the ECB precludes the ECB devoting its
attention to financial stability and to co-ordinating and co-operating
with other macroeconomic institutions in pursuit of other objec-
tives, such as high levels of economic activity. Second, it does not
have ways of developing fiscal policy, which would be supportive of
high levels of economic activity, recognising that budget deficits are
generally required. Third, there are no mechanisms for resolving the
pattern of current account deficits and surpluses, which we argue are
unsustainable in their present form. Without the ability to vary the
exchange rate, countries with current account deficits will be thrown
back to deflation. For it is the case that the EMU completely lacks any
mechanisms by which countries can resolve their deficit problems.

A further problem which has emerged and been highlighted by
the ‘great recession’ is the dual economic reality in the EMU. This
is the northern part of the EMU, where the economies are reviving,
with Germany and France at the forefront, especially Germany; and
the periphery, mostly southern (Greece and Portugal) but including
Ireland, heavily involved in the sovereign-debt crisis. Given the onerous
austerity packages imposed on the latter countries, the really inter-
esting question is how long they will be able to withstand the pressures
for even more austerity and the undesirable consequences. Fallout is
seriously and eminently possible. At the same time, though, no serious
attempt is initiated at seriously resolving the dual economic reality. The
choice faced by many EMU countries is then the stark one of remaining
with the euro and suffering an indefinite future of deflation and high
unemployment or in effect leaving the euro.

The economic problems within the euro area have been building
since its inception, and have become acute with the onset of the ‘great
recession’. The faults lie in the neo-liberal design of the euro project,
now embedded in the Treaty of Lisbon, and where there is little prospect
of serious changes because of the unanimity requirements for change.
But without basic and fundamental changes, many (perhaps all) euro
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area countries face a bleak economic future. Under these circumstances
the future of the euro is surely not bright to say the least. This conta-
gious financial crisis is the biggest threat not merely to Europe, but
globally. Changes within the euro area are thereby desperately needed.®
Most important of which is fiscal integration; not the fiscal compact.
This is the exact focus of chapter 9 where we examine the importance
of economic and political integration.



9

Economic Convergence and/or
Political Integration

9.1 Introduction

Onemight have expected that the formation of the EMU, initially encom-
passing 12 (and now 17) politically independent countries each with
their own currencies prior to them joining the Union, would be consid-
erably influenced by economic convergence and political integration
considerations. It is the purpose of this chapter to demonstrate that
neither of these considerations had been influential in creating and
shaping the EMU and the euro. Indeed to show that in the absence
of economic integration political union becomes paramount. Clearly,
this is not an argument based on politics but purely on economic
grounds that support the importance of developing pan-EMU economic
policies, which properly coordinated could potentially drive the union
to improved economic development.

We examine these aspects in this chapter. We begin in section 9.2 by
looking at monetary unions from a historical perspective in an attempt
to draw relevant lessons. We then proceed in section 9.3 to discuss
economic convergence before we turn to political integration issues in
section 9.4. Constraints on reforms are discussed in section 9.5, while
section 9.6 visits recent proposals in EMU towards what is termed fiscal
union. Finally, section 9.7 summarises and concludes.

9.2 Monetary unions: historical perspective

We begin by visiting Table 9.1 which describes examples of monetary
unions around the world. This table divides monetary unions into a
number of categories. Five such examples are shown in Table 9.1. The
first example provides a category that includes those monetary unions

188



Economic Convergence and/or Political Integration 189

Table 9.1 Monetary unions

STILL SURVIVING BUT WITH POLITICAL UNION

British monetary union between England and Scotland From 1707
Italian monetary union From 1861
US Federal Reserve system From 1913
German unification From 1990

STILL SURVIVING WITHOUT POLITICAL UNION

Belgium - Luxembourg union From 1923
West and Central African CFA Franc Zone® From 1948
Eastern Caribbean Currency Union® From 1983

FAILED ONCE POLITICAL SYSTEM COLLAPSED

Roman monetary union® 286-301

German monetary union 1857-1918
The Soviet system 1917-1993
Yugoslavia 1919-1992
Czechoslovakian Republic 1919-1994

FAILED ONCE ECONOMIC LINKS COLLAPSED

British monetary union between England and Ireland 1926-1979

TEMPORARY MONETARY UNIONS

Latin monetary union? 1865-1926
Scandinavian currency union® 1873-1921
OTHER CURRENCY PEGS

Gold standard 1870-1931/36
Bretton Woods 1944-1973
European Exchange Rate Mechanism (ERM) From 1979
Asian currency crisis 1997

2CFA: Common Franc Area (Benin, Burkina Faso, Cameroon, Central African Republic,
Chad, Congo, Equatorial Guinea, Gabon, Ivory Coast, Mali, Niger, Senegal and Togo);
after 1 January 1999 the peg is linked to the Euro.

PThis Union includes: Anguilla, Antigua and Barbuda, Commonwealth of Dominica,
Grenada, Montserrat, St Kitts and Nevis, St Lucia, St Vincent and The Grenadines.

¢Emperor Diocletian reforms Roman coinage, thereby creating the first single currency
union.

4This Union included: France, Belgium, Italy and Switzerland; Greece and Bulgaria joined
in 1867. The link changed from silver to gold in 1878.

¢This Union was established between Denmark and Sweden in May 1873 (both almost
joined the Latin Union but eventually did not because of the Franco-Prussian War of
1870-1871). Norway joined in October 1875.

Sources: Adapted from The Financial Times (23 March, 1998) and Pentecost (1999).
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that still survive but with political union. The political union in the
case of this category ensures the success of these monetary unions.
The second set of examples is a category that includes unions of small
countries that have survived but without political union, but economic
convergence with varying degrees of success is in place in the case of
these countries. The third category is a good example of those monetary
unions where they failed once the political dimension collapsed. No
sooner does the political bond disappears, so does the monetary union.
The fourth category is the one where once economic links collapsed, the
monetary union disappeared. The fifth category contains those cases
where although survival for some time took place without political
union, they eventually collapsed when they were subjected to severe
shocks (in the example of Table 9.1, the suspension of the gold standard
at the beginning of the Second World War that led to volatility in real
exchange rates, and the inflationary pressures following the cessation of
hostilities, were the main causes). A sixth category, other currency pegs,
may be portrayed to show examples where the importance of flexibility
is evident. The examples cited are particularly pertinent when currency
systems bind together economies whose cycles and structures are signif-
icantly different; at the end of the day they simply collapse.

The examples of Table 9.1, which are really a short excursion into the
history of monetary unions, produce two important lessons. The first
is that political union appears to be an extremely important prereq-
uisite for a monetary union to survive. Monetary unions last for some
time but eventually they must become a political union to survive. The
second is that in the absence of political integration economic conver-
gence is paramount for the survival of a monetary union of a group of
independent states.

It clearly follows from these observations on the contents of Table
9.1 that the belief in a market economy to function effectively without
government intervention and redistribution would clearly suggest no
need for economic policies within the euro area. Clearly, the euro area
began with considerable economic disparities. The view that either the
disparities would be eliminated through a process of market compe-
tition or that such disparities are politically sustainable would lead to
the position that there is little requirement for an effective political
union. The notion of effective political union clearly implies significant
EU-level taxation, social security and public expenditure programmes.
We leave open the question as to whether that would entail a formal
political union within a federal state. We would argue that the effective
operation of a market economy involves government intervention of
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that form. A common social security system would enhance labour
mobility as well as involve elements of redistribution. A substantive
fiscal policy would likewise aid economic integration but would involve
significant fiscal transfers between regions and between countries.
Economic policies throughout the monetary union are thus important
not merely by themselves but also coordination of the relevant economic
policies (see Arestis, 2012b, on the importance of such a coordination of
economic policies).

The current euro area arrangements do not involve mechanisms for
the reduction of the disparities of unemployment and GDP per head. The
disparities of unemployment inevitably undermine the achievement of
high levels of employment across the euro area. When some regions are
experiencing low unemployment and high rates of capacity utilisation,
others remain with high unemployment. Inflation pressures in the low
unemployment regions lead to high interest rates accompanied by policies
to slow down the euro area economy. A monetary union involves the
imposition of a common currency across a number of nations through
the requirement that the common currency is the only legal tender
within the nations involved. There is also the obvious requirement for
central bank in the monetary union, and in an era of dominance of
monetary policy over fiscal policy, that central bank becomes the only
effective macroeconomic policy maker. Any requirements for an effective
fiscal policy across the monetary union, which would be redistributive
across time and space, points in the direction of the emergence of a fiscal
authority at the level of the monetary union. Further requirements, such
as measures to enhance trade or for a common social security system to
enhance labour mobility, again point in the direction of policies being
exercised at the level of the monetary union. It could be argued that it is
feasible that such policies can be introduced through the construction of
institutions at the level of the monetary union without formal political
union. But in a number of respects if there were to be fiscal policy, social
security policy etc., at the level of the monetary union, it comes close
to being a political union. We would suggest, though, that a monetary
union requires considerable central government to operate fiscal and
social security policies across the euro area.

Clearly, then, the historical perspective of monetary unions discussed
in this section points towards a political union, where economic policies
and close coordination of them, is absolutely necessary for a successful
monetary union. The second conclusion reached from our discussion
of Table 9.1 is that of economic convergence, which we discuss in the
section that follows.
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9.3 Economic convergence

Although the importance of economic convergence in our discussion
above is concerned with small states, the argument can easily be gener-
alised. It might be expected that any monetary union encompassing
a number of politically independent countries, each with their own
currencies prior to the union, would be much influenced by Optimal
Currency Area (OCA) considerations. As discussed in chapter 2, OCA
considerations had virtually no impact on the decision to introduce the
single euro currency, nor on the conditions governing which countries
were to be members either. It ought to be noted, though, that the single
currency was preceded by the Single European Act that created a single
market, which involved more than just free trade in that it sought
to bring in common standards for goods and services, reduction of
‘invisible’ trade barriers, and legal mobility of capital, adding to the free
movement of labour which had been enshrined since the original Treaty
of Rome. There were also, of course, the Maastricht criteria as explored
in chapter 2, but they related to convergence in nominal variables at
a particular point in time, and made no reference to convergence in
real variables (whether in terms of levels such as GDP per head or rates
of change and position within the business cycle). Nor was there any
reference to what could be termed structural economic convergence in
terms of institutional and organisational arrangement.

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) as 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 infla-
tionary tendencies since a common currency imposes a common
inflation rate. The Single European Act of 1986 and the implementation
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
EU. But it is well known that effective labour mobility within the EU
remains low, especially by comparison with the US, despite the large
differences in real wages and unemployment rates across the EU.
Although not specifically linked with the single currency, there has
been considerable labour mobility since 2004 with the accession of
new member countries. Perhaps three points need to be made about
this. First, the operation of national social security systems rather than
EU-wide inhibits labour mobility, for example, a person moving from
one country to another is not immediately entitled to benefits in the
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country to which they are moving. Second, when movement of labour
is termed migration, then the social consequences of labour mobility
need to be considered, and the possible hostility of host economies
and the losses of skilled labour to the departure countries. Third, the
‘model’ underlying labour mobility (particularly in the OCA) is that
labour moves from low-wage areas to high-wage areas, and from areas
of high unemployment to ones of low unemployment; the effects then
of labour mobility are intended to be to restore some form of labour
market equilibrium, with a tendency towards the equalisation of wages;
wages in previously high-wage areas would tend to fall.

Price flexibility (in terms of relative prices across countries) appears
to have remained low. The differences in labour market institutions,
notably over wage determination, mean that there are different infla-
tionary tendencies and different responses to economic shocks. The
convergence criteria ensured a convergence of inflation rates, which is
not the same as 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 the stage of the business cycle, varied (according
to the OECD, 1999, measure) from over +2 per cent in Ireland to -2
per cent in Italy (and there was a slight widening of the differences
in 1999). Fiscal transfers are hardly in evidence and there is no possi-
bility of the EU budget operating as a stabiliser. There is currently no
mechanism for the operation of an EU level fiscal policy that could have
stabilising effects (as an automatic stabiliser) over time. Nor is there a
mechanism, which could have any significant redistributive element
across economic regions.

The optimists would tend to believe that the continuing effects of
the single European market and the existence 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 seems little
prospects of EU-wide measures such as a common social security policy,
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which would enhance the mobility of labour. In any case, it is clear
and the ‘great recession’ has demonstrated it all vividly; namely that
since the introduction of the euro in January 1999, there is no evidence
that economic convergence has taken place or is in sight of material-
ising. In any case, it would appear to be the case that labour mobility
has increased (within the EU rather than the EMU and not so much
as a consequence of the single currency). In addition, the intra-EMU
trade has increased, which in turn is supposed to aid the integration of
business cycles.

This brief discussion, combined with the relevant discussion in
chapters 4 and 8, 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, indeed it is far from optimal. Some of the depar-
tures of the euro area from an OCA arise from policy decisions (notably
the absence of a EU fiscal policy) whereas others (notably the lack of
labour mobility) are more deeply embedded and some attempts have
been made to address them (for example. the development of transfer-
ability 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 continuation 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. The point remains that the OCA requirements
have been ignored in terms of the Economic and Monetary Union.

9.4 Political integration

A relevant question is the extent to which the recent changes at both
the EMU and the EU levels, especially so since the eruption of the ‘great
recession’ in August 2007 and the subsequent euro area debt crisis, move
closer to a de facto political integration. To begin with the absence of
bailout mechanisms should be noted for it left the euro area completely
unarmed to deal with the debt crisis when it was erupted. A series of
ad hoc measures have been initiated and introduced as we discuss in
what follows. It should also be noted that regulation and supervision of
the EMU financial system was grossly inadequate. We consider all the
aspects just touched upon in the rest of this section and in section 9.5.

The European Commission called on 26 May 2010, and pledged
on 8 June 2010, for new taxes to be imposed on all the continent’s
banks - but nothing has materialised yet. The levies would form a set of
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national funds, managed by national governments but under the aegis
of a network of ‘bank resolution funds’ that could be used to disburse
emergency money in case of a financial crisis. It is thereby the banks not
the taxpayers that would bear the cost of such a crisis. This is a different
arrangement from the proposed ‘European Financial Stability Facility’
(EFSF), formed on 1 July 2010 and endowed with a €250 billion fund,
which was raised to €440 billion at a relevant meeting on 11 March 2011,
and confirmed at another meeting of the European Commission on 25
March 2011. This was initially intended to be a temporary arrangement
with an operational life of three years. However, on 17 December
2010 European leaders at a summit in Brussels agreed to make a treaty
change so that EFSF functions until 2013. It will then be replaced by the
European Stability Mechanism (ESM) to help member indebted states
when in acute cash flow difficulties; ESM will then become permanent.
It was also decided at the meeting of 11 March 2011, confirmed on 25
March 2011, that the new permanent bailout mechanism should be able
to lend up to €500 billion through increased guarantees from triple-A
states and paid-in capital from those states with weaker balance sheets —
in a subsequent meeting of the European finance ministers it was agreed
to €700 billion capital, of which €80 billion would actually be paid
in; the rest would be ‘callable’ capital.! This facility aims to reassure
financial markets and help out euro-area member states struggling to
issue sovereign debt and faced with banking troubles. In terms of the
funding arrangements of both the EFSF and ESM, however, the relevant
decision has been postponed until later. This was due essentially to the
German negotiators who bowed at the last minute to domestic political
pressure and persistently proposed a reduction of their contribution to
the bailout mechanism. Under the deal reached on 25 March 2011, euro
area and other governments will have to pay their share of capital over
five years, instead of the four years initially agreed.? The rate of interest
on new loans from this facility is expected to be lower by up to 1 per
cent than previously.

The key element is the creation of a permanent liquidity facility
under the aegis of the ESM. This would be available as a means of crisis
resolution if there is a risk to the stability of the euro area as a whole.
The crucial difference between the EFSF and ESM is that the credits
of the latter would be more senior to those of private investors. This
will reduce the risk to the budget of the creditor nations, since it is
expected that by 2013 European banks should be in a better position
to absorb losses. The ESM will not come into force before 2014. All the
changes of the ‘grand bargain’ had to be ratified by the parliaments of
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the EU’s member states and they were by the time the whole package
was eventually confirmed.> These new measures reduce the cost of
bailing out countries in trouble but increase it for those who have been,
or potentially could be, in need of a bailout. They do not address the
issue of high sovereign debt, which had appeared to have been the
focus of the whole exercise. Still, the exercise has been turned into a
political game, one of what should have been an exercise to sort out the
economic crisis. In this sense, it would not be surprising if the European
leg of the ‘great recession’ is not contained any sooner.

It should be stressed that all these arrangements had not been
envisaged by the creators of the EMU. For it is the case that one of
the ‘pillars’ of the EMU and the euro was the ‘no bailout, no exit
and no default’ clause. The sovereign debt crisis simply changed that
principle significantly, at least in terms of the ‘bailout’ part of the
clause. Still the agreed funds mentioned above should not be used
to purchase government debt in the open market. They should be
used to buy the debt from struggling governments. But there is a
condition attached. This is that the struggling governments should
agree to implement significant austerity measures. Yet it all amounts
to an increase to the level of debt in the countries concerned. This is
justified on the premise that the new mechanism helps the countries
involved in that the loan conditions are much better than the ones
replaced. But the debt of the countries involved piles up, thereby
creating another serious danger, the possibility of default. This,
however, entails a further danger in view of the high exposure of a
number of European banks to weak countries’ debt.* This may very
well explain that despite the alleged seriousness of the European debt
crisis, default has not been seriously considered yet. Indeed, it might
not happen to the extent that support continues to be forthcoming.
The weak country debt would continue to grow so long as support is
forthcoming until the debt is all accumulated in, and held, by the
official sector. Under these conditions the official sector will be the
last holder of the assets that take the full loss. The taxpayer will carry
the burden yet again, rather than the original bondholder. The ECB
is trying very hard to avoid this problem. While helping the troubled
countries, at the same time it attempts to sell debt to avoid excess
liquidity in the market — the ECB does not undertake ‘Quantitative
Easing’. This is not always possible, though. It is not infrequent to
find that since May 2010 when this operation started that that the
ECB failed in its attempt to neutralise fully the effect on liquidity of
purchasing government bonds.
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Further relevant developments, discussed in chapter 5 (section 5.5),
and we briefly comment on them in this paragraph, that will come
into effect in 2013, include common fiscal and economic policies. One
dimension of these policies may very well be dubbed as ‘a reformed
Stability and Growth Pact’. This includes close monitoring on
government spending, pension schemes, and limits on wage increases
in the public sector. There is also a further commitment for country-
members to close the gap between their current debt levels and the
EU’s debt limit of 60 per cent of GDP. This is, of course, in addition
to the financial penalties of countries that do not conform with the
budget deficit of 3 per cent. The debt to GDP limit should be achieved
by member countries initiating a 5 per cent per year reduction until
the 60 per cent target is met. If a member country fails to close the gap
between its debt level and the 60 per cent limit of GDP, by 5 percentage
points per year, it will be subject to a fine of 0.2 per cent of its GDP.
The fine would be automatic, unless a majority of the council opposed
it. The agreement does also allow for pension reforms to be offset in
national accounts and private indebtedness to be taken into consid-
eration before a country is fined. Furthermore, governments must not
spend more each year than their medium-term economic growth rate.
All these measures, however, amount to deficit- and debt-tightening
until the same rules as prior to the ‘great recession’ are achieved. But
those rules failed since they lacked credible enforcement. So that for the
same reasons its predecessors failed in the past (see, for example, Arestis,
2010; also Arestis and Sawyer, 2006a, 2006c¢), the current proposals are
bound to fail again. This is actually the third attempt at a revised SGP.
It clearly follows that what is needed is a plan for reform not a pact
that has shown to have been so unsuccessful in the past. Such a plan
should be based on effective economic governance, with firm roots on
economic convergence. The coordination of economic policies is vital.
Consequently the current, similar with previous, proposals are bound
to fail again without such different and more secured foundations. An
important missing dimension of the ‘grand bargain’ in relation to the
‘great recession’ is the lack of pan-European policies to let banks fail
safely, thereby forcing losses on creditors rather than on taxpayers.

There is also the competitiveness pact, what has been labelled as the
‘pact for the euro’, or ‘euro-plus pact’ (European Council, 2011b). This
is concerned with boosting the growth potential along with a common
corporate tax base in the region. It covers a number of areas: improving
competitiveness, through higher productivity and better alignment of
wages and productivity; boosting employment through flexibility and
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tax reforms; improving public finances; reinforcing financial stability
through legislation on banking and regular bank stress tests; and
introducing a financial transaction tax. The ‘pact for the euro’ is, in
principle, a framework for economic policy coordination in a number
of macroeconomic policies. But it is far from it in that no indication of
such an objective is evident in the ‘pact for the euro’. It should be noted
that these arrangements are not merely for the EMU members. They
would equally apply for the non-EMU members of the EU, if they chose
to participate in the ‘pact for the euro’.

On 23 July 2010, the results of the Committee of European Banking
Supervisors (CEBS) bank stress tests were published. The exercise was
repeated in July 2011 and subsequently with similar results. These
tests subjected banks in Europe to ‘unlikely but plausible scenarios’,
and were designed to ascertain whether banks had enough capital to
avoid default in crisis; also the setting of reasonable capital targets a
better lending environment would follow. Like the 2009 US similar
bank stress tests, the European results revealed a clean bill of health
and a resilient banking system.’> However, in view of the results, inter-
esting questions arise. The most important is perhaps the question of
no provision for the possibility of sovereign default. A further question
is the extent to which the safety margin of capital (‘core’ capital to
asset ratio with a threshold of 6 per cent) that banks were required to
hold should have been higher. Consequently, was the threshold ratio
sufficiently stressful? Indeed, a number of banks perceived as weak,
managed to pass the test — including five of the six Greek banks tested.
There is also the argument that the ‘core’ capital, defined as equity,
retained earnings and various types of hybrid debt instruments (which
have the characteristics of equity but also of bonds) is not suitable. The
relevant argument is that if ‘core’ capital had been defined as equity and
retained earnings, the real risk-absorbing elements, a number of banks
would not have passed the test. Still there is the question of whether
the institutions left out were unimportant enough. Indeed, there are
institutions whose financial health is not entirely clear and yet left out
of the test. In any case, these tests complement the establishment of the
EFSF and the recent financial supervisory framework within Europe. We
may note in passing that CEBS is due to become the European Banking
Authority (EBA).6

These recent changes, which are by far stricter than previously, do not
form in any way a step forward towards a de facto political integration.
One implication is that the agreement to strengthen the euro area,
the ‘reformed Stability and Growth Pact’ together with the ‘euro-plus
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pact’, focussing on broader macroeconomic reforms imply that future
economic decisions will be taken collectively by the 17 euro-area
states — not separately as in the past. Still they rely on the supply side
of the EMU economy, neglecting the role and importance of aggregate
demand. They also need to be applied to all member countries in a
consistent way. For example, in the case of imbalances within the euro
area countries both deficit and surplus members should be involved in
the rebalancing, not merely to deficit countries as it is in the current
versions. This type of policies failed in the past and they will fail again
in the future. There is nothing in the revised proposals to suggest that
they will not fail. When it comes to conflicts between national govern-
ments and the European Commission, the latter loses. This reinforces
our main point. For it is clear that all these developments lack the
important dimension of integration. It clearly follows that future steps
to closer integration are absolutely necessary. For otherwise there is a
serious risk of gradual unravelling of what little has been achieved.
It is true, of course, that some integration is in place within the EU/
EMU, which is difficult to break. It is, nonetheless, too weak to function
satisfactorily as we have demonstrated in this book. Clearly, further
integration is vital.

An interesting proposal comes from the then President of the ECB in
a speech (Trichet, 2011a) where he argues for an EU Finance Ministry.
The suggestion is that

In this Union of tomorrow, or of the day after tomorrow, would it
be too bold, in the economic field, with a single market, a single
currency and a single central bank, to envisage a ministry of finance
of the Union? Not necessarily a ministry of finance that administers
a large federal budget. But a ministry of finance that would exert
direct responsibilities in at least three domains: first, the surveil-
lance of both fiscal policies and competitiveness policies, as well as
the direct responsibilities mentioned earlier as regards countries in
a ‘second stage’ inside the euro area; second, all the typical respon-
sibilities of the executive branches as regards the union’s integrated
financial sector, so as to accompany the full integration of financial
services; and third, the representation of the union confederation in
international financial institutions. (p. 7)

The president concludes by clarifying to suggest that ‘I think that
[eventually] a confederation of sovereign states of a new type, with new
institutions to manage the interdependence of today and tomorrow,
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would be fully in line with such a heroism of reason’ (Trichet, op. cit.,
p- 8; see, also, Trichet, 2011b). This proposal may be seen as a step towards
a closer integration of national budgetary policies and enforcement of
controls over spending and borrowing within the EU. Such a suggestion,
though, is by far short of providing a true and closer integration that
would provide policies to be able to tackle the kind of problems the EU/
EMU area has faced at the time of the ‘great recession’.

Another proposal which would in effect be a step along the road
to political integration would be the introduction of eurobonds. This
is the arrangement whereby the member states of the EMU would be
able to borrow in bonds issued by an EMU debt agency. It would be
guaranteed by all the EMU countries, thereby underwritten by the
most creditworthy ones, presumably Germany in particular. We have
argued (Arestis and Sawyer, 2011a) that there are some basic questions
to be resolved on this issue. A major one is in terms of who guarantees
them. Would it be the EMU member governments collectively in
some sense? Or would it all rely on one or two EMU countries and
would this be acceptable to them? Further, what conditions would
be imposed on member governments who sought to make use of the
funds raised by the bonds with the need to avoid the imposition of
fiscal consolidation by another route? In any case, would such condi-
tions be met by the members of the EMU? The experience with the
Stability and Growth Pact does not inspire confidence on this front;
especially when we remind us of the past performance of the two
main EMU members, namely Germany and France in the context
of the SGP experience. Ultimately, eurobonds should involve some
form of governance and, thus, political integration. EMU would need
tax-raising powers to be able to service the bonds, and there would
have to be EMU fiscal and financial policies. There is no suitable
institution at the moment to undertake this responsibility. Political
integration that would provide common fiscal and financial policies
throughout the EMU not only would it guarantee the successful
introduction, implementation and performance of the eurobonds,
but would also aid the viability of the euro as a healthy currency, and
the EMU as a strong economy.

9.5 Constraints on reforms

In our view the policy framework within which the EMU operates needs
to be drastically changed, but to do so runs into the major obstacles,
political and ideological, to changing the policy framework. Further,
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the euro has been a key element of the drive to economic integration
that any withdrawal of a country from the euro would be a major defeat
for the integration process.

The first feature was embedded in the Treaty of European Union
in its various forms and now cemented in the Treaty of Lisbon (‘The
Treaty on the Functioning of the European Union’). Changes to the
Treaty of Lisbon require the unanimous agreement of the 28 member
countries, and since the changes required to support the euro involve
policies, which could be seen as moves towards political integration,
the possibilities of making those changes is close to zero. This indicates
not only the serious weakness of the policy framework, but also that
of embedding economic policies into a constitution, which is virtually
impossible to change. It would also have to be recognised that the
dominant macroeconomic institutions in the EMU, notably the ECB
and the Directorate-General of Economics and Finance, appear to be
fully signed up to the neo-liberal agenda.

With regard to the second feature, it was recognised by some advocates
of the euro, that there were many ways in which there was insuffi-
cient economic integration to support a single currency, but that in the
presence of a single currency, integration would continue to a stage,
which did support a single currency. The conditions indicated by the
Optimal Currency Area (OCA) literature could be seen as the nature of
the integration-generating movements in relative prices and permitting
factor mobility.

We have argued above, section 9.4, and elsewhere (Arestis et al.,
2003; Arestis and Sawyer, 2006a, 2006d, 2006e) that in the absence
of economic integration monetary unions without political integration
did not in general have a good record of long-term survival. It is true,
though, that those monetary unions involving very small countries,
for example Eastern Caribbean Currency Union, which covers a total
population of half a million, had a better survival rate. It can also be
argued that a monetary union has one feature of political integration
in the sense that it is governments, which determine what is treated as
legal tender and accepted as payment of taxes. In this sense, the need
for a significant EMU fiscal policy is paramount. The implementation of
such a policy does require that the levels of tax revenues and of public
expenditure, which come within the scope of EMU fiscal policy, and
the balance between them (that is, the budget deficit/surplus) is settled
at the EMU level. It is though also remarkable how little attention
has been paid by the EMU to the promotion of economic integration,
which would promote convergence of economic conditions between the
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member countries, whether with respect to unemployment, positions
in the business cycle or common inflationary and changes in competi-
tiveness experience.

The necessary reforms of EMU would require a new set of monetary
and fiscal policies within which policies supported achievement of high
levels of economic activity, the coordination of policies and policy objec-
tives of full employment. The development of a substantial EMU budget
(a manifold increase over the scale of the present EU budget) and the
ability of EMU to operate its own fiscal policy with the full support of
the ECB are likely further requirements. Policies would also be required
to ensure similar inflationary experience across member countries, and
to raise the competitiveness of the ‘periphery’ countries.

9.6 The dangers of pseudo-fiscal union in the EMU

In view of what we have argued in this chapter, indeed in the whole
book, that a currency union such as the Economic and Monetary Union
(EMU) would need to be accompanied by what could be termed a fiscal
union (see, for example, Arestis et al., 2001), we should welcome the
recently proposed moves in EMU towards what is termed fiscal union.
Unfortunately, we have to argue of the dangers of the proposed fiscal
union rather than welcome it. The fiscal union, which we would view
as required, would be one where there are substantial tax raising powers
at the EMU level, say of the order of 10 per cent of EMU GDP (compare
this with the Federal government in the USA raises taxes of the order
of 20 per cent of GDP). This fiscal union would involve a significant
amount of fiscal transfer from richer countries to poorer countries: a
proportional tax regime would raise absolutely more money in richer
countries than in poorer countries, and a progressive one also relatively
more. Provided that public expenditure did not exactly match tax
revenue in a particular region, but rather was to some degree related to
population size and to need, there would be transfer of resources from
rich to poor. Another key element of fiscal union would be the ability
of the relevant Federal authority (Ministry of Finance) to operate a fiscal
policy with deficits and surpluses as appropriate for the state of the
economy. Further it would require the support of the European Central
Bank in the operation of fiscal policy and willingness to buy where the
bonds issued by that Federal authority.

The type of fiscal union currently under discussion is rather different.
It does not involve any EMU level tax raising powers nor the ability of
EMU itself to run budget deficits (or surpluses). Fiscal policy remains
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with the national governments but subject to severe constraints and
monitoring, all summarised under the ‘fiscal compact’, as discussed
above.

The pledge of €200 billion to the IMF by the EMU country-members
to deal with the crisis — this amount is clearly not enough but the hope
is that other countries outside the euro area would follow. Further, the
European Stability Mechanism (ESM) is accelerated into entry as soon
as it is ratified by 90 per cent of the member states with capital commit-
ments to it. The objective is now for the ESM to come into operation
once it has been approved by the relevant national parliaments. The
increase in addition to the €500 billion already planned for the ESM,
was examined in March 2012 but no changes were decided. It is widely
recognised that the amounts just referred to would not be enough to
cover the borrowing needs of Italy and Spain, if required, over the near
future.

Now that the ‘fiscal compact’ has been signed (1 March 2012) by all
EU members, with the exception of the UK and the Czech Republic,
and the further details that became available subsequently (European
Union, 2012), do not provide any hope at all. The treaty will now have
to be ratified by individual parliaments and, in the case of Ireland, by a
referendum. It is now renamed as the treaty on Stability, Coordination
and Governance. It requires that tax and spending plans will be checked
by the European officials before national governments intervene. There
will be automatic actions against those countries that overspend. In
effect the fiscal compact retains the principles of the previous ‘fiscal
pact’ versions but with the added one that breaking the deficit rules
may actually be punished in some way. The limits of the revised and old
SGP are in effect to balance overall budget over the cycle and limit the
national budget deficit in any year to a maximum of 3 per cent of GDP.
In place of the previous threat of 0.2 per cent of GDP as a ‘fine’ (though
never implemented even though there were 40 cases where the 3 per
cent limit was breached), there is now a change, which is as follows:
euro area states’ budgets should be balanced or in surplus; this principle
will be deemed respected if, as a rule, the annual structural deficit does
not exceed 0.5 per cent of gross domestic product, unless the ratio of
government debt to GDP is significantly below 60 per cent in which
case the annual structural deficit should not exceed 1 per cent; and this
is to be written into national constitutions. In the case when a euro
area member state is in breach of the 3 per cent deficit ceiling, the old
SGP ceiling, there will be automatic consequences, including possible
sanctions, unless a qualified majority of euro area states is opposed.
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There is also the problem in this context, which is that it is really
unbelievable to mandate in terms of the EMU countries’ constitutions
notions that are so vague in terms of their calculations, like ‘structural
deficits’, ‘output gap’; and ‘potential GDP". Its predecessor, the Stability
and Growth Pact, did not work and there is absolutely no reason the
Fiscal Pact will work for it is not very different in any case.

The ECB continued to support Italian bonds so that Italy is not cut off
the financial markets. In the first three months of 2012, Italy had €300
billion of maturing debt. Unless this debt was rolled over in financial
markets, no troika could cover these sums of money. The method
applied could be more effective if the ECB were to announce a ceiling
on bond yields or a floor on bond prices. In the case of Switzerland, for
example, the mere announcement of such a scheme by the Swiss central
bank had the desired effect without any real purchases. Further, the
ECB was happy to salvage the financial system with the mere promise
that governments would do their best to control budget deficits and
public debts. Thus, the ECB provided three-year financing to 500 banks
in the EU with loans that nearly hit €0.5 trillion. The ECB extended
this package by another €530 billion with 800 banks involved (it costs
them only 1 per cent per annum on a three-year loan deal) — banks had
actually hoped for €1 trillion in the new round. Italian and Spanish
banks dominated the take-up, which accounted for almost half of the
funds on offer - half of the 800 banks were German. This kind of money
may have prevented the meltdown of the EU financial system. However,
it has done nothing to get the economy out of the recession. The reason
is simply that banks do not trust each other and therefore prefer to park
all this liquidity with the ECB. Interestingly enough, funds of €452bn
after the first round (see Financial Times, 27 December 2011), and €777bn
after the second round, were deposited with the ECB following the two
operations referred to above. Furthermore, ECB’s financing operation
has failed to boost bank lending to the real economy. Data released by
the ECB showed that, despite injecting €1 trillion in long-term liquidity
to the euro area banks, loans to non-financial firms fell by €3bn during
February. Corporate lending grew by just 0.4 per cent, lower than the
growth recorded in November and December 2011.

Returning to our discussion of the policy rules now proposed
for a fiscal union, two major problems are in place. First, they are
likely to operate in a destabilising manner. Attempts to balance a
government budget with no regard to the economic circumstances
would involve raising tax rates and cutting public expenditure in the
face of economic slowdown, thereby exacerbating the slowdown. The
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rules may be modified to allow for the position of the business cycle
(that is focus on the so-called structural budget position). This would
though exclude the use of discretionary policy measures, which would
be deemed to increase the structural budget deficit. It would also face
difficulties of calculating the structural budget position (assuming
that a structural budget position is a well-defined concept; see Sawyer,
2012).

Second, there is the presumption that the desirable budget position
for every country in every year is that of a balanced budget. A major
element of the euro crisis arises from the pattern of current account
imbalances amongst EMU member countries, and the lack of the
means for countries to resolve those imbalances, and yet the external
borrowing required to fund the current account deficits is not available.
The imposition of the same budget position in all countries requires that
the sum of net private savings (savings minus investment) plus current
account deficit are the same. It is possible that such a requirement can
accommodate large differences in current account deficits provided that
there are corresponding large differences in net private savings. But it
is more likely that the differences in current account deficits cannot be
so accommodated.

The aim of a balanced average (‘structural’) budget is actually a signif-
icant budget surplus when calculations are made (as they should) in
real terms; that is with allowance for the impact of inflation on real
value of government debt. But more significantly it would involve a
very substantial excess of tax revenue over current government expend-
iture (excluding interest payments). Further, it makes no allowance
for governments to be able to borrow to fund public investment. The
profoundly undemocratic nature of this approach is clear: the unelected
European Commission can ‘request’ that the elected national Parliament
and government to change its budget. Let us also note the problematic
nature of assessment of budgets. The forecast of budget for the year
ahead requires forecasts of growth, employment, inflation etc. for that
year. The assessment of structural budget position requires estimates
of potential output, which have often been subject to revisions many
years after the event.

It is clear that the major objections to the old SGP, the new fiscal
compact, and the proposed fiscal union, as discussed in this section,
are that they seek to impose without any justification a balanced budget
and that they pose restrictions in the use of fiscal policy in the face of
economic crises. And as we have argued recently, proper fiscal union is
the only way forward (Arestis and Sawyer, 2011c).
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9.7 Summary and conclusions

The creation of a monetary union obviously creates a union-level
monetary policy. It is widely recognised that monetary policy imposes
a single policy applying across a diverse set of economic regions. A
particular monetary policy may be appropriate for the position of some
economies but not for others given their position in the business cycle
and the responsiveness of their economies to monetary policy, and
the monetary policy is more likely to favour the politically strongest
(even when operated by an ‘independent’ central bank). Further,
monetary policy is constructed to deal with demand induced inflation
with interest rates raised (lowered) in response to inflation (actual or
expected) above (below) the target rate, though we would doubt the
effectiveness of monetary policy to significantly influence aggregate
demand. But monetary policy cannot deal with other forms of inflation
(for example, cost-push inflation) nor with situations in which there
is high (or rising) inflation combined with low (or falling) levels of
economic activity. The monetary union requires a further set of policy
instruments including fiscal policy. This could only be possible within
an EMU that enjoys political integration.

In this book we have raised the question as to whether a sustainable
monetary union requires a considerable degree of political integration
(and perhaps political union). We would strongly suggest that fiscal
policy and a social security system operating at the level of the
monetary union is required. The diversity of economic performance,
institutional arrangements and beliefs on economic policy and the
operation of market economies are all important difficulties in the
construction and operation of a monetary union. Political integration
is an important dimension to all these problems as this chapter has
hopefully elaborated.

We have previously argued (Arestis et al., 2003; Arestis and Sawyer,
2006a, 2006¢, 2006d) that in the absence of economic integration,
monetary unions without political integration would not have a good
chance of long-term survival. It is true, though, that those monetary
unions that involve very small countries, for example Eastern Caribbean
Currency Union, which covers a total population of half a million, have
a better survival possibility. It can also be argued that a monetary union
has one feature of political integration in the sense that it is govern-
ments which determine what is treated as legal tender and accepted as
payment of taxes. In this sense, and as we have argued in this book, the
need for a significant EMU fiscal policy is of paramount importance.
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The implementation of such a policy does require that the levels of tax
revenues and of public expenditure, which come within the scope of
EMU fiscal policy, and the balance between them (that is, the budget
deficit/surplus), is settled at the EMU level. It is though also remarkable
how little attention has been paid by the EMU to the promotion of
economic integration. This would encourage convergence of economic
conditions between the member countries, whether with respect to
unemployment, positions in the business cycle or common inflationary
and changes in competitiveness experiences. Whether the latter or any
other fundamental change is forthcoming, it is unfortunately a very sad
expectation. It should also be clear that cosmetic measures as currently
proposed will not save the euro. It is undoubtedly the case that the euro
experiment is going through a severe test.

The overall conclusion, then, of the whole of this book is to suggest,
very strongly indeed, for a political integration, especially so in view of
the fact that economic integration within the EMU/EU is completely
absent.



Notes

1 Introduction

1. In some respects the global financial crisis could be dated 2007-09, and
it became the ‘great recession’ subsequently. Then a further banking and
sovereign crisis became evident in 2011 and onwards, and in many respects
the latter crisis was a continuation of the initial crisis, but the latter had a
clear ‘euro area’ dimension.

2. Since not all of the EU states have joined the euro, the ESCB could not be used
as the monetary authority of the euro area. The activities of the European
Central Bank are at the heart of the European System of Central Banks (ESCB),
along with the national central banks of the 27 European Union member
states. Since not all 27 member states have adopted the euro as their currency,
the term Eurosystem is used to describe the ECB and the national central
banks of those Member States that have adopted the euro, currently 17.

3. Available at: http://european-council.europa.eu/media/639235/st00tscg26_
enl2.pdf.

4. The European Union, of course, has a budget but it is relatively small (near 1
per cent of all the EU countries’ GDP) and deficits cannot be operated.

2 The Launch of the Euro and Economic Performance

1. The global financial crisis could be seen as first in evidence during 2007,
particularly in August/September 2007, gathering pace during 2008,
reaching full intensity in September/October 2008, and turning into a true
‘great recession’. The financial crisis continues (up to the time of writing in
mid-2013) with banks and financial institutions continuing to be in some
difficulties, and the economic slowdown, rising unemployment following
the financial crisis continue.

2. For an extensive discussion on the degree to which initial member countries
met the convergence criteria, see Arestis, Brown and Sawyer (2001, chapter 3).

3. The relevant information is available at: http://ec.europa.eu/economy_
finance/euro/adoption/who_can_join/index_en.htm (accessed March 2012).

4. The Treaty was signed on 2 March 2012 by all of the 27 member states of the
European Union except the Czech Republic and the United Kingdom. The
treaty entered into force on 1 January 2013.

5. Denote trade deficit (as proportion of GDP) by (m - x), foreign debt, D, to
GDDP, Y, ratio as d = D/Y, then dd/dt = (im — x) + d(i - §) where (m — x) is the
difference between imports () and exports (x, as percentage of GDP), i is
rate of interest on foreign debt, and g is the growth rate of GDP (both in real
terms, or both in nominal terms). The debt to GDP ratio will then tend to
rise, though is can be seen that there are circumstances in which it would
not, for example, g much greater than i, or d itself positive.
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6. It should be noted that HICP, as reported in the quote of the text, is the
Harmonised Index of Consumer Prices. This is the index used in the EMU for
the ‘official’ definition of inflation.

7. The OCA literature starts from Mundell (1961), McKinnon (1963) and Kenen
(1969); for reviews see, for example, Baldwin and Wyplosz (2009, chapter 11).

3 The Economic and Monetary Union Model: Theoretical
Underpinnings of Macroeconomic Policy

1. See Meyer (2001) for an introduction to the NCM model. Woodford (2003)
for a very detailed elaboration of the model albeit using the term neo-Wick-
sellian, and the Bank of England (2005) for a model along NCM lines in the
context of building a macroeconomic model; Arestis (2007) contains a range
of papers on the NCM. For a critique of the NCM, see Arestis, (2009) and
Arestis and Sawyer (2008a, 2008b).

2. It is interesting to note in this context that in 1971-74 US deficit reductions
led to the recession of the 1970s that began at the end of 1973. US deficit
reductions in 1977-80 were followed by the recession of the 1980s. US deficit
reductions in 1987-89 had similar effects.

3. The explicit non-appearance of nominal money in the model is justified on
the assumption that the central bank allows the money stock to be what
is necessary to achieve the desired real rate of interest. Money is thereby a
residual (see Woodford, 2008, for example).

4. We discuss these issues at length in Arestis and Sawyer (2003a, 2003b,
2003c¢).

5. A brief indication of the models of the ECB is given in ECB (2008, pp. 36-7);
see also Fagan and Morgan (2005) and Smets and Wouters (2003).

6. The reference to Solans (2000) is from a speech by Eugenio Domingo Solans,
Member of the Governing Council and the Executive Board of the European
Central Bank, at the Fourth Annual Conference of Banco Central de Chile,
Santiago de Chile, 1st December 2000. Obtainable from http://www.ecb.int/
press/key/date/2000/html/sp001201_1.en.html.

7. The quote in the text is from a speech by Jiirgen Stark, Member of the
Executive Board of the ECB Conference on inflation targeting, Magyar
Nemzeti Bank (MNB) Budapest, 19 January 2007. Obtainable from http://
www.ecb.int/press/key/date/2007/html/sp070119.en.html.

8. Hofman (2008) offers evidence for the period 1999(1Q) to 2006(3Q) to
suggest that although in the early years of the ECB the predictive ability of
money-based forecasts was high, it has, nonetheless, deteriorated substan-
tially since then. Still, the predictive ability of M3 improves when the ECB’s
internal M3 series, corrected for the effects of portfolio shifts, are utilized.

4 Monetary Policy in the Economic and Monetary Union
1. HICPincludesthe prices of the following items, suitably weighted: goods, food,

non-energy industrial goods, energy services, housing services, transport,
communication, recreation and personal services, and miscellaneous (ECB,


http://www.ecb.int/press/key/date/2000/html/sp001201_1.en.html.
http://www.ecb.int/press/key/date/2007/html/sp070119.en.html
http://www.ecb.int/press/key/date/2007/html/sp070119.en.html
http://www.ecb.int/press/key/date/2000/html/sp001201_1.en.html.

210 Notes

10.

2004c, p. 52). This is the so-called ‘headline’ HICP. When food and energy
prices are subtracted, the notion of ‘core’ HICP emerges.

Interestingly enough, that review concerned itself only with the mandate
of price stability, the ECB’s primary objective. The subsidiary objective of
the ECB, to ‘support the general economic policies in the Community’, and
the interaction of monetary policy with other policies, essentially fiscal
and wages policy, both were completely ignored by the review.

It ought to be noted, though, that the inflation rate in the euro area has
generally been above the 2 per cent level for more or less the whole of the
ECB’s life as indicated in chapter 2.

Covered bonds are securities that usually attract top triple-A ratings. They
are also a major source of mortgage finance in Europe.

A critical role for the Bank of England is provided, which is to be developed
(it is planned that the governor of the Bank of England would join as
number two to the president of the ECB; the latter would chair the new
body). If such a role were eventually to be offered to the governor of the
Bank of England, it would be implicit recognition of the importance of the
UK'’s financial role in Europe and to both the UK economy and to that of
Europe. It is the case that the City of London is the largest financial centre
in Europe. In fact, new and more recent research by the think-tank Z/Yen
Group, and reported in the Financial Times (‘London Stays Top of Finance
League’, 19 March 2012), clearly shows that London is the leading ‘global
financial centre’, followed by New York and Hong Kong.

In the case of New Zealand, the Governor of the Reserve Bank of New
Zealand cannot be dismissed for failing to meet the policy targets but
can be dismissed for what is deemed inadequate performance in pursuit
of the inflation and other targets: see http://www.rbnz.govt.nz/monpol/
about/2851362.html.

Strictly speaking, the minutes of the ECB monthly meetings will be
published seventeen years after the relevant meetings.

It should be noted that the €700 billionn fund is not really substantial
in that the ‘callable’ capital entails the real danger of some countries not
being able to honour their commitments.

The EFSF/ESM will comprise of all the seventeen EMU-member states,
plus a number of EE, but not EMU, members. The latter include Denmark,
Poland, Latvia, Lithuania, Bulgaria and Rumania, which have pledged to
join the EFSF/ESM arrangements.

In the meantime, the EFSF is in the process of issuing the ‘eurobond’, a
sovereign responsibility of the EMU. This is an important development in
that it is the first time that a bond issue is undertaken by an institution on
behalf of the EMU as one entity. There is, however, great controversy over
this issue (see, for example, Arestis and Sawyer, 2011).

5 Fiscal Policy in the Economic and Monetary Union

1.

One may ask, of course, why ‘a maximum deficit of 3 per cent of GDP’, and
not a higher one. See below for a possible answer to this question.


http://www.rbnz.govt.nz/monpol/about/2851362.html.
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. The change in the debt ratio is given by

d B 1dB BdY 1 B1dy

—(3) - ==~ 57— - — D~ ———— where Yis the level of income since
dt'’Y Ydt Y dt Y YY dt

the change in debt is equal to the deficit (including interest payments) and
the debt ratio is stable when the change in ratio is zero which would imply d
- bg =0 and hence b = d/g.

. The US had an 8.6 per cent of GDP budget deficit (and 70 per cent of

debt to GDP, of which 54 per cent is in foreign hands) and China’s infra-
structural plan implied a 7 per cent deficit to GDP (Economist, November
2008).

. Full details on the EERP can be found on: http://ec.europa.eu/

economy_finance/publications/publication13504_en.pdf.

. Interestingly enough, a number of Asian and Latin American countries

managed to avoid the most serious aspects of the crisis: their precautionary
measures after the 1997 Asian crisis helped (build-up of large foreign
reserves; reduced exposure to foreign borrowing); and tighter controls
over their banking systems, especially so in some of the Latin American
countries.

. The Fed has used the term ‘credit easing’, more akin to the Bank of England’s

‘quantitative easing’, but different from the ECB’s ‘enhanced credit support’,
or ‘liquidity enhancing’ policy, in its approach to non-standard policy-
making in the context of the recent financial crisis.

. In the EMU the focus is on the banking sector; the decision to purchase

covered bonds outright by the ECB is with the specific aim to support the
covered bond market, which is the major source of support of finance for the
EMU banks.

. We may note in passing the enormous exposure of a number of EMU banks

to Central and Eastern European (CEE) countries. BIS (various issues) data
show that 90 per cent of loans to CEE come from EMU banks (Austria, for
example, is exposed to CEE by about 80 per cent of its GDP; the Netherlands
by 66 per cent of GDP). Clearly, this exposure provides risks to the current
state of the EMU.

6 Labour Markets, Employment Policies and the
Single Currency

1.

2.
3.

Available at: http://www.ecb.europa.eu/press/key/date/2012/html/sp120224.
en.html (accessed 20 March 2012).

The relevant web site is: http://ec.europa.eu/social/home.jsp?langld=en.

The relevant web page on the European Employment Strategy is: http://
ec.europa.eu/social/main.jsp?langld=en&catld=101 (accessed 29 July
2012).

. The employment protection legislation is defined broadly and covers all

types of employment protection measures resulting from legislation, court
rulings, collective bargaining or customary practices. The OECD (1999)
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7

study considered a set of 22 indicators, summarised in an overall indicator
on the basis of a four-step procedure (pp. 115-18).

Macroeconomic Policies for Full Employment and

Low Inflation

1.

The US experience is very telling on this score. The 1933 Glass—Steagall Act,
which separated banks as suggested in the text, produced a period until
1999, when the 1933 Act was repealed, of financial stability during which no
financial crisis took place, let alone of the type of the late 1920s and August
2007 (see, for example, Arestis and Karakitsos, 2011, 2012).

. See http://www.opsi.gov.uk/acts/acts2009/ukpga_20090001_en_1.

Committee on Banking and Financial Services, US House of Representatives,
22 July 1999.

It should be noted, though, that automatic stabilisers can change. Creel and
Saraceno (2008), argue that the automatic stabilisers in the EU countries
have diminished recently.

For some empirical work on this issue see Stockhammer et al. (2009).

It is interesting to note that empirical evidence (Eggertson, 2006) suggests
that under fiscal and monetary policy coordination, fiscal multipliers are
higher than when no policy coordination prevails (even bigger than the
Keynesian ones). This is possible so long as the fiscal and monetary authority
have a common objective, for example maximization of social welfare.
Eggertsson (2006) utilising a calibrated model, not dissimilar in substance
to the NCM type of macroeconomic model (see, for example, Arestis, 2007),
concludes that under fiscal and monetary policy coordination fiscal multi-
pliers are higher than when no policy coordination prevails. Indeed, they
are bigger than those found in the traditional Keynesian literature (see, also,
Arestis, 2012a, 2012b).

A report in the Financial Times (Fund Management section, 16 January 2006)
makes the point that between a third and a half of institutional investors
in Northern Europe, Australia and the UK, turn to the equity market
from other asset markets. Under such circumstances, changes in the rate
of interest would have ambiguous effects. For example, a rise in interest
rates might reduce rather than encourage inward capital movements. The
effect of interest rate changes on the exchange rate may have become rather
ambiguous.

Further references include Angeriz and Arestis (2007a, 2007b, 2008), as well
as Arestis and Sawyer (2004a).

The Future of the Euro

. See, also, Chadha et al. (2012) for a different analysis of the problematic

nature of the euro-area model. Chadha et al. (op. cit.) suggest that
euro-area policy makers ‘not only concentrate on the necessary reforms
for a currency union but also offer to put the victims of the battle into
intensive care’ (p. 79).
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2. Similar statements are made by the Governor of the ECB at the press
conference after the monthly meetings of the Governing Council of the ECB
(see, for example, Trichet, 2011b).

3. We elaborate further on the importance of financial stability in chapter 7 of
this book (see, also, Arestis and Sawyer, 2012).

4. The ECOFIN is a ‘configuration of the Council of the European Union...and
is composed of the Economics and Finance Ministers of the 27 European
Union member states, as well as Budget Ministers when budgetary issues
are discussed’. The tasks of the ECOFIN are: ‘economic policy coordi-
nation, economic surveillance, monitoring of Member States’ budgetary
policy and public finances, the euro (legal, practical and international
aspects), financial markets and capital movements and economic relations
with third countries. It also prepares and adopts every year, together with
the European Parliament, the budget of the European Union which is
about €100 bn’ (both quotes are available at: http://en.wikipedia.org/wiki/
Economic_and_Financial_Affairs_Council).

5. Other contributors recognise the importance of euro area changes. Different
proposals have been suggested. A most recent one is by Chadha et al. (2012),
who suggest the ‘reset option’ whereby member countries of the EMU can
temporarily leave the euro area but remain members of the EU with the
‘ongoing objective’ to return to the EMU at some future point in time.

9 Economic Convergence and/or Political Integration

1. It should be noted that the €700 billion fund is not really substantial in that
the ‘callable’ capital entails the real danger of some countries not being able
to honour their commitments.

2. The EFSF/ESM will comprise of all 17 of the EMU member states, plus a
number of EE, but not EMU, members. The latter include Denmark, Poland,
Latvia, Lithuania, Bulgaria and Rumania, which have pledged to join the
EFSF/ESM arrangements.

3. In the meantime, the EFSF is in the process of issuing the ‘euro bond’, a
sovereign responsibility of the EMU. This is an important development in
that it is the first time that a bond issue is undertaken by an institution on
behalf of the EMU as one entity. The first issue took place on the 25 January
2011 as part of its mission to provide liquidity to countries whose financial
markets face serious difficulties.

4. It is interesting to note that ‘As of 31 December 2009, banks headquar-
tered in the euro area accounted for almost two-thirds (62%) of all interna-
tionally active banks’ exposures to the residents of the euro area countries
facing market pressures (Greece, Ireland, Portugal and Spain). French and
German banks were particularly exposed to the residents of Greece, Ireland,
Portugal and Spain. Together, they had $727 billion of exposures to Spain,
$402 billion to Ireland, $244 billion to Portugal and $206 billion to Greece.
At the end of 2009, they had $958 billion of combined exposures ($493
billion and $465 billion, respectively) to the residents of these countries.
This amounted to 61% of all reported euro area banks’ exposures to those
economies’ (BIS, 2010a, pp. 18-19). It clearly is the case that France and
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Germany have a strong interest in rescuing the weak countries to avoid
possible bankruptcies and/or a dramatic fall in the value of these countries’
sovereign debt.

5. In the European case 91 banks, with seven of them failing the stress test,
were included in the sample. In the US 19 banks were included and ten failed
the stress test. Apparently, the more stringent and earlier US stress test has
not helped in terms of its objective to boost bank lending, which continues
to contract under tight conditions.

6. An important international development that affects the EU/EMU members
and their banking sectors is the Basel III standards (BIS, 2010b). The main
purpose of Basel III is to enhance banks’ capital requirements to make them
safer and avoid the problems of the ‘great recession’. The EU intends to
modify Basel I1I standards in an attempt to allow banks to count for more in
their total capital. This would relax Basel Il regulations and relax EMU'’s grip
on banks when the opposite should be forthcoming.
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