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European Integration Timeline

1948

1951

1952

1955

1958

1960

The Organisation for European Economic Cooperation (OEEC) is
set up in Paris in April 1948, coordinating the distribution of the
Marshall Plan financial aid, which will amount to $12.5 billion
from 1948 to 1951. The OEEC consists of one representative from
each of the 17 Western European countries that join the organisa-
tion. In May 1948, in The Hague, the Congress of Europe (a meeting
of delegates from 16 European countries) agree to form the Council
of Europe with the aim of establishing closer economic and social
ties.

The European Coal and Steel Community (ECSC) is established
by the signing of the Treaty of Paris in April 1951. Along with
France and West Germany, Italy, Belgium, Luxembourg and The
Netherlands have also chosen to join the organisation. Members
of the ECSC pledge to remove all import duties and quota restric-
tions on the trade of coal, iron ore, and steel between the member
states.

The European Defence Community (EDC) Treaty is signed by
France, West Germany, Italy, Belgium, Holland and Luxembourg in
May 1952. It includes the provision for the formation of a parallel
European Political Community (EPC). However, both initiatives
are destined to founder since the French National Assembly never
ratifies the EDC Treaty, finally rejecting it in August 1954.

The process of further European integration is given fresh impetus
by a conference of ECSC foreign ministers at Messina, Italy, in June
1955. The meeting agrees to develop the community by encour-
aging free trade between member states through the removal of
tariffs and quotas. Agreement is also reached to form an Atomic
Energy Community to encourage cooperation in the nuclear
energy industry.

The two Treaties of Rome are signed, establishing the European
Economic Community (EEC) and the European Atomic Energy
Community (Euratom). As well as stipulating the eventual removal
of customs duties on trade between member countries (over a
period of 12 years) the EEC Treaty sets out to allow the free move-
ment of workers, capital and services across borders and to harmo-
nise policies on agriculture and transport.

At the Stockholm Convention in January 1960, Austria, Britain,
Denmark, Norway, Portugal, Sweden and Switzerland form the
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European Integration Timeline ix

European Free Trade Association (EFTA). The objective of EFTA
is to promote free trade but without the formal structures of the
EEC.

UK applies to join the EEC.

British application for EEC membership fails.

UK submits second application to join EEC.

Customs union completed and Common Agricultural Policy
enacted.

In October, following the recommendations of the Werner Report,
the EEC launches its first attempt at harmonising exchange rates.
The mechanism adopted is the so called ‘snake in the tunnel,
whereby participating governments are required to confine the
fluctuations of their currencies within a range of +/-1% against
each other. The value of the group of currencies (the snake) is
also to be maintained within a range of +/-2.25% against the U.S.
dollar (the tunnel). Countries requiring assistance to keep their
currencies within the required band may receive help only in the
form of loans.

Denmark, Ireland and the UK join the EEC.

UK referendum supports staying in EEC.

At a summit in Bremen in July, the French and West German
governments announce their intention to create the European
Monetary System (EMS). At the centre of the EMS is the European
Currency Unit (ECU). The value of the ECU is to be derived from
a weighted basket of all participating currencies with the greatest
weighting against the West German mark.

Greece joins the EC.

Portugal and Spain join the EC.

UK joins EMS.

At a summit of the European Council in Maastricht, Holland, the
Treaty on European Union (TEU), also known as the Maastricht
Treaty, is signed. Originally intended to include a declaration of
an intention to move towards federal union, at Britain’s insist-
ence this aspect is played down. Subsequent to the signing of the
Maastricht Treaty, the European Community is referred to as the
European Union (EU).

UK leaves EMS.

The Single European Market takes effect. Trade tariffs are scrapped,
but duty-free shopping remains until 1999.

Stage 2 of EMU is initiated on January 1st with the establishment
of the European Monetary Institute (EMI) to oversee the co-ordi-
nation of the monetary policies of the individual national central
banks. The EMI will also work towards the introduction of stage 3
by organising the creation of the European Central Bank.



x European Integration Timeline

1995

1997

1998

1999

2000

2001

2002

2003
2004

2005

2006

Austria, Finland and Sweden join the EU, bringing membership
to 15.

The Schengen Agreement comes into force and scraps border
controls. UK and Ireland stay out of the agreement.

Heads of government draft a new agreement in Amsterdam which
updates the Maastricht Treaty and prepares the EU for its eastward
expansion. Qualified majority voting is introduced into new areas,
reducing individual countries’ powers to veto new measures.

At the beginning of May, at a summit of EU officials and heads of
state in Brussels, the announcement is made as to which countries
will participate in the launch of the euro the following January. In
June the European Central Bank (ECB) is established in Frankfurt,
Germany. The ECB together with the national central banks of the
15 EU member states form the European System of Central Banks
(ESCB), which will be responsible for setting monetary policy
for the euro countries and managing those countries’ foreign
reserves.

The EU opens accession negotiations with Hungary, Poland,
Estonia, the Czech Republic, Slovenia and Cyprus.

Romania, Slovakia, Latvia, Lithuania, Bulgaria and Malta are
invited to begin accession negotiations.

Eleven countries adopt the euro as their official currency (although
national currency notes and coins remain in circulation), but
Sweden, Denmark and the UK stay out.

The Nice summit agrees to limit the size of the Commission and
increase the president’s powers. Qualified majority voting is intro-
duced in new areas, but members keep their vetoes on social secu-
rity and tax. A timetable for taking forward accession negotiations
is endorsed.

The Laeken European Council establishes the Convention on the
Future of Europe.

Euro notes and coins are introduced in 12 EU countries.

The European Commission announces that ten countries are on
course to meet the criteria for accession to the EU in 2004.

The UK has been a member of the EU for 30 years.

EU enlargement to 25 member states with addition of Slovakia,
Latvia, Lithuania, Malta, Hungary, Poland, Estonia, the Czech
Republic, Slovenia and Cyprus.

EU Constitution ratification ended by referendum defeats in France
and the Netherlands.

The UK holds EU presidency, but fails to make progress on new
2007-2013 budget.

Accession negotiations are opened with Turkey and Croatia.
Slovenia’s entry into the euro on 1 January 2007 is confirmed.
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European Integration Timeline Xxi

Accession negotiations with Turkey are suspended.

EU enlargement to 27 member states with addition of Bulgaria and
Romania.

Slovenia becomes the first of the recent enlargement member to
hold the presidency of the Council of the EU.

Treaty of Lisbon ratification ended by referendum defeat in
Ireland.

Final year of the Barroso Commission.

Seventh series of elections to the European Parliament.

Second referendum on the Treaty of Lisbon in Ireland.

Spain is the first country to hold the Presidency of the Council
of the EU under the Lisbon Treaty and the new trio presidency
system' with Belgium and Hungary.

Heads of state and government agree to support the Greek govern-
ment in its efforts to meet the Stability Programme targets for
2010.

European Council adopts a ten-year strategy for smart, sustainable
and inclusive growth: Europe 2020.

The EU agrees to support the Irish economy to help safeguard the
stability of the euro.

Estonia adopts the euro, becoming the seventeenth member of the
euro area.

The first ‘European semester’ of economic policy coordination
between EU countries to help prevent economic crises like the one
in 2008-2010.

A comprehensive package of measures to strengthen the European
economy is finalised with the Euro Plus Pact to reinforce economic
policy coordination in the EMU.

Three new European financial supervisory authorities begin oper-
ating: the European Banking Authority, the European Insurance
and Occupational Pensions Authority and the European Securities
and Markets Authority.

European Council agrees that the accession negotiations with
Croatia should be concluded by the end of June 2011, paving the
way for the country to become the twenty-eighth EU member in
2013.

The EU seeks to resolve the eurozone crisis centered on Greece
through establishing the Furopean Financial Stability Facility
(EFSF) to become the European Stability Mechanism (ESM) from
2013.

Denmark takes over the six-month rotating presidency of the
Council.

Croatia vote ‘yes’ by 66 to 33% in its accession referendum and so
will become the twenty-eighth EU member on 1 July 2013.
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2013

2014

The European Council proposes a new treaty on stability, coor-
dination and governance in the economic and monetary union,
which is agreed by all EU countries with the exception of the
Czech Republic and the UK.

A treaty to create a European Stability Mechanism (ESM) is
signed.

The European Council grants candidate status to Serbia.

The European Citizens’ Initiative becomes a reality, enabling citi-
zens to propose EU legislation on specific issues for the first time.
As part of the ‘European Semester’, the Commission adopts recom-
mendations for each member state, offering guidance on 2012-
2013 national budgets and economic policies.

Cyprus takes over the six-month rotating presidency of the
Council.

The European Stability Mechanism (ESM) enters into force.

The European Union is awarded the Nobel Peace Prize 2012.
Ireland takes over the six-month rotating presidency of the
Council.

The Treaty on Stability, Coordination and Governance in the
Economic and Monetary Union enters into force.

Croatia joins the EU, bringing the total number of member coun-
tries to 28.

Lithuania takes over the six-month rotating presidency of the
Council.

Greece takes over the six-month rotating presidency of the
Council.

Latvia adopts the euro as its currency, becoming the eighteenth
member of the euro area.

The European Parliament adopts a set of rulebooks on how to deal
with banks in serious difficulties, as the final element of the EU’s
Banking Union.



Chronology of Eurozone Crisis

1970
1973
1977
1979
1991
1992

1998

1999

2001
2002

2007
2008

2009

EC Commission resolution to establish Economic and Monetary
Union (EMU). Werner Committee Report on EMU issued.
Collapse of ‘snake in the tunnel’ policy.

European Monetary System (EMS) launched.

EMS comes into operation.

European Council meeting in Maastricht agrees the Treaty on
European Union.

Crisis in the ERM leading to the UK and Italy suspending their
memberships.

European Council decides that 11 EU member states will partici-
pate when the euro is launched in 1999 (France, Germany, Italy,
Belgium, Luxembourg, the Netherlands, Ireland, Spain, Portugal,
Finland and Austria).

Exchange rate parities of the participating member states and
their conversion rates into euros are irrevocably fixed. The euro
becomes a currency in its own right. Member states’ monetary
policy, exchange-rate policy carried out, and new public-sector
debt instruments issued, in euros. The ESCB, national and EU
public authorities to oversee and assist with currency changeover.
Greece is added to list of eurozone member states.

Euro banknotes and coins to circulate alongside national currency
notes and coins.

January: Slovenia joins the euro.

January: Malta and Cyprus join the euro. EU leaders agree on a
€200bn stimulus plan to help boost European growth following
the global financial crisis.

January: Slovakia joins the euro. Estonia, Denmark, Latvia and
Lithuania join the Exchange Rate Mechanism (ERM) to bring their
currencies and monetary policy into line with the euro in prepara-
tion for joining. The EU orders France, Spain, the Irish Republic
and Greece to reduce their budget deficits.

April: Standard and Poor’s downgrades Greece’s debt ratings below
investment-grade to junk-bond status; downgrades Portuguese
debt two notches and issues negative outlook; downgrades Spanish
bonds.

October: Amid much anger in Greece towards the previous
government over corruption and spending, George Papandreou’s
Socialists win a general election.

xiii
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2010

2011

December: Greece admits that its debts have reached €300bn,
the highest in modern history, such that it is burdened with debt
amounting to 113% of GDP.

January: An EU report condemns ‘severe irregularities’ in Greek
accounting procedures. Greece’s budget deficit in 2009 is revised
upwards to 12.7%, from 3.7%, and more than four times the
maximum allowed by EU rules. The ECB dismisses speculation
that Greece will have to leave the EU. Greece unveils a series of
austerity measures aimed at curbing the deficit from 12.7% in
2009 to 2.8% in 2012.

March: The eurozone and IMF agree a safety net of €22bn to help
Greece, raised to €30bn in April. Papandreou continues to insist
that no bailout is needed. ECB extends softer rules on collateral to
avoid a situation where one ratings agency decides if a eurozone
country’s bonds are eligible for use as ECB collateral.

April: The EU announces that the Greek deficit is even worse than
thought at 13.6% of GDP, not 12.7%.

May: The ECB announces that it will accept Greek government
bonds as collateral no matter what their rating is. The eurozone
members and the IMF agree a €110bn bailout package to rescue
Greece. Ireland’s debt starts to come under scrutiny.

June: The EU releases the results of ‘stress tests’ conducted on 91
European financial institutions, with seven failing to maintain the
minimum amount of ready capital required by examiners.

September: EU finance ministers and IMF approve second of the
bailout instalments for Greece of €6.5bn and €2.57bn respectively.
Ireland’s central bank announces that the cost of bailing out Anglo
Irish Bank could reach as much as €34.3bn, pushing its budget
deficit to 32% of GDP.

November: Ireland starts talks and then accepts an €85bn package
to help alleviate its debt burden, contrary to previous denials
that it would need external help. Ireland then passes an austerity
budget.

January: Estonia joins the euro. Fitch becomes the third ratings
agency to cut Greek debt to ‘junk’ status after S&P and Moody's.
February: Eurozone finance ministers set up a permanent bailout
fund, the European Stability Mechanism (ESM), of €500bn.

May: The eurozone and IMF approve a €78bn bailout for Portugal.
June: Eurozone ministers say Greece must impose new austerity
measures before it gets the next tranche of its loan, without which
the country will probably default on its debts. Standard & Poot’s
downgrades Greece’s credit rating, making it the country with the
world’s lowest-rated sovereign debt.
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July: A second bailout for Greece is agreed. The eurozone agrees
a comprehensive €109bn package designed to resolve the Greek
crisis and prevent contagion among other European economies.
The Greek parliament votes in favour of a fresh round of austerity
measures; the EU approves the latest tranche of the Greek loan of
€12bn.

August: Interest rates on ten-year Italian government bonds top
6% as confidence in the coalition led by Prime Minister Silvio
Berlusconi is undermined by personal scandals and his on-going
disagreements with Finance Minister Giulio Tremonti. Italy’s €1.9tr
public debt falls under increasing scrutiny from investors and, at
120% of GDP, Italy’s rate of indebtedness is second only to Greece.
The ECB says it will buy Italian and Spanish government bonds to
try to bring down their borrowing costs, as concern grows that the
debt crisis may spread to the larger economies of Italy and Spain.
September: A meeting of finance ministers and central bankers
in Washington leads to more calls for urgent action, but a lack
of concrete proposals sparks further falls in share markets. Greece
holds ‘productive and substantive’ talks with its international
supporters, the European Central Bank, European Commission
and IMF. Spain passes a constitutional amendment to add in a
‘golden rule,” keeping future budget deficits to a strict limit. Italy’s
legislature approves a €54bn austerity package with the intention
of wiping out Italy’s budget deficit by 2013, but Italy has its debt
rating cut by S&P.

October: The Bank of England injects a further £75bn into the
UK economy through quantitative easing, while the ECB unveils
emergency loan measures to help banks. European leaders reach a
‘three-pronged’ agreement described as vital to solve the region’s
huge debt crisis. Some private banks holding Greek debt have
accepted a loss of 50%. Banks must also raise more capital to protect
themselves against losses resulting from any future government
defaults. Slovakia’s coalition government collapses when Prime
Minister Iveta Radicova ties her country’s approval of the expan-
sion of the EFSF (requiring unanimous consent of all eurozone
members) to a confidence motion. Eurozone finance ministers
approve the next €8 bn tranche of Greek bailout loans, potentially
saving the country from default.

November: Summit of G20 leaders discusses the eurozone crisis,
and European leaders publicly declare that Greece’s departure from
the single currency is a possibility. Prime Minister Papandreou
announces a Greek referendum on the new eurozone debt deal,
but then withdraws promised referendum amid heavy pressure
from Germany and France. Papandreou responds by abandoning
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the planned referendum. Spain becomes the third eurozone
country in three weeks to see a change in government. Spanish
voters sweep the ruling Spanish Socialist Workers’ Party (PSOE)
from power, handing the Popular Party (PP) an overall majority
in parliament. Zapatero remains caretaker prime minister while
PP leader Mariano Rajoy begins the task of forming a new govern-
ment. Berlusconi’s budget passes, and he resigns to be replaced by
Mario Monti, a politically independent economist who previously
served on the European Commission. S&P downgrades Belgium's
long-term sovereign credit ratings.

December: All eurozone members and six countries that aspire
to join agree on a new intergovernmental treaty (a fiscal stability
union) to cap government spending and borrowing, with penalties
for those countries that violate the limits. All other non-eurozone
countries, except the UK, are also prepared to join in. The ECB
starts the biggest infusion of credit into the European banking
system by loaning €489bn to 523 banks at a rate of just 1% over a
three-year period. In Greece a new interim national union govern-
ment led by Lucas Papademos (former ECB vice-president) submits
its plans for the 2012 budget, promising to cut its deficit from 9%
of GDP 2011 to 5.4% in 2012; however, both Fitch and Moody'’s
cuts Greece’s rating, with a negative outlook.

January: The ‘fiscal pact’ initially proposed in December 2001,
containing for new rules that make it harder to break budget
deficits, is signed by 25 EU members, with the UK and the Czech
Republic opting-out. Talks stall between Greece and its private
creditors over a debt write-off deal. The deal is necessary if Greece
is to receive the bailout funds it needs to repay billions of euros
of debt in March. Standard & Poor’s downgrades France and eight
other eurozone countries, together with the EFSF blaming the
failure of eurozone leaders to deal with the debt crisis.

February: The ECB holds a second auction, providing 800 Eurozone
banks with further €529.5bn in loans. Following negotiations
with private lenders and the EU/IMF/ECB troika as Greece tries
to get a debt write-off and make even more spending cuts to get
its second bailout, its coalition government finally agrees to pass
the demands made of it by international lenders. But the eurozone
effectively casts doubt on the figures, requiring a further €325m in
budget cuts.

March: 25 EU countries sign the new pact on fiscal discipline.
While it will be binding only for those countries that use the euro,
other signatories can choose to abide by its guidelines. However,
unlike previous EU treaties, unanimous support from member
countries is not required, and the agreement enters into force
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upon ratification by 12 of the 17 eurozone countries. Eurozone
finance ministers announce an expansion of the EFSF and ESM
to a combined €800bn in funding. This increase is made at the
urging of the G20 and the IMF, who had expressed concern that
the existing rescue funds were not sufficient to manage the bailout
of a country such as Spain or Italy. The government of Prime
Minister Mariano Rajoy unveils a budget that cuts some €27bn
in spending, intended to bring Spain back into line with the new
EU fiscal pact. The eurozone governments and IMF finally back
a second Greek bailout of €130bn. With a majority of private
bondholders agreeing to swap their existing Greek government
bonds for ones with a longer term, a lower interest rate and less
than half the previous face value, the Greek government exercises
‘collective action clauses’ to force the remaining bondholders to
accept the deal. The action allows Greece to erase some €100bn
in government debt. Unlike the ‘selective default’ of July 2011 the
activation of the collective action clauses marks the event as a true
loan default. The International Swaps and Derivatives Association
declares that a ‘credit event’ has occurred, a decision that triggers
the payout of credit-default swap insurance.

April: Spanish shares hit by worries over the country’s economy,
and the Spanish government’s ten-year cost of borrowing rose back
towards 6%, signalling fear over the country’s creditworthiness.
Italian borrowing costs increase in a sign of fresh concerns among
investors about the country’s ability to reduce its high levels of
debt. In an auction of three-year bonds, Italy pays an interest rate
of 3.89%, up from 2.76% in a sale of similar bonds the previous
month.

May: The European Commission adopts a package of recommen-
dations for budgetary measures and economic reforms and recom-
mends that the euro area make steps towards a ‘full economic and
monetary union’, including a banking union, integrated super-
vision and a common deposit insurance scheme. Spain’s fourth
largest bank, Bankia, is effectively nationalised as the govern-
ment announces a €23.5bn bailout. A majority of Greeks vote in a
general election for parties that reject the country’s bailout agree-
ment. Market analysts begin to discuss a ‘Grexit’, so capital flight
becomes a growing concern as depositors fear a possible return to
the drachma. Greece agrees to repay in full a €435m bond after
previously declaring that it would default on any investors that did
not participate in its €206bn debt swap. It is reported that deposi-
tors withdrew €700m from banks, sparking fears of a bank run.
June: EU leaders’ meeting is dominated by Rajoy and Monti,
who secure more-favourable lending terms, and eurozone leaders
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agree that countries obtaining loans from the ESM will not be
subject to troika oversight. Additionally, steps are taken to estab-
lish a eurozone banking union, with supervisory powers vested
in the ECB. The European Council adopts a ‘growth compact’
and tasks the president of the European Council, the president of
the Commission, the president of the Eurogroup and the presi-
dent of the ECB (the ‘Four Presidents’) with developing a specific,
time-bound roadmap for the achievement of a genuine eurozone.
In Greece, new elections held after attempts to form a coalition
government fail. The pro-austerity party, New Democracy, wins
most votes, allaying fears about Greece leaving the eurozone. In
an effort to shore up its undercapitalised banking sector, Cyprus
becomes the fifth eurozone country to apply for a bailout (€4bn).
After emergency talks Economy Minister Luis de Guindos of Spain
says that the country will shortly make a formal request for up to
€100bn in loans from eurozone funds to try to help shore up its
banks. Although Prime Minister Rajoy characterises the transac-
tion as a ‘soft loan’ rather than a bailout, EU officials emphasise
that the troika will oversee both the loan and any conditions that
might be attached to it.

July: The ECB drops a key interest rate to 0.75%, which lowers the
cost of borrowing for banks in the eurozone. Representatives of
the troika arrive to investigate Cyprus’s financial problems and
submit bailout terms. The Cypriot government expresses disagree-
ment over the terms. EU regulators agree to €18bn in aid for four
Greek banks (Alpha Bank AE, EFG Eurobank Ergasias SA, Piraeus
Bank SA, and National Bank of Greece SA). Prime Minister Rajoy
of Spain announces an austerity budget that includes some €65bn
in additional spending cuts and tax increases. Eurozone finance
ministers agree to a plan for Spain’s €100bn bank bailout plan. It is
expected that the first €30bn will be delivered by the end of July.
August: Catalonia becomes the third Spanish region to ask the
nation’s central government for a €5bn bailout. The region faces
€5.6bn of further bond maturities in 2012.

September: The ECB announces it would launch an unlimited but
sterilised bond-buying program that would offset bond purchases
by taking money out of circulation to avoid increasing the money
supply. The new program known as Outright Monetary Transactions
will replace the Securities Markets Program. Spaniards withdrew a
record €75bn from Spanish banks in July, equivalent to 7% of GDP.
The IMF approves a new €920m tranche for Ireland, the latest in
financial aid that started in 2010.

October: The EU discusses the completion of EMU on the basis of
an interim report presented by Herman Van Rompuy and agrees to
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have the legal framework for the single supervisory mechanism in
place by January 2013. This agreement clears the way for the ESM
to directly recapitalise banks, rather than having to act through
national governments. It is hoped that this will break the vicious
cycle of interconnected sovereigns and their systemically impor-
tant banks. The Greek government submits its 2013 budget draft.
The plan outlines further austerity measures of around €8bn,
designed to placate the nation’s lenders.

November: EU leaders fail to reach a deal on a common budget for its
27 members. A delay is expected until early 2013. EU Commission
president, Barroso, says that he supports the 17-member euro-
zone nations integrating their economies faster than the wider,
27-member EU to facilitate a unified budget and the ability to issue
eurozone-wide bonds. However, the Eurogroup approves a two-
year extension to Greece’s fiscal-adjustment period. The IMF and
eurozone reach a debt-reduction agreement for Greece amounting
to €40bn. The reduction is expected to help Greece re-emerge from
its crippled state by 2020. Greece announces that it will borrow
€10-14bn to finance the repurchase of debt demanded under the
new terms of its bailout agreement.

December: EU finance ministers announce that they have reached
an agreement to form a banking union. A single banking regulator,
the ECB, is thought to be a key to resolving the crisis. Authority is
granted to force troubled banks to close their doors and for bank
capital ratios to be raised. Credit ratings are lowered for the EFSF
and ESM by Moody'’s.

March: The Eurogroup and troika agree a €10bn bailout with
Cyprus (the fifth country to receive money from the EU-IMF); in
return for Cyprus agreeing to close its second largest bank, the
Cyprus Popular Bank (also known as Laiki Bank), levying all
uninsured deposits there, and possibly around 40% of uninsured
deposits in the Bank of Cyprus, many held by wealthy citizens of
other countries who were using Cyprus as a tax haven. As part
of the deal, a one-off bank deposit levy of 6.7% for deposits up
to €100,000 and 9.9% for higher deposits, was announced on all
domestic bank accounts. No insured deposit of €100,000 or less
would be affected. Savers were to be compensated with shares in
their banks and measures were put in place to prevent withdrawal
or transfer of moneys representing the prescribed levy. However,
when the final agreement was settled the idea of imposing any sort
of deposit levy was dropped, as it was now possible instead to reach
a mutual agreement with the Cypriot authorities accepting a direct
closure of the most troubled Laiki Bank (with remaining good
assets and deposits below €100,000 being saved and transferred
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to the Bank of Cyprus, while shareholder capital would be written
off, and the uninsured deposits above €100,000, along with other
creditor claims, would be lost to the degree being decided by how
much the receivership subsequently can recover from liquidation
of the remaining bad assets. As an extra safety measure, uninsured
deposits above €100,000 in the Bank of Cyprus will also remain
frozen until a recapitalisation has been implemented (with a
possible imposed haircut if this is later deemed needed to reach
the requirement for a 9% tier-1 capital ratio). Italy’s general elec-
tion failed to deliver a clear majority in the Senate. The centre-left
coalition led by Pier Luigi Bersani won a narrow majority in the
Lower House, but the Five-Star Movement, led by anti-euro come-
dian Beppe Grillo, emerged as the largest single party in the lower
house and the second-largest party in the Senate. Outgoing PM
Mario Monti was the biggest loser, with his party getting less than
10% of votes in both houses.

April: After several inconclusive ballots in which neither Prodi
nor Marini (nor anyone else) found a majority, Giorgio Napolitano
accepts to stand for re-election as Italian president in the hope
that this will lead to a resolution of the Italian political crisis.
Subsequently, Bersani resigns as leader of the Democratic Party
(PD) and is replaced by Matteo Renzi. Enrico Letta, deputy leader
of the PD, is invited by the president to form a government, after
enough support is found for his leadership.

June: During state visit to Japan, President Francois Hollande of
France declares that the eurozone crisis is over.

July: The IMF warns that it may be forced to write off some Greek
debt after identifying an $11bn ‘black hole’ in the finances.
August: The Eurozone is brought out of 18-month recession by
Germany and France, but Economic Commissioner Olli Rehn
warns that the crisis is far from over as the eurozone reports 0.3%
second-quarter growth.

December: Ireland leaves the EU/IMF bailout programme with
government debt at 130.4% of GDP in 2013. Portugal also passes a
bailout review of its economy.

January: As foreign investor confidence in the country has been
restored, Spain formally exits the EU/IMF bailout mechanism.
April: Greece returns to international capital markets, issuing
bonds worth €3bn.



Glossary of Terms

Asymmetric and symmetric external shocks External shocks refer to
the impact upon the domestic economy generated by activities beyond
the control of UK authorities, for example a sudden rise in oil prices or
change in global demand for raw materials. If an external shock has a
similar effect upon a given group of countries, it is said to be a symmetric
shock since the policy response will be largely the same for all countries.
Asymmetric shocks, alternatively, refer to those changes in the external
environment that have significantly different effects upon different coun-
tries, requiring very different policy responses by each country in order to
respond effectively.

Cyclical and structural convergence Economic convergence refers to
potential eurozone participants becoming economically similar prior to
membership. Cyclical convergence occurs when the business cycles of
boom and recession become increasingly similar amongst participating
economies, so that a recession in the UK would occur approximately at
the same time as a comparable slow-down in Germany, rather than one
or two years in advance as at present. Similarly, structural convergence
refers to changes in industrial and financial structure of the participating
economies, which have the effect of ensuring similar reactions to external
forces over the long term.

Deflation/Reflation Deflation may be defined as a reduction in economic
activity in the economy, which is associated with a sustained reduction
in inflation, output and employment. Reflation refers to an increase in
economic activity which stimulates output, employment and inflation in
varying degrees.

Devaluation/revaluation/over-valuation Devaluation refers to a reduc-
tion in the value of a given exchange rate relative to other rates, whilst
revaluation concerns the increase in the exchange rate. For example, if
the exchange rate on a given day is £1 equals $1.67, if the value of sterling
increases so that £1 could now buy $2 worth of goods, the value of the
pound would be said to have appreciated, whereas if the value falls to
perhaps $1.50, sterling would be said to have fallen in value or devalued.
Over-valuation refers to the circumstance wherein the value of sterling is
so high that British exporters find it difficult to compete and this possibly
leads to a trade deficit where more is imported than exported. Too high
an over-valuation could lead to economic recession, as export companies
reduce output and lay off workers. This then may spread to the remainder
of the economy.

xxi
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Economic and Monetary Union (EMU) As a matter of definition, mone-
tary union occurs when exchange rates are permanently and irrevocably
fixed and may therefore precede the introduction of a single currency.
However, the two terms are generally used interchangeably. Economic
union involves a further transfer of macroeconomic policy to the federal
level — particularly monetary policy, but typically also ‘coordination’ of
fiscal policy within prescribed limits.

European Central Bank (ECB) The ECB supersedes national central banks
in those EU nations participating in the eurozone. Based in Frankfurt,
the ECB will be in sole charge of exchange-rate and monetary policy for
all the eurozone countries, setting one common interest rate, which will
apply irrespective of the particular needs of individual countries at any
period of time. Its sole policy goal is to achieve price stability without a
similar responsibility to assist employment creation or economic growth.
Policy conflict between ECB and the wider economic responsibilities of
individual governments is difficult to resolve since the ECB is beyond the
control of both member states and the EU Commission.

European Economic Area (EEA) The EEA came into being on 1 January
1994, following an agreement between the European Free Trade
Association (EFTA) and the EU. It was designed to allow EFTA countries
to participate in the European SIM without having to join the EU. In
an obligatory referendum, Switzerland’s citizens chose not to participate
in the EEA. Instead, the Swiss are linked to the EU by bilateral agree-
ments, with a different content than that of the EEA agreement. Thus,
the current members/contracting parties are three of the four EFTA states
(Iceland, Liechtenstein and Norway) and the EU25. The EEA is based on
four ‘freedoms’: the free movement of goods, persons, services and capital
between the EEA countries. The non EU members of the EEA have agreed
to enact legislation similar to that passed in the EU in the areas of social
policy, consumer protection, environment, company law and statistics.

European Free Trade Association (EFTA) The EFTA was established on 3
May 1960 as an alternative for European states that were not allowed, or
did not wish, to join the EU. The treaty was signed on 4 January 1960 in
Stockholm by seven states (United Kingdom, Denmark, Norway, Sweden,
Austria, Switzerland and Portugal). Finland became an associate member
in 1961 (becoming a full member in 1986), whilst Iceland joined in 1970.
The United Kingdom, Denmark and Ireland joined the EU in 1973, and
hence ceased to be EFTA members, whilst Portugal left EFTA for the EU in
1986. Liechtenstein joined in 1991 (previously its interests in EFTA had
been represented by Switzerland). Finally, Austria, Sweden and Finland
joined the EU in 1995 and hence ceased to be EFTA members. Currently,
only Iceland, Norway, Switzerland and Liechtenstein remain members of
EFTA. The EFTA states have jointly concluded free-trade agreements with
a number of countries worldwide. EFTA has the following institutions: the
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Secretariat, the EFTA Council, the EFTA Surveillance Authority, and the
EFTA Court.

European Monetary Institute (EMI) The forerunner of the European
Central Bank (ECB).

European System of Central Banks (ESCB) The central banks of all member
states participating in the eurozone, which will act as subsidiaries of the
ECB, implementing its policies.

European Union (EU) Formally the European Community (EC) and
Common Market, the change of name occurred after ratification of the
Maastricht Treaty, signifying a changed relationship between the 12 (now
25) participating nation states (called ‘member states’ in EU terminology),
from a loose trading community towards a federal state encompassing
one currency, a central bank and discussion of parallel moves towards
political union.

Euro-X Committee A committee of those member states participating in
the eurozone where discussions may include market-sensitive preferences
for interest and exchange rates.

Excessive Deficit Procedure (EDP) The EDP is a feature of the Maastricht
Treaty, whereby a budget deficit is deemed excessive if it exceeds 3% of
GDP and if government debt exceeds 60% of GDP.

Fiscal federalism Fiscal federalism involves a redistribution of resources
from more-successful to weaker regions of a federal state or, in the case of
the single currency, between regions or member states participating in the
eurozone. In practice, fiscal federalism acts in a similar manner to regional
transfers in a nation state, whereby it seeks to stabilise the entire eurozone
by reducing inflationary pressure in booming areas and kick-starting
recoveries in depressed areas through a transfer of tax revenue from the
former into public expenditure (or a tax cut) in the latter. Fiscal federalism
may, therefore, assist macroeconomic management, particularly due to
the existence of regional spill-overs or externalities, thereby preventing
individual regions from ‘going it alone’. It may also aid social cohesion by
acting as an interregional public insurance scheme, preventing ‘unlucky’
areas bearing a disproportionate financial burden.

Fiscal policy Fiscal policy refers to the interaction between government
expenditure and taxation. Under the eurozone, fiscal policy will remain
under the control of national economic authorities, although constrained
by the TEU convergence criteria and Stability and Growth Pact rules.

G7/G8 An informal grouping of seven of the largest industrialised econo-
mies (United States, Canada, Germany, France, United Kingdom, Australia
and Japan). On occasion Russia has been invited to participate in recent
summits, giving rise to the G8.

Gold Standard A currency arrangement whereby the central bank is
obliged to give a fixed amount of gold in exchange for its currency. If a
number of countries all fix their currencies relative to gold, they must,
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by definition, fix their exchange rates amongst themselves. The gold
standard that existed between the majority of the industrialised econ-
omies during the 30 years-or-so before the First World War, imposed
certain rules upon participating economies, the most important of which
being a distaste for ‘debasing the currency’ by devaluing. Moreover, a
participating nation experiencing a balance-of-payments deficit would
have to take corrective deflationary action, thus preferring external
over internal balance. The increased international volatility caused by
war conditions terminated the system and its replication in 1925 was
disastrous for the United Kingdom as it occurred upon pre-First World
War parities, which no longer represented the true economic balance
between nations.

Gross Domestic Product (GDP)/Gross National Product (GNP) These are
two methods of measuring the value of the total flow of goods and serv-
ices produced by an economy over a specified period of time — usually
a year. The difference between the two is that GNP equals GDP plus net
income earned by domestic residents from overseas investments.

International Monetary Fund (IMF) Established in 1944, by 2004 the IMF
counted 184 members. It is intended to encourage international co-oper-
ation in monetary matters and the removal of foreign-exchange restric-
tions. Members are required to contribute a quota calculated upon the
basis of GDP, and its fund can then be utilised to help members over
temporary balance of payments difficulties, although usually in parallel
with adopting corrective economic policies, such as domestic deflation
and devaluation, intended to stimulate exports and reduce imports.

Treaty on European Union Convergence Criteria Established by the Treaty
on European Union to ensure economic convergence amongst potential
participants prior to their entry to the eurozone, there are five criteria
which each country must achieve before they are permitted to participate
in the single currency. They are: (a) each country’s rate of inflation must
be no more than 1.5% above the average of the lowest three inflation rates
in the EMS; (b) its long-term interest rates must be within 2% of the same
three countries chosen for the previous condition; (c) it must have been
a member of the narrow band of fluctuation of the ERM for at least two
years without a realignment; (d) its budget deficit must not be regarded
as ‘excessive’ by the European Council, with ‘excessive’ defined to be
where deficits are greater than 3% of GDP for reasons other than those
of a ‘temporary’ or ‘exceptional’ nature; (e) its national debt must not be
‘excessive’, defined as where it is above 60% of GDP and is not declining
at a ‘satisfactory’ pace.

Monetary policy Monetary policy is typically concerned with the level of
interest rates, the availability of credit, banking regulations and the control
of the money supply by the central bank. Under the eurozone, monetary
policy will be transferred from national authorities to the ECB.
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Nominal and real-wage rigidity Nominal wages refer to money wages,
whereas real wages refer to the purchasing power of those wages. Thus, a
3% rise in nominal wages during a period of 2% inflation produces a 1%
rise in real wages. Wage rigidity refers to a situation in which wages are
observed not to be perfectly flexible in response to a change in economic
circumstances: for example, if wages should fail to fall sufficiently to price
people back into work during a recession.

Non-accelerating inflation rate of unemployment (NAIRU) NAIRU is the
rate of unemployment, whether it be 1% or 8%, where inflation remains
stable. The importance of this measure is that, if unemployment falls
below its NAIRU rate, inflation will accelerate, whilst if above the NAIRU,
inflation will fall.

Optimum Currency Area (OCA) Theory This theory is utilised by econ-
omists to identify those factors which indicate the optimum size of a
currency arrangement. Consequently, the theory proposes that objective
tests can be employed to decide whether it is in the common interests
of, for example, Ireland and Italy, or France and Germany, as to whether
they should join together in the eurozone, or whether it is to their mutual
advantage to retain separate currencies and monetary systems. Similarly,
the theory could be used to identify whether regions, rather than coun-
tries, should form a currency union. In practice, however, whilst nation
states remain the principal form of government for the majority of the
world’s population, OCA theory will be concerned in deciding where
monetary integration should and should not be formed between groups
of countries.

Single European Act (SEA) The 1986 Single European Act introduced the
single internal market, but also extended qualified majority voting within
the Council of Ministers and further committed the EU to ‘the objective
of the progressive realisation of European and Monetary Union’.

Single Internal Market (SIM) Resulting from the 1986 Single European
Act, the single market refers to the removal of trade, capital and physical
barriers across Europe, supposedly achieved by 1 January 1993, which
allows free competition across the entire EU market.

Stability and Growth Pact (SGP) Proposed by Germany to avoid exces-
sive fiscal profligacy by individual member states within the eurozone,
it limits budget deficits to 3% of GDP (as per TEU convergence criteria
prior to membership). If this limit is ignored, and the country is not in
recession (defined as GDP falling by 0.75%), fines of between 0.2 and 0.5%
of GDP will be levied by the EU financial authorities. The Stability and
Growth Pact additionally suggests that budget deficits be limited to 1% of
GDP in the long term, thus increasing fiscal tightening.
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The Eurozone as a Flawed Currency
Area

Introduction

Advocates of membership in the eurozone argued that a European single
currency could unleash economic potential that would increase economic
growth and investment, achieve low and stable inflation and build a strong
European economy through: encouraging greater trade; reducing transac-
tion costs; and increasing price transparency. In terms of new institutions,
the European Central Bank (ECB), through ensuring price stability, would
result in lower inflation and interest rates, thereby again boosting invest-
ment and economic growth. Additionally, the euro would establish itself as
a major world currency, conferring economic advantages and political pres-
tige based upon the European Union’s combined economic strength. Finally,
arguments that eurozone membership reduces national sovereignty were
rejected on the grounds that, due to the globalisation of financial markets
and to voluntary limitations imposed by international treaties, sovereignty
is not absolute any more (Baimbridge et al., 2000).However, many critics
have argued that the costs of entry into the eurozone were, in fact, poten-
tially far greater where the loss of monetary and exchange-rate policies
weakens national economic management, which is further constrained by
the restraints upon fiscal policy. Further, the lack of prior cyclical and struc-
tural convergence created strains such that unsynchronised business cycles
and/or structural differences magnify the effects of asymmetric external
shocks. This is potentially further exacerbated by the absence of any
substantial fiscal redistribution mechanism to offset less competitive areas
suffering declining incomes and persistent unemployment. Additionally, a
unified monetary policy would be unable to meet the needs of all economies
through concentrating upon the ‘average’ member state. In terms of rules
and institutions, the ‘generous’ interpretation of the Treaty on European
Union (TEU) convergence criteria implied that the majority of participants
must continue to deflate their economies in order to meet the rigid financial
criteria established by the Stability and Growth Pact (SGP). Finally, the ECB
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is fundamentally undemocratic because it is deliberately insulated from all
political influence (Baimbridge et al., 2000).

There is sufficient evidence to suggest that the combination of tight fiscal
policy, mandated by the SGP and the conservatism of the ECB has already
resulted in the eurozone economy suffering a decade or more of slow
growth. Since the inception of the euro many commentators have argued
that, despite its resilience against immediate collapse due to the volume of
political, and from 2010 financial, capital invested in it by the EU establish-
ment, the euro remains a fundamentally flawed creation (Minford, 2002;
Baimbridge and Whyman, 2008). Therefore, the eurozone constitutes a ‘leap
in the dark’ with potentially destructive implications if its participants are
insufficiently convergent, cyclically and structurally (Eichengreen, 1990,
1992, 1993).The reasons are varied: The eurozone fails to fulfil, or even
approach, the optimum convergence criteria agreed by economists to be
the minimum requirement for the efficient operation of a monetary union;
crucially, the Eurozone lacks an adjustment mechanism to meet inevi-
tably changing economic circumstances, both internal and external, other
than price and income deflation; its governing institutions, the ECB and
the European Commission, are not subject to democratic accountability,
let alone democratic control; the eurozone was adopted for essentially non-
economic motives as the next stage of an integrationist European project,
but without the necessary political coordination underpinning it.

In addition to these longstanding potential problems inherent with the
creation of the eurozone, its design — in terms of risks emanating from spill-
over and free-rider effects that result from a lack of fiscal discipline — has
been relentlessly exposed following the 2008 credit-crunch-induced reces-
sion. Whilst fiscal policy should theoretically be used as a countercyclical
tool, governments can also use fiscal policy for purely political reasons;
however, if this is the case, fiscal policy may become challenging within
a monetary union such as the eurozone through the occurrence of spill-
over or free-rider effects (von Hagen and Wyplosz, 2008). The former effect
may occur if eurozone members run large budget deficits over a prolonged
period of time, which leads to their fiscal stance being on an unsustainable
path and which, given its financing through the financial markets, results
in ever-higher interest rates on sovereign debt. Additionally, with such a
growing recourse to the financial market, the availability of financing may
decrease and, therefore, drive interest rates up further. Thus, one member’s
debt issue spills over to others as financing sovereign debt becomes more
expensive for all countries (Arezki et al., 2011).The potential hazard of free-
rider effects materialises when a country cannot meet the repayment of
its outstanding debt and, with default on the horizon, undertakes either a
surprise devaluation or inflation to reduce its debt’s real value. However, for
eurozone members without sovereign monetary policy, these methods are
no longer available, thereby increasing the possibility of outright default
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(McKinnon, 1996). Moreover, with the integration of financial markets, one
country’s bonds may be widely held by other members. Thus, outright debt
default harms not only domestic bond holders, but other government and
private investors holding such bonds. Consequently, the pressure to bailout
troubled fellow members may increase and, without restrictions on fiscal
behaviour, a member country may allow its debt to increase continuously
if its government believes that other governments will bail it out. Under a
currency union, member countries lose not only their monetary independ-
ence but also a central bank to back their sovereign debts; thus, when it
comes to possible default, eurozone governments become uniquely vulner-
able to self-fulfilling panic. Additionally, the connection between the oper-
ation of the euro and the recent worldwide economic recession provides an
illustration that national self-governance offers the potential for superior
economic performance.

To review the economic performance across the economies of the EU with
particular reference to recent events, Tables 1.1 and 1.2 present an over-
view of mean GDP growth and unemployment rates for several key time
periods: from the completion of the Single Internal Market to the fixing of
exchange rates for eurozone countries (1993-1998), to the operation of the
eurozone prior to the ‘Great Recession’ (1999-2007) and to the recession
itself (2008-2011). For comparative purposes the information is shown for a
number of economic regions in addition to the eurozone itself. It is notice-
able how relatively poorly the eurozone has performed, with the slowest
GDP growth and the highest unemployment rate across all periods. Such
stylised facts lend support to the hypotheses that the eurozone is far from
optimal, through having failed to provide the ‘safety in numbers’ that can
contribute to weathering shocks.

Further problematic symptoms that the financial crisis has highlighted
within the eurozone are the balance of payments (BoP) difficulties that
some members have experienced, together with the divergence of external
balances between members (see Figure 1.1). In relation to the rest of the
world (RoW), the countries in the North (e.g.,, Germany, the Netherlands
and Austria) have persistently experienced current account surpluses, whilst
those in the South/Periphery (e.g., Greece, Ireland, Portugal and Spain) have
experienced persistent current account deficits, despite an approximately

Table 1.1 Mean GDP growth rates (%)

1993-1998  1999-2007 2008-2011

Eurozone 1.85 2.26 -0.11
European Union 2.17 2.54 -0.08
USA 3.70 2.85 0.21
OECD 2.62 2.56 0.19

World 2.89 3.26 1.55
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balanced overall position (Holinski et al., 2012). Although originally
perceived to be irrelevant, with the focus being on the global balance of the
eurozone, these divergences are now partially identified as sources of the
eurozone crisis (Sawyer, 2012). It is therefore pertinent to review the policy
options for individual eurozone members to correct such BoP disequilibria
and evaluate their desirability.

Initially, following the advent of Keynesian demand management, policy
prescriptions were advocated to resolve external imbalances and aid adjust-
ment mechanisms (Crockett, 1982); however, several policies are unavailable to
individual eurozone members. For example, notwithstanding their criticisms,
the short-term, expenditure switching policies/elasticities approach that advo-
cates changes in relative price levels between countries, through either appre-
ciations/revaluations or depreciations/devaluations (Sodersten and Reed, 1994;
Pilbeam, 2006). However, despite the unavailability of such policies, Jaumotte
and Sodsriwiboon (2010) argue that eurozone countries could mimic this
approach in the short term through ‘internal devaluation’ to restore compet-
itiveness by decreasing labour costs and, hence, relative price levels. Policy
options include decreased social security payments, reducing indexation of
wage increases, or through minimising minimum wage growth. For example,
if Greece and Portugal moderated minimum wage increases to those experi-
enced by northern eurozone members, this would improve current account
balances by 2-2.5% points (Jaumotte and Sodsriwiboon, 2010). Indeed, such
measures are essentially those imposed upon bailout economies that have
proved politically and socially problematic; however, it should be noted that
if all southern eurozone members adopted such policies there would be little
gained in relative competitiveness (Duwicquet et al., 2012).

Furthermore, the use of direct controls (e.g., tariffs, quotas and embar-
goes) are also excluded policy options, whereby trade policies are negotiated
on behalf of all EU members, thus individual nations are unable to apply
direct controls against the RoW (Lea, 2010). Additionally, longer-term policy
options that emphasise BoP imbalances as entirely monetary phenomena
are also unfeasible (Williamson and Milner, 1991); since eurozone members
cannot control their narrow money supply, together with the prohibition of
capital controls, then they possess no control over credit creation (Arestis
and Sawyer, 2012). Therefore, eurozone members must either control their

Table 1.2 Mean unemployment rate (%)

1993-1998 1999-2007 2008-2011

Eurozone 11.26 8.77 9.25
European Union 10.65 8.71 8.74
USA 5.57 4.94 8.40
OECD 7.32 6.45 7.59

World 5.30 5.83 5.86
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Figure 1.1 Current account balance (%of GDP) for eurozone members 1992-2013
Source: IMF (2012).

growth rates to prevent inflation, or face losing international competitive-
ness (McCombie and Thirlwall, 1994). Consequently, only a limited number
of policy options are available to individual eurozone members. In the
short term, the traditional approach emphasises the use of changes in the
level of domestic spending, or absorption (Pilbeam, 2006). For example, in
current account surplus countries such as Germany the policy prescription
would be expansionary fiscal policy to stimulate the economy and increase
imports to resolve the imbalance (Jirankova and Hnat, 2012). However, such
policies may conflict with internal balance; for example, Germany has typi-
cally operated at full employment output, such that any expansionary fiscal
policy to increase absorption would create inflation (Arestis and Sawyer,
2012). Furthermore, since fiscal policy is limited due to the Stability and
Growth Pact, the burden of adjustment is asymmetrically imposed on deficit
countries (Ahearne et al., 2007). Similarly, in BoP deficit countries, contrac-
tionary fiscal policy is required; however, domestically these countries are
experiencing low growth and high levels of unemployment (Chen et al,,
2012); thus, such policies create a trade-off between internal and external
balances, whereby there is a sacrifice of domestic goals (Thirlwall and Gibson,
1992). Hence, obtaining simultaneous internal and external equilibrium
using only one policy is problematic; Tinbergen (1952) seminally proposed
that the number of targets requires at least an equal number of instruments,
whilst Mundell (1968) advocated that policies should be assigned based on
their relative effectiveness. Arguably, fiscal policy has a greater effect on the
domestic economy, whilst monetary policy (through interest rate differen-
tials) attracts capital flows and is therefore more effectively assigned to the
BoP (Pilbeam, 2006). However, for eurozone countries monetary policy is
controlled at the ECB supranational level, such that national governments
are (residually) left with fiscal policy to attain simultaneous equilibrium
(Holinski et al., 2012); therefore, the adjustment mechanism is more diffi-
cult and uncertain (Duwicquet et al., 2012).



6 Crisis in the Eurozone: Causes, Dilemmas and Solutions

The eurozone’s fundamental structural weakness

These aforementioned weaknesses in the design of the eurozone are perma-
nent, but they become more damaging in times of crisis. In the wake of
the worldwide financial recession, the eurozone suffered a series of debt
crises in individual member states. To date, the eurozone’s response has
been piecemeal: ad hoc loans have been provided, whilst minor revisions to
the Lisbon Treaty were agreed to enable the creation of a bail-out fund, the
European Financial Stability Facility (EFSF) to become the European Stability
Mechanism (ESM) from 2013. Such ‘solutions’, however, deal with the symp-
toms rather than the fundamental causes of the euro’s structural weaknesses.
This weakness ensures that recurrent problems will emerge that vitiate
proposed remedies once they affect a large member country. Although the
immediate origin of present discontents is usually located in the September
2008 collapse of the American investment bank, Lehman Brothers, its
European antecedents lie in the bubble of speculative finance that occurred
in the initial decade of the 21st century. This was intensified by the require-
ment to impose uniform interest rates in order to create an artificial monetary
union amongst nations that did not always meet even their own restricted
(financial not ‘real’) convergence criteria. Specifically, when the euro was
introduced, the prevailing interest rate on 2 January 1999 stood at 3.25% for
the three month Euribar (Euro Interbank Offered Rate), and, to achieve this
target, nominal rates in France, Italy, Spain and Germany had fallen signifi-
cantly in the previous nine years (O’Connor, 2009). Unsurprisingly, massive
foreign investment ensued and stock markets boomed, whilst house prices
and household debt levels soared. Inevitably, in such a low interest rate envi-
ronment, investment banks and pension funds sought greater rates of return
from alternative asset classes. Consequently ‘structured products’ developed,
becoming the norm for investment in higher-yielding loan assets.

The strength of the euro until 2010 was determined by the German econ-
omy’s competitive power, which brought about deflation in several other
eurozone members, since having the same interest rate for all countries
created a ‘boom-bust’ cycle in a number of them. Hence, the growth rate
across the zone languished, whilst unemployment as well as government
budget and trade deficits multiplied. Additionally, in 2007 the German
coalition increased value-added tax by 3%, which financed concessions to
industry so that Germany could compete at a higher exchange rate, but in
the process intensified the problems of its eurozone ‘partners’. Furthermore,
the actions of the ECB - as the institution responsible for the one-size-
fits-all monetary policy in the eurozone — also contributed to the series of
events contributing to the crisis. Initially, in 2002-2003 the ECB adopted
a low interest rate policy, which stimulated financial speculation. However,
after 2005 the ECB changed its strategy so that rates climbed until the
autumn 2008 crash. Indeed, it bowed to German pressure in June 2007 and
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as late as July 2008, raising interest rates to curb ‘external inflation’, despite
an already-tight monetary environment. By definition, the ECB operates
monetary policy for the eurozone as a whole, typically focusing upon the
‘average’ member state, so that the policy is often too tight for some nations,
whilst too loose for others. Moreover, it is more difficult for the ECB to
utilise monetary policy to regulate asset prices, whether stocks or housing,
in individual nation states, where bubbles may occur. Thus, whilst few would
claim ECB action to be the sole cause, it would be naive to dismiss it as irrel-
evant rather than as a contributory influence. Although it might be argued
that it is unfair to criticise the eurozone for struggling to deal with the
negative consequences of the financial crisis, since it is by no means alone
in this respect. Indeed, the Anglo-Saxon model was complicit in the loose
regulation and speculative financial innovation that helped to precipitate
the crisis in the first place. Nevertheless, although the ‘old” European model
could have avoided the worst of these failings through stronger financial-
sector regulation and a more managed economy, it did not, and the current
eurozone framework was at least a contributory factor.

Although this series of events exacerbated the inherent problems regarding
the functioning of the eurozone, such difficulties could have been tempered
if it had incorporated a coherent adjustment mechanism to meet inevitably
changing economic circumstances. In a dynamic market economy charac-
terised by technological and organisational progress, change is continuous:
what Schumpeter (1942) famously termed the ‘gale of creative destruction’.
Furthermore, since the Industrial Revolution all capitalist economies have
experienced a cycle of periodic booms followed by periodic depressions.
Consequently, it is crucial to the health of every economy that it possess a
robust adjustment mechanism to enable it to accommodate efficiently to
the inevitable transformations that will occur in its internal and external
environment. However, the eurozone lacks this crucial element in its struc-
ture whilst simultaneously harbouring potentially damaging spill-over and
free-rider problems. Thus, in the recent recession the eurozone’s members
no longer possess independent monetary policies, so they cannot set interest
rates or exchange rates to stabilise their economies. The current sovereign-
debt problems faced by several participating nations demonstrate the simul-
taneous dangers of losing control of their borrowing costs and of the value
of their currency to an external agency. Consequently, deflation — with all
its economic, political and social costs — has become the eurozone’s sole
adjustment mechanism, to the detriment of its citizens.

Conventional wisdom is that these contemporary crises are the product of
deficient policymaking in the suffering countries, often expressed in moral
terms as ‘indiscipline’ (Mills, 2011). In particular, budgetary policy has been
too expansive and economies too competitively inflexible. The consequences
of such errors are public expenditure cuts, increases in taxation and/or
declining real wages. Additionally, conventional wisdom declares that once
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fiscal consolidation has occurred and labour market flexibility introduced,
the countries concerned can return to non-inflationary growth, as Germany
did after 2003. However, such conventional wisdom is misplaced, subjecting
the eurozone to inefficient and ultimately unsustainable tensions. So long as
the ECB tolerates weak demand in the eurozone as a whole and so long as the
EU’s founder members (especially Germany) run trade surpluses, it will prove
impossible for less-competitive nations to avoid insolvency. Their problems
cannot be resolved by fiscal austerity alone, but only by a large rise in the
external demand for their output. However, in a eurozone without monetary
or exchange-rate offsets, any reduction in public expenditure generates at
least an equivalent reduction in output. For example, an attempt to cut a
fiscal deficit by 10% of GDP through reductions in spending would involve
an actual reduction of 15% in GDP once declining tax revenues have been
taken into account (Holland, 1995). A diminution in purchasing power of
this magnitude would create a spiral of debt deflation in which the cost of
meeting unpaid debts leads to low growth, falling prices, loss of jobs and
declining living standards (Minsky, 2008). This ‘perfect storm’ increases the
risk of default and, therefore, is likely to cause long-term interest rates to
rise, the very thing that the adjustment policy was designed to avoid. Such a
scenario carries dire consequences for future productive potential, leading to
political dislocation and social distress (Baimbridge et al., 1994).

Almunia et al. (2010) compared the operation of the interwar gold standard
with that of the euro, arguing that both systems are undermined as much
by persistent surplus countries as by persistent deficit countries. Indeed, the
more so because those in surplus are under no compulsion to change and are
unwilling to contemplate this scenario. However, Germany now needs to recon-
sider its position, because the only way for other eurozone countries to lower
fiscal deficits without their economies collapsing is through a huge net export
expansion based upon both improved productivity and, crucially, buoyant
external demand. Currently, neither is forthcoming, so that it is difficult to
regain competitiveness when the euro is strong, partly because Germany is so
competitive and partly also because eurozone inflation is low. Furthermore, the
financial markets are correct in questioning the willingness of governments,
and societies as a whole, to suffer the enormous deflationary burden imposed
by euro membership. Indeed, the most direct method for eurozone nations to
avoid the consequent deflationary effects of the eurozone is by dismantling or,
at the very least, reconstructing its entire mode of operation.

Compatibility of the eurozone with economic progressivism

In addition to discussing the general background to the eurozone- the
resulting economic policymaking framework and potential solutions/
outcomes from the recent crisis — a key central theme of this book is our
belief that that the notion of the EU, via the eurozone, providing the
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potential for realising a progressive social and economic policy is problem-
atic (Whyman et al., 2012). Considerable faith has been placed in the crea-
tion of a ‘Social Europe’ through the European Social Model (ESM), yet this
model remains patchy in both coverage and generosity because at least four
variants exist (Whyman, 2001). Moreover, the neo-liberal framework associ-
ated with the eurozone requires the formulation of monetary policy by the
independent ECB to be separate from nationally determined fiscal policy
(itself constrained by the SGP), thereby leading to a lack of policy coordi-
nation, a situation that is prejudicial to the construction of a progressive
economic framework. In particular, the neo-liberal drift within the EU was
precipitated by the TEU, which institutionalised monetarism through the
constitution of the ECB and the provisions of the SGP (Baimbridge et al.,
2007). Consequently, progressive forces must either redouble their efforts
in a struggle within the EU to realise a fundamental reform of its institu-
tions and policy framework, or else consider other, more globally orientated,
alternatives. The latter choice could embrace: a competitive exchange rate;
higher investment; a social contract to restrain inflationary pressures via
planned redistribution; the reintroduction of exchange controls through a
transactions tax on dealings unrelated to trade; and the pursuit of an active
industrial policy to increase the long-run competitiveness of British industry.
However, to facilitate such strategies the nature of the EU is called into ques-
tion, leading to debate regarding whether championing internal reform
of the organisation, its institutions and policy framework, or pursuing a
more arm’s-length, independent approach might produce more egalitarian
results. The former has been explored extensively in the literature (Clift,
2004; Marquand, 1999; Arestis et al., 2001; Arestis and Sawyer, 2006), whilst
the latter remains largely unexplored territory. Consequently, this book also
analyses a number of these options and evaluates their potential benefits
and costs from a social-science-wide political economy framework.

One of the most notable arguments proffered to explain social demo-
cratic support for European integration relates to the oft-repeated claim
that the globalisation of the world economy has created a new environ-
ment within which progressive forces need to adapt traditional programmes
to remain relevant and arrest a perceived decline in the efficiency of their
preferred policy instruments (Daniels, 2003; Whyman, 2002). A vision of
globalisation has been popularised wherein stateless corporations operate
within a ‘borderless world’, relocating production facilities with relative
ease on the basis of calculations that optimise profits and productivity
(Ohmae, 1990; Reich, 1992). Moreover, disconnected capital has experi-
enced an exponential increase in importance, whereby it dwarfs the value
of world trade (Eatwell, 2000; Watson, 2002). Accordingly, theorists have
claimed that the very concept of a national economy is becoming mean-
ingless, whilst globalisation has been implicated in a ‘decline’ or ‘crisis’ of
a ‘hollowed out’ nation state (Ohmae, 1990, 1995; Strange, 1996, 2000).
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From this perspective, the implications for democratic socialist strategy are
catastrophic, since there remains no room for manoeuvre for discretionary
Keynesian policy, with governments compelled to revise policy to conform
to the dictates of international financial markets (Gray, 1998; Veseth, 1998;
Perraton et al., 2000). Indeed, Chancellor of the Exchequer Gordon Brown
argues that, in an economy characterised by “...deregulated, liberalized
financial markets...the Keynesian fine tuning of the past which worked in
relatively sheltered, closed national economies and which tried to exploit a
supposed long-term trade-off between inflation and unemployment, will
simply not work” (Brown, 1998). Thus, ‘luxuries’ such as full employment,
redistribution and the development of a universalistic welfare state may be
no longer be affordable due to greater economic constraints (Hay, 1999).

The view amongst progressive forces that European integration could
provide a positive response to globalisation is, however, problematic. For
some, regionalisation can represent a ‘macro-nationalist’, ‘neo-protectionist’
reaction against the dominance of global market forces (Scholte, 2000).
Thus the EU offers the possibility of resisting the worst ravages of the opera-
tion of market forces through the adoption of a form of Euro-Keynesianism
(Strange, 2002). Thereby, pursuit of full employment, development of an
advanced common system of social protection and an inclusive form of
industrial relations are facilitated (Marquand, 1999; Baker et al.,, 2002).
However, the political conditions have remained lacking for this approach
to be implemented at European level (Fouskas, 1998; Callaghan, 2000).
For others, however, the EU is viewed not as ‘Fortress Europe’, intended to
protect a distinctive form of European capitalism from the full impact of
market forces, but rather as a region where the power of the state should be
used to adapt institutions and individual behaviour in ways that maximise
their strength within the market (Giddens, 2001). Thus, regional integra-
tion can be viewed as a consequence of globalisation and may represent an
intermediate step upon the road towards full globalisation (Tober, 1993).
Hence, the appropriate response should be to adapt to these changes rather
than seek to minimise their impact through deregulation, labour market
flexibilisation and the marketisation of the public sector. Such a perception
of globalisation constitutes a gross exaggeration. Specifically, nation states
retain considerable autonomy in national economic policy and, hence,
choices available to progressive forces are nowhere near as limited as is often
suggested, as witnessed by Britain’s economic performance after exiting
the Exchange Rate Mechanism (ERM) in 1992 (Garrett, 1995; Hirst and
Thompson, 1996). Nevertheless, as is so often the case in political debate, it
is a fatalistic reaction to the perception of the impact arising from globalisa-
tion, rather than to its reality, that has shaped progressive forces’ response
to changes in the external economic environment (Hay, 1998; Rosamond,
1999; Hay and Rosamond, 2002; Whyman, 2003, 2006).

A second significant attraction concerns the existence of what is often
described as the ESM (Strange, 1997). Essentially, this refers to an idealised
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form of the post-war German social market, which combined a successful,
competitive market economy with generous welfare provision and labour
protection. Its central features include the encouragement of social insti-
tutions to mediate between state and market, whilst ‘social partnership’ is
intended to facilitate ‘voice’ rather than ‘exit’, thereby facilitating productive
investment (in physical and human capital), innovation and co-operation
in adaptation to change (Glasman, 1997; Coates, 1999). A comprehensive
system of welfare provision, combining quality public services with social
transfers providing a high replacement ratio, a partial socialisation of risk and
decommodification of employees, should enable all citizens to participate
fully within society. Hence, it is perhaps not surprising that this Delorsian
vision should prove attractive to progressive forces after two decades of
financial crises in the public sector and deregulation in the labour market.
Nevertheless, it is the vision that proves attractive and not the realisation
of democratic socialist aspirations. For example, whilst the current form of
social dimension being constructed across the EU has had an impact in less-
regulated EU member states (such as the UK), this form remains a minimalist
version of a fully fledged system of social protection of the kind idealised in
discussion of the ESM (Whyman, 2001, 2007). Indeed, Streeck (1992:218-219)
considers that the ‘retarded advancement of European-level political rights’
and the ‘almost complete absence of a European system of industrial citizen-
ship’ indicates the minimal impact of the ESM. Underpinning these argu-
ments is an assumption that a distinct, indefinable ESM exists. However,
EU welfare states differ significantly from each other, so that they can be
classified into separate ‘clusters’ based on the concept of decommodification
(Esping-Anderson, 1990). On this basis, four different kinds of welfare state
have been identified within the EU before its 2005 enlargement: the social
democratic (occurring in Scandinavia - ‘the northern model’), the conserv-
ative-corporatist (located in France, Germany and the Benelux countries —
‘the central model’), the Mediterranean (found in Greece, Italy, Portugal
and Spain - ‘the southern model’) and the uniquely hybrid UK system (‘the
offshore island model’). However, the ESM model, to which the social demo-
cratic advocates aspire, is the conservative-corporatist variant, implemented
by five of the six original signatories to the Treaty of Rome. These countries
are now a minority within the EU, but their founder status gives them influ-
ence far greater than their numbers would suggest (Burkitt, 2006).

A further reason for questioning enthusiasm for EU integration is that was
predicated upon the creation of a ‘social Europe’ concerns the existence of
pressure within the EU for a series of reforms intended to create a model more
attuned to the neo-liberal precepts of the EU’s economic framework (Bulmer,
2000; Whyman, 2001). It is within this context that Tony Blair argued that ‘we
need to curb the European social model, not play around with it’, suggesting
that New Labour’s approach can construct ‘the foundation of a reformed
European social model of which Britain can not only be part, but take a lead
in helping to create’, based upon the promotion of an enterprise agenda and
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improving competitiveness through increased flexibility and employability
in labour markets, alongside a renewed commitment to equality of opportu-
nity (Blair, 1998a&b; Clift, 2001; Favretto, 2003). Moreover, this neo-liberal
approach is reflected in the approach of the EU Commission, which increas-
ingly views social policy as a means of promoting adaptability and flexibility
across the EU economy (Vaughan-Whitehead, 2003). Thus, the future direc-
tion of the EU remains a subject for political struggle, whilst the attraction
of a regional means of pursuing traditional democratic socialist objectives
must be assessed by whether the regional possesses a superior probability to
advance an egalitarian programme when compared to available national and
global alternatives (Whyman et al., 2012).

Finally, a further key aspect of the EU that has been embraced by large
sections of progressive forces is the eurozone which is one of the most far-
reaching recent economic reforms, and the focus of this book. Advocates
claim the eurozone enhances competition through price transparency
and completing the Single Internal Market (SIM), thereby reducing prices
for consumers and ensuring a superior allocation of resources as corporate
restructuring facilitates global competitiveness. An economic infrastructure
has been established to focus upon the promise of low inflation, resulting
in superior economic performance. However, critics of the eurozone point
to the combination of substantial initial transfer costs and the danger of
being trapped within a permanently fixed exchange rate system, magni-
fied by the deflationary impact of the monetarist-inspired creation of the
ECB whose sole objective is control of inflation through a ‘one-size-fits-all’
interest rate policy (Gill, 1998; Van Apeldoorn, 2002). The SGP ensures that
this deflationary approach will be maintained once countries have achieved
membership in the eurozone. Permanently maintaining fiscal deficits below
3% of GDP requires a more intensive ‘reform’ of welfare provision than has
already occurred. It is no coincidence that speculation concerning the unaf-
fordable nature of current levels of public and final-salary company pensions
coincides with the restrictions placed upon government expenditure by the
TEU convergence criteria and SGP. Furthermore, maintenance of a budget
balance within the SGP limits will require further public-sector cuts, as large
surpluses are necessary in periods of relatively rapid economic growth to
ensure that state finances do not breach the 3% of GDP limit during periods
of recession associated with the business cycle (Baimbridge et al., 1999a).
Hence, Keynesian measures are further constrained, restricting the potential
of counter-cyclical economic strategy. This constraint is quite intentional
and is based upon monetarist assertions that Keynesian economics no longer
work. However, many democratic socialists argue that the loss of national
economic autonomy, combined with the multiple restrictions that eurozone
participation places upon the pursuit of macroeconomic policy, reduces the
scope for achieving their traditional objectives (Whyman et al., 2012).

Furthermore, in relation to the eurozone, there remains the fundamental
problem of central bank independence, such that the democratic socialist
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case rests largely upon Keynesian rather than on monetarist/neo-classical
assumptions, so that the market economy is perceived as experiencing
significant market failure, cumulative causation and thus unequal exchange.
Consequently, government intervention has the potential, if properly
directed and accurately timed, for improving economic performance. Such
a perspective rejects the neo-classical concept of time inconsistency, which
implies that all government intervention worsens those circumstances it
is intended to improve, together with the monetarist belief in a long-term
equilibrium rate of unemployment determined solely by labour-market
factors. Moreover, this democratic socialist perspective rejects the viewpoint
that globalisation and the international free flow of capital have rendered
national economic policy instruments impotent; if this viewpoint were true,
undertaking economic policy within, the eurozone framework would be
ineffective, because government autonomy has already been eroded by the
external economic environment. Whilst the eurozone, in the shape of the
TEU convergence criteria and SGP, directly impacts upon national policy-
making, the ECB is the sole body credited with determining the appropriate
monetary and exchange-rate policy for the entire eurozone (Baimbridge,
2006). Consequently, the ECB’s ability to fulfil its stated objectives will be
crucial to the eventual success or failure of the eurozone since its architects
sought to insulate it completely from political pressures, thereby permitting
no clear accountability to either national or EU institutions. The crucial
operational features of the ECB are that its sole policy objective is the pursuit
of price stability. This is founded upon both theoretical (Barro and Gordon,
1983; Alesina and Grilli, 1991) and empirical (Bade and Parkin, 1988; Alesina,
1988 and 1989; Cukierman, 1992) studies, which imply that the transfer of
monetary policy from governments to an independent central bank is likely
to result in lower inflation. However, the paucity of analysis regarding the
ECB’s ability to achieve low inflation, full employment and a satisfactory
rate of economic growth, should be of great concern for all interested in
contesting the neo-liberal path of European integration.

Overview of book themes

Over the past two decades the EU has increasingly embraced further
financial market integration, culminating in the eurozone, as a bulwark
to globalisation; however, the view that the EU provides the potential for
realising progressive/social democratic social and economic policy is prob-
lematic. Thus, progressive forces have to either redouble their efforts to
realise a fundamental reform of EU institutions and policy framework, or
consider alternatives that inevitably question the fundamental nature of the
EU. Consequently, this is a recurrent theme throughout this book, whereby
we initially outline the direction of travel in mainstream macroeconomic
thinking, such that its levels of abstraction are in danger of becoming
detached from reality. Hence, in Chapter 2 we discuss a number of the key
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developments in macroeconomics following the breakdown of the post-
Second World War consensus based upon Keynesian aggregate demand
management. In particular, we evaluate the rise of New Classical econo-
mists who sought to provide more appropriate answers based on a return
to classical notions. In response to its loss of the dominant position, New
Keynesian economics emerged to defend Keynes'’s legacy through explana-
tion of nominal and real rigidities, albeit combined with elements of New
Classical ideas. Chapter 3 discusses how these different approaches have
evolved into the so-called New Consensus Macroeconomics (NCM), which
forms the current mainstream macroeconomic model comprising a blend
of New Classical and New Keynesian theories through adopting the rational
behaviour hypothesis and supply-side-determined long-term equilibrium of
output. In addition to the general backdrop of macroeconomics it is essen-
tial to consider the impact of monetary union between countries under the
rubric of Optimum Currency Area (OCA) theory. This theory concludes that
a single currency boosts participants’ living standards when they possess
similar economic structures and international trading patterns, but proves
detrimental where these structures and patterns diverge. In Chapter 4, these
ideas of convergence are extended to include an examination of the euro-
zone business cycle synchronicity.

A particular feature of these new ideas has been the inclusion of rules and
institutions that are perceived to result in time-consistent policymaking
through essentially precluding politicians from undertaking non-optimal
behaviour for either opportunistic, partisan or non-rational expectations
reasons. Chapters 6 and 7 discuss how such ideas have increasingly gained
acceptance over the past two decades so that they have migrated from
economic theory to become the actual policymaking structures of many
contemporary economies. Indeed, they form the bedrock of the eurozone,
where the TEU convergence criteria and SGP form the rules, whilst the
European Central Bank is the key institution tasked with delivering low and
stable priceinflation: discussedin Chapter 8. However, although these notions
have become the staple diet of a generation of mainstream economists, they
comprehensively failed to insulate the eurozone from its sovereign debt
crisis, triggered by the global financial crisis/Great Recession. Consequently,
we present an alternative, post-Keynesian perspective to both neo-liberal
macroeconomic thought and the operation of the economy. Specifically, we
argue that the methods of economic management and democratic account-
ability have been fundamentally altered as the TEU convergence criteria/
SGP reduce national fiscal flexibility whilst the eurozone strengthens finan-
cial market integration and thereby reduces seigniorage revenues: currently,
a particularly acute issue for the Mediterranean member states.

Additionally, since at the present time there is no large federal fiscal system
in place, then fiscal policy is confined to backward-looking automatic stabi-
lisers such that the only channel for a forward-looking policy is through
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interest rates. Hence, the eurozone fiscal framework increases the burden on
monetary policy to react to shocks even before they have fed fully through
into output and inflation. Moreover, for some eurozone economies this
policy straitjacket is further tightened through recourse to bailouts, whilst
non-eurozone member states retain considerable policy autonomy, albeit
theoretically subject to the monitoring of deficit and debt levels. Not only
has this increased the complexity of domestic economic policymaking, but it
also potentially weakens macroeconomic policy coordination across the EU
as a whole. Thus, the Great Recession has demonstrated that the persistence of
asymmetric external shocks requires an alternative stabilising mechanism to
be developed to prevent the eurozone being undermined by diverse economic
and social forces to the extent that it could collapse; however, as discussed in
Chapter 5, almost all other similar international monetary arrangements that
have not been based upon a firm national identity have failed.

Chapters 9 through 11 discuss how an alternative stabilising mechanism
might be achieved within the context of the eurozone where there are several
potential routes of varying effectiveness and likelihood that appear available
for varying degrees of economic efficiency. For example, as has been witnessed,
the initial response to the eurozone crisis was that of moral suasion; namely,
castigating debtor countries for their profligacy. Such a shaming process
may exert a limited effect, but is likely to be of only short duration given its
illogicality in terms of Germany’s urging budget cuts on the Mediterranean
nations, but without acknowledging how its own surpluses has been built
partly upon their willingness to buy German commodities with borrowed
money. Thus, if the euro is to prove permanent, it requires a firmly based
equilibrating mechanism. One development in this direction has been the
provision of ad hoc financial relief, usually subject to guarantees of a changed
economic policy backed by market and political pressures: This was the reac-
tion to the eurozone crises during 2010 and the early months of 2011. As
bailouts encompassed Greece, Ireland and Portugal, with market sentiment
indicating the possibility of future loans to Belgium, Italy and Spain, a perma-
nent source of funding is required. Consequently, eurozone members agreed
to establish the EFSF to be replaced by the ESM after 2013, so that by 2017 the
latter will possess a fully paid-up capital base of €80billion, which provides a
lending ceiling of €500billion that is more than adequate to cover the cost of
existing bailouts. However, the weakness in this approach lies in the fact that
the gap between the €80billion base and the €500billion ceiling is composed
of guarantees from eurozone member states, and calling upon these guaran-
tees could prove problematic. It is at least conceivable that some countries
may be financially unable to meet their obligations (e.g., Italy), whilst others
may be politically unwilling (e.g., Germany).

Therefore, the formation of the ESM may prove insufficient to the task.
Moreover, the rescheduling of debts and/or partial default may be the end
result of this process, with resultant concern over the size of the ‘haircut’
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suffered by the holders of the debt should this take place. Thus, the creation of
the ESM and the associated deflationary measures forced upon deficit nations
merely postpones the eventual clash between the irresistible force of euro-
zone-wide crisis resolution and the immovable object of national democratic
decision-making. Although the eurozone package of a second €109billion
bailout for Greece, agreed on 21 July 2011, implies that the Greek debt-to-GDP
ratio would not peak at 172% as previously forecast but at 148%, neither of
these numbers is even close to a sustainable debt level. Moreover, an integral
part of the Greek plan to repay its debts is a €30billion provision for privatisa-
tion receipts by 2014, which is unlikely to materialise; hence, this and other
gaps suggests that the cost of refinancing will be significantly higher as indi-
cated by later renegotiations that initiated even further austerity policies.

As discussed in Chapter 10, fiscal federalism offers an alternative means
of stabilising the eurozone in the absence of differentiated (national) mone-
tary policy. In one conception, it would substitute for natural arrangements
within a political union- without which, former German chancellor, Helmut
Kohl, famously asserted the euro was just a ‘castle in the air’. Indeed, Bordo
and Jonung’s (2000) analysis of the history of currency unions between
unitary states supports Kohl’s conclusion. However, as Mills argued (2010),
the difference between unitary states and multi-nation associations is that
the former are more internally cohesive, making it possible for their govern-
ments to at least substantially resolve economic differences within them.
Without such redistributive funds, the cost bases of constituent economies
become so unaligned that currency-value adjustments are essential. For
example, Mills (2010) demonstrated that, compared to 2005, labour costs
in Spain were 15% higher than in Germany and in Italy were 18% higher,
thus illustrating the magnitude of divergence between eurozone members.
However, whilst advocacy of fiscal federation to prevent the fracturing of the
eurozone may possess theoretical coherence, it ignores constraints imposed
by current political reality. German doubts about extending the EFSF’s
proposed capacity would be multiplied in the face of fiscal federal problems.
Indeed, current UK prime minister, David Cameron, is attempting to move
in the opposite direction by building a coalition of members to limit the EU
budget to no more than 1% of its GDP between 2014 and 2020. Additionally,
to consolidate the euro, further harmonisation of economic and social poli-
cies may be necessary, but political acceptability of this harmonisation will
be hard-fought and it will be only grudgingly accepted by many partici-
pants. Therefore, its development is likely to prove problematic and, if it
occurs, will be a lengthy process incapable of alleviating present dilemmas.
It also intensifies long-held fears about the diminution of national sover-
eignty as a result of closer integration (Redwood, 1997); such an attack
upon the independence of nation states camouflages the fact that the single
currency project was inadequately conceived, ignoring many of the tenents
of OCA theory in favour of a preference for a political ‘fix’.
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Consequently, fiscal federalism without democratic support would poten-
tially create new problems. Taxpayers in the eurozone’s core already resent
underwriting what they perceive to be profligate, uncompetitive partners,
whilst voters in the periphery equally resent economic austerity being imposed
upon them. Far from bringing nations together, a common currency and
the consequent one-size-fits-all monetary policy are driving member states
further apart. However, EU leaders who are fearful that their integrationist
project is failing tend implicitly to favour greater fiscal union. Yet even if they
can persuade their electorate of the need for large, permanent cross-border
transfers, experience suggests that the euro’s problems will remain unresolved.
For example, two decades after reunification, no part of eastern Germany is as
wealthy as the poorest part of western Germany, whilst a century of transfers
from northern Italy to the Mezzogiorno has not generated regional equality.
Hence, if subsidies within one nation exert only a limited impact, they are
unlikely to be any more effective when applied to societies with different
languages and profoundly different ways of life. In contrast, the tested formula
for economic recovery always includes, albeit not exclusively, devaluation.

In addition to the newfound interest in fiscal federalism, Eurobonds have
become a fashionable ‘solution’ to the crisis as debt issues pledging ‘joint
and several’ liability by all nations using the euro. However, the ruling of
the German Constitutional Court on 7 September 2011 makes Eurobonds’
adoption improbable. Whilst it upheld the EFSF, it stated that the German
government cannot accept permanent mechanisms that carry the following
criteria: if they involve a permanent German liability to other countries; if
these liabilities are large or incalculable; or if the actions of foreign govern-
ments trigger the payment of guarantees. This verdictimplies that Eurobonds
are unconstitutional in Germany, since: they are a permanent mechanism;
require a permanent loss of control; could be of a size that would need to be
substantial to resolve the eurozone crisis efficiently. Therefore, a Eurobond
matches the conditions set by the Constitutional Court for an arrangement
that violates the German constitution. Moreover, the procedure necessary
to achieve Eurobonds —through negotiating a new European treaty and
subsequently ratifying it across 27 countries, in the midst of a fast-moving
crisis— renders their creation extremely unlikely. Consequently, any future
eurozone fiscal policy will either be too small and too temporary to be effec-
tive, or will prove impossible to implement.

Chapter 11 discusses how the creation of a clearing union, suggested by
Keynes (1942) on an international basis during the Second World War, could
not only remove the sovereign-debt problems of particular countries, but
more significantly in the long term could restore international confidence in
the single currency. Presently, fund managers in the United States and Asia
suspect the euro’s future is limited, so they are divesting. Keynes'’s response
to such problems rested on analysis of the operation of the gold standard-a
system that failed because adjustment to imbalances, as in the present
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eurozone, was compulsory for the debtor but voluntary for the creditor.
His solution was that all international transactions, giving rise to balance
of payments surpluses and deficits, were to be settled through clearing
accounts held by member central banks at an international clearing bank
(ICB), which has more recently been advocated by Davidson (2002, 2009),
from a Post-Keynesian perspective. The central idea of this proposal was ‘the
establishment of a currency union based on international money accepted
by all members for the purpose of setting international balances’ (Keynes,
1942). At first sight, the eurozone appears to meet this definition within its
geographical area of application. However, it lacks the underlying equili-
brating mechanism (recommended by Keynes) to eliminate both deficits
and surpluses. Moreover, his measures for debtor adjustment, unlike those
of the eurozone, ‘do not include a deflationary policy...having the effect
of causing unemployment’ (Keynes, 1942). Moreover, the Keynes proposal
also possesses the major advantages of redistributing resources within the
zone, without the political encumbrance of a fiscal union apparatus, whilst
addressing the problem of private, as well as public, debt.

The difficulties of securing the acceptability of long-term resource redis-
tribution within the eurozone remain immense. Despite the eurozone’s
overwhelming economic and social advantages over the contemporary
deflationary alternative, in terms of lost output, employment and associated
social costs, surplus countries are unlikely to accept a loss of funds easily,
other than as a ‘one-off’ response. Germany’s political and legal manoeu-
vres to limit its liability demonstrate the magnitude of the task ahead for
those who want to preserve the future viability of the euro. Consequently,
advocates of a single European currency face a fundamental dilemma, as the
present operation of the eurozone lacks the equilibrating mechanism essen-
tial for its long-run sustainability. However, the responses of moral suasion
and the provision of ad hoc financial relief are plainly inadequate, whilst
fiscal federalism and the creation of a clearing union lack political accepta-
bility. Thus, so long as this state of affairs persists, consideration must even-
tually be given to a fifth response, albeit one unacceptable to conventional
wisdom: the collapse of the euro, at least in its current form and with its
current membership. Hence, as discussed in Chapter 12, the placement of
all adjustment costs upon specific (i.e., deficit) members has never worked
in the long term, of which periodic crises and the ultimate collapse of the
silver and gold standards are evident proof (Eichengreen, 1996). Moreover,
whilst unilateral ending of eurozone membership for outlier states (who, in
any case, never met the convergence criteria on a sustainable basis) would
solve the worst problems in the short run, the fundamental design flaws
would remain and impose future costs upon another member state finding
itself an outlier at some future point. Thus, the inability or unwilling-
ness of surplus nations to share part of the necessary adjustment that is a
common feature of currency arrangements between sovereign nations is
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the flaw which tends to undermine the long-term sustainability of those
arrangements.

Finally, in Chapter 13 we argue that the demise of the currently consti-
tuted eurozone would impose fewer costs than would the status quo or alter-
native scenarios. Moreover, these costs could be minimised if accomplished
through an orderly process, which would involve internal euro devaluation
in each of the debtor economies, accompanied by capital and exchange
controls on all external transactions until new non-euro currencies have
been established. The main problem facing such a policy, however, arises
from the substantial cross-border lending that has occurred within the EU
over the last decade (encouraged by its authorities) which will leave many
banks carrying large losses. Therefore, the key requirement becomes stop-
ping banks from defaulting on their deposits, which would involve their
widespread public ownership and support, including extending public
ownership where necessary, whilst the ECB concentrates its borrowing
power on securing bank liabilities. Although elaborate and costly efforts
to save the euro are conventionally justified by the notion that the alterna-
tive is too alarming to contemplate, evaluation of the benefits and costs of
eurozone’s dissolution is inevitably problematic as there are many different
permutations surrounding any eurozone collapse, with a panoply of choices
for departing and remaining states to make afterwards. Two crucial issues
are involved. The first is the time scale over which the impact is assessed, as
the short-term withdrawal effects become dwarfed over a longer period by
the impact of the lost production, employment and consequent social dislo-
cation imposed by resort to the eurozone’s sole equilibrating mechanism,
deflation. The second issue concerns the manner in which the eurozone is
dissolved; an enforced, disorderly breakdown under the pressure of events
would entail greater costs than a planned dissolution. Therefore, it is in
the interest of both members and non-members that the eurozone’s leaders
retract their mantra that a collapse of the single currency is ‘unthinkable’
and, instead, devise mechanisms to minimise the costs of such an occur-
rence where short-term losses would be small compared to long-term gains
from greater flexibility and, hence, economic efficiency, together with
enhanced accountability in political decision-making.

Conclusion

The deflationary strategy now being imposed upon the least competitive euro-
zone countries carries frightening implications. The Club Med governments
can slash their budget deficits only at the cost of huge falls in current economic
activity and a substantial loss of future productive capacity. However, without
the possibility of devaluation, they cannot hope for substantial export gains
or even capital inflows. The weaker members of the eurozone are being
forcibly encouraged by the EU to pursue measures guaranteed to prolong and
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deepen their recessions, instead of pursuing the broadly Keynesian policies
that revived growth (until subsequently reversed) not only in America and
Britain, but also in France and Germany. To make matters worse, on 22 June
2009, the German parliament voted to amend the country’s constitution to
impose upon its federal government a ‘debt brake’ in the form of a balanced-
budget requirement. Thus, Germany intends to rely for the next phase of its
recovery on export-led growth, which can only eliminate even more Club
Med businesses unable to compete against German goods.

The EU leadership’s priority is to prevent the single currency’s collapse, but
such a stance creates immense danger, since the EU possesses only a limited
volume of both borrowing capacity and political will (Mills, 2011). If these
become exhausted in providing loans to preserve an unsustainable future
for the eurozone, there may be insufficient financial firepower to prevent
bank defaults if a number of countries decide to leave the single currency
and devalue. This risk has been intensified by EU encouragement of cross-
border loans within its jurisdiction, thus leaving European banks more
exposed than they would otherwise have been. While the experience of the
eurozone has proved a disaster in economic integration, financial integra-
tion has proceeded rapidly. Consequently, the more loans are denominated
in German-backed euros, the greater the probability that these liabilities are
inflated by devaluation. However, the longer the EU extends additional loans
to preserve the status quo, the greater will become the divergences between
member economies. Therefore, the sums of money owed abroad by banks in
vulnerable economies can only become larger, and the worse the eventual
crash will be, as the whole eurozone spirals down in debt deflation. This is
truly a Greek tragedy, with devastating economic consequences for the people
of Europe and, indirectly, for the rest of the world. The crisis has demonstrated
the defective design of the eurozone, but it has also revealed, and exacerbated,
a fundamental lack of trust, let alone a source of shared identity, among the
peoples locked together in what has become a marriage of inconvenience.
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The Economics of Monetary
Integration
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The Development of Microfoundations
of Macroeconomics

Introduction

In this part of the book we briefly highlight the development of macroeco-
nomics, since this is a key tool and a foundation used for analysing/forecasting
aspects of economic performance, such as output, inflation and unemploy-
ment. Therefore, macroeconomics is crucial to policymakers in terms of
designing/implementing an appropriate economic policy that can respond
to the needs of the economy at the aggregate level. The purpose of this book
is to evaluate, from the macroeconomic perspective, the sustainability of the
eurozone. Hence, an overview of relevant macroeconomic models is a neces-
sary initial step that helps us gain a basic understanding of the theoretical
foundation that determines the eurozone’s economic operations.

These chapters review the state of modern macroeconomics by high-
lighting key theories and their developments. The initial Keynesian view
explained economic fluctuations as the consequence of demand deficiency
and thereby established modern macroeconomics wherein fiscal policy needs
to be conducted to stimulate economic recovery through direct spending
and improvements on confidence and expectations among private economic
agents as the results of expansionary fiscal policy. However, since the late 1960s
and early 1970s Keynesian theory has been no longer able to fully explain and
resolve contemporary economic problems. Hence, monetarists and then New
Classical economists rose to provide — based on a return to classical notions —
more appropriate answers to the ongoing economic issues. In response to its
loss of the dominant position, New Keynesian emerged to defend Keynes’s
legacy through explanation of nominal and real rigidities, albeit combined
with elements of New Classical ideas. Subsequently, these different approaches
have evolved into the so-called New Consensus Macroeconomics (NCM) that
forms the current mainstream macroeconomic model comprising a blend
of New Classical and New Keynesian theories through adopting the rational
behaviour hypothesis and supply-side-determined long-term equilibrium of
output (Fontana, 2009). Additionally, NCM also recognises that price/wage
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rigidities in the short-term are the cause of the business cycle and of the devia-
tion of unemployment/output from its natural rate; therefore, it rejects the
postulation of continuous market-clearing; thus, it is also being called the New
Neoclassical Synthesis (Goodfriend and King, 1997; Fontana, 2009). As the
result of rational behaviour and supply-side-determined long-term equilib-
rium, vertical Phillips Curves are continually used to indicate the limitations
of discretionary economic stabilising policy and to indicate that monetary
policy has to be rule-based and mainly used to achieve price stability.

Although this might sound detached with regard to the daily lives of
eurozone citizens, these developments in macroeconomic theory possess
profound consequences for the eurozone crisis, since in our view it reaches
back to the wrong type of unreality-based microfoundations to macroeco-
nomics, starting in the 1970s — microfoundations that have subsequently
evolved to reach this point. For example, fiscal policy has been down-
graded to become considered as an ineffective policy tool for real economic
activities, and one which is harmful to ‘price stability’ monetary policy.
The independent position of the ECB and its policy goal and implementa-
tion of monetary policy are, by and large, consistent with the NCM model.
The fiscal policy framework designed by the EU, which aims to discipline
the fiscal behaviour of eurozone members, also reflects the adoption of
the NCM model as the theoretical foundation of the eurozone’s economic
operations. For the financial markets, where governments interact with
lenders in accessing funds to finance their budget deficits and national
debt, the underlying assumption put forward by the NCM is that the
market should perform rationally and efficiently. The implication is that
the behaviour of fiscal activities of eurozone members could be monitored
and enforced through a dual mechanism of rules and financial markets.
Hence, if both fiscal-discipline mechanisms operated normally, as they
should, then fiscal behaviour within the eurozone could be well-managed
and maintained.

In this and the next two chapters we outline the background economic
theory underpinning the eurozone and argue that these were foundations
built on sand such that the eurozone is a fundamentally unsustainable
economic system in terms of the development of modern macroeconomic
theory and in terms of that theory specifically designed to evaluate the
appropriateness of creating and joining in a single currency, together with-
evaluating business-cycle synchronisation to examine whether general
economic conditions have sufficiently converged to allow for the imple-
mentation of an appropriate union-wide monetary policy. Hence, Part II
carries on these themes through focusing upon the ensuing applied poli-
cymaking in terms of the operation of international monetary systems,
the diminution of national fiscal policy within the eurozone and the
effectiveness of monetary policy on controlling inflation and its impact
on other macroeconomic indicators through the auspices of the ECB.
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The development of microfoundations of macroeconomics

The debate concerning the desirability of macroeconomics being based upon
a firm microeconomic framework began essentially from the time of the
Keynesian revolution. Prior to the 1930s, the classical approach derived its
macroeconomic model from microeconomic theory, such that all real varia-
bles are determined by the labour market, whilst the price level is determined
by changes in the money supply. Assuming perfectly competitive markets,
the expectations of all agents (firms and consumers) are fulfilled and so there
is neither involuntary unemployment nor unsold goods. However, the onset
of the Great Depression in the 1930s shattered universal acceptance of this
theoretical model and facilitated the triumph of the Keynesians critique,
together with the adoption of discretionary demand-management economic
policy. The triumph of the Keynesian revolution was not, however, complete.
Indeed, whilst the Keynesians had clearly won the policy battle during the
post-war period, their theoretical hegemony was far less secure. The tradition-
ally ‘conservative’ economics profession was loath to disregard its Walrasian
inheritance and sought to reconcile the classical and Keynesian strands of
economics by means of a new comprehensive framework. This endeavour
was possible because of Keynes'’s general acceptance of many precepts of clas-
sical theory. Once this fault had been rectified, Keynes believed that classical
theory would come into its own again; thus, he accepted the assumptions of
perfect competition in the product market and thought that the price mecha-
nism would solve the distributional and productive problems associated with
the economic problem of scarcity. However, the time lags associated with the
‘invisible hand’ market-adjustment mechanism were far too slow and were
very costly in terms of unemployment and lost output, so Keynes argued
that sluggish market forces should be enhanced, and sometimes replaced, by
government intervention (Snowdon and Vane, 2005).

The distinction was thereby created between the economics of resource
allocation, production and distribution (microeconomics) and issues
concerning the level and long-term trend of aggregate output, employment
and the rate of inflation (macroeconomics) — which, in the process, fractured
economic theory into two largely separate and mutually independent spheres.
Microeconomics retained the classical theory rejected by the Keynesians’
macroeconomics which, alternatively, preferred to base its policy proposals
upon empirical analysis of observed data rather than on theoretical predic-
tions concerning how individuals react to external stimuli. Computer-aided
macroeconomic models therefore became increasingly complex and sought
to explain variations in macroeconomic variables through multiple regres-
sion models rather than through theoretical concentration upon the response
pattern of individual economic agents. The distinction between macroeco-
nomics and microeconomics began to be broken down during the 1960s,
and particularly in the 1970s, because of the interaction of two principal
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factors. First: Keynes had written the ‘General Theory’ in response to 1930s
mass unemployment, which meant the theory had relatively less concern
about problems of inflation that (partly because of the success of Keynesian
demand-management policies) had progressively become the main economic
problem. Acceptance of classical microeconomic assumptions of perfect
competition meant that inflationary pressure could not be located in the
product market and, so, Keynesians adopted the empirical Phillips Curve
relationship to explain wage inflation. Many economists were unconvinced
about the applicability of using empirical relations as predictive theoretical
tools, and they appeared to be proved correct when the Phillips relationship
seemed to lose its significance almost as soon as it had been adopted. Second:
Confidence in the Keynesian model eroded during the 1970s as the OPEC
cost—price shock created an economic climate in which industrial economies
experienced simultaneously rising unemployment and inflation combined
with slow growth. The demand-orientated Keynesian approach was forced
to reconsider the importance of the supply-side and relatively swiftly devised
new models; however, the temporary confusion caused by the apparent
inability to solve the new economic problems generated widespread dissatis-
faction with Keynesian economics and resulted in a sudden surge of interest
in alternative approaches (Greenwald and Stiglitz, 1987).

One feature all alternative economic schools of thought had in common
(monetarism generating the least enthusiasm) was increased interest in
the microfoundations for macroeconomic models. Theorists concerned
with reinvigorating the classical approach argued that Keynesianism failed
because it did not fully understand the behavioural patterns of rational
economic agents in response to a range of changing incentives. When
combined with classical assumptions of perfect competition and contin-
uous market clearing, this new classical approach dismissed the existence
of involuntary unemployment and argued that inflation was caused by lax
government monetary policy.

New classical macroeconomics

The New Classical School (NCS) responded to Keynesian assumptions of
non-rational and non-optimising behaviour of economic agents as a funda-
mental flaw with the whole approach. Accordingly, the NCS approach explic-
itly sought to devise a macroeconomic model from the ground up, based
upon the analysis of rational, self-interested economic agents operating in an
economy denoted by competitive markets. The resulting macroeconomics
would therefore be based upon rigorous, classically determined microfoun-
dations. Although principally devised in reaction to Keynesianism, the NCS
was also dissatisfied with the monetarist tendency to analyse the behaviour
of economic aggregates, such as inflation and unemployment, in terms of
empirical relationships rather than first developing microeconomic theories
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that could then be tested using econometric techniques. This was a reversal
of the traditional scientific technique, which states that a theory is first
developed that can subsequently be tested empirically and rests upon the
assumptions of rational expectations, continuous market clearing and the
aggregate supply hypothesis (Sachs, 1999).

In contrast to the Friedman-monetarist assumption of adaptive expec-
tations that allowed for economic agents making mistaken decisions that
caused outcomes temporarily unequal to the natural rate equilibrium posi-
tion, the NCS required the alternative assumption of rational expectations in
order to restore the inevitability of classical outcomes in the short- as well
as long-term. However, it is important to note that there are both strong
and weak versions of the rational expectations hypothesis (Muth, 1961).
The weak version argues that, when forming expectations or predictions
about the future value of a variable, economic agents will make the most
efficient usage of all publicly available information about those factors
they believe will determine the behaviour of that variable. In contrast, the
strong version of the rational expectations hypothesis may be summarised
as: Those informed predictions of future events are essentially the same as
the predictions of the relevant economic theory. Thus, economic agents’
subjective expectations of the future behaviour of economic variables will
coincide with the ‘objective’ predictions formed by economic models. This
requires the following assumptions to be shared by all economic agents:
that universal knowledge of the structural equations characterising the
economy, universal belief that all markets are cleared and universal under-
standing that all other agents also share the initial assumptions so they are
common knowledge (Snowdon and Vane, 2005).

These assumptions mean that there exists a unique level of employment
that clears the labour market and, as a result, there is a unique natural rate
of unemployment. This level of employment translates into a unique output
level, via the short-run production function, and hence both employment
and output are derived from the labour market in accordance with transi-
tional classical theory. Moreover, for aggregate demand to equal this unique
output level, the real money supply must remain fixed. Any variation in the
nominal money supply and prices must immediately rise in order that the
real money supply is kept at this constant level. Finally, because output and
employment are fixed by their natural rates, any increase in government
expenditure causes the crowding-out of an equal amount of private expendi-
ture, implying the absence of an effective role for fiscal policy. Finally, it is
important to note that rational expectations should not be equated with
the existence of perfect foresight. Rational economic agents are assumed to
take into account the predictions made by what they collectively believe
to be the ‘true’ macroeconomic model of the economy. However, incom-
plete information and the existence of ‘surprises’ may result in forecasting
errors; nevertheless, the rational expectations hypothesis does argue that, on
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average, expectations will be correct and predictions equal objective reality.
Moreover, rational economic agents will form their expectations without a
systematic bias that persists over time such that agents learn from mistakes
and thereby eliminate any initial systematic errors. Consequently, whilst not
absolutely without error in every individual case, in aggregate the rational
formation of expectations produces the correct results (Redman, 1992).

The rational-expectations hypothesis is criticised on two main grounds.
Firstly, the acquisition and calculation of information is costly in terms of
time and money. The weak version of the hypothesis counters this claim by
stating that information will only be gathered until the marginal benefit
of so doing equals the marginal cost. However, since this implies that not
all information will be used in the formation of expectations, predictions
are therefore not perfectly efficient (Frydman and Phelps, 1983; Evans and
Honkapohja, 1999). Secondly, the rational expectations hypothesis is criti-
cised because it assumes that agents understand and act upon the ‘true’
macroeconomic model of the economy. This critique is slightly misleading,
however, since the strong version of the theory does not actually require
economic agents to understand an objective model of the economy, but
rather to act as if they did. However, the secondary assumption that expec-
tations are, in aggregate, unbiased and on average equal to objective reality,
means that this defence is partly based upon semantics (Lovell, 1986). The
fundamental point is that the rational expectations hypothesis assumes
that economic agents have a considerable amount of complex information,
which they process in a sophisticated manner. If this is not the case, and
individuals are largely ignorant of how the economy works or of the effect of
government actions, then active macroeconomic policy retains the poten-
tial to have a significant effect upon real variables (Shackle, 1972).

The assumption of continuous market clearing is the most contentious and
crucial assumption underpinning the NCS model. Based upon the Walrasian
tradition, the economy is perceived as being in continual short- and long-run
equilibrium due to the interaction of rational economic agents and perfect
price flexibility. Adjustment from one equilibrium position to another
occurs instantly, thereby preventing the existence of a period of disequi-
librium adjustment, whilst prices, output and employment are temporarily
away from their natural equilibrium position (Dixon, 1997). This assump-
tion is in contrast to the previous debates concerning the speed of economic
adjustment, where Keynesians traditionally argued that markets might be
slow to clear because of sticky wages and prices, thereby implying that the
economy might remain in a state of disequilibrium for long periods of time.
In contrast, monetarists argued that price adjustment occurred relatively
quickly so that long-run equilibrium would return to the natural equilib-
rium rate of output and employment, although the possibility of short-run
disequilibrium was conceded. Consequently, the NCS approach represents
a significant hardening of the position held by orthodox monetarists. The
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principal criticism of the NCS model is its assumption of continuous market
clearing. It is this assumption which, like its Walrasian predecessor, enables
the absence of involuntary unemployment and therefore dismisses the need
for, or even the effectiveness of, fiscal and monetary policy in either short-
or long-run. However, the argument that all observed unemployment is
voluntary, since economic actors prefer leisure to work at the equilibrium
wage rate, is hard to sustain during periods of mass unemployment such
as the 1930s Great Depression and more recently during the last decade
throughout Europe (Lucas, 1978; Tobin, 1993, 1996).

Starting with the labour market, the NCS suggests that, as rational opti-
mising economic agents, workers are faced with the decision of how to
allocate their time between work and leisure. Assuming they have a clear
understanding what the normal or expected average real wage will be, if the
current real wage exceeds this level, the workers will have an incentive to
substitute work for leisure in the current period in the expectation that the
real wage will eventually fall back to its normal level and they can then, at
that point, consume more leisure. Similarly, if the real wage is temporarily
lower than the expected normal real-wage level, workers have the incen-
tive to take more leisure (work less) on the basis that the real wage will
eventually rise to its normal level and they can then substitute more work
for leisure. This behaviour is described as intertemporal substitution since
the supply of labour responds to changes in the real wage, which changes
are perceived to be of temporary duration. Thus, at any one period of time,
observed unemployment is wholly voluntary and reflects the optimising
behaviour of rational economic agents (Lucas and Rapping, 1969). It is
assumed that, whilst firms in the goods market know their own prices and
costs, the general price level for all other markets is only available after a
time lag. Thus, when an individual firm experiences a rise in the current
price of its goods, it must decide whether this change reflects a shift in
demand towards its product or a nominal increase in demand across all
markets associated with an increase in the general level of prices. Clearly,
the rational response to the first situation would be for the firm to expand
output to take advantage of the higher demand and market price for its
products, whereas the rational response to the second scenario would be to
leave output and employment as they were because there has been no shift
in relative prices, only a rise in nominal prices caused by inflation. This
poses a ‘signal extraction’ problem for the firm, since it must distinguish
between nominal and real price changes (Lucas, 1972, 1973).

Asaresult of the expectation-forming process facing both firms and labour
there is a ‘surprise’ supply function: Y — Yy = (I - I¥) where output deviates
from its natural level only if actual inflation deviates from its expected level.
This is, in effect, a restatement of the Friedman expectations—augmented
Phillips Curve relationship, since a temporary movement in output away
from the natural equilibrium level is only possible if changes in price or
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inflation ‘surprise’ economic actors and cause expectations to be tempo-
rarily fooled. However, this process enables the NCS to explain the observ-
able business cycle by pointing to unanticipated, random shocks that cause
temporary errors in price and inflation expectations, thereby encouraging
temporary output and employment deviations from the natural equilibrium
level. However, introducing the rational expectations hypothesis into this
theory means that any fluctuations around the natural equilibrium point
will be random in nature and, on average, will have a mean deviation of
zero (Lucas, 1972, 1973).

The policy implications of the NCS model are unequivocal: Since the
economy continually operates at the natural equilibrium level (apart from
random disturbances), both in the short- and long-term, there is therefore
no role for government policy. Moreover, any systematic attempt to reduce
unemployment below the natural rate will be completely unsuccessful in
the short-run, as well as in the long-run. Economic agents are aware that
a unique equilibrium position exists and therefore will respond to any
government demand expansion by simply revising prices and wages imme-
diately upwards, thereby leaving real prices and wages unchanged at a
higher nominal price level. Specifically, an initial equilibrium position is
disturbed by a government-induced increase in the money supply, which
implies that all economic agents would realise that the initial equilibrium
position occurred at the long-run natural equilibrium level of output, and
thus any increase caused by the government stimulus would only be tempo-
rary. Therefore, all rational economic agents form their expectations on the
basis that the effect of the increase in money supply will (eventually) be fully
reflected in a higher price level, with no increase in long-run output. As a
direct result of rational expectations, output and employment will remain
unchanged even in the short run; hence, the NCS prediction is that govern-
ment policy has no effect upon output and employment, only upon the price
level. However, the NCS reliance upon continual market clearing also raises
a problem in explaining the existence of the business cycle. The response
that this is caused by random shocks that create unpredictable monetary
disturbances fits poorly with the evidence of serially correlated fluctuations
in national output and employment. Moreover, the existence of incomplete
information in otherwise perfect markets populated by economic actors
governed by rational expectations, does not seem sufficient to generate the
size of observed variation in output (Sargent and Wallace, 1975, 1976).

The desire to strengthen macroeconomic models through the use of micro-
foundations has been an increasing feature of economics throughout recent
decades. Largely as a result of disenchantment with the predictive power of
traditional Keynesianism, with its reliance upon empirical analysis rather
than being derived more directly from microeconomic theory, the increase
in interest in this element of macroeconomics has stimulated interest both
amongst those who sought to reconstruct Keynesianism and those who
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wished to bury it. However, it is important to note that additional models
constructed by alternative economic schools have all expended consider-
able effort in devising microfoundations for their macroeconomic models
to justify and explain their particular policy conclusions.

New Keynesian Economics

Throughout the three decades after Keynes first published the General
Theory, unprecedented rates of economic growth, continual full employ-
ment and low (but slowly rising) rates of inflation sustained the neo-clas-
sical-Keynesian synthesis that had supplanted the classical approach as
hegemonic throughout the majority of the economics profession. However,
the stagflation experienced in the 1970s fractured this consensus and -
despite Keynesian models being rapidly modified to incorporate supply-side
cost-push inflationary effects — provided the opportunity for monetarist
and NCS alternatives to gain increasing credibility and acceptance within
academia, financial markets and government. Certain converts were
undoubtedly attracted by the ‘political’ consequences of these approaches,
as they were clearly more consistent with the preferences of the political
Right for ‘small government’ and for restricting government intervention.
However, academic criticism focused on the uncritical acceptance, by the
orthodox neo-classical-Keynesian synthesis, of the existence of a sluggish
or imperfect adjustment of prices and wages — an acceptance made in the
absence of a microeconomic theoretical framework that could satisfacto-
rily explain this behaviour. Moreover, the economic failures of the 1980s
along with low growth and the return of some form of trade-off between
inflation and unemployment, increased dissatisfaction with monetarist
and NCS theories, with the persistence of unemployment in Europe
causing increased interest in Keynesian policy prescriptions. Hence, New
Keynesianism emerged out of criticism of the neo-classical-Keynesian
synthesis for having an insufficient microeconomic theoretical basis, and
reinforced by disillusionment with the resulting NCS attempts to construct
macroeconomic theories from a tight neo-classical microfoundation that
struggled to fit the observed stylised facts. Perhaps, naturally, due to their
initial starting point, New Keynesians accepted a large part of the NCS world
view, most significantly including: acceptance of the broad predictions of
monetarism (at least in the long run) that fluctuations in the money supply
are the primary source of fluctuations in aggregate demand; adoption of the
Phelps-Friedman expectations-augmented Phillips Curve; and sympathy
with rational expectations theory, although this is not universally the case.
However, New Keynesianism refutes the NCS assumption of universal and
continuous market clearing (Gordon, 1990, 1993).

Accordingly, in the absence of this key NCS assumption, unemployment
may persist, with employment constrained by a lack of effective aggregate
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demand. Thus, New Keynesians agree with orthodox Keynesians that
expansionary government policies will have an effect upon real output and
employment. They both point to the sluggishness exhibited by prices and
wages as suggesting that demand and supply shocks will have real effects
upon the economy, effects that can be substantial and of lengthy dura-
tion. It is important to emphasise, at this point, that New Keynesian theo-
ries are concerned with an incomplete adjustment of nominal wages and
prices rather than simply a temporal delay in the operations of a Walrasian
market-clearing mechanism. Time lags due to uncertainty or information
costs, or to price imperfections caused by poor incentives or re-negotiation
costs, certainly undermine the assumption of perfect market adjustment
(Mankiw and Romer, 1991). However, in the absence of more substantial
dislocation, these imperfections will not prevent economic adjustment
to a form of Walrasian equilibrium, albeit perhaps after a short time lag.
Consequently, New Keynesians claim that a business-cycle theory derived
from markets failing to clear continuously is more realistic than the NCS
alternatives, whilst their explanation of the persistence of mass unem-
ployment as at least partially demand-constrained, is more in tune with
observable stylised facts than are arguments claiming it is due to mistaken
expectations derived from imperfect information or that unemployment is
entirely voluntary. However, New Keynesianism differs from its older form
in that, whilst the orthodox neo-classical-Keynesian synthesis assumed
wage and price stickiness (often fixed short-term nominal wages), the more
recent version desires to construct an acceptable microeconomic explana-
tion for this effect (Dixon and Rankin, 1994).

Furthermore, New Keynesianism may be distinguished from other schools
of economic thought by reference to its assumed product and labour-market
behaviour that embraces a theoretical model that incorporates imperfect
competition, incomplete market clearing, asymmetric information, hetero-
geneous labour and where rational economic agents adopt norms of ‘fairness’
and reward ‘loyalty’. Coordination failures and externalities impinge upon
the working of the market mechanism. However, the very complexity of this
approach — whilst arguably more closely approximating the ‘real world’ than
classical microeconomic assumptions — nevertheless increases the difficulty
in unifying all New Keynesian research into one model (Colander, 1988).
Hence, two noticeable strands of New Keynesianism may be identified. The
first argues that nominal price rigidities explain why market economies
differ from the Walrasian theory: In the absence of these rigidities, flexible
prices would ensure speedy adjustment to shocks much in the manner the
neo-classical models predict. Rigidities, therefore, enable monetary policy
to have a real effect upon output and employment, not simply on the price
level where small frictions can cause nominal disturbances to have large
effects upon aggregate economic activity. Moreover, it accepts the varied
reasons presented in the New Keynesian literature for real-wage rigidity
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causing stickiness of nominal wages and reducing firms’ incentives to vary
prices in response to demand shifts, such as relative nominal wages and early
contract theory. The second approach agrees that wage and price rigidity
exists, but claims that output and employment would remain highly volatile
even if perfect wage and price flexibility existed, with shocks being ampli-
fied and persisting because of market failure principally due to incomplete
contracts and imperfect indexation. Thus, monetary policy will have a real
effect upon the economy even if wages and prices were perfectly flexible!
Indeed, increased flexibility of wages and prices may actually exacerbate the
magnitude of economic fluctuations. This approach promotes the concept
of risk-averse firms and financial institutions, which increases uncertainty
and the cost of capital during a recession, thereby inhibiting output and
employment. Sticky real wages are explained by reference to efficiency wages,
implicit contracts, insider—outsider models and the like (Gordon, 1990).
However, theories describing real-wage rigidities may explain the persist-
ence of unemployment but, on their own, do not undermine the classical
model, since if the money supply changes in an economy characterised by
real-wage rigidity, nominal prices and wages could change, leaving relative
prices and real outcomes unchanged, despite the existence of non-Walrasian
elements in the labour market. Moreover, despite wage stickiness, if profits
can vary sufficiently to secure flexible prices, the classical model can still
be preserved. Consequently, New Keynesian theories of price rigidities have
accounted for a considerable amount of theoretical energy, including menu
costs, judging quality by price, capital market imperfection, market-search
costs and monopolistic customer markets (Pindyck and Rubinfeld, 1998).
In relation to their policy implications, all variants of New Keynesianism
accept the potential for active government demand-management policies to
minimise the costs inherent in lost output and involuntary unemployment,
caused by nominal wage and price rigidities. However, because demand
and supply fluctuations are unpredictable in nature, New Keynesians do
not support the macroeconomic ‘fine-tuning’ (Taylor, 2000). Instead, they
prefer a more general discretionary government policy intended to offset or
prevent large macroeconomic disturbances, known as ‘coarse tuning’. Policy
prescriptions advocated to reduce real-wage rigidity, and thereby decrease
persistent unemployment, may include reducing insiders’ bargaining
strength through industrial relations legislation aimed at weakening trade
unions and reducing the possibility of strikes and other disruptive activity
and the weakening social-security legislation to reduce the costs for the firm
of recruitment and redundancy. Alternatively, outsiders could be made more
employable through reducing unemployment and social-security benefits
in order to encourage both a more rapid job search and a lower reserve wage
as well as: labour mobility policies, such as the provision of inexpensive
rented accommodation or grants to facilitate relocation to areas with a
tighter labour market; retraining programmes to improve outsiders’ human
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capital and, hence, productivity and piece-work; and bonuses or profit-
sharing schemes designed to increase wage flexibility (Lindbeck, 1992).
New Keynesianism is a relatively new theoretical development and, as it
lies at one cutting edge of theoretical research, perhaps asks more questions
than it answers. Nevertheless, its attempts to draw all disparate theoretical
threads into one model remain premature. Whilst theories of real-wage
rigidities are the most advanced and complete of all the approaches exam-
ined, the results cannot be described as uniquely Keynesian, since many
neo-classical and monetarist (as opposed to the NCS) theorists accept the
existence of market imperfections that marginally impede the efficient
market mechanism. Explanation of nominal wage and price rigidities, and
the alternative ideas concerning risk-averse firms and financial institutions,
are in this respect more radical theories, since they aim to prove the failure
of the classical adjustment mechanism. However, even here, the general
acceptance of long-term price and wage flexibility means that, for most
adherents, Keynesian solutions only apply in the short- and medium-term.

Politics, time inconsistency, credibility and reputation

Following the incorporation of the rational expectations hypothesis into
macroeconomic models, the theoretical literature on economic policy
has been dominated by the game-theoretic approach with policymakers
seen to be engaged in a complicated dynamic game with private-sector
economic agents (who are also voters). Accordingly, governments that are
free from rules (i.e., pre-commitment) can use discretionary policies, but
they will be unable to persuade rational agents that they will keep to
low-inflation policies. Hence, agents know that if they lower their infla-
tion expectations the government will have an incentive to cheat and, by
creating an inflation surprise, increase employment temporarily (Kydland
and Prescott, 1977). However, because rational agents are aware of the
policymakers’ incentives, the time-consistent policy involves an infla-
tionary bias. Thus, if a government has discretion, low-inflation declara-
tions are time-inconsistent and not credible. Therefore a credible policy
announcement can be defined as one which is time-consistent. Solutions
to the time-inconsistency problem include contractual arrangements,
delegation of decisions and institutional and legal constraints (i.e., a need
to bind government/politicians into rules/pre-commitment) (Drazen, 2000a
& b): for example, in recent years the idea of monetary policy being dele-
gated to independent central banks while fiscal policy is constrained by
rules such as those for eurozone countries on budget deficits (maximum
of 3% of GDP) and national debt (maximum of 60% of GDP). However,
in industrial democracies subject to regular democratic elections, politi-
cians have an incentive to deviate from optimal policies and create an
inflation surprise. In a game-theoretic context the reputation of a player
(i.e., politician) will depend on the way they have played and reacted to
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events in the past such that rational agents (i.e., voters) will only believe
politicians who make ex ante policy announcements that are also optimal
to implement ex post. Consequently, as Table 2.1 illustrates, it is not just
the eurozone economies that have embraced budgetary rules, but such
rules have now become prevalent across OECD countries. However, voters
possess imperfect information about the real motives of politicians as
compared to their pre-election promises; therefore voters will need to
analyse carefully the various signals politicians give out. In this scenario
it may be difficult for voters to distinguish ‘hard-nosed’ (inflation averse)
from ‘wet’ (inflation-prone) politicians, since the latter will always have
an incentive to masquerade as ‘hard-nosed’ (Backus and Driffill, 1985).

Additionally, the prediction of the median voter theorem that in a two-
party system there will be policy convergence is time-inconsistent since
there is no mechanism for holding an elected government to its promises.
After the election the influence of partisan considerations will predomi-
nate as the elected politicians re-optimise and follow a programme that
best fits their ideological stances. Thus the time-consistent equilibrium
involves no policy convergence and the two parties follow their most
preferred policy, which inevitably creates too much volatility in policy-
making which, in turn, causes politically induced business cycles (Alesina,
1987). It follows from the above analysis that only those pre-election
announcements and promises that are consistent with a party’s ideology
should be taken seriously by voters. Once elected, politicians will tend to
follow a more partisan strategy. This may prove to be a particular problem
for parties of the left that declare themselves to be ‘tough on inflation’.
In the context of the United Kingdom, these issues were very pertinent in
there in the run-up to the 1997 election, when the ‘New’ Labour Party, led
by Tony Blair, declared that it intended to be ‘tough on inflation’, and that
it also aimed to achieve much lower unemployment. Thus, the statement
on inflation was clearly time-inconsistent. However, to give credibility
to its anti-inflation rhetoric, on winning the 1997 election, New Labour
immediately granted operational independence to the Bank of England,
thereby delegating decisions on monetary policy, and also developed a
‘golden rule’ regarding borrowing over the economic cycle (Snowdon,
1997). Similarly, in the context of the eurozone this policy is reflected
in the behaviour of the ECB to gain credibility by having to develop an
overly hawkish posture on inflation, together with both the instigation of
budget deficit and national debt criteria that were rapidly strengthened
through the SGP (Hibbs, 1977a, b; Alesina, 1987).

Conclusion

The desire to strengthen macroeconomic models through the use of micro-
foundations has increasingly been a feature of economics, largely as a result
of disenchantment with the predictive power of traditional Keynesianism,
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with its reliance upon empirical analysis rather than its predictions being
derived more directly from microeconomic theory. The increase in interest
in this element of macroeconomics has stimulated interest both amongst
those who have sought to reconstruct Keynesianism and those who wished
to bury it. The most important initial responses from either side of the argu-
ment have been described in this chapter, whilst the more recent models
constructed by alternative economic schools will be considered in Chapter 3;
but in general these have all expended considerable effort in devising micro-
foundations for their macroeconomic models in order to justify and explain
their particular policy conclusions.

In relation to the NCS model, particular criticism is levelled at its assump-
tion of continuous market clearing which, like its Walrasian predecessor,
enables the absence of involuntary unemployment and therefore dismisses
the need for, or even the effectiveness of, fiscal and monetary policy in either
the short run or long run. However, the argument that all observed unem-
ployment is voluntary - since economic actors prefer leisure over work at the
equilibrium wage rate — is hard to sustain during periods of mass unemploy-
ment, such as the 1930s Great Depression and, more recently, during the last
decade throughout Europe. Furthermore, the NCS reliance upon continual
market clearing also raises a problem in explaining the existence of the busi-
ness cycle. The response that this is caused by random shocks that cause
unpredictable monetary disturbances fits poorly with the evidence of seri-
ally correlated fluctuations in national output and employment. Moreover,
the existence of incomplete information in otherwise perfect markets popu-
lated by economic actors governed by rational expectations, does not seem
sufficient to generate the size of observed variation in output (Dixon, 1997).

Finally, the rational expectations hypothesis is criticised on two main
grounds. Firstly, the acquisition and calculation of information is costly in
terms of time and money. The weak version of the hypothesis counters this
claim by stating that information will only be gathered until the marginal
benefit of so doing equals the marginal cost. However, since this implies that
notall information will be used in the formation of expectations, predictions
are therefore not perfectly efficient (Snowdon and Vane, 2005). Secondly,
the rational expectations hypothesis is criticised because it assumes that
agents understand and act upon the ‘true’ macroeconomic model of the
economy, which is hard to comprehend since professional economists often
find it difficult to agree! This critique is slightly misleading, however, since
the strong version of the theory does not actually require economic agents
to understand an objective model of the economy, but rather to act as if they
did. However, the secondary assumption that expectations are, in aggregate,
unbiased and on average equal to objective reality, means that this defence
is partly based upon semantics. The fundamental point is that the rational
expectations hypothesis assumes that economic agents have a consider-
able amount of complex information that they process in a sophisticated
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manner. If this is not the case, and individuals are largely ignorant about
how the economy works or about the effect of government actions, then
active macroeconomic policy retains the potential to have a significant
effect upon real variables (Frydman and Phelps, 1983).

The second major approach reviewed in this chapter is the New Keynesian
model, which has been criticised by both ‘old’ Keynesians as well as NCS
theorists; in particular, the principal objections are that individual research
projects concerning wage and price rigidities have inspired multiple theo-
ries which, whilst consistent and interesting, have yet to be fully encapsu-
lated within a single macroeconomic model. Second, that the model has a
bias towards theoretical developments (again the result of the yet-immature
nature of the New Keynesian approach) means that its predictions are insuf-
ficiently subjected to empirical testing. Third, the acceptance by most New
Keynesians of the rational expectations hypothesis is criticised by those who
do not find the theory persuasive; whilst, fourth, continued use of tradi-
tional Keynesian explanatory tools, such as the IS-LM model, is criticised
as precluding discussion of the role of expectations. Fifth, to the extent
that New Keynesian models predict disequilibria, economic movements will
become less predictable and thereby could reduce the ability to predict how
the economy will react to government economic policies. Consequently,
Keynesian aggregate-demand management remedies will have uncertain
outcomes and should therefore be avoided (Lindbeck, 1998).

Finally, ‘old’ Keynesians argue that the New Keynesian concentration upon
nominal wage and price rigidity, and their arguments that this rigidity is
the central theoretical insight common to all forms of Keynesian macroeco-
nomics, is incorrect. In fact, it is argued that the only thing Keynesian macr-
oeconomics requires is that markets are not continually or instantly cleared
by movements in prices. If this is so, then output and employment may be
constrained by aggregate demand, and Keynesian policy prescriptions are
effective. However, in a world where firms that operate in an economy beset
by non-uniformity and imperfect information establish prices and wages
amid uncertainty, it is logical to expect price and wage inertia (or sticki-
ness) to be the result. Similarly, the idea that one rigidity may amplify the
effect of other market imperfections would also seem to be consistent with
this scenario. Thus, the New Keynesian approach provides one promising
route by which to explain the observable business cycle. However, New
Keynesianism has reinforced the Keynesian tradition by adopting many
aspects of NCS theory, but still indicates that aggregate demand manage-
ment may be necessary to address the reduced welfare associated with the
output losses and involuntary unemployment caused by wage and price
rigidities, or by the existence of risk-averse firms and financial institutions
(Ball et al., 1988).



3

Contemporary Macroeconomic Thought
and Its Discontents

Introduction

As discussed in Chapter 2, the New Classical School (NCS), developed in the
context of stagflation in the 1970s, forms the bedrock of contemporary neo-
liberal economics by shifting the focus from the demand-side to the supply-
side of the economy, a position that was previously not well developed.
Thus, prevailing models were criticised, first, for not fully incorporating
rational optimising behaviour of individual agents, leading to a new para-
digm based on comprehensive adoption of market-clearing microeconomic
foundations. Second, the assumptions and outcomes are that all economic
agents are rational optimisers who base their decisions only on real factors
and on the postulation that markets clear more or less continuously: these
being the key pillars that support outcomes of the model. Third, that prices
are correctly anticipated because of rational expectations; hence, there
are no systematic errors in making price forecasts. This aggregate supply
hypothesis explains how temporary fluctuations away from full employ-
ment may be possible. These fluctuations are said to have these results: that
output and employment are determined in the labour market; that there
is a unique natural rate of unemployment; that anticipated changes in the
growth of the money supply lead directly to inflation; that they have no real
effects; and that there is total crowding-out of fiscal policy.

However, in reality there are observed fluctuations in unemployment and
other real variables, such as output — variables the NCS addressed through
associating changes with confusion by agents between changes in general
price level and changes in relative prices. Within the labour market, workers
choose to allocate time between work and leisure — so-called ‘intertemporal
substitution’, whereby the labour supply is said to respond to perceived
temporary changes in real wages, such that unemployment is seen to be
wholly voluntary. In the goods market, the assumption is that firms know
the price of their own goods, but in reality the general price level is only
known with a time lag. The combination of these is therefore the ‘surprise’

40
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supply function, whereby if inflation differs from the expected level then
output similarly differs from the natural level. Thus the NCS explanation of
the business cycle is through postulating that unanticipated random shocks
lead to temporary errors in price/inflation expectations. Consequently,
there are a number of criticisms of NCS: first, for example, in relation to the
notion of continuous market clearing that effectively rules out involuntary
unemployment, with workers merely preferring leisure over employment.
Second, the implication that business cycles are random although evidence
suggests that such economic fluctuations are serially correlated, together
with the question whether information problems sufficiently large enough
to generate the size of observed output variations associated with recessions
and booms. Third, that in relation to rational expectations, information is
frequently costly to gather and process, such that economic agents do not
act ‘as if’ they understand macroeconomic models (Woodford, 1999).

New Consensus Macroeconomics

Subsequently, the microfoundations approach of the NCS and the split from
the traditional Keynesian perspective meant that finding a broad consensus
in macroeconomics became increasingly elusive; however, common ground
has now appeared around the term ‘New Keynesian’ economics. Here
neoclassical aspects of the model are standard methodological features: for
example, optimising behaviour of micro agents in terms of rational expec-
tations, but also price and wage rigidities. Moreover, the ‘Keynesian’ refers
to the idea that such models allow for prolonged departures from optimal
levels resulting from instability in aggregate expenditure (Goodfriend and
King, 1997; Woodford, 2002; Romer, 2000; Taylor, 2000a & b; Walsh, 2002).
An established version of this world of New Consensus Macroeconomics
(NCM) is the IS-PC-MR model that offers an analytical framework to
examine contemporary macroeconomics, where these are derived from the
optimising behaviour of the monetary authority (e.g., central bank), price
setters and households in imperfect product and labour markets, together
with some nominal rigidities (Carlin and Soskice, 2005, 2009). In particular,
the central bank chooses its preferred combination of output and inflation
along the Phillips Curve that it faces in that particular time period, and it
then uses the IS function to calculate what interest rate (r) it must set so
that aggregate demand moves to the desired level, that is, to stabilise the
economy around an inflation target. Hence, the IS-PC-MR model is useful
for explaining the optimising behaviour of the central bank and its reac-
tions to disturbances (Carlin and Soskice, 2005, 2009).

In terms of summarising the IS-PC-MR model: the IS function represents
combinations of interest rates and output that give equilibrium in the real
side of the economy, whilst equilibrium requires planned real expenditure
on goods and services to be equal to real output, where planned expenditure
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is comprised of consumption, investment and government. The microfoun-
dations are provided by the labour market in terms of the Phillips Curve,
where equilibrium unemployment implies that inflation is constant (i.e.,
NAIRU holds) such that when unemployment is below equilibrium, then
inflation is accelerating, and when unemployment is above equilibrium,
then inflation is decelerating. Although there is the possibility of a short-run
trade-off of lower unemployment and higher inflation, this is regarded as
fundamentally unsustainable in the long run given wage setters’ concern
about real wages resulting in action to prevent real wage erosion by higher
nominal wage claims. Thus, in the long run there is no trade-off between
unemployment and inflation leading to the familiar vertical Phillips Curve.
The key institution and policymaking actor within this framework is the
central bank that manages monetary policy through interest-rate adjust-
ment, not via money-supply growth targets, where the aim is to keep the
economy close to its inflation target at the equilibrium level of output. The
central bank’s role is important due to the disturbances/shocks that shift
inflation away from its target or output away from the equilibrium level, or
both, such that central banks seek to minimise these suboptimal fluctua-
tions (Carlin and Soskice, 2005, 2009).

In terms of disinflation and central bank preferences, then, although
any point on the initial Phillips Curve is feasible, the issue becomes which
point along this curve the central bank would choose when implementing
a deflationary policy, operating upon the assumption that the central bank
aims to return the economy to the equilibrium rate on unemployment, with
inflation at its designated target level. At one extreme the central bank could
choose to bring inflation down to the target in the next period, but at cost
of high unemployment and low output; however, once achieved the central
bank can cut interest rates to stabilise output (Clarida et al., 1999). An alter-
native approach is for the central bank to choose a position for the economy
whereby the fall in inflation and rise in unemployment would be less severe.
This illustrates the inflation aversion of the central bank whereby it will have
preferences between a deviation of inflation from its target, or of unemploy-
ment from its equilibrium rate. Hence, the notion of sacrifice ratios becomes
a crucial aspect of both contemporary macroeconomic thought and associ-
ated policymaking by central banks, where the response from more infla-
tion-averse central banks to an inflationary shock is to dampen output by
raising interest rates more than do the less inflation-averse central banks. This
involves a faster rise in unemployment to get a faster fall in inflation such
that unemployment can return more quickly to equilibrium. This form of
‘shock therapy’ contrasts with the more gradualist approach of less inflation-
averse central banks that results in unemployment rising more slowly and
disinflation taking longer. From this contrast in central bank reaction styles,
the issue is: Which is preferable? That is, whether there is a difference in
the cumulative level of unemployment under ‘shock therapy’ or gradualism
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(Goodfriend and King, 1997). In essence, if the Phillips Curves are linear and
parallel, then the cumulative amount of unemployment to achieve the infla-
tion target is equal in both scenarios. Hence, the sacrifice ratio in terms of the
cumulative unemployment to achieve a given reduction in inflation is inde-
pendent of the degree of central bank inflation aversion. However, this model
does not consider: the presence in the economy of institutional features that
may prevent it quickly returning to equilibrium following a disturbance/
shock; nor that the monetary rule will become ineffective if nominal interest
rates approach zero (i.e., a liquidity trap) — for example as occurred in many
economies during the financial crisis as central banks lowered interest rates to
historically low levels, thereby necessitating the requirement for other policy
instruments such as quantitative easing (Gali, 2008).

Economics of contemporary fiscal policy

Following from this development of the overall NCM framework, we can
now explore the key tools of fiscal and monetary policy in terms of how
they have been developed at a theoretical level and redefined in terms of
their actual implementation. First, fiscal policy has traditionally been seen
as possessing several macroeconomic roles within an economy: providing
automatic stabilisers to insulate the economy from shocks (stabilisers that
are designed in relation to microeconomic goals); the use of discretionary
policy to stabilise output and to plan financing of expenditure in terms of
maintaining a sustainable burden of public debt; and overall, the differences
in the macroeconomic effects of changes in government expenditure are the
result of how these changes are financed and its sustainability, which have
led to the development of fiscal-policy rules. Consequently, there is a need
to interpret budget deficit in relation to whether output is above/below or at
equilibrium, leading to the issue of a cyclically adjusted budget deficit and the
situation given existing taxes and expenditure if the economy is at equilib-
rium output. In simple terms, the relationship between different concepts of
the fiscal balance are such that the (primary) budget deficit = cyclical adjusted
budget deficit + impact of automatic stabilisers, alternatively the (primary)
budget deficit = discretionary fiscal impulse + impact of automatic stabilisers.
From these relationships we can note that if the economy is in recession,
then automatic stabilisers raise government expenditure and depress tax
revenue, thereby pushing up the deficit. The impact on the budget deficit
of the automatic stabilisers is zero when at equilibrium output, such that a
zero cyclically adjusted budget deficit has zero discretionary fiscal impulse;
however, a cyclically adjusted budget deficit leads to an expansionary fiscal
stance, whilst a cyclically adjusted budget surplus results in a contractionary
fiscal stance. Thus, if the cyclically adjusted budget deficit or surplus is zero,
then the actual deficit reflects automatic stabilisers and will disappear once
economy returns to equilibrium (Buiter, 2001).
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However, the situation becomes more contentious when considering
discretionary fiscal policy which, as we have previously discussed, is essen-
tially ruled out under the NCS approach. Here, government expenditure
is assumed to be exogenous, but we need to consider how this is financed
and the consequences of changes in the government deficit for the asset
stocks (money and bonds) in the economy. First, we assume that the private
sector view government bonds as comprising part of their wealth in terms
of the comparison between different methods of financing increases in
government expenditure through taxation, bonds or the creation of high-
powered money. Alternatively, under the guise of the NCS-inspired NCM,
we consider that bonds are not regarded as wealth for the private sector as
extolled by the Ricardian equivalence doctrine, such that far-sighted bond-
holders realise that bonds issued to finance increased government expendi-
ture will have to be repaid by higher taxation in the future (Seater, 1993).
Consequently, tax- or bond-financed increases in government expenditure
are indistinguishable. Hence, we can develop a government budget identity
for each period, whereby the government must finance its expenditure and
pay interest on its debt consisting of stock of bonds previously sold to the
private sector. In the below identity the sources of funds are shown on the
right and the uses of funds on left:

G+iB=T+ AB+AH
Where:

G = government expenditure in nominal terms

B = outstanding stock of bonds and value of national debt
T = tax revenue measure in net transfers

AB = value of new bonds issued

AH = new high-powered money printed by government

The fiscal policy transmission mechanism that follows from this exposition
is such that an expenditure multiplier magnifies the impact of the fiscal
impulse leading to income rising and the demand for money following suit;
consequently, interest rates rise, thereby crowding out some interest-sensi-
tive spending by the private sector. Furthermore, in relation to tax finance
and the balanced-budget multiplier, this does not depend on the assump-
tion that taxes are exogenous, but rather the key issue is that government
spending results in extra output/income, whereas increases in taxation
redistributes spending power from taxpayers to those who provide goods
and services. This is important for policy purposes since, if a government
is unable or unwilling to use debt or money financing, then it can still
raise economic activity. Concerning the third option of bond finance, a
rise in government expenditure will not induce sufficient extra tax revenue
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to eradicate the deficit, thereby requiring the government to sell bonds to
cover this gap. However, the implications depend on whether bonds are
considered by private-sector agents to represent net wealth (Seater, 1993).
If bonds are seen as wealth, then changes in the stock of wealth influences
consumption and money demand, which government has to consider
when undertaking fiscal and monetary policy. For example, bond-financed
government expansionary policy raises the proportion of bonds to money
in the economy, assuming a fixed money supply, increasing the demand for
money, and so restoring portfolio balance.

However, the Ricardian equivalence debate suggests that a bond-financed
increase in government spending will have the same effect on output as a
tax financed increase if bonds are not considered as net wealth. As a result,
changes in wealth disappear as the government’s debt rises, and the expan-
sionary impact of the spending programme reverts to that of a balanced
budget. Subsequently, the consensus is that changes in fiscal policy are
only partly offset by changes in private-sector savings, whilst the sources of
‘non-equivalence’ in the real world indicate that the Ricardian equivalence
is not a good representation of macroeconomic behaviour. An alternative
source of funds for undertaking fiscal policy is money-financed expansion,
where increases in government expenditure occur through an increase in
the monetary base. Here, the government sells bonds to the central bank
and spends the newly printed money on its expenditure initiative; however,
this potentially creates severe medium-run consequences from such mone-
tary financing, because monetary policy cannot fulfil both functions of
providing the nominal anchor for the economy whilst being used to finance
government expenditure (Auerbach and Feenberg, 2000).

Following from the government budget identity, the next issue concerns
budget deficits and national debt, in terms of what determines the path of
government’s debt over time and, if debt is rising, will it continue rising
indefinitely? To explore this issue we move beyond the single-period budget
identity to exclude the possibility that governments can borrow from the
central bank, that is, generate new high-powered money so that the govern-
ment budget identity becomes: G + iB =T + AB. Further, we can distinguish
between total expenditure and revenue, so that the actual government
deficit = G + iB — T and the primary deficit, which excludes the interest
payments on the debt. Hence, the actual deficit is equal to the change in
the stock of government debt: AB = (G - T) +iB, where the change in debt =
primary deficit + interest on outstanding debt, whilst the change in debt =
actual deficit. Defining the government debt relative to national income in
terms of a debt ratio where: b = B/Py. The next step is to rewrite the budget
identity equation by dividing through by Py and thereby giving an expres-
sion for the change in the debt to GDP ratio (where yy = growth rate of
output): Ab=d + (i — n - yy)b so that Ab = d + (r — yy)b where this equation
provides the key to understanding the four determinants of the growth of
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the debt to GDP ratio and provides the framework for examining fiscal rules
such as those within the eurozone whereby the costs of high and rising
government debt differs according to whether the interest rate (r) is higher or
lower than the growth rate (yy), leading to the evolution of debt ratio, where
if yy > r then the economy is converging to a stable debt ratio and there is
no problem with solvency. However, if yy < r then the economy is diverging
to an unstable debt ratio and there will be a problem with solvency, to the
extent that a substantial primary surplus may be required to prevent the
debt ratio rising further, and so an even-larger primary surplus is required
to reduce the debt burden.

The steps to achieving an increasing primary surplus are essentially
reductions in expenditure and/or increases in taxes. The latter potentially
lead to supply-side problems and a higher level of equilibrium unemploy-
ment, whilst the generation of high debt raises concerns about default so
that higher interest rates on borrowing result in a potential feedback from
debt ratio to interest rates. Consequently, the notion of fiscal consolida-
tion has come to the policymaking forefront, which is consistent with
a lower long-run primary surplus since the primary surplus required to
offset the interest burden of the debt is lower. Hence, the implementa-
tion of fiscal policy is undertaken to achieve a sustainable debt ratio so
that the trade-off government faces in order to reduce debt ratio is either
one of gradualism or shock therapy (Alesina et al., 1998). Thus, although
fiscal consolidation relates to a choice of policy options, the post-2008
recession path taken across most economies, and in particular within the
stricken eurozone countries, has been the shock-therapy route through the
tightening of fiscal policy and attempts to raise the primary surplus until
the desired debt ratio has reached an optimal point at which the fiscal
stance can be relaxed. This contrasts with the alternative of gradualism —
although gradualism’s aim is similarly to raise the primary surplus, but
after a period of debt reduction the primary surplus is again adjusted and
the process is repeated over an extended time horizon. Although there is
an implicit assumption that fiscal consolidation will be contractionary
through increasing the primary surplus and thereby reducing output and
employment in the short run, the key attendant debate is about whether
fiscal consolidation has expansionary effects sufficiently strong to offset
contractionary effects. This has been agued by its advocates through the
channel where an unsustainable fiscal position increases risk premium
leading to interest rates becoming higher than they should be; in contrast,
credible fiscal consolidation reduces the risk premium, thereby boosting
investment and consumption. The key to this process is the initial
cutting of government consumption expenditure (i.e., austerity), which
signals commitment to fiscal reform and, in turn, triggers the belief
that taxes will be lower, lowers both interest rates and the risk premium,
and results in the boosting of investment and consumption. This still
remains the official policy of not only national governments, such
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as the United Kingdom’s, but also of the EU Commission and the other
members of the EU/IMF/ECB Troika in terms of how to address the euro-
zone Crisis.

An alternative strategy is the monetising of debt through seignorage
and hyperinflation, where if the government has high debt levels, but still
seeks to continue and/or expand expenditure policies, then carrying out
this policy becomes difficult due to the risk of defaulting and raising taxes.
Thus, the only option is monetary financing of government expenditure.
As previously discussed, the growth of the debt to GDP ratio will be reduced
to the extent that the deficit is being financed by new money creation;
thus in essence higher inflation reduces the growth of the debt ratio and
acts as a so-called ‘inflation tax’. A further contemporary development is
the adoption of a prudent fiscal policy rule restricting the government to
being solvent based on long-run or ‘permanent’ values of relevant variables,
where deviations from such permanent values occur due to factors such as
cyclical fluctuations and/or structural changes to government expenditure.
In essence a budget constraint equates to the change in the debt to GDP
ratio, whilst a prudent fiscal policy rule begins with the condition of the
debt ratio not increasing and so sets the share of tax revenues in GDP at
a constant level equal to the ‘permanent’ or long-run requirement. This
implies that if government expenditure is temporarily above its permanent
level, then borrowing should finance it, and that if the real interest rate is
confidently known to be temporarily above its permanent value, or if growth
is depressed relative to its long-run value, then the rule indicates that the
deficit can be allowed to widen. However, any expected rise in permanent
government expenditure should be funded by a rise in taxation.

Economics of contemporary monetary policy

As previously discussed, within NCM, the pivotal institution is the
central bank, which controls monetary policy, with the bank’s behaviour
modelled through a ‘reaction function’ that responds to shocks in pursuit
of its inflation target — a function that provides a medium-run, ‘nominal
anchor’ and guidance for adjusting interest rates (Carlstrom and Fuerst,
2003). Therefore, the structure of monetary policy is based on this optimal
monetary policy rule in combination with private-sector constraints.
Following the monetarist revolution, economists then focus on the idea
that low and stable inflation is an accepted/appropriate goal for policy-
makers to the extent that they establish a nominal anchor that keeps infla-
tion low and stable, but they also need to consider why higher output is
potentially undesirable. First, we should note that, with the advent of the
new consensus view, there has been a shift in the monetary-policy para-
digm, from the money-supply paradigm to the interest-rate-reaction func-
tion paradigm. Although both share a number of common features, the
contemporary interest-rate-reaction function paradigm is based on the idea
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that policy changes are determinants of price level and inflation where
the short-term nominal interest rate is the key policy instrument, which is
guided through an interest rule in terms of a mechanism to adjust equilib-
rium with constant inflation following a shock. Hence, this paradigm shift
centres on the choice of monetary policy instrument and the choice of an
active or a passive policy, based on empirical evidence suggesting that oper-
ating monetary policy passively was not optimal and that, for an economy
with shocks and adjustment lags, active monetary policy was superior to
passive. Contemporary thought encapsulates an active monetary policy
reaction function using the interest rate as an instrument of an activist
policy framework, with central banks following a ‘rule-based’ approach to
monetary policy whilst remaining very active through frequent interest-
rate adjustments (Allsopp and Vines, 2000).

Key to this new paradigm is the notion of the central bank’s utility func-
tion, whereby it possesses a trade-off in preference between inflation and
unemployment, assuming that the central bank has two concerns: first to
minimise fluctuations around the target inflation rate, which assumes a
symmetrical target and attaches greater importance to returning inflation
back to its target the further it is away from target; second, to minimise
the gap between actual and equilibrium output which again assumes a
symmetrical attitude to such deviations. In relation to the actual operation
of these monetary policy rules, there is first the assumption that the central
bank can control output via monetary policy to manage aggregate demand,
but via output it can only control inflation indirectly. If a shock occurs
and inflation rises above target, the central bank then faces a trade-off, the
extremities of which are either a fully accommodating policy of preserving
output at equilibrium level, or a non-accommodating policy of attaining the
inflation target in the next period. However, in reality, the central bank will
choose a policy response between these extremes (Cecchetti, 2000). The key
to the predicament of the eurozone following its creation was that the ECB
was given a symmetrical inflation target whilst simultaneously seeking to
prove its anti-inflationary credentials and thereby being more included in
pursuing a non-accommodating monetary policy. However, once the 2008
credit-crunch-induced recession began to tighten its grip across the euro-
zone; the ECB remained wedded to this general approach and found itself
unable to respond in a flexible manner before significant damage had been
inflicted upon the eurozone economy. The second factor influencing the
monetary rule is the responsiveness of inflation to output (i.e., the slope of
the Phillips Curve), with the starting point assuming an equal short-run
trade-off between output and inflation. However, if Phillips Curves are
steeper (shallower), then any given reduction in output has a greater (less)
effect in reducing inflation, so that the monetary rule schedule of the central
bank is less (more) elastic compared to its generic slope. A steeper (shallower)
Phillips Curve makes it easier (more difficult) for the central bank, since a
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smaller (larger) rise in unemployment and fall (rise) in output is required to
achieve any desired fall in inflation (Carlin and Soskice, 2005, 2009).

We can now devise the more general form of the central bank’s mone-
tary rule and add the timing structure so that the larger the responsiveness
of wages to employment, or the more inflation-averse is the central bank,
then the slope of the monetary rule would be less elastic. Consequently,
the steeper the Phillips Curve, any reduction in aggregate demand leads to
a larger reduction in inflation, whilst in the case of a more inflation-averse
central bank, no matter what the labour market position, then a more infla-
tion-averse central bank will wish to reduce inflation by more than a more
accommodating central bank. Finally, in addition to this new macroeco-
nomic framework, we can add the ideas of credibility, time inconsistency
and rules versus discretion where economists have forwarded several poten-
tial solutions, or at least mitigation, to the time-inconsistency problem.
First, is replacing discretion by a rule to demonstrate commitment, such as
the well-known Taylor Rule; second, is the delegation of monetary policy by
government to an independent central bank with an output target closer
to the equilibrium level of output and increased inflation aversion. Thus,
the reputation of the government/central bank as being tough on infla-
tion is therefore reflected upon wage and price setters, who observe these
policy decisions; however, the central bank needs to be inflation-averse
over several time periods (Taylor, 1993). Again, this mirrors the behaviour
of the ECB, which exacerbated the depth and longevity of the eurozone
crisis through feeling the need to generate this reputation by maintaining
interest rates above the required level. However, advocates would point to
the anticipated benefits resulting from rules and expectations versus from
discretion and learning. These include no inflation bias in the adoption of
rules rather than discretion for the operation of policy such that gains arise
as economic agents anticipate the central bank’s reaction to shocks; other-
wise, the central bank fails to ‘learn’ about the economy (King, 1997).

Critical assessment of New Consensus Macroeconomics

As previously mentioned, the development of the contemporary New
Consensus Macroeconomics (NCM) framework is not without criticism,
and it comes largely from a Post-Keynesian perspective (Lavoie, 2004, 2006;
Rochon, 2004; Setterfield, 2004; Smithin, 2004; Palley, 2006; Monvoisin and
Rochon, 2006). The Post-Keynesian school was initially treated as a variant
within the general Keynesian approach, being slow to emerge as a sepa-
rate entity; however, it may be contrasted with New Keynesian ideas, partly
because ofitsmore comprehensiverejection of the classicalmodelasunhelpful
and the theoretical abstractions of which impair, rather than enhance,
understanding about economic processes. Whilst New Keynesianism
largely accepts rational expectations, the monetarist concentration upon
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the importance of the money supply and the existence of an equilibrium
(natural or NAIRU) rate of unemployment, Post-Keynesians reject all these
propositions. Similarities between the two schools do exist to the extent that
New Keynesians have largely adopted the imperfect competition approach
originated by Post-Keynesians; however, whilst New Keynesians mainly
concentrate upon temporary wage and price rigidities, Post-Keynesians
prefer to locate fundamental economic instabilities as being the result of
the effect of expectations within an uncertain world (Sawyer, 1988). Hence,
the Post-Keynesian approach diverges from New Keynesianism in terms of
the microeconomic framework upon which it constructs its macroeconomic
model that is intended to conform closely to observable reality. Industrial
structure is assumed to exhibit characteristics of imperfect competition,
oligopoly or monopoly, whilst the labour market is characterised by hetero-
geneous labour organising collectively in trade unions in order to maximise
bargaining power. Markets with relatively flexible prices are generally distin-
guished from relatively fix-price markets for manufacturing, where changes
in demand and supply generally cause variations in output rather than price
(Davidson, 1991, 1994). One of the most important microeconomic theories
is that nominal prices are largely based upon a markup over costs. This
markup varies between different products, and within industrial sectors,
as a result of different degrees of monopoly power, normal rates of capacity
utilisation and planned levels of investment. However, the markup tends to
remain largely stable over time. Prices charged by individual firms are deter-
mined by a markup added to average total costs, whilst aggregate costs and
markup together determine the general price level (Arestis and Chick, 1992).
These Post-Keynesian microfoundations have three principal implications.
Firstly, that product prices and money wages are determined by the relative
bargaining strengths enjoyed by oligopolistic firms and trade unions, and
under a variety of market conditions, which leads to the conclusion that
inflation may be the result of this conflict over the distribution of income,
with trade union strength greatest during conditions of full employment.
Secondly, since prices are determined by a markup on top of nominal wage
costs, this means that an adjustment of nominal wages in the labour market
cannot achieve a reduction in real wages and thereby create the conditions
required by the classical model to achieve a reduction in unemployment.
Thirdly, since money prices remain essentially constant until a change
in underlying costs (particularly wage costs) causes them to shift, Post-
Keynesians conclude that fluctuations in economic activity will initially
impact upon output, not prices, which in turn influences the demand for
credit (needed to finance inventories and investment) and hence the quan-
tity of money supplied (Rochon, 1999; Fontana, 2003).

In general terms, many Post-Keynesians are critical of the IS function that
underlies the analysis, together with the efficiency of monetary policy in the
short run and monetary neutrality in the long run, whilst all Post-Keynesians
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reject the concept of a vertical long run Phillips Curve. In relation to the
former, rejection of the simple interest rate/investment relationship implied
in the IS model occurs, since this is more complex than the simple func-
tion assumes. Post-Keynesians do not believe that there is a one-for-one rela-
tionship between the short-term interest rate set by the central bank and
the long-term interest rates or the lending rates that affect the components
of aggregate demand; indeed, empirical evidence suggests that the interest
elasticity of investment is non-linear and asymmetric, where an increase in
interest rates is likely to reduce investment in times of economic boom the
reverse is not true and is unlikely to stimulate investment in times of reces-
sion (Arestis and Sawyer, 2008).

Furthermore, Post-Keynesian criticisms of the efficiency of monetary policy
and monetary neutrality derive from the belief that monetary policy takes a
considerable amount of time to have any effect, especially on the inflation
rate, unless interest rates are changed by the drastic amounts theory (Rochon,
1999; Fontana, 2003). Hence, monetary policy is known to be a particularly
blunt instrument, with long and variable lags, so that it acts upon infla-
tionary forces by weakening aggregate demand and labour conditions. Post-
Keynesians also reject the so-called neutrality of money in both the short run
and the long run, at the same time denying that logic requires that in the
long run the actual rate of capacity utilisation ought to converge towards an
exogenously given normal rate of capacity utilisation. Thus they reject the
notion of a supply-determined natural growth rate; a critique applies equally
to the classical model and to the endogenous growth models. Rather, they
believe that if the concept of a natural growth rate is to be of any assistance,
it is determined by the path taken by the actual growth rate (Arestis, 2009).
Additionally, Post-Keynesians reject the vertical long-run Phillips Curve with
many of them even sceptical about short-run trade-offs between GDP/capacity
and inflation, since there is a large range of capacity utilization rates that are
consistent with an absence of demand-led pressures (for reasons tied to the
absence of decreasing returns over a large range of production levels). Thus, it
is believed that, with coordinated wage bargaining, a constant inflation rate
becomes compatible with a range of employment levels and the NAIRU, as
the short-run limit to employment is no longer unique (Arestis, 2009).

However, aside from these broad points of difference, the key Post-
Keynesian criticism is that the NCM model is characterised by an interest-
rate rule whereby the money markets and financial institutions are typically
not mentioned, let alone modelled (Fontana, 2009). Thus, in the NCM
model there is no mention of banks, but as witnessed in the credit-crunch-
financial-crisis banks and their decisions play a considerably significant role
in the transmission mechanism of monetary policy. Decisions by banks as
to whether or not to grant credit plays a major role in the expansion of the
economy, in the sense that failure of banks to supply credit would imply
that expansion of expenditure cannot occur. Consequently, many economic
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agents are liquidity constrained and do not have sufficient assets to sell or the
ability to borrow, therefore expenditures are limited to their current income
and few assets. Through the perfect capital market assumption, this implies
the absence of credit rationing, meaning that some individuals are credit-
constrained to the extent that the only effect of monetary policy would be
a ‘price effect’ as the rate of interest is changed. However, this implies that
parts of the transmission mechanism of monetary policy that involve credit
rationing and changes in the non-price terms on which credit is supplied are
excluded by assumption (Woodford, 2001). Consequently, Post-Keynesians’
criticisms of monetary policy are that policy designed to eliminate bubbles
would lead to the problematic result of ‘financial repression’, whereby the
experience with financial liberalization is that it caused a number of deep
financial crises and problems unparalleled in world financial history, to
the extent that when bubbles emerged, monetary authorities argued that
monetary policy should not interfere with the free functioning of financial
markets (Arestis and Sawyer, 2004). However, proactive monetary policy
requires authorities to outperform market participants, whereas central
banks prefer to deal with the consequences of the burst of a bubble by mini-
mising the damages to the real economy. Thus, monetary policy should be
tightened (loosened) as the ratio of net wealth-to-disposable income, over a
period of time, is above (below) a predetermined threshold. This would allow
asset-price booms, but it would prevent them from becoming bubbles that
would ultimately burst with huge adverse consequences for the economy as
a whole. Such an approach would also help regulate financial engineering,
since the central bank would monitor the implications of financial innova-
tions as they impact net wealth, even if the bank is ignorant of them.
Additionally, Post-Keynesians argue that another serious omission by
the NCM is the role of what Keynes described as animal spirits, namely the
possibility that individuals act irrationally and for noneconomic reasons;
failure to recognise their importance in monetary policy can lead to wrong
conclusions, such that monetary policy can become ineffective. Monetary
policy may also influence aggregate supply through changes in the rate of
interest whereby fixed and working capital may need financial resources,
since current inputs should be paid before output can be sold, and these
resources carry financial costs (Smithin, 2004; Arestis, 2009). Therefore, the
interest rate paid on working capital affects production costs and in turn
the supply side of aggregate output. Furthermore, Post-Keynesian criticisms
relate to the key concept of the equilibrium real rate of interest, which plays
a crucial role in the NCM model, to the extent that the discrepancy between
the actual and the equilibrium rates of interest has been termed the real
interest-rate gap and can be used to evaluate the stance of monetary policy.
This is thereby a useful theoretical concept in the analysis of the relation-
ship between the independence of monetary policy and economic fluctua-
tions, where the equilibrium real rate of interest secures output at the supply
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equilibrium level (i.e., zero output gap) consistent with constant inflation
or when the real rate of interest is reached — then there is no problem of
deficient (or indeed excessive) aggregate demand. This equilibrium rate is
often seen to correspond to what is called the Wicksellian ‘natural rate’ of
interest. Although it is not self-evident from the NCM, this ‘natural rate’ of
interest equates savings and investment and does so at a zero output gap; it
is implicitly assumed to be consistent with the full employment of labour
inasmuch as flexible real wages would permit the labour market to clear
with full-employment, compatible with the zero output gap (Rochon and
Setterfield, 2007).

It is also the case that the use of the equilibrium real rate of interest in
NCM models with the emphasis on price stability provides an important
benchmark for monetary policy analysis in the context of models with a
single rate of interest, with no banks and no monetary aggregates. Under
these assumptions the reaction of the interest-rate policy instrument to
movements in the equilibrium real rate of interest can ensure price stability.
Thus, when the rate of interest on bank loans differs from the policy rate
of interest, the equilibrium real rate of interest may not be a useful indi-
cator for monetary policy since the crucial distinguishing assumption in
this context is whether markets are frictionless, such that in markets char-
acterised by friction a further implication is that monetary policy exerts
real effects even in the long run. Hence, whilst the NCM model portrays an
economy in which the interest rate can be adjusted to secure equilibrium
in terms of a zero output gap and a balance between aggregate demand and
aggregate supply, where the rate at which this materialises is the real equi-
librium rate of interest that provides an ‘anchor’ or benchmark for monetary
policy; however, a shift in the state of confidence and expectations leads to
a shift in the investment schedule and so to a shift in the real equilibrium
rate of interest (Moore, 1988; Palley, 2006). In view of the difficulties that
relate to the real rate of interest, two questions emerge. First, whether or
not the natural rate can be a surrogate for a detailed analysis of the real and
monetary forces relevant to the identification of risks to price stability; and,
second, whether a great deal of discretion should be applied in the conduct
of monetary policy, although the degree of discretion required might not be
compatible with the inflation-targeting theoretical principles.

Most Post-Keynesian economists reject key elements of the NCM, in partic-
ular disagreeing with the underlying IS curve as well as the vertical long-run
Phillips Curve. Moreover, it has been shown that accepting all the basic
equations of the NCM amended with the suggested Post-Keynesian modi-
fications with respect to the Phillips Curve equation, will fundamentally
change the model’s conclusions, thereby creating important roles for fiscal
(Smithin, 2007; Wray, 2007) and monetary policy interest (Moore, 1988;
Palley, 2006; Fontana, 2009) in influencing the level of output, capacity
utilisation and employment.
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Conclusion

Since the late 1980s there has been a major revival of political economy,
utilizing the tools of modern economic analysis where a common theme
running throughout this new political macroeconomics is the need to
integrate the political process into mainstream economics — in particular,
through the idea of political business cycles that can be traced back to the
work of Schumpeter and Kalecki. However, for a period, interest in polit-
ico-economic models lost momentum as theoretical shortcomings and
inconclusive empirical results led to a temporary demise of this line of
research. However, this area was revived as new classical theorists traced
the policy implications of rational expectations market-clearing models,
where the emphasis on policy ineffectiveness and rationality was initially
interpreted as being inconsistent with politically motivated policy manipu-
lations. Consequently, new rational politico-economic models have been
developed that incorporate features such as asymmetric/imperfect informa-
tion, non-contingent nominal wage contracts and uncertainty over election
results. Accordingly, the policymaking process consists of a complex game
played out by various competing groups whose interests do not necessarily
coincide.

A particular aspect of this development in macroeconomics, discussed
in this chapter, is that economists have sought to enhance understanding
of aggregate instability by adding a political dimension to their models
in terms of the issue of credibility of policy announcements, known as
time-inconsistency, and the subsequent need to bind politicians to rules/
pre-commitment, and through the creation of politically neutral institu-
tions such as independent central banks. As we will see in Chapters 6 and
7, these ideas of rules and institutions have been central to the design of the
eurozone based upon the generally recognised solutions, or at least mitiga-
tion, to time-inconsistency problems. The rationales presented are, first,
replace discretion by rules to demonstrate commitment such as those rules
contained within the TEU convergence criteria and SGP; second, delegate
monetary policy from government to an independent central bank with an
output target closer to the equilibrium level of output and more inflation
aversion; third, the reputation of government or central bank leads to it
being tough on inflation so that wage and price setters observe decisions
taken; however, to be credible the central bank needs to be inflation-averse
over several time periods. Hence, overall there is seen to be a funda-
mental dichotomy in terms of rules and expectations versus discretion and
learning. In relation to inflation bias, the issue of rules versus discretion
means gains rise as economic agents anticipate the central bank’s reaction
to shocks, compared to an emphasis on rules whereby the central bank fails
to ‘learn’ about the economy.



4

Theoretical Considerations of a Single
Currency

Introduction

The advent of the single currency was a momentous event that, as the euro-
zone crisis has illustrated, entailed profound consequences for people across
the Continent and beyond. The euro has become the currency in which
individual citizens are paid and denotes the price of all goods, services and
labour across the whole eurozone. Most academic social science literature
either accepts that closer EU integration is desirable or, more usually given
the political will of EU leaders, that it is inevitable. Therefore, economists,
political scientists and sociologists frequently devote their research to the
dynamics of the eurozone, the political institutions fostering ‘ever-closer
union’ and the social implications of these momentous changes. However,
whilst such detailed analyses generate important policy proposals, they tend
by their weight to obscure the crucial strategic issue: Is the eurozone benefi-
cial or not for the EU as a whole? The purpose of this chapter is to analyse
this issue. More specifically, it seeks to evaluate the criteria that have been
advanced by different authorities to assess whether or not membership in
the single currency would prove beneficial.

Under the rubric of optimum currency-area theory, economists have long
studied the potential impact of monetary union between countries. This
theory concludes that a single currency boosts participants’ living standards
when they possess similar economic structures and international trading
patterns, but proves detrimental where these diverge (De Grauwe, 1994;
Corden, 2003). This extensive literature points to a number of distinct,
yet interrelated characteristics that are likely to determine the probable
consequences of monetary union: degree of factor mobility (Mundell,
1961; Ingram, 1962); degree of commodities’ market integration (Mundell,
1961); openness and size of the economy (McKinnon, 1963); degree of
commodity diversification (Kenen, 1969); level of fiscal integration and
interregion transfers (Kenen, 1969); degree of policy integration (Ingram,
1969; Haberler, 1970; Tower and Willett, 1970); similarity of inflation rates
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(Haberler, 1970; Fleming, 1971; Magnifico, 1973); price and wage flex-
ibility (Friedman, 1953b); real exchange-rate variability (Vaubel, 1976,
1978). However, numerous studies (Bruno and Sachs, 1985; Eichengreen,
1990, 1993a, b, 1997; MacDougall, 1992, 2003; Bini-Smaghi and Vori, 1992;
Blanchard and Katz, 1992) have indicated that the eurozone failed to suffi-
ciently meet these optimum currency area (OCA) theory criteria.

Subsequently, modern OCA theory focuses upon an endogeneity hypoth-
esis that economic structures can be dramatically changed due to partici-
pation in a monetary union, thereby providing a pro-eurozone argument
whereby the improvements of intra-eurozone trade will lead to a convergence
among business cycles (Artis and Zhang, 1995; Baxter and Koupartitas, 2005).
Consequently, fluctuations of prices also tend to be similar among members;
therefore, a flexible exchange-rate policy is not required (Frankel and Rose,
1997). However, in contrast to this endogeneity perspective, the counter-
endogeneity view is represented by a specialisation hypothesis (Krugman,
1993; Bayoumi and Eichengreen, 1993, 1996), postulating that trade integra-
tion will enhance the specialisation of each country’s production, thereby
reducing OCA cohesion. Furthermore, monetary integration may not able to
enforce the correlation of business cycles (Baxter and Stockman, 1989; Bordo
and Helbling, 2003; Bergman, 2004), since asymmetric shocks force adjust-
ments to occur in the real economy rather than via the exchange rate.

The danger of locking a country’s currency within an international
regime ill-suited to meeting domestic and external economic goals is illus-
trated by the mass unemployment under the gold standard of the 1920s.
Consequently, to avoid making a potentially costly mistake, especially since
single-currency membership is intended to be permanent and irrevocable,
with no exit clause negotiated in the Treaty on European Union (TEU), there
is an obvious need for taking a series of measures to determine whether
an individual economy is prepared for the demands of membership (EC
Commission, 1992). These indicators must incontrovertibly demonstrate
the existence of prior and sustainable ‘real’ convergence between partici-
pating economies before the formation of a single currency between these
countries is in their economic interests. However, despite the critical impor-
tance of such indicators in establishing whether or not membership of the
eurozone is ‘good’ or ‘bad’ for a particular country, the construction of these
indicators has been paid relatively scant attention.

Indeed, the convergence criteria contained within the TEU are more
concerned with examining transitory cyclical movements in financial indica-
tors than in concentrating upon structural convergence in the real economy
(EC Commission, 1992). Thus, the only questions asked are those concerning
levels of price inflation, interest rates, exchange-rate stability, public debt
and annual budget deficits. The TEU focused upon ‘nominal’ convergence,
measured by reference values (e.g., 60% debt; 3% deficit) that largely reflect
historical levels of debt and deficit in the ‘core’ EU countries. Their relevance



Theoretical Considerations of a Single Currency 57

to future conditions is unclear. In contrast, the TEU contained no similar
tests to compare the wealth of the various countries, their unemployment,
productivity and growth rates, nor the sectoral composition of economic
activity. Perhaps this is not entirely surprising as the eurozone project was
designed by a committee dominated by central bankers, whose particular
concern was to devise rules restraining potentially profligate national
governments from destabilising the monetary system. However, whilst these
matters are important, it is problematic that the eurozone is designed to
proceed from such a narrow, theoretically questionable, foundation. Such
concerns are magnified by the fact that the eurozone possesses no historical
precedents. No monetary union has ever existed independently of political
union, and no independent country had ever unilaterally abandoned its own
currency (Goodhart, 1995). The eurozone is therefore a ‘leap in the dark’ that
has potentially destructive implications if its participants are not sufficiently
converged prior to its establishment (Eichengreen, 1992, 1993).

Optimality of international monetary systems

In order to fully understand what is involved by a monetary union, we must
first establish why the exchange rate is an important macroeconomic policy
instrument. Essentially the exchange rate acts as the price of one country’s
currency when translated into the currency of another for the purposes of
international trade and financial movements. Consequently, these rates can
exert a decisive impact upon inflation, balance of payments, employment
and, ultimately, economic growth. However, history demonstrates that an
exchange-rate regime that is too rigid over a long period of time will inev-
itably collapse because it prevents individual economies adjusting to the
divergent impact, caused by external shocks and changes in the pattern
of demand, upon production and employment structures (Foreman-Peck,
1995). In other words the question is: Where over this spectrum lies the
‘ideal’ exchange-rate mechanism? Unfortunately, there is no simple or
conclusive answer to this problem, with each set of arguments possessing its
own merits. Moreover, in the dynamic modern world, the ‘ideal’ exchange-
rate regime can change over time, depending upon the domestic economic
circumstances of the country involved and the global economic environ-
ment in which it finds itself. Most policymakers would agree that, in general,
the ‘ideal’ situation is for the exchange rate to possess short-term stability
but long-term flexibility. This offers the best possible environment for busi-
ness, investment and trade — which prefer stability — whilst not locking the
country into an exchange-rate position that may prove harmful in the long
run, as regional, national and global economic circumstances change over
time. Hence, a key aspect of international monetary arrangements is the
choice of an exchange-rate regime (Ghosh et al., 2002; Sarno and Taylor,
2002). Although a number of attempts have been undertaken to secure the
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greater predictability that a fixed exchange-rate regime can provide, badly
constructed systems have been associated with economic recessions, bank-
ruptcies and mass unemployment.

The importance of this point is reinforced by the fact that the eurozone is
intended to be an irrevocable act, such that even greater emphasis is placed
upon the estimated balance of costs and benefits by which a country decides
whether or not to participate in this unique currency arrangement (Wyplosz,
2003). If the advocates of membership are correct, joining the single currency
would unleash economic potential that would increase economic growth and
investment throughout the eurozone, achieve low and stable inflation, and
build a strong European economy to be the envy of the rest of the world.
Some of the main economic and political benefits claimed would include
that greater nominal exchange-rate stability will occur, which reduces the
risk associated with fluctuating exchange rates and is, therefore, assumed to
encourage greater trade and investment that, in turn, should result in higher
growth and employment in the longer run. Furthermore, a reduction in
transaction costs should occur, since firms exporting or importing goods and
services to another participating country will no longer have to exchange
currency to complete the sale, thereby saving on commission charges. Whilst
less onerous for large companies than tourists changing small amounts of
foreign currency, the removal of this minor but significant charge upon inter-
national trade should encourage exports and thereby stimulate economic
growth. Even a small annual boost to economic activity may become signifi-
cant if its effects are cumulative over time. Additionally, price transparency
should increase, because goods, services and labour are priced in the same
currency, facilitating traders to make cheaper purchases and increase compe-
tition across the eurozone, thereby exerting a downward pressure upon prices
to the benefit of European consumers. It is further argued that this price
transparency is a precondition to the final completion of the single market.

As the key institution at the heart of the eurozone, the ECB is charged with
ensuring price stability above all alternative economic goals and, therefore,
many proponents argue that inflation is likely to be lower for those coun-
tries with the single currency, particularly in the longer run, and accordingly
interest rates should be lower, thereby boosting investment and economic
growth. Moreover, the creation of the euro would establish a major world
currency capable of rivalling the U.S. dollar and Japanese yen, which could
confer certain economic advantages as well as providing political prestige
based upon the EU’s combined economic strength and greater world polit-
ical influence. This might, or might not, involve closer political integration
between EU member states, which would rival the United States in terms of
population and wealth. However, arguments that the euro reduces national
sovereignty are rejected on the grounds that sovereignty is not an absolute
right any more, due to the globalisation of financial markets and volun-
tary limitations imposed by international treaties such as membership in
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NATO, the Geneva Convention, the United Nations and the World Trade
Organisation. Sovereignty is not relinquished, because nations are still able
to influence decision-making through the European Council; thus, sover-
eignty is shared, or pooled, within the EU, with decision-making subject to
the collective viewpoint of participating member states.

However, many critics of the single currency argue that the costs of
entry are in fact potentially far larger, such that the principal arguments
advanced by those critical of the eurozone include: the loss of control over
monetary policy and of influence over the exchange-rate weakens national
economic management, which is further constrained by the restraints upon
fiscal policy resulting from the TEU convergence criteria and SGP rules on
government borrowing. This combination reduces the potential capacity of a
country to respond to internal or external shocks, exacerbating the danger of
national destabilisation. Furthermore, the lack of prior cyclical and structural
convergence amongst all participating member states would create strains.
Consequently, unsynchronised business cycles and/or structural differences
magnify the effects of asymmetric external shocks, whilst a unified monetary
policy will be unable to meet satisfactorily the needs of all economies, concen-
trating upon the ‘average’ member state as it is likely to do. Thus, incorrectly
set interest rates may damage individual economies, increasing their initial
misfortunes rather than moderating them. Moreover, the ‘generous’ interpre-
tation of the TEU convergence criteria in order to ensure as many countries
as possible participated in the eurozone implies that the majority of partici-
pants must continue to deflate their economies by raising taxes or cutting
government spending in order to meet the rigid financial criteria established
by the TEU convergence criteria and SGP. The combination of these meas-
ures will result in higher unemployment and slower growth within the euro-
zone. Indeed, the absence of any substantial fiscal redistribution mechanism,
which could stabilise the eurozone by transferring resources from favoured
to weaker regions, means that less competitive areas may suffer declining
incomes and persistent mass unemployment, thereby increasing inequality
and social tension across the single currency area. Consequently, many of the
economic objectives claimed by single currency advocates could be achieved
through effective national economic management, such as price stability,
high economic growth and full employment. Moreover, since the ECB will
include Mediterranean countries as well as Germany, it is unlikely that it will
initially possess the anti-inflation credibility that the Bundesbank enjoyed,
meaning that the euro might be a weak currency.

Additionally, opponents of the eurozone dismiss the threat of loss of
markets through protectionist measures enacted by single currency members
against the United Kingdom, since these would flout the various EU treaties
(Rome, SIM, TEU) and WTO rules. Similarly, critics of European integration
generally reject the view that sovereignty can be pooled, instead suggesting
that sovereignty refers to a national authority using every means at its
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disposal to achieve its objectives, within the constraints imposed by inter-
national markets and treaty obligations. Thus, sovereignty can be exercised
either by a national government or by the EU, but not by both; the eurozone
would result in the loss of economic sovereignty to the ECB, with national
authorities losing autonomy. Moreover, there is the issue that the ECB is
undemocratic because it is deliberately insulated from all political influ-
ence; the authors of the TEU believed that such insulation would enhance
its ability to secure price stability. Thus, electors would no longer be able to
influence monetary and exchange-rate policies, whilst fiscal policy is also
tightly constrained through the SGP. These policies deeply affect individual
citizens’ lives, from setting the cost of their mortgage to the possibility
of losing their job. One final criticism is that, rather than the eurozone
creating a European super-state, it is in fact designed to ‘roll back’ the state
and reduce its ability to regulate the actions of the owners of private capital
and the international financial markets in the interests of their citizens.
Increased constraints placed upon government economic autonomy reduce
the choices available through the democratic process, whilst limiting the
ability of one country to pursue a significantly unorthodox economic
strategy intended to meet nation-specific goals.

The eurozone and optimum currency-area theory

The debate surrounding the prospects for a single EU currency has begun to
focus upon the prior necessity for structural economic convergence, which
is wider than simply meeting the TEU convergence criteria or the Treasury
tests. These criteria may be largely necessary for a successful and sustain-
able eurozone, but they are not sufficient to fulfil this objective. Therefore a
need exists to develop a more comprehensive set of criteria to complement
the convergence criteria. To do so, it is necessary to examine that section
of economic theory that discusses the optimality of monetary unions and
exchange-rate arrangements, namely the theory of Optimum Currency
Areas (OCA) (De Grauwe, 1994; Corden, 2003). Extensive literature points
to a number of distinct, yet interrelated, characteristics that are likely to
determine the probable consequences of monetary union.

Countries between which there is a high degree of factor mobility are
viewed as better candidates for monetary integration, since this inte-
gration provides a substitute for exchange-rate flexibility in promoting
external adjustment (Mundell, 1961; Ingram, 1962). However, in practice it
is unlikely that the EU — with different cultures, languages and traditions
across member states — displays sufficient inter-regional labour mobility to
act as a mechanism for payments adjustment. Available evidence suggests
that labour mobility within European nation states is one-third the level
found in a mature ‘eurozone’ such as the United States, despite the existence
of greater regional inequality and unemployment in Europe. This implies
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that European labour mobility is less responsive to employment and income
incentives (OECD, 1986). Moreover, the figures in this evidence relate to
labour mobility within individual countries, whereas mobility between coun-
tries is likely to be much lower due to language barriers, cultural differences
and residual non-recognition of qualifications (Ermisch, 1991; Masson and
Taylor, 1993). Furthermore, due to the time lags involved in the movement
of physical capital, capital mobility is unlikely to generate sufficient short-
term stabilisation whilst factor movements, due to the transaction costs
involved, are an inefficient means of reacting to transitory regional shocks
(von Hagen, 1993; Romer, 1994).

The level of commodities’ market integration is concerned with structural
convergence and, specifically, with the requirement that countries should
possess similar production structures. Economies exhibiting such symmetry
are deemed to be more welfare-efficient candidates for currency area participa-
tion than those whose production structures are markedly different (Mundell,
1961). The reason for this belief is that external shocks will tend to impact upon
given industries in certain ways and, therefore, a group of economies with
similar industrial structures should experience similar effects, making it easier
for a common monetary and exchange-rate policy to mitigate any negative
results of the shock. Furthermore, the openness and size of the economy are
observed facts that economies in which international trade accounts for a high
proportion of national income tend to prefer fixed exchange rates, because
exchange-rate changes in such economies are unlikely to be accompanied by
significant effects on real competitiveness. In this sense, the greater the poten-
tial for damage to the economy from a fluctuating currency, the more business
leaders and employees desire exchange-rate stability. If a fluctuating exchange
rate affects only an insignificant proportion of the economy, the pressure for
such arrangements is lower. Moreover, in open economies frequent exchange-
rate adjustments diminish the liquidity property of money, since the overall
price index varies more than in relatively closed economies (McKinnon,
1963). However, whilst relatively open economies might prefer exchange-rate
stability, they also require the ability to correct any fundamental misalign-
ment of their currency. Such over- or under-valuation could occur gradually,
over time, as the competitiveness and productivity of the economy changes
relative to others with whom the country has a fixed exchange rate, or more
rapidly as a result of an internal (e.g., wage—price explosion) or external shock
(e.g., oil price rise). Irrespective of the cause, failure to adjust exchange rates to
their long-term equilibrium value (itself changing over time) prove damaging
to the economy in question, unless alternative adjustment mechanisms are
sufficient to achieve the same outcome. Most small- or medium-sized industr-
ialised nations fulfil this condition.

Highly diversified economies are better candidates for currency areas than
less-diversified economies, since their diversification provides some insulation
against a variety of shocks, thereby forestalling the need for frequent changes
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in the exchange rate (Kenen, 1969). Countries reliant upon a small number of
prominent industries react significantly differently to other monetary union
participants in the face of changes within those particular markets. This
would increase the difficulty of operating a common monetary policy that
could stabilise all participants. In general terms, virtually all industrialised
member states fulfil this particular criterion, at least prior to the establish-
ment of a single currency. However, the combination of a single market and
the eurozone is likely to generate a degree of specialisation that potentially
undermines such insulation. Multinational corporations, in particular, are
anticipated to respond to the opening of markets and greater transparency
of prices by expanding throughout Europe. Indeed, the creation of large
European corporations, intensifying specialisation in fewer, larger concerns
better equipped to compete globally, was one principal impetus behind the
push towards greater European integration (EC Commission, 1990).

The higher the level of fiscal harmonisation, the greater is the ability to
smooth divergent shocks through transfers from low- to high-unemployment
regions. This feature is important for the emerging eurozone because, in the
absence of national exchange-rate variation, wage—price flexibility and/or
labour mobility are unlikely to prove sufficiently powerful to adjust econ-
omies in the face of asymmetric external shocks. Consequently, budgetary
policy can be an important tool to cushion individual countries from shocks.
Such fiscal flexibility may involve the discretionary strategies associated with
‘fine tuning’, but can also arise from the operation of automatic stabilisers
(Kenen, 1969). This can also occur at the national as well as the federal level.
Therefore, despite the constraints placed upon national fiscal policy by the
operation of the convergence criteria and the Stability and Growth Pact, it
is probable that federal policy will expand over time. The current size of the
EU budget, at only 1.24% of total EU GDP, appears to preclude the develop-
ment of any significant inter-regional fiscal transfer system for the foreseeable
future (MacDougall, 1992, 2003). Moreover, the cost of such a system may
defer meaningful consideration of this potential mechanism to stabilise the
eurozone (Burkitt et al., 1997, Whyman, 1997a, b). However, in the absence of
alternative stabilising mechanisms, fiscal integration may be the only prac-
tical means of sustaining the eurozone in the medium and long term, given
the likely persistence of asymmetric external shocks.

The fact that monetary union requires the establishment of a common
monetary and exchange-rate policy, applied across the entire union, means
that external shocks that impact upon individual economies in a signifi-
cantly different manner than for the majority require different policy instru-
ments in order to restore stability (Ingram, 1969; Haberler, 1970; Tower and
Willett, 1970). Fiscal policy variations between member countries can poten-
tially offset nationally based disequilibria, but the constraints imposed by the
convergence criteria effectively limit what can be achieved on a national basis.
In any case, the argument for greater macroeconomic-policy coordination is
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independent of whether a monetary union exists: namely, that a more effi-
cient outcome results if all countries affected by a given shock respond in an
optimum manner. For example, if France suffers a negative shock that reduces
its competitiveness and increases unemployment, whilst Germany experi-
ences the opposite effect (an increase in competitiveness and an over-tight
labour market), mutual benefit flows from a coordinated policy response by
both countries. In this case, Germany would raise taxes or reduce government
spending in order to prevent inflationary pressure, whilst France would reflate
its economy. If fiscal federalism existed, part of the resources needed for such
reflation could be transferred from Germany to France, thereby enhancing the
stabilisation of the union between them. However, although the need for an
‘economic’ as well as monetary union is recognised by the TEU, its only prac-
tical applications thus far have been the continuation of European Monetary
System (EMS) membership until monetary union and the SGP.

The similarity of inflation rates focuses upon the significance of divergent
trendsin nationalinflation rates as a source of balance-of-payments problems.
Diverse price changes impacting upon national competitiveness arise from
a variety of potential causes, including: differences in national propensities
for trade-union wage militancy, acute shortages of highly trained employees
or differences in investment rates and, therefore, industrial-capacity growth
(Haberler, 1970; Fleming, 1971; Magnifico, 1973). The architects of the euro-
zone were aware of the danger and included this target as one of the five
convergence criteria. Moreover, Exchange Rate Mechanism (ERM) member-
ship resulted in most EU member states adapting their economic strategies in
order to achieve similar inflation rates, particularly during the 1980s, when
the mechanism was reinterpreted as a means of achieving monetary union
through the absence of further realignments. This strategy was partially
successful, with average EU inflation rates declining from 10.7% during the
1970s to 6.5% in the following decade and declining further during the
1990s, with the variance between most EU member states also declining
dramatically during this period.

When prices and wages are flexible between regions, adjustment to desta-
bilising shocksisless likely to be associated with unemployment in one region
and inflation in another. The need for exchange-rate changes is diminished,
because wage—price flexibility takes the place of exchange-rate variations
in maintaining a competitive balance between countries (Friedman, 1953).
However, available evidence indicates that substantial wage—price rigidity
persists across Europe, so that market flexibility is unlikely to restore former
competitiveness, neither easily nor quickly. As a result, wage—price flexi-
bility cannot prevent the generation of areas blighted by high and persistent
unemployment, a fact confirmed by the large literature concerning nominal
and real-wage rigidity in Europe (Bruno and Sachs, 1985; Eichengreen,
1990, 1993 and 1997; Bini-Smaghi and Vori, 1992; Blanchard and Katz,
1992). If wage—price rigidity prevents an immediate and full restoration of
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former competitiveness, output will fall and unemployment will rise, until
wage reductions, or at least slower wage growth, enhance competitiveness.
However, the country in question may suffer from the dual problems of
persistent high unemployment and a decline in incomes for its citizens rela-
tive to the monetary union as a whole.

The need for real exchange-rate variability is regarded as important since
it measures the shifts in a nation’s competitiveness. Thus, when a country
participates in a monetary union, and its nominal exchange rate is fixed
at a given value relative to those of other members, the real exchange rate
denotes whether that country (now a region of the monetary union) remains
competitive over time. A negative shift in competitiveness will typically cause
a deterioration in the balance of payments. However, in the absence of any
changes permitted in the nominal exchange rate, a lack of competitiveness
could result in areas of high, persistent unemployment. The only available
method of reducing the real exchange rate, and thereby restoring competi-
tiveness, is to reduce relative prices. This could be achieved over time if invest-
ment in capital and education produced a new competitive edge. However,
a more immediate method would be to reduce relative wages, leading to
lower income growth than in the rest of the monetary union. The small-
ness of countries’ real exchange-rate movements is a crucial characteristic for
determining currency-area optimality, because real exchange-rate changes
are clearly measurable and automatically give the appropriate weights to the
economic forces of which they are the result (Vaubel, 1976, 1978).

In contrast to the preceding discussion, the endogeneity hypothesis of
OCA theory emphasises the positive relationship between monetary inte-
gration and economic convergence. This somewhat ‘optimistic view’ argues
that further economic and monetary integration can lead to less divergence
among members of a currency union (Frankel and Rose, 1997). In other
words, the business cycles’ synchronisation will improve among member
states after the creation of the union; therefore, the cost of not having their
own national-level monetary policy, which could be used for adjusting
internal imbalance, is minimised. This theory can be interpreted as: Once a
country enters a common-currency area, (even if it did not satisfy the criteria
ex ante), eventually, through economic integration such as improvements
in intra-union trading relationships, the country can satisfy the criteria ex
post. This argument implies that even if monetary union is established with
non-optimal members, it will still shift towards an optimal currency area
through continued economic interaction, and over time the single mone-
tary policy is more likely to be appropriate union-wide.

In particular, with the creation of the currency union and removal of
trading barriers (such as custom and border controls, exchange-rate uncer-
tainty and transaction costs), then the correlation among movements of key
business-cycle variables (e.g., GDP, consumption, exports and imports) will
increase if intra-union trade prevails or common demand shocks prevail
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(Frankel and Rose, 1997; Frankel, 1999; De Grauwe and Mongelli, 2005).
This implies that the international trade-pattern and international business-
cycle correlation are endogenous and based on a forward-looking model,
where the principle foundation of the endogeneity hypothesis is built upon
the Lucas critique (Lucas, 1976), which states that a prediction based on
historical data, especially highly aggregated data, would be invalid if the
relationship between relevant variables can be altered by the conducting of
economic policies. If the policy change alters the relationship between the
variables, then the future relationship between the variables may not be
fully represented by the historical relationship.

Empirical studies suggest that the endogeneity hypothesis is pronounced
for the EU, where increasing bilateral trade integration shifted countries
towards a universal business cycle (Artis and Zhang, 1995; Baxter and
Koupartitas, 2005). Although a more succinct view that confirms the endo-
geneity hypothesis is that, it is not the increase of trade that affects conver-
gence, but it is the increase in structural similarities of foreign trade that does
so (Fidrmuc, 2004). With reference to monetary union, studies have shown
that adoption of the single currency can lead to a significant improvement
in the volume of trade among members, thereby providing the fundamental
ground for the endogeneity hypothesis (Rose, 2000; Persson, 2001; M¢élitz,
2001; Glick and Rose, 2002).

However, in contrast to these pro-endogeneity OCA theory studies, the
counter-endogeneity view is represented by the specialisation hypothesis
(Bayoumi and Eichengreen, 1992, 1996; Krugman, 1993), arguing that trade
integration will enhance the specialisation of each country’s production
since countries will tend to export more of those goods where they possess a
comparative advantage. This, in turn, will reduce the income correlation such
that even if the country did not fully satisfy OCA criteria before they joined
the monetary union, then trade integration may not generate a move towards
satisfaction ex post. For example, Krugman (1993) applies data from North
America that indicates the increase in trade integration leads to increases in
divergence rather than to rising in income correlation and economic conver-
gence. Furthermore, another counter-argument that works in similar fashion
suggests that monetary integration may not generate the correlation of busi-
ness cycles, focusing on the costs of loss of exchange-rate policy. For instance,
under a fixed exchange-rate regime, the central bank is required to maintain
its peg on the objective currency, or within a currency union it will lose its
monetary sovereignty. Consequently, for asymmetric shocks the exchange
rate as a shock-absorbing mechanism is no longer available, thus adjustments
take place in the real economy rather than via the exchange rate (Baxter and
Stockman, 1989; Bordo and Helbling, 2003; Bergman, 2004).

In summary, although the eurozone does not fully meet the criteria in
terms of traditional OCA theory, the modern view/endogeneity hypoth-
esises of OCA theory has provided a theoretical argument for creating a
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monetary union even amongst seemingly non-optimal members. This
theory suggests that even if a currency union fails to satisfy OCA criteria
ex ante, then trade integration among member states can improve the situa-
tion ex post. This implies that improvements in synchronisation of business
cycles through intra-trade in the eurozone can eventually solve the ‘one-
size-fits-all’ monetary policy issue. Therefore, this may reflect some possi-
bilities for improved convergence of members’ economies; however, there
also remains the possibility that the eurozone remains as a currency union
with low levels of co-movement of the overall economic activities across
the membership. Hence, it is important to the policymaker to review the
issue of synchronisation of business cycles in the eurozone - especially, to
understand whether there are grounds for the implementing a successfully
single monetary policy.

Synchronicity of the eurozone business cycle

In addition to considering the above dimensions of OCA, the key focus
for many economists is measuring business-cycle synchronisation, where
researchers have employed two broad categories of techniques: the correla-
tion method and the shock-accounting approach. The former evaluates the
degree of business-cycle convergence by testing whether key output vari-
ables (e.g., GDP or industrial production) for the pair of objective countries
are moving together in the same direction. The most commonly adopted
approaches of correlation method are: the dynamic correlation measure
(Croux et al., 2001), the concordance index (Harding and Pagan, 2002) and
the phase-adjusted correlations method (Koopman and Azevedo, 2003). In
relation to empirical analysis utilising these methods, Fatas (1997) concluded
that during the period 1966-2002 the correlation of business cycles of the
EU12 were higher during the post-EMS period than pre-EMS; similarly,
Artis and Zhang (1999) found that the European business cycle had become
more alike after the creation of the ERM. However, their result was contra-
dicted by Inklaar and de Haan (2001) to the extent that the business cycles
of European economies are better correlated with Germany alone, whilst
correlation is higher during 1971-1979 than the later period of 1979-1987,
therefore indicating no evidence to suggest that business cycles became
more synchronised after the establishment of the ERM in 1979.

In relation to eurozone members, Agresti and Mojon (2001) and Belo
(2001), using GDP as the measure of cycles, report a high and increasing
correlation of business cycles over time; however, Massmann and Mitchell
(2004), using monthly industrial production data, again found business-
cycle convergence has been mixed over the last four decades, albeit with
positive mean correlation on average. Studies covering shorter sample sizes —
for example from 1980s to the early 2000s — have found evidence to show
that the business-cycle synchronisation was improved during the run-up
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to the eurozone in the 1990s (Altavilla, 2004; Darvas and Szapary, 2004).
In addition to the estimation of correlation there is the issue of the vola-
tility and persistence of the cycle. For example, Darvas and Szpary (2004)
suggested that the core eurozone members (i.e., France, Germany, Italy, the
Netherlands, Austria and Belgium) possess a higher degree of business-cycle
convergence than do other members, where those with the lowest level of
correlation were Ireland, Finland and Portugal. Finally, in the more recent
literature, Camacho et al. (2008) evaluate the synchronisation of European
countries over the period 1960-2004, finding evidence against the argument
that no common business cycle exists in either the EU or the eurozone.

However, the correlation methods for both parametric and non-para-
metric approaches fail to consider the ‘drive’ element of business cycles;
therefore, although correlation methods are able to answer the question
as to whether the cycles become similar, these methods are incapable of
investigating the factors that may contribute to the convergence of busi-
ness cycles. Hence, alternative approaches — such as the shock-accounting
method based on the Vector Autoregressive (VAR) model and the Dynamic
Factor Model (DFM) - are used to answer this issue. For example, Beine
et al. (2003) applied a time-series VAR model with 23 years of monthly
industrial production data, but failed to find the existence of common
cyclical movements amongst leading eurozone countries (Austria,
Belgium, France, Germany and the Netherlands); whilst Artis et al. (2004)
also reach a similar conclusion by using GDP as the indicator of synchro-
nisation, concluding that the European business cycle is rather an elusive
phenomenon.

In contrast, Monfort et al. (2003) adopt the DFM with a selection of quar-
terly GDP data for G7 countries over the period 1970-2002, with France,
Germany and Italy forming a coherent area distinct from the others.
Similarly, Lumsdaine and Prasad (2003), using a large monthly industrial
production dataset from 1963-1994 finds that for eurozone countries the
correlation with the European component is much stronger than the corre-
lation with the world component. In contrast, Kose et al. (2003), using vari-
able of output and its key components (i.e., consumption and investment)
with a time period similar to that of Lumsdaine and Prasad (2003), found
that the common European factors have only a minor impact on the fluc-
tuations of European aggregates, implying that there is no evidence of a
European cycle. From a different perspective, Sidschlag and Tondl (2011)
analyse the impact of trade integration and specialisation on business-
cycle synchronisation and find that deeper trade integration within the
eurozone has had a pronounced direct positive effect on the synchronisa-
tion of regional output growth, even though industrial specialisation was
a source of cyclical divergence. Additionally, Giannone et al. (2010) and
Lehwald (2012) reached similar conclusions in emphasising that business-
cycle convergence diverged between the core and periphery groups; more
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specifically, Lee (2012) found that output and inflation among eurozone
members was moving towards synchronisation during the run-up period
of its creation; however, there is little evidence to show the eurozone factor
still prevailed after the implementation of the single currency. Overall, the
evidence on business-cycle synchronization across the eurozone is mixed,
with results seeming to be sensitive depending on the periods specified and
the benchmark used; however, most of the current evidence suggests that
periods of greater and lesser synchronization tend to alternate.

Conclusion

This chapter discusses the theoretical background to the concept of the euro-
zone, where the process of the eurozone is a step along a theoretical road in
terms of exchange-rate regimes. Although its practical consequences in terms
of both economic and political national sovereignty are substantial and, there-
fore, these practical implications require deep analysis, the adoption of any
exchange-rate regime is not a decision for any country to take lightly. Hence,
the first part of this chapter reviewed the cost-benefit calculation required by
participating member states. We summarised the principal advantages and
disadvantages of joining a single-currency system, which in essence is the
ultimate form of fixed exchange rates. There are, however, several complica-
tions to what appears to be a simple trade-off optimisation problem. Firstly,
the various costs and benefits need to be assessed within the context of both
the potential partner country and in relation to the already-established mone-
tary union or to the other prospective members. Each economy is unique in
its blend of sectoral strengths and weaknesses and comparative advantage;
therefore, the national interest will be distinctively different for each poten-
tial participant. Secondly, there is no set rule with which to weigh the relative
merits of the arguments associated with membership of a monetary union.
Again, the above consideration of relative strengths and weaknesses needs to
be taken into account. Thus, the final arbitration of decision making will be
a political process rather than an economic one.

The decision whether to join the eurozone must depend upon an analysis
of membership’s probable benefits and costs. Economic theory suggests that
a monetary union will prove generally beneficial, and be sustainable over
time, if the participants are sufficiently converged before they enter. Thus, it
is necessary to establish an unambiguous, comprehensive and theoretically
sound set of convergence criteria that can indicate whether such convergence
has occurred prior to participation. However, the decision on whether coun-
tries should participate carries further consequences, whereby the advan-
tages of low inflation and high employment could be obtained by pursuing
coherent domestic economic policies, whilst European co-operation may be
undermined more effectively by increasing national divergences within a
eurozone governed by inflexible rules rather than by countries opting out.
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For example, even a cursory examination of available evidence suggests that
the Central and Eastern Europe countries are not obvious candidates for
monetary union without their first undertaking major structural changes —
which are likely to take decades to complete. Such a situation could lead to
the opposite outcome to that envisaged by the proponents; however, if partic-
ipation is considered to be in the national interest, economic theory demon-
strates that membership should await the achievement of prior convergence;
optimum currency-area theory provides the tests to establish the validity of
convergence. Unless these tests can be attained, monetary union could prove
damaging to the existing and future eurozone countries, as a combination of
external shocks to the system and a destabilising common monetary policy
exacerbate existing differences between economies. Even the more ‘the euro-
zone-friendly’ endogeneity approach to OCA again fails to provide a defini-
tive set of criteria, whilst the empirical literature indicates that business-cycle
convergence is fleeting at best and highly sensitive to the parameters of the
study. Whilst such imprecision generates a multitude of possibilities for
further research, this is of little comfort for any economies that find them-
selves within a system (such as the eurozone) without adequate release or
policy mechanisms to counterbalance asymmetric shocks — as the eurozone
crisis has unfortunately already demonstrated.
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Rules and Institutions in International
Monetary Systems

Introduction

In its present form, the eurozone is without precedent in the history of the
civilised world. There has never been an economic and monetary union of
a group of countries without a simultaneous movement towards political
union, although a number of attempts have been undertaken to secure the
greater predictability that a fixed exchange-rate regime can provide, the aim
being to reduce exchange-rate risk and hence promote trade, investment
and ultimately economic growth. The most successful fixed rate regimes,
the classical gold standard and Bretton Woods, each helped to establish an
international economic environment that facilitated decades of economic
expansion, before a combination of political and economic factors forced
their ultimate termination. However, a badly constructed fixed exchange-
rate system — such as the 1920s return to the gold standard on pre-First
World War parities or the United Kingdom's experience of ERM membership
at too high a parity — has been associated with economic recession, bank-
ruptcies, housing price collapses and mass unemployment. Consequently,
whilst a properly constructed system can be a benefit to participating coun-
tries, a badly designed regime can cause its members untold damage. The
importance of this point is reinforced by the fact that eurozone membership
is intended to be an irrevocable act, with the TEU deliberately failing to
specify a means by which a member state might exit the arrangement in the
future. It is intended to be a one-way shift towards further economic inte-
gration. Consequently, even greater emphasis is placed upon the estimated
balance of costs and benefits by which a country decides whether or not to
participate in this unique currency arrangement.

In order to fully understand what is involved in joining the single
currency, we must first establish why the exchange rate is an important
macroeconomic policy instrument. The exchange rate acts as a price like
any other; it is the price of one country’s currency when translated into the
currency of another for the purposes of international trade and financial
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movements. If the demand for sterling exceeds supply, the price rises (ster-
ling appreciates in value). Alternatively, If the supply of sterling exceeds
demand, the price falls (sterling depreciates) and is worth less in foreign
currency. The appreciation of sterling benefits British citizens wishing to
take a foreign holiday and those purchasing cheaper imports, but disad-
vantages those whose jobs depend upon British exports, the price of which
is higher when valued in foreign currency. Consequently, changes in the
value of one currency in terms of another can exert a decisive impact upon
prices, balance of payments and employment.

Supporters of a single currency have, therefore, argued that by perma-
nently fixing European currency exchange rates, uncertainty would
be reduced, thereby stimulating trade between EU countries and, in the
process, facilitating investment together with an expansion in output and
employment. This apparently plausible argument is, however, based upon
a number of questionable assumptions. For example, whilst it is undoubt-
edly true that a relatively stable environment encourages international
trade and investment, the experience of the past quarter of a century has
demonstrated that a dramatic increase in internationalisation can occur
without the ‘assistance’ of a fixed exchange-rate regime. Indeed, history also
demonstrates that an exchange-rate regime that is too rigid will, over a long
period of time, inevitably collapse because it prevents individual economies
adjusting to the divergent impact upon production and employment struc-
tures caused by external shocks and changes in the pattern of demand for
specific product ranges.

Exchange-rate regimes

The main issue of debate concerning exchange-rate regimes regards the case
for or against greater flexibility. In other words, the question is: Where, over
this spectrum, lies the ‘ideal’ exchange-rate mechanism? Unfortunately,
there is no simple or conclusive answer to this problem, with each set of
arguments possessing its own merits. Moreover, in the dynamic modern
world of ever-greater globalisation, the ‘ideal’ exchange-rate regime can
change over time, depending upon the domestic economic circumstances
of the country involved and the global economic environment in which it
finds itself. Most policymakers would agree that, in general, the ‘ideal’ situ-
ation is for the exchange rate to possess short-term stability, but long-term
flexibility. This offers the best possible environment for business, invest-
ment and trade — which prefer stability — whilst not locking the country
into an exchange-rate position that may prove harmful in the long-run as
national, regional and global economic circumstances change over time
(Baimbridge and Whyman, 2008).

Hence, a key aspect of such international monetary arrangements is the
choice of exchange-rate regime, which centres on the issue of flexibility



Rules and Institutions 75

(Ghosh et al., 2002; Sarno and Taylor, 2002), where perhaps the most popular
argument in favour of floating exchange rates can be summed up by the
expression, ‘The market knows best’. ‘Best’ here implies that a competitive
foreign-exchange market would be a more efficient means of achieving
balance-of-payments equilibrium and adjustments of the exchange rate over
time. However, it may also reflect normative preferences that market mecha-
nisms are more desirable than leaving decisions to government officials and/
or monetary authorities. A second argument notes that exchange rates always
adjust to ensure continuous equilibrium between the demand and supply
of the currency. Thus, based upon the current-account theory, an efficient
market-clearing mechanism quickly eliminates temporary disequilibrium
positions. Excess demand for a currency leads to its appreciation, thereby
making imports cheaper and exports more expensive, and consequently
reduces the excess demand for the currency as imports rise and exports fall.
Similarly, excess supply of a currency leads to its fall in value, making exports
cheaper and imports more expensive and, therefore, stimulating demand for
the currency through higher exports and lower imports. No one expects the
adjustment process to be quite as smooth as this. However, if arbitrage and
speculation are stabilising, it provides an efficient and automatic solution to
the balance-of-payments problems (Baimbridge and Whyman, 2008).
Furthermore, floating exchange rates enable countries to operate inde-
pendent monetary policies. According to this viewpoint, floating is essential
to restore monetary autonomy for each country — which would otherwise
be constrained by an arbitrary exchange-rate target, thereby allowing it to
determine its own employment and inflation rates. Under fixed systems, the
need to maintain long-term competitiveness requires a country to achieve
inflation rates essentially similar to other countries, thereby restricting the
country from pursuing markedly different economic policies. Under fixed
exchange-rate regimes, monetary policy is focused upon the maintenance of
the exchange-rate parity and is therefore not available for other macroeco-
nomic goals. This economic argument is also sometimes expanded to claim
that this element of fixed exchange rates disempowers democracy since,
for example, democratic decisions to pursue an economic strategy aimed at
securing full employment would be derailed if inflation remained higher
than elsewhere. A counter argument asserts that in a world of global finan-
cial capital flows and international money markets, monetary autonomy
does not exist. This view holds that interest rates must move towards a world
norm, which negates this criticism of fixed exchange rates to the extent that
it is an accurate description of economic reality (Williamson and Milner,
1991). Additionally, interest rates may also partially insulate the domestic
economy from foreign price shocks. If there is an increase in foreign prices
under floating exchange rates — provided the exchange rate moves roughly
in line with the fundamental balance of the economy, arguably expressed
by the Purchasing Power Parity (PPP) relation — the domestic exchange rate
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would appreciate to prevent the importation of foreign inflation. Under a
fixed exchange rate, the same scenario would leave the exchange rate over-
competitive, thereby leading to increased demand for exports and stimu-
lating domestic demand. Assuming the economy was already operating at
full employment, this would cause inflation unless countered by compensa-
tory fiscal or monetary measures. The more difficult scenario under fixed
exchange rates is if the domestic exchange rate becomes uncompetitive.
Instead of allowing a currency to depreciate, price and wage downward
flexibility would be required to ensure a real depreciation (Williamson and
Milner, 1991). This is a scenario that is difficult to achieve in the short term
because of wage and price stickiness, and it would therefore be likely to
require deflation and high unemployment. Under floating exchange rates
some of this adjustment can be borne by changes in relative prices if the
fall in the value of the currency allows expenditure switching to take place.
This helps to cushion the country from deflationary pressures by making
the rest of the world share some of the burden. Consequently, floating rates
are deemed to be more conducive to economic stability because of their
superior ability to adjust to external shocks and relative changes in domestic
prices (Baimbridge and Whyman, 2008).

It is also argued that floating exchange rates release the balance-of-pay-
ments constraint on the growth of a country’s economy in terms of simul-
taneously achieving both internal and external balance. The assumed
advantage is that flexible exchange rates allow the government to ‘forget’
balance-of-payments problems, as they will automatically adjust them-
selves. In practice, flexible exchange rates have not eliminated the balance-
of-payments constraint, as governments do not forget that deficits exist;
it only makes external and internal economic management slightly easier.
However, supporters of flexible exchange rates would argue that totally freely
floating exchange rates have been given their chance. Finally, economies on
foreign-exchange reserves could be achieved if the foreign-exchange market
works efficiently under flexible exchange rates, because governments would
not need to hold official reserves of foreign exchange (Williamson and
Milner, 1991). Official ‘accommodating transactions’ are not required, as
the exchange rate ‘cures’ the balance-of-payments deficit by falling in value
in the foreign-exchange markets. Thus, the opportunity cost of holding
foreign exchange reserves would be lower, thereby releasing considerable
resources to finance alternative objectives, either stimulating consumption
or investment in public and private sectors, or reducing domestic money
supply and, therefore, inflationary pressure. This is especially important
to less-developed countries, which may find that the necessity of holding
extra reserves to cushion swings in the balance of payments to be high in
terms of the development opportunities forgone by not being able to use
these reserves to purchase scarce inputs from abroad. In reality, however,
currency floating does not work perfectly; so governments still need to
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intervene to push the exchange rate in the required direction even if they
are committed to floating. Nevertheless, even managed floating would prob-
ably require smaller foreign-exchange reserves than would a fixed exchange
rate. Overall, these arguments were powerful enough in the 1970s and 1980s
to tip the balance in favour of greater exchange-rate flexibility after a period
(from before the First World War to after the Second World War) of almost
continuous fixed rates. Nevertheless, there are some counter-arguments that
are vociferously presented by those who believe that too much flexibility
has been permitted and that a return to greater fixity would be appropriate
(Williamson and Milner, 1991).

In contrast, the case against greater flexibility is supported by the sugges-
tion that floating rates generate wider fluctuations in exchange rates, which
increases uncertainty and leads to a contraction in the volume of international
trade. Thus, fixed exchange rates should minimise uncertainty and, thereby,
provide the optimum environment for international trade and productive
investment. Small companies, in particular, will minimise their exposure
to exchange-rate variations by either adding a premium to their prices to
hedge against this risk (thereby reducing potential export sales) or concen-
trating upon domestic sales instead of expanding internationally. Creating a
relatively stable trading environment will, therefore, stimulate international
trade and investment. However, this argument is based upon the assumption
that greater fluctuations in exchange value equate with greater uncertainty
that will, in turn, depress trade flows. This is not, however, necessarily the
case. Instability, in the broader sense of greater fluctuations in rates, is not
the same thing as uncertainty, since regularly reversing fluctuations can be
quite predictable. Moreover, fixed rates have also been frequently changed
in practice and have often fluctuated quite strongly between certain limits.
These changes could have been similarly off-putting for traders. Secondly, the
transactors involved would have to be risk averse for the negative economic
effects to occur, whereby traders are unwilling or unable to use forward
markets to hedge the risks involved. Only if traders expect future exchange-
rate movements to be unpredictable and are put off by the risks of fluctua-
tions, will there then be adverse effects on the volume of trade.

A second argument against floating concerns its association with destabil-
ising speculation. Speculation can be a stabilising influence upon exchange
rates if speculators are able to calculate currency deviations from purchasing
power parity rates and consequently speculate that they will return towards
this long-term underlying rate. If, however, they guess wrongly or are
unable to accurately assess the currency value most accurately expressing
the underlying international competitive strength, then speculation will be
destabilising and the currency will fluctuate more than it would have done
otherwise. However, it must be stressed that speculation can be rife under
fixed exchange rates if it is abundantly clear that the economy is suffering
from ‘fundamental disequilibrium’ and that devaluation is imminent. Such
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was the situation before sterling’s forced exit from the ERM, when specula-
tors believed (rightly) that the pound was over-valued. These speculators were
able to sell at the guaranteed fixed rate (since sterling had fallen to the lowest
allowable value within its band) on the basis that, were they to be wrong,
they could re-purchase the currency in the future at approximately the same
rate, having to pay only the small commission charges that are charged for
large volume transactions. Additionally, flexibility of the exchange rates is
claimed to result in greater inflationary pressures on the domestic economy.
If the value of the currency falls, this raises import prices and may result in
‘cost-push’ inflation, whilst an appreciation of the currency is unlikely to
be passed on in the form of lower prices. Thus, there is an in-built ‘ratchet’
effect under flexible exchange rates. Furthermore, ‘demand-pull’ inflation is
also possible if the economy is unable to respond rapidly (i.e., too inelastic
supply) if a depreciation of the currency increases exporters’ incomes.

Fixed rates may provide a greater degree of discipline upon government
macroeconomic policies than a floating regime is able to exert. If a balance-
of-payments deficit occurs under fixed exchange rates, a country must either
be borrowing or running down reserves, thereby making the deficit imme-
diately visible and leading to prompt corrective action. A flexible regime
enables the authorities to delay corrective measures, since currency depre-
ciation may mask the worst effect of this process; however, the country may
suffer inflationary consequences as a result. A related issue is that fixed
rates, by their nature, depend upon a degree of international co-operation
and co-ordination between countries that is typically lacking under alterna-
tive floating regimes. At a minimum, fixed exchange-rate regimes require
agreement to avoid damaging competitive devaluation’s undermining the
exchange-rate arrangement, such as occurred in the 1930s, and to negotiate
rules preventing realignment apart from explicitly sanctioned scenarios,
such as fundamental disequilibrium. At best, fixed exchange-rate regimes
could facilitate macroeconomic co-ordination between participating
nations, such as the G7 efforts in the late 1970s and the EU member states
under the EMS regime. Co-ordinated reflation or deflation could minimise
leakages and thereby enhance the success of the initiative. One final argu-
ment for fixed rates is that, if an economy is fairly rigid in the sense that
resources are relatively immobile, then changes in the foreign-exchange
market may not result in the necessary changes in trade flows for the balance
of payments to be in a position of equilibrium. Devaluation (to stimulate
export demand) requires producers to take advantage of their new competi-
tive position by reducing prices abroad and increasing output. However,
they may choose to maintain prices and reap higher profits, which blunts
devaluation as a means of reducing unemployment. Alternatively, variation
in exchange rates may be an attempt to use market prices to signal the need
for one sector of the economy to expand relative to others. However, sticky
prices and wages, particularly the latter, may frustrate this mechanism.
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This is largely a reiteration of the structuralist school of thought, which has
relatively little faith in market clearing. A counter argument asserts that
exchange-rate adjustments can be effective, with those made by Britain
in 1931, 1949 and 1992 having boosted exports, growth and production
without triggering an inflationary spiral.

Alternative international monetary systems

The eurozone is the latest experiment in designing an international mone-
tary system, although it has been on the drawing board of the architects for
EU integration even prior to Treaties of Rome in 1957. International monetary
systems are broadly defined as the set of conventions, rules, procedures and
institutions that govern the conduct of financial relations between nations.
The need for them derives from the inherent interdependence of open
national economies, and different systems are designed to support specific
forms of trade and economic development (Foreman-Peck, 1995). However,
the design of international monetary systems has a considerable influence
upon the ability of national economies to achieve their goals of maintaining
internal and external balance. Moreover, it is interesting to note that since
the industrial revolution there has been a movement away from fixed towards
more flexible exchange-rate regimes for the industrialised world. This trend,
however, now appears to be in reverse for the membership of the EU, where
the European Exchange Rate Mechanism (ERM) of the European Monetary
System (EMS) was a distinct shift back to less flexible exchange rates between
the participating countries. Moreover, continuation along this path to the
eurozone (with a single currency, the euro, being adopted for use) entailed
the disappearance altogether of exchange rates between members.

The system of international monetary relations that had evolved by the
late 19th century was a commodity money standard known as the clas-
sical gold standard (1870-1914). The historical origins of using gold as a
medium of exchange derives from its use in ancient times and the more
formal adoption of the gold standard in Britain in 1819, when Parliament
resumed its practice of exchanging currency notes for gold on demand at
a fixed rate. As the decade continued, Germany, Japan and other countries
adopted the gold standard (rather than the alternative silver standard) as the
basis for their currency exchange, with the United States joining in 1879.
The essence of the gold standard was that each participating country was
obliged to fix its currency in terms of gold. Consequently, national curren-
cies were then fixed to each other. Since the exchange rate was fixed to gold,
the money supply was restricted by the supply of gold. Prices could still rise
and fall in relation to economic booms and slumps, but the tendency was
for a return to a long-term stable level. As long as the gold stock grew at a
steady rate, prices would follow a steady path; new discoveries of gold would
cause discontinuous shifts in the price level. In order for the gold standard
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to operate in this way, a number of conditions had to be fulfilled: gold had
to be acceptable as international money; governments had to be prepared
to provide gold on demand in unlimited quantities at a fixed price and no
restrictions could be placed on the import or export of gold.

It was especially important that governments obeyed the ‘rules’ and did not
respond to a gold loss resulting from a BOP deficit by issuing more money, or
otherwise ‘sterilising’ the contractionary effects of the gold loss on the domestic
money supply. After about 1870 these conditions were sufficiently fulfilled for
the major trading countries that an international monetary system based upon
the gold standard could be said to be in operation. In particular, central banks
were given the responsibility to preserve the parity of the nation’s currency
relative to gold. To fulfil this aim, central banks required an adequate stock
of gold. Consequently, policy makers did not view external balance in terms
of a current account target, but rather concerning whether the central bank
was either gaining or losing gold to foreigners at too fast a rate. Since inter-
national trade flows were based upon the gold standard, shipments of gold
from a deficit nation to a surplus nation were required to finance the trade
gap. For the deficit nation, this outflow of gold reserves would lower the gold
supply and, through the quantity theory of money, reduce the aggregate price
level. This would make the deficit country’s exports more competitive and
imports more expensive, thereby improving the balance-of-payments situ-
ation. Simultaneously, the surplus country would receive an inflow of gold,
thereby increasing money supply and inflation and subsequently weakening
competitiveness, thus reducing the balance-of-payments surplus. It is impor-
tant to note that the classical gold standard mechanism assumed that both
countries adjusted to restore balance-of-payments equilibrium. Nevertheless,
it was deficit countries that had the most immediate incentives to act, since
their loss of gold meant that they might be unable to meet their obligation to
redeem currency notes on demand.

In practice, the gold standard was relatively efficient, providing relatively
stable exchange rates that helped to stimulate expanding international
trade and factor mobility. However, the reality was that the gold standard
worked rather differently than the pure model had suggested. For example,
the assumption that adjustment to temporary balance-of-payments dise-
quilibria would take the form of price adjustments appeared to be less
pronounced than income adjustments, where a deficit typically caused a
contraction in income and employment rather than a fall in prices and
wages. Thus, the balance of payments was improved by a derived fall in
import spending rather than an improvement in competitiveness. Secondly,
relatively little gold actually flowed between countries because monetary
authorities preferred to raise interest rates to attract foreign capital in order
to improve a balance-of-payments deficit, rather than allowing the outflow
of gold to contract the money supply. Thus, the adjustment occurred on the
capital account rather than through the reduction in domestic prices. In



Rules and Institutions 81

practice, gold was not so much the principal medium of exchange as it was
a reserve asset against which domestic banks issued a much larger quantity
of money in the form of cash and bank deposits. Indeed, the decisive reason
why the classical gold standard worked so well was probably because the late
19th century was a period of relatively free trade and economic expansion,
such that most countries managed to expand without experiencing signifi-
cant balance-of-payments problems. As such, the gold standard worked well
largely because of the favourable prevailing economic environment.

The modified gold standard (1925-1931) was introduced in post-First World
War Europe because of the apparent success of the classical gold standard.
The new system should accurately be described as a partial gold exchange
standard since smaller countries could hold the currencies of several large
countries as reserves. These large countries would remain fixed to gold; hence
the smaller countries would be linked to gold through this indirect associa-
tion. One attraction for returning to a version of the gold standard was the
hyperinflation prevailing in many European states in the early 1920s, with
Germany the worst example. In the aftermath of a devastating world war,
and with hyperinflation undermining what little confidence remained in the
future, the desire to restore former economic stability, by reconstructing the
gold standard, was understandable. Accordingly, the United States returned
to the gold standard in 1919, followed by Britain and most other industrial-
ised nations by 1925. However, the ultimately disastrous decision to return
on the basis of pre-war exchange-rate parities undermined any chance of
success. This decision was taken because of a fundamental misunderstanding
of how the gold standard worked in the 19th century.

For the post-war policy makers, the gold standard had represented a
period of relatively stable exchange rates during which countries had confi-
dence in gold as the unit of account. Moreover, the classical interpretation
of the adjustment mechanism had promoted minimal government inter-
vention and seemed to offer a ‘fair’ way to settle payments imbalances by
making deficit countries take the necessary domestic action to cure their
own payments imbalances. Unfortunately, however, the war had funda-
mentally altered the balance of economic power in the world, which was
reflected in the growing strength of the United States and the relative
decline of Britain and France. Thus, pre-war exchange-rate parities were
seriously out of line with economic realities, with sterling about 10% over-
valued in 1925 and the French franc seriously undervalued. Since, under
the logic of the gold standard a deficit country was obliged to deflate its
prices and wages to restore external balance, Britain was forced into a severe
contraction from 1925 onwards in order to re-establish competitiveness in a
situation in which export prices were something in the region of 10% over-
priced and imports 10% underpriced. In addition, the degree of common
commitment to the gold standard rules, which had worked fairly well in the
previous century, had diminished after the war. Moreover, adjustment costs
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were underestimated by participating nations that, when the full burden
was experienced, preferred to use alternative methods to restore balance-of-
payments equilibrium. Governments were now more concerned with main-
taining internal balance, and the United States, in particular, was not averse
to sterilising any inflow of gold as a means of containing domestic inflation.
The determination of the United States to avoid inflationary pressures by
deflating its economy made the adjustment process more painful for deficit
nations since they needed to deflate their economies faster than the United
States to restore trade balance. This led to a degree of competitive deflation,
with disastrous consequences for internal balance. Downward rigidity of
prices and wages compounded this still further by making deflation less
effective, requiring higher rates of unemployment than previously in order
to restore external balance and maintain fixed exchange-rate parities. Thus,
a combination of wartime inflation, which had changed the exchange-rate
parities required by economic fundamentals, and a deterioration in commit-
ment to the adjustment mechanism imposed by the gold standard, led to
the collapse of the modified gold standard.

As early as 1941, the Allies (especially the United Kingdom and United
States) decided to cooperate on changes in the international monetary
system with the clear intention of establishing a set of rules and institu-
tions that would replace the chaotic system that had operated during the
1930s. Their objective was to agree the articles to three new institutions: the
International Bank for Reconstruction and Development (IBRD) to ensure the
availability of long-term investment finance to speed recovery in post-war
Europe; the International Monetary Fund (IMF) to act as a supervisory body
of monetary arrangements; and the International Trade Organisation (ITO)
to reduce the level of world protectionism that had grown in the pre-war
international economy. However, the Bretton Woods system was not merely
the restoration of a workable system along the lines of the gold standard,
but one that restored currency convertibility (i.e., confidence) and removed
the dislocation and protectionism of the 1930s. This system did so with
more built-in flexibility than the gold standard provided. What was at
stake was not just another set of exchange-rate arrangements, but a set of
rules by which payments imbalances between countries could be equitably
settled and, at the same time, could promote the growth of international
trade. More specifically, the objectives were to return to a fixed exchange-
rate system, but with a degree of flexibility (+/- 1%) greater than under the
previous gold standards, to: facilitate short-term assistance for balance of
payments, that is, countries undergoing temporary crisis on BOP; reduce
protectionism; and encourage countries to achieve domestic goals (i.e., full
employment) within the context of freer trade and factor mobility.

In terms of exchange rates, the actual outcome of the Bretton Woods
conference was very different from what had been conceptualised (Gavin,
1996), whereby instead of the participants creating a system of equal
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currencies, the U.S. dollar emerged as being the ‘numeraire’ of the system
as the U.S. Treasury pegged the price of the dollar to gold at $35 per ounce
such that it was to act as a reserve asset (Hall et al., 2011). However, as far
as other countries were concerned, the link with gold was broken because
they were obliged to defend their currencies only by buying and selling
dollars. In effect the dollar was fixed in terms of gold, but other currencies
were tied to the dollar directly, or sometimes indirectly, through another
reserve currency such as sterling. This meant that the system was akin to
the gold exchange standard as countries were willing to hold much of their
reserves in dollars because they were confident that the dollar would retain
its value in terms of other currencies and would remain convertible into
gold. Gold was, therefore, viewed as a reserve asset rather than as an inter-
national currency. As far as the exchange-rate system was concerned, each
country declared its par rate in terms of gold, but the authorities operated
an adjustable peg exchange-rate mechanism (Blokker and Muller, 1994).
Although the point was to combine the advantages of a fixed exchange-rate
system with more flexibility than was allowed under the gold standard, the
Bretton Woods system progressively became more of a gold—dollar system,
resembling features with the gold exchange standard, and thus allowing
for the re-emergence of the problems experienced in the interwar period
(Bordo, 1993).

However, if national currencies moved outside of their parity range,
governments were obliged to change policy through, for example, buying
their own currency, undertaking expenditure-changing policies, borrowing
from the IMF or pursuing any combination of these. Furthermore, if a
country was in a position of ‘fundamental disequilibrium’ then it could,
with IMF agreement, alter the fixed exchange-rate parity outside the
original limits (Dominguez, 1993). The process of adjustment thus envis-
aged was that temporary imbalances would be financed from reserves or
borrowing from the IMF, while more persistent imbalances would be cured
by applying monetary and fiscal policies. Only if the domestic adjustments
were considered likely to be large and persistent was there to be a change
in the exchange rate outside the 1% limits either side of par. Exchange
controls, however, were almost universally used to counter destabilising
capital movements (Hall et al., 2011). The IMF saw itself primarily as a
source of short-term assistance to overcome BOP problems and as the arbiter
of an orderly system of exchange-rate adjustments. Each member was given
a quota based upon a formula incorporating such factors as the size of its
national income or its importance in international trade. This quota then
determined the amount the country contributed to the IMF Fund that, in
turn, defined the size of its potential borrowings and fixed its voting rights
within the IMF’s decision-making body. Deficit countries were permitted
to withdraw foreign exchange by giving up their own currency in return,
which they subsequently had to buy back when in a position to do so. These
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were known as ‘tranches’ of credit. However, the more a country borrowed,
the greater the conditions attached to the loan by the IMF.

The Bretton Woods system did not operate effectively until the early
1950s, but thereafter proved highly successful until the mid-1960s mainly
due to a combination of factors such as free international trade, a rapid
expansion in trade and capital mobility, and sustained economic growth,
meaning that individual countries did not experience too many problems.
However, the system had within it a number of built-in contradictions.
First, it had a fundamental weakness, since the expansion of international
trade could only be maintained by a parallel expansion of international
liquidity. However, the principal source of this liquidity, namely persistent
U.S. balance-of-payments deficits, could not continue indefinitely. U.S.
deficits were necessary for continued economic expansion, since they
represented the only way that the growth in international reserves could
be sustained in the absence of any other reserve asset, including gold.
Participating countries wishing to expand their reserves, in line with the
increase in trade value, could use dollars paid to them by the United States
to finance its balance-of-payments deficit. However, if the U.S. deficit
became too large, whilst its gold assets remained constant, it was only a
matter of time before this would lead to a crisis of confidence in the U.S.
commitment to convert dollars into gold at the fixed price ($35 per ounce).
The question was whether the United States could guarantee to maintain
the gold price if its gold assets remained constant. Either the United States
had to correct its deficit and create a liquidity shortage, or foreign central
banks that held dollars would lose confidence and demand conversion of
their dollar holdings into gold, thereby pre-empting the collapse of the
Bretton Woods system. Over time, U.S. dollar liabilities to the rest of the
world increased faster than the addition to U.S. gold reserves by mining
(Blanchard and SaKong, 2011).

Second, when there is a discrepancy between the official rate of exchange
between two assets and their private market rate of exchange, the asset that
is undervalued at the official rate will disappear from circulation, whilst the
asset that is overvalued will continue in circulation. In other words, ‘bad
money drives out good money’, the so-called law named after Sir Thomas
Gresham (1519-1579). In the case of Bretton Woods, the two assets were
gold and the U.S. dollar, with gold valued at $35 per ounce. Since U.S. infla-
tion rose by some 40% between 1959 and 1969, the price of gold should have
risen by a similar amount but did not since the fixed exchange-rate system
required that it remain unchanged. Thus, the official price of gold became
undervalued relative to the private value, meaning that central banks could
have demanded conversion of their dollar holdings and made a profit selling
the gold on the private market. To prevent this occurrence, the U.S. govern-
ment secured an agreement with foreign banks not to convert their dollar
holdings into gold, meaning that as of 1967, de facto, the dollar was no
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longer convertible (Rolnick and Weber, 1986). Furthermore, the central role
of the dollar within the Bretton Woods system meant that it provided the
majority of international liquidity. To acquire reserves, held in the form of
dollars, participating nations needed to run balance-of-payments surpluses
whilst the United States ran deficits, so the former would receive dollars the
latter used to finance its trade deficit. Thus, the United States was able to
print dollars that it exchanged with other nations for goods, services and
assets (Prestowitz, 2004). Dollar treasury bills, typically yielding low rates
of interest, would then be held as reserves by other nations whilst their
purchasing power was gradually eroded by U.S. inflation. Hence, the United
States was de facto borrowing from the rest of the world at very low real
rates of interest (Aisen and Jos Veiga, 2005). This, whilst not itself proving
a principal reason for the collapse of the Bretton Woods system, proved an
irritant which undermined any resolve to save it.

Although Bretton Woods provided for exchange-rate realignment in the
case of the ‘fundamental disequilibrium’ of a participating nation’s balance
of payments, in reality countries were extremely reluctant to devalue,
revalue or implement macroeconomic policies consistent with ensuring a
sustainable external balance (Grubel, 1977; Bordo and Eichengreen, 1993).
The United States could not devalue, since it provided the cornerstone of
the system, implying it had to implement deflationary policies to restrict
the size of its balance-of-payments deficit. Not surprisingly it was reluctant
to do so, and the inflationary effect of the Vietnam War further exacer-
bated this problem. Other countries preferred to avoid devaluation to solve
balance-of-payments deficits, since this was perceived as a sign of weak-
ness. Deflation was similarly avoided because of commitments to full
employment and political considerations. Thus, the stability of the system
depended upon surplus countries revaluing their currencies or expanding
their economies (hence, importing a degree of inflation); however, coun-
tries such as Germany, Japan and Switzerland were reluctant to reduce their
surpluses or risk inflation. The IMF articles did include a ‘scarce currency’
clause that would have permitted debtor countries to invoke penal meas-
ures against persistent surplus countries to force them to bear part of the
burden of adjustment, but this was never invoked. Consequently, with
neither deficit nor surplus countries willing to adjust their economies, a
fixed exchange-rate system became untenable. Finally, the rapid growth of
mobile, short-term capital made an already fragile fixed-rate system vulner-
able to speculative movements. Balance of payments imbalances fuelled
speculation that currency realignments were imminent, thereby increasing
the pressure upon the system when it desperately required corrective
measures to be taken to preserve the essence of the international mone-
tary system. Any payments imbalances that persuaded capital holders that
devaluation was imminent led to capital flight into currencies that seemed
likely to appreciate. With a fixed set of currencies, speculation becomes
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a one-way bet, as a country with a balance-of-payments deficit will only
devalue (Eichengreen and Wyplosz, 19995).

Hence, it is clear that the reasons for the fall of previous international
monetary systems largely stemmed from countries failing to comply with
rules and from the weaknesses of institutions. For significant periods of
time these were masked by the general level of economic prosperity of
the industrial revolution and post-Second World War recovery; however,
once these positive externalities began to diminish, then the inherent
deficiencies of these international monetary systems came to the forefront
resulting in their demise. In terms of the Bretton Woods system, as the
key supervisory body/institution, the IMF was responsible for maintaining
exchange-rate stability but failed to achieve this because it could not enforce
the requirements needed for the Bretton Woods system to succeed (World
Gold Council, 2014). It neither took measures against surplus countries
that were refusing to reduce surpluses by revaluing or expanding in order
to aid deficit-suffering counterparts — which it could have done under the
‘scarce currency’ clause — nor was there any impetus put on deficit coun-
tries to deflate economies to address the imbalance. Hence, with the passive
position it chose to undertake, the IMF was largely impotent in ensuring
stability of the fixed exchange-rate system, although its structure partially
explains the inadequate surveillance provided (Duggan, 2013; Tamny, 2013).
For example, the fund structure of the IMF consisted of quotas assigned
to member states reflecting relative economic power with a subscription
proportionate to the quota. A quarter of this subscription had to be paid in
gold, or currency convertible to gold, essentially meaning the dollar, which
was the only currency directly convertible to gold (Chorev and Babb, 2009).
This meant that the United States would have significant influence over
the operations of the institution, which undoubtedly contributed to the
passiveness of the IMF in questioning U.S. actions that ultimately destabi-
lised the Bretton Woods system.

Conclusion

This chapter presented the background to the eurozone in relation to its
being the latest in a series of attempts to devise international monetary
systems since the advent of the Industrial Revolution; however, as history
has repeatedly demonstrated, the ability of such systems to endure in both
favourable and inclement economic climates is problematic. Whilst their
architects have sought to rid, or at least minimise, the fault lines of succes-
sive systems, to date none have proved to be robust in the long term. Indeed,
this harks back to the notion of the ideal exchange-rate system that results in
a hybrid between the extremes of pure floating and fixed options, with the
benefits of both and the disadvantages of neither. However, just as this has
proved elusive, policymakers have instead pushed forward their attempts
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to develop more sophisticated international monetary frameworks encom-
passing the key elements of rules and institutions. Hence, the process of the
eurozone is merely a step along a theoretical road in terms of exchange-
rate regimes. Although its practical consequences are substantial in terms
of both economic and political national sovereignty and, therefore, these
practical implications require deep analysis, to the extent that the adoption
of any exchange-rate regime is not a decision for any country to take lightly.
Hence, the first part of this chapter summarises the arguments concerning
the polar extremes of fixed and floating systems and, in particular, reviewed
the development of adopted exchange-rate regimes. The lessons to be
learnt from this historical experience are that the ‘holy grail’ of an ideal
exchange-rate system is an elusive aspiration for policymakers: the key to
understanding exchange-rate regimes is to realise their inherently tempo-
rary nature relative to the level of economic development experienced by
the country in question and its main trading partners, together with the
overall global trend in international monetary systems. Hence, the need for
countries to maintain a degree of ‘philosophical’ flexibility given that an
alternative regime might prove optimal as economic circumstances.

In relation to the eurozone, a similar cost-benefit calculation is required
by states considering membership. We summarise the principal advantages
and disadvantages of joining a single-currency system, which is in essence
the ultimate form of fixed exchange rates. There are several complications
to what appears as a simple trade-off optimisation problem. Firstly, the
various cost and benefits need to be assessed within the context of both the
potential partner country and in relation to the already-established mone-
tary union or the other prospective members. Each economy is unique in
its blend of sectoral strengths and weaknesses and comparative advantage;
therefore the national interest will be distinctively different for each poten-
tial participant. Secondly, there is no set rule by which to weigh the relative
merits of the arguments associated with membership of a monetary union.
Again the above consideration of relative strengths and weaknesses need to
be taken into account.
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Fiscal Policy within the Furozone

Introduction

As outlined in Chapter 3, the relationship between the economy and the
political system has always attracted the interest of economists, since it is
obvious that politics will influence the choice of economic policies and,
consequently, economic performance. Of particular interest to macroecono-
mists is the influence that the interaction of political and economic factors
has on such issues as business cycles, inflation, unemployment and the
conduct and implementation of stabilisation policies together with the
origin of persistent budget deficits.

Since the 2007-2008 financial crisis, countries worldwide have experi-
enced deteriorated fiscal positions, particularly in the eurozone; Greece,
notably, has witnessed a debt-to-GDP ratio of 165.3%, and a 9.2% budget
deficit in 2011, with other peripheral countries facing similar circum-
stances. Such high public deficits and subsequent accumulations of debt
have caused sustainability and default fears; this has compelled the ‘troika’
of the EU/IMF/ECB to provide bailout packages (Spiegel, 2012; Nag, 2012).
Consequently, debate has been spurred regarding the causes of these fiscal
positions and why supposedly implemented fiscal rules failed to prevent such
debts (Featherstone, 2011). The study of the determinants of debt and deficits
is not a new phenomenon; studies initially focused on the macroeconomic
determinants of deficits, underpinned by Barro’s (1979) tax-smoothing
theory, which emphasised a normative approach (Pinho, 2004). However,
accumulation of public debt in industrialised economies throughout the
1970s and 1980s called for the identification of determinants. Thus, studies
evolved to incorporate political factors, such as opportunistic and partisan
effects, which emphasised a positive approach to public debt and deficits
(Svaljek, 1997).

With the creation of the eurozone, importance was placed on the ability
of rules to prevent fiscal deterioration, where admission to the monetary
union for member states was subject to the TEU convergence criteria and,
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subsequently, the Stability and Growth Pact (SGP) was enforced (Buiter,
2006). However, despite theoretical improvements, evidence indicated that
many eurozone members failed to comply with the maximum 60% debt
ratio and 3% deficit rules (Wierts, 2008); notably, Germany was the first to
violate the 3% deficit rule in 2001, with France following in 2002, although
no disciplinary action was taken (Nasad, 2012). The onset of the financial
crisis exacerbated these positions and highlighted the fiscal difficulties
experienced, with particular focus on southern members’ vulnerability (i.e.,
Greece, Italy, Portugal and Spain) (Di Mascio and Natalini, 2012). This subse-
quently resulted in the 2013 Fiscal Compact Treaty, which reiterates fiscal
discipline and aims to strengthen rules in the eurozone (Rooney, 2012), the
efficacy of which we discuss in Chapter 9.

Political influences of economic stabilisation policy

Although classical economists did not deny that fluctuations in aggregate
economic activity could occur, they believed that the self-correcting forces
of the price mechanism would prevail and restore the system to full employ-
ment within an acceptable time period. However, by the mid-1920s Keynes
was already expressing his disillusionment with this classical laissez-faire
philosophy, such that the orthodox Keynesian view evolved out of the
catastrophic experience of the Great Depression and suggested that market
economies are inherently unstable. Consequently, this instability can and
should be corrected by discretionary monetary and fiscal policies. However,
economists soon challenged this rather naive assumption by presenting
models of the electoral cycle whereby politicians compete for votes and
thereby influence economic policies contributing to aggregate instability.
This runs counter to traditional Keynesian models, which treat the govern-
ment as exogenous to the circular flow of income and in which politicians
are assumed to act in the interests of society, leading to an asymmetry
in the application of Keynesian policies. Moreover, because voters do not
understand that the government faces an intertemporal budget constraint,
they underestimate the future tax liabilities of debt-financed expenditure
programmes - that is, voters suffer from ‘fiscal illusion’. Thus, given these
considerations, it would seem that macroeconomists ought to consider the
possibility that elected politicians may engage in economic manipulation
for political profit. From a more modern new political economy perspective,
policymakers are seen to be heavily influenced by powerful societal and
state-centred forces rather than their acting impartially on the advice of
economists. Therefore, the theoretical insights and policy advice economists
can offer are mediated through a political system that reflects a balance of
conflicting interests that inevitably arise in a country consisting of hetero-
geneous individuals. Hence, in modelling politico-economic relationships,
the new political macroeconomics views the government as standing at
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the centre of the interaction between political and economic forces. Once
this endogenous view of government is adopted, the welfare-maximizing
approach to economic policy formulation associated with the normative
approach is no longer logically possible (Snowdon and Vane, 2005).

Given the above ideas, the traditional Keynesian circular-flow model
needs to be modified to take account of self-interested government behav-
iour creating a politico-economic system that results from this modifica-
tion. However, in choosing to whom they will delegate decision-making
power, voters are faced with a principal-agent problem since the agent
(government) may have different preferences, which it can conceal from
the imperfectly informed voters. Hence, within the politico-economic
circular-flow model politicians are seen to be driven by a balance of both
ideological and re-election considerations. Voters evaluate politicians on
the basis of how successful they have been in achieving desirable economic
goals; in particular, the state of the economy in the immediate pre-election
period is crucial. Hence, economic conditions influence election results,
and the incentive to get elected directly influences the choice and use of
macroeconomic policies. Consequently, in the theoretical literature on the
political business cycle we can distinguish four main approaches that have
evolved in two separate phases. During the first phase, in the mid- to late
1970s, Nordhaus (1975) reawakened interest in this area by developing an
opportunistic model of the political business cycle. This was followed by
Hibbs (1977), who emphasised ideological (i.e., partisan) rather than office-
motivated considerations. However, the Nordhaus and Hibbs models (the
‘old” political macroeconomics) were swept aside during the rational-ex-
pectations revolution as Rogoff and Sibert (1988) developed rational-oppor-
tunistic models and Alesina (1987) produced a rational-partisan theory (the
‘new’ political macroeconomics).

In the wake of the rational-expectations revolution in macroeconomics,
the models of the mid-1970s that incorporated adaptive expectations
hypothesis were coming under heavy criticism from new classical theorists,
as it implies that economic agents can make systematic errors. Hence, by
the mid-1980s the literature on the relationship between politics and the
macroeconomy underwent a significant revival as economists responded to
the rational-expectations critique by producing a new generation of rational
politico-economic models where economic agents are forward-looking. This
makes it more difficult for the policymaker to manipulate real economic
activity. Consequently, there is no exploitable short-run Phillips Curve that
policymakers can use. Once the rational-expectations hypothesis is intro-
duced, however, voters can be expected to recognize the incentives politi-
cians have to manipulate the economy for electoral advantage. Thus, some
of the insights of Nordhaus can survive even in a model with rational expec-
tations, providing there is asymmetric information between voters and poli-
cymakers, so that forward-looking voters are not fully informed about some
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characteristics of the political and economic environment; hence, incum-
bents have the opportunity of creating a temporary illusion of prosperity in
order to gain favour with the electorate.

In the rational-opportunistic models, electoral cycles are created in
policy variables such as government spending, taxes and monetary growth,
where such cycles are made possible by temporary information asym-
metries. Although rational voters aim to choose politicians they believe
can deliver the highest utility, they lack information on the competence of
different policymakers — information voters acquire by observing outcomes.
Therefore, before elections the incumbents engage in a ‘signalling process’
that aims to persuade voters that the politicians in power are competent.
Consequently, rather than generating a regular inflation-unemployment
cycle, as in the Nordhaus model, rational political business cycle theories
predict the manipulation of various policy instruments before and after the
election. The temptation of incumbents to cut taxes and increase spending
before an election in order to appear competent clearly generates depar-
tures from optimality. Hence, opportunistic behaviour survives in rational-
opportunistic models, although such models give rise to a different set of
empirical predictions compared to the original Nordhaus model. In partic-
ular, because of rational expectations, any cycles resulting from the manip-
ulation of monetary and fiscal policies will be predicted to be less regular
and of shorter duration. Additionally, the assumption of rationality implies
that since the output and employment effects of demand-management poli-
cies are only transitory in new classical models, then the identification of
partisan influences on macroeconomic outcomes will be harder to detect.
Furthermore, a significant problem for the partisan approach is the notion
that low inflation is to the benefit of the poor more than to the rich - that
is, that left-of-centre parties/voters would prefer lower unemployment at the
cost of higher inflation.

Hence, following the rational-expectations revolution, theorists ques-
tioned the ability of policymakers to influence real economic activity by
using aggregate-demand-management policies. However, the partisan theory
of political business cycles can survive in models incorporating rational
expectations providing that voters are uncertain about election outcomes,
and noncontingent labour contracts are signed for discrete periods and are
not subject to renegotiation after the election result is declared. Moreover,
central to the rational-partisan theory is the idea that the political systems
of many industrial democracies are polarised. In particular, the rational-par-
tisan model emphasises the ideological preferences of politicians who aim to
please their supporters by implementing policies that are likely to lead to a
redistribution of income in their favour. Hence, the rational-partisan theory
shows how parties follow different macroeconomic strategies because of
their impact on the redistribution of income, whilst it is assumed that voters
are well aware of these ideological differences between the parties. However,
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in this framework macroeconomic policies create short-run aggregate distur-
bances because rational voters are uncertain about election results. Overall,
the more recent rational versions of politico-economic models of cycles have
been much more successful empirically than the earlier models. In partic-
ular, partisan effects appear to be quite strong, while opportunistic effects
appear to be small in magnitude and affect only certain policy instruments,
particularly fiscal variables. However, there are a number of important weak-
nesses in the rational-partisan theory. Firstly, if the cyclical effects are due
to the signing of wage contracts before an election, then one obvious solu-
tion is to delay the signing of contracts until the election result is known.
This solution is, of course, not as applicable where the timing of elections
is fixed endogenously. Secondly, in line with other models that assume
nominal wage rigidity, the model implies a counter-cyclical real wage that
is at odds with the stylised facts of the business cycle. Thirdly, there is a lack
of microeconomic foundations in such models to explain the mechanism of
nominal wage contracting. Fourthly, according to real business-cycle theo-
rists, monetary policy cannot be used to produce real effects on output and
employment, although the theorists agree that monetary growth determines
the rate of inflation. Fifthly, in relation to hysteresis effects, if following an
aggregate demand disturbance the natural rate properties of rational-partisan
models do not hold, the political business cycle may be reversed. Sixthly,
the empirical evidence suggests that monetary policy is not the source of
political cycles in real variables. Finally, some theorists argue that partisan
and opportunistic models are not incompatible and a more complete model
should incorporate both influences.

This section has sought to introduce the idea of a relationship between
the economy and the political system in terms of what is known as the ‘new
political macroeconomics’. In particular, this interrelationship has shifted
from a view of politicians as largely exogenous to the economy, to one where
they are regarded as endogenous. Consequently, it is now accepted that
there is the possibility that politicians will set economic policy contrary
to that required for stabilisation (as Keynes had originally envisaged),
manipulating key macroeconomic variables to maximise their chances of
re-election. While the importance given to political influences in causing
aggregate instability in industrial democracies remains highly controversial,
few commentators would challenge the view that politicians, faced with a
regular election cycle, will tend to develop short-time horizons. The desire
to be re-elected or regain office may lead politicians to pursue or promise
an economic policy package which creates aggregate economic instability.
If this line of argument is accepted, then it follows that what is needed is
an institutional framework that creates an environment conducive to the
more-frequent implementation of sustainable economic policies geared
to longer-term objectives. The dilemma faced in industrial democracies is
how, through institutional reform, to constrain the over-zealous short-term
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discretionary actions of politicians without threatening the basic principles
of democratic government. Hence, the economic policymaking framework,
particularly in relation to fiscal measures within the eurozone, is funda-
mentally based upon such ideas.

The political economy of debt and deficits

During the mid-1970s several OECD countries accumulated large public debts,
a rise in the debt/GNP ratios during peacetime among a group of relatively
homogeneous economies that was unprecedented and difficult to reconcile
with the neoclassical approach to optimal fiscal policy represented by the
‘tax smoothing’ theory. In order to explain the variance of country experi-
ence and the timing of the emergence of these rising debt ratios, economists
have argued that it is crucial to understand politico-institutional factors. To
explain such wide differences, the two most significant factors are seen to be,
firstly, the various rules and regulations that surround the budget process;
and secondly, the structure of government in terms of whether the electoral
system generates coalitions or single-party governments. The former were
previously discussed, whilst for the latter the argument is that, in the face
of large economic shocks, weak coalition governments are prone to delaying
necessary fiscal adjustments. Consequently, in investigating the relation-
ship between electoral rules, the form of government and fiscal outcomes,
the main findings of economists are first that majoritarian elections lead to
smaller government and smaller welfare programmes than elections based
on proportional representation; and, second, presidential democracies lead
to smaller government than do parliamentary democracies (Snowdon and
Vane, 2005).

Additionally, the ‘composition’ of a fiscal adjustment matters for its
success in terms of its sustainability and macroeconomic outcome, where
two types of adjustment are identified, those fiscal adjustments relying
on expenditure cuts, reductions in transfers and public sector wages and
employment, together with those adjustments depending mainly on broad-
based tax increases and cuts in public investment. Economists have found
that the former induce more lasting consolidation of the budget and are
more expansionary, while the latter are soon reversed by further deteriora-
tion of the budget and have contractionary consequences for the economy.
Hence, any fiscal adjustment that avoids dealing with the problems of social
security, welfare programs and inflated government bureaucracies is seen
to be doomed to failure. Additionally, the former are also likely to have
a more beneficial effect on competitiveness in terms of unit labour costs
than policies that rely on distortionary increases in taxation. Similarly, the
study of debt and deficit determinants has evolved greatly from its initial
theoretical approaches towards more advanced models; firstly, the sustain-
ability of fiscal positions is analysed to illustrate the necessary economic
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determinants. This is mirrored in the neoclassical tax-smoothing approach,
although this was argued as insufficient; emphasis was later placed on
political factors, as with the opportunistic and partisan models with their
subsequent rational-expectations adaptions, together with political fragmen-
tation within governments. Hence, it is due to these politico-institutional
factors that fiscal rules have been advocated; these prevent accumulations
in debt by setting numerical targets on fiscal components and/or through
procedural reforms (Buti and Sapir, 1998). The case for fiscal rules in the
eurozone is emphasised due to the potential negative spill-over effects on
member states; if one develops excessive deficits and debt, the interest rate
increases for the entire union, requiring other member states to undertake
deflationary fiscal policies (Neck and Sturm, 2008). Indeed, even prior to
the eurozone crisis, commentators hypothesised that the ECB may be pres-
sured to relax monetary policy to alleviate these problems, or to ‘bail out’ a
country through open-market purchases (De Grauwe, 2003).

Furthermore, as member states are unable to use monetary policy to influ-
ence national income, there may be an overreliance on fiscal policy for macr-
oeconomic management, causing deteriorated fiscal positions (Baimbridge
and Whyman, 2008). Also, the adoption of a common currency increases
the size of the domestic capital market, reducing the need to borrow foreign
currency and eliminating exchange-rate risks (Eijffinger and De Haan,
2000). Moreover, due to an inexplicit guarantee by the ECB, enabling
excessive deficits, capital markets may not assign a higher default premium
(De Grauwe, 2003). Hence, the seminal 1989 Delors Report recommended
fiscal rules in the eurozone; these were implemented in the 1992 Treaty on
European Union (TEU), which enforced convergence criteria for potential
member states, namely a 3% deficit ceiling and a maximum 60% debt ratio
(De Grauwe, 2003). After accession in 1999 (2001 for Greece) these rules
were reinforced by the SGP, which additionally called for budgets in surplus
or balance in the medium term, though this was revised in 2005 to account
for cyclically adjusted budgets (Buiter, 2006); non-compliance results in
sanctions of up to 0.5% of GDP, in the form of deposits or fines, except in
exceptional circumstances, that is, unexpected events or severe economic
downturns (formally a 2% fall in GDP) (Buiter, 2006). The SGP has under-
gone great criticism; opponents argue the numerical targets are arbitrary,
balanced budgets contain no economic rationale, and there are concerns
regarding accounting methods disguising fiscal positions (Jespersen, 2004).
The main criticism of SGP is around its lack of flexibility: the rules limit
crucial automatic stabilisers for macroeconomic stabilisation in recessions,
thus worsening the downturn (De Grauwe, 2003). This is exacerbated in
smaller and open eurozone countries that are argued to rely on active policy
(Buti and Sapir, 1998). However, this assumes that rules are strictly enforced
and adhered to, though evidence has shown this has not been the case
(Wierts, 2008); thus, the success of fiscal rules is ambiguous.
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Evidence for political business cycles

Having discussed the theoretical considerations of deficit and debt determi-
nants, it is important to review the supporting evidence; hence, this section
discusses both the main general empirical findings for economic, political
and fiscal rules effects, together with those relating to the EU, where the
most relevant recent studies have presented comprehensive models through
incorporating a multitude of factors (see Mulas-Granados, 2003; Busemeyer,
2004; Tujula and Wolswijk, 2004; Castro, 2007; Bayar and Smeets, 2009;
Wehner, 2011). Overall, the majority of the literature agrees that macroeco-
nomic variables, such as those suggested by Barro (1979) and Lucas and
Stokey (1983) in the tax-smoothing model, are necessary for modelling but
do not sufficiently explain the determinants of fiscal deficits. Alesina and
Perotti (1995a) argue that, whilst in some periods the empirical investiga-
tion by Barro holds, the theory is inconsistent in certain periods (notably
the 1980s) and cannot explain differences in debt accumulation between
countries; it is argued that the tax-smoothing model acts as a normative
benchmark (a ‘baseline’) by which further political economy studies explain
deviations from this model (Franzese, 2001).

The opportunistic political business cycle model has been empirically
tested to determine whether election proximity causes budget deficit dete-
riorations; early empirical work found evidence for electoral cycles on trans-
fers in the United States (e.g., Tufte, 1978; Alesina et al., 1992), and budget
balances in OECD economies (Alesina et al., 1997; Franzese, 1999). However,
these results are not unanimous, with Lowery (1985), Brender and Drazen
(2005) and Shi and Svensson (2006) finding no evidence for electoral cycles,
with the latter two studies arguing the effect is limited to developing coun-
tries — thus support for the electoral cycle theory is mixed. Similarly, the
supports for ideological factors and partisan cycles are similarly inconclu-
sive; in addition to the seminal work by Hibbs (1977) and Alesina (1989),
further studies found party effects in OECD countries (e.g., Roubini and
Sachs, 1989; Alt and Lowry, 1994; De Haan and Sturm, 1997; Volkerink and
De Haan, 2001). However, later studies found insignificant or conflicting
results (Persson and Svensson, 1989; Brauninger, 2005), whilst a meta-anal-
ysis by Imbeau et al. (2001) reviews 43 studies relating to ideological effects
on policy, of which only 22% support the theory, 7% contradict the theory
and 71% do not support the theory: indicating that partisan effects may be
mostly theoretical.

A further body of research relates to the fragmentation view, whereby
weak governments cause greater deficits; nevertheless, the evidence of this
view is inconclusive and challenged. Roubini and Sachs (1989) initially
devised a political index to capture the effect of single party, coalition and
minority governments, and subsequently confirmed the hypothesis of
greater deficits under more parties; this was corroborated by Alesina and
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Perotti (1995b) and Kontopolous and Perotti (1999). However, many studies
dispute this, especially the measure of the index (see Edin and Ohlsson, 1991;
De Haan and Sturm, 1997); whilst Volkerink and De Haan (2001) indicate
that dispersion within the coalition (e.g., number of spending ministers) is
more significant. Finally, the effectiveness of fiscal rules has been studied,
initially focusing on the U.S. economy, as budgetary rules are common
in many states. Results show a general consensus that fiscal rules signifi-
cantly improve fiscal outcomes (see Von Hagen, 1991; Alesina and Bayoumi,
1996; Bohn and Inman, 1996), although there are concerns for ‘creative
accounting’ under ex ante rules (Poterba, 1996). Furthermore, studies of
other countries, such as Swiss Municipalities (Feld and Kirchgassner, 1999),
do not show evidence; thus the effect of rules may depend on their design,
stringency and location.

In relation to the analysis with specific focus on EU and the eurozone
countries, in the context of opportunism, Andrikopoulos et al. (2004) tested
fiscal-target variables for 14 EU countries from 1970-1998, and concluded
there was no evidence of electoral cycles. However, the lack of opportunistic
effects in the EU may be specific to historical periods; further analysis by
Buti and van den Noord (2003) and Mink and De Haan (2006) focus on 15
EU countries in more recent years (1999-2002 and 1999-2004 respectively).
Both studies find evidence of electoral cycles of up to 0.5% of GDP and 0.96%
of GDP respectively (using dummy variables and ‘months until next elec-
tion’ variables), with the former showing support for pre-electoral effects.
These studies thus conclude that despite the SGP, electoral cycles were still
apparent in the early stages of the eurozone; however, conclusions are tenta-
tive due to the short time period. Wehner (2011) expands the analysis for
the 15 eurozone countries from 1980-2007 and still finds a negative effect
of 0.7% of GDP on budget balances in election years; therefore, an elec-
toral budget cycle may still be prominent in eurozone economies. However,
somewhat surprisingly, studies specifically on the ideological effects of
debts/deficits in the eurozone are relatively uncommon; for example, Pamp
(2008) researches partisan effects on fiscal retrenchment for 14 EU coun-
tries from 1990-2001. Using the percentage share of left, centre and right
seats in government as dependents, there is no evidence for the theoretical
approach that greater shares of left leads to worse deficits (less probability of
retrenchment); this echoes similar analysis by Busemeyer (2004) and Castro
(2007) and refutes some earlier studies — which could be attributable to more
accurate variables.

In addition to the OECD models of fragmentation, the effects of party size
on fiscal outcomes in the EU have been researched, although models do not
study this effect solitarily; besides partisan effects, Pamp (2008) accounts
for fragmentation through the number of parties in government, although
finds insignificant results. Mulas-Granados (2003) also finds similar results
for coalition size and number of spending ministers for 15 EU countries
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from 1970-2001, with the only significant effects present from 1970-1994;
thus, the weak government hypothesis may have become obsolete in more
recent years. Finally, it is consensually agreed that the eurozone acces-
sion and fiscal rules have significantly improved budgetary performance
(see Ayuso-i-Casals et al., 2006; Guichard et al., 2007; Debrun et al., 2008).
Marneffe et al. (2010) control for economic factors and specifically test fiscal
rules for 16 eurozone members from 1995-2008; using a fiscal rules index
(FRI) to represent the strength of fiscal rules in each country, the study
found strong positive effects on fiscal balances. However, the FRI measure
dates back to 1990, thus the strength of national rules before this period
cannot be tested; furthermore, Hughes-Hallett and Lewis (2008) argue these
effects are temporary and only applicable pre-eurozone.

There are, however, few studies that comprehensively test economic and
politico-institutional determinants; Tujula and Wolswijk (2004) studied
general government budget balances for 15 EU countries from 1970-2002
and found strong macroeconomic effects and election cycles — amounting
to 0.3% deterioration in election years, although no support for fragmen-
tation or ideology effects (using composition of ideology index, type of
government and number of political parties). After using dummy variables
to account for pre- and post-Maastricht, there is evidence that fiscal rules
improved budgets by 0.8% of GDP from 1994-1997, although results after-
ward are insignificant; this suggests the eurozone-entry effects are tempo-
rary, though this may be prematurely concluded. More recently, Bayar and
Smeets (2009) researched budget deficits in 15 EU countries from 1971-2006,
using a PCSE approach. Again economic variables, such as unemployment
and GDP growth, are strong and significant, with support found for both
electoral cycles of up to 0.59% of GDP and the eurozone convergence of 0.5%
of GDP (through using dummy variables). However, no support is found for
fragmentation through using both the Roubini and Sachs (1989) index and
subsequent dummies; lastly, contradictory and insignificant evidence of
partisan effects is exhibited, using both a left dummy and a more accurate
ideology scale index (although this is based on the authors’ judgement).

A binary-dependent variable of ‘excessive deficits’ is employed by Castro
(2007) in a fixed effects logit model for 15 EU countries, from 1970-2006.
This study successfully found support for macroeconomic variables, elec-
toral cycles and partisan effects (through both a dummy and the percentage
share of Right seats in the cabinet). Furthermore, using dummy variables for
pre- and post-eurozone, the author shows that fiscal rules improved budg-
etary positions, and this effect was not temporary in contrast to previous
studies. However, fragmentation variables failed verification, with counter-
intuitive results from the Roubini and Sachs (1989) index, and no support
for a single party dummy variable. Finally, Busemeyer (2004) uncommonly
studies debt for 22 OECD countries from 1980-2002; there is strong and
significant evidence for GDP growth and lagged unemployment and,
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contrary to previous studies, some weak partisan effects and strong frag-
mentation effects are shown (using ideological shares of seats, number of
ministers and a majority government dummy). With its main focus on the
eurozone accession, two dummy variables are constructed to account for
pre- and post-eurozone convergence; both show significant effects, although
the former is stronger, reiterating that fiscal rules’ effects are temporary.
Although relatively comprehensive, Busemeyer (2004) does not test for elec-
toral cycles and, thus, opportunistic effects are overlooked; furthermore,
although analysis starts in more recent years, the period is still significantly
dated.

In summary, from the review of both theoretical and empirical evidence,
political effects are inconclusive, such that although the results for macr-
oeconomic variables and fiscal rules show more unanimity;, it is still impor-
tant to include all potential determinants, since results appear to be highly
sensitive to the precise period, method or variables adopted.

Empirical evidence of adherence to eurozone fiscal rules

In terms of the trends and stylised facts regarding budget deficits and
public debt, Figure 6.1 illustrates their volatility throughout the 1981-1992
period; despite no apparent trend for or between countries, some 10 out of
11 countries were in deficit. However, between 1992 and 1999 there is a
clear improvement in all countries, with the largest increase being Ireland;
this coincides with the TEU convergence criteria, which lends support to its
effectiveness. However, post-membership in 1999 with SGP rules, budget
balances deteriorate for all countries, indicating the SGP’s ineffectiveness.
Although 2003-2004 shows improvement in balances for some countries,
the financial crisis generates subsequent deterioration.

Reiterating these findings, Figure 6.2 shows the average budget balance
for all the eurozone members; budget balances were volatile pre-TEU conver-
gence criteria, and subsequently improved from 1992-1999, such that on
average all countries complied with the 3% limit at some point. However,
post-membership in 1999, budget balances again deteriorated, paralleling
the narrative above: although on average all countries did not exceed the
3% limit, this still indicates a relaxation in compliance. This corresponds
with Hughes-Hallett and Lewis (2008: 421) who claim the eurozone coun-
tries experienced fiscal improvements that were ‘more of a crash diet than a
permanent improvement in fiscal discipline’.

Overall, these analyses indicate that many countries did not meet the
criteria for convergence; indeed, Table 6.1 demonstrates that 7 out of the
11 countries violated the 60% debt-ratio, and that on average all countries
exceeded the debt ceiling such that it is clear fiscal rules were not consist-
ently adhered to, and were therefore arguably ineffective.
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Next, we consider the trend in each country’s public debt-to-GDP ratio
from 1981-2008; on average there is a steady trend upwards throughout the
1980’s, which peaks in 1993 (see Figure 6.3). Subsequently, there is a steady
decrease which coincides with the enforcement of the TEU convergence
criteria (assuming a lagged impact) and eurozone membership, illustrated
in 1992 and 1999 respectively. Although this does not necessarily illustrate
causation, it is interesting to note its coincidence.

Secondly, throughout the period all countries have suffered deterioration
in their public debt (except Ireland), although for some this is more notable
than others; for example, Greece has experienced the largest increase in
public debt, at almost 84% points (see Table 6.2). However, it is of interest
to note that although countries such as Ireland, Italy, Greece, Spain and
Portugal are perceived to have dangerously high debt, what might be
described as the core eurozone member states also exhibit large increases in
debt. Deteriorations commonly occurred between 1981-1992, whereas most
countries experienced improvements between 1999-2008, when the SGP
was enforced. Even still, there was considerable improvement in the 1992-
1999 period that included the TEU convergence criteria; notably, Ireland
has the most improvement of all countries with a fall of 43.05% points in
this period. This would seem to indicate that fiscal rules were effective in
decreasing debt ratios.

Consequently, to avoid making a potentially costly mistake, there is an
obvious need for a series of measurements to determine whether an indi-
vidual economy is prepared for the demands of eurozone membership (EC
Commission, 1992). Hence, in terms of rules this is through the identifica-
tion of those EU member states that have demonstrated their suitability for
euro membership by their attainment of the five TEU convergence criteria
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Table 6.1 Fiscal positions in year of entering the eurozone

Country Budget Balance Public Debt
Austria -2.391% 67.21%
Belgium -0.591% 113.78%
Finland 1.593% 45.70%
France -1.776% 58.89%
Germany -1.654% 60.90%
Greece* -4.468% 103.72%
Ireland 2.394% 48.50%
Italy -1.732% 113.71%
Netherlands 0.641% 61.1%
Portugal -2.769% 49.55%
Spain -1.423% 62.34%
Average -0.985% 71.29%

*Greece’s data are from 2001; all other countries’ data are from
1999.

whereby each country’s rate of inflation must be no more than 1.5% above
the average of the lowest three inflation rates in the EMS; its long-term
interest rates must be within 2% of the same three countries chosen for
the previous condition; it must have been a member of the narrow band
of fluctuation of the ERM for at least two years without a realignment; its
budget deficit must not be regarded as ‘excessive’ by the European Council,
‘excessive’ being defined as deficits greater than 3% of GDP for reasons
other than those of a ‘temporary’ or ‘exceptional’ nature; its national debt
must not be ‘excessive’, defined as above 60% of GDP and not declining at
a ‘satisfactory’pace. The initial two criteria — each country’s rate of inflation
must be no more than 1.5% above the average of the lowest three infla-
tion rates in the EMS, and its long-term interest rates must be within 2% of
the same three countries chosen for the previous condition — have a clear
rationale upon the achievement of prior cyclical convergence. The similarity
of inflation rates denotes a low probability of a sudden loss of competitive-
ness inside a single currency that might lead to unemployment blackspots
and a growing inequality. Moreover, comparable interest rates indicate a
relatively straightforward transition to a common monetary policy that
does not require dramatic changes in the formally pursued national strate-
gies. However, whilst these two convergence criteria are theoretically sound,
the latter three have generated both analytical and empirical controversy,
whilst their relevance to current conditions in the Great Recession is equally
unclear.

The notion of the ‘normal’ ERM fluctuation bands was, until 1992, inter-
preted as the relatively narrow margins of +/-2.25%; however, following
the 1992-1993 exchange-rate crises, these were widened to +/-15% in order
to reduce the speculative pressure. However, the redefinition significantly
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Figure 6.3 Percentage of public debt to GDP (1981-2008)

Table 6.2 Percentage-point change in public debt (1981-2008)

Sub-period

1981-2008  1981-1992 1992-1999  1999-2008

Austria 27.67 20.29 10.84 -3.45
Belgium 7.44 46.17 -14.98 -23.99
Finland 22.64 2791 6.31 -11.57
France 46.27 17.78 19.10 9.38
Germany 31.39 7.20 18.84 5.35
Greece* 83.98 53.40 23.57 7.01
Ireland -15.46 31.75 —-43.05 -4.16
Italy 47.84 47.03 8.21 -7.40
Netherlands 10.21 29.40 -16.30 -2.89
Portugal 34.17 12.61 -0.47 22.03
Spain 17.66 23.17 16.98 -22.49
Average 28.53 28.79 2.55 -2.82

*Greek sub-periods are 1992-2001, and 2001-2008, since Greece achieved membership
in 2001.

reduced this indicator’s utility, because the looser arrangement allowed for
a currency to fluctuate by a potential of 30% and still be considered stable
(Aglietta and Uctum, 1996). The inclusion of the final two targets — budget
deficit must not be regarded as ‘excessive’, defined as deficits greater than 3%
of GDP for reasons other than those of a ‘temporary’ or ‘exceptional’ nature;
and national debt must not be ‘excessive’, defined as above 60% of GDP and
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Figure 6.4 Attainment of convergence criteria by the EU15
Source: Adapted from Baimbridge (2005b).

not declining at a ‘satisfactory’ pace — as a means to establish compatibility
raises further problems. The justifications for their use are that they would
result in a stable debt ratio in a steady-state economy with 2% inflation and
3% real growth (Trades Union Congress, 1993); and advocacy of the ‘golden
rule’ that current government expenditure and revenue should be equated,
together with an estimate that EU public investment approximately aver-
aged 3% over the period 1974-1991 (Buiter et al., 1993). However, this fails
to provide a convincing case, since the fiscal reference values are compatible
with any combination of inflation and growth, which sum to 5% per annum.
The 60% national debt criterion is of doubtful use because it is primarily a
consequence of the prior accretion of debt, reflecting past fiscal activities
rather than current policy (Goodhart, 1992). Moreover, there is no evidence
that attainment of these criteria would result in a steady-state economy
(Arestis and Sawyer, 1996). In contrast, the TEU contained no similar tests to
compare the wealth of the different countries, their unemployment, produc-
tivity and growth rates, nor the sectoral composition of economic activity.
Despite the problematic nature of the convergence criteria, the architects of
the eurozone believed that their attainment would indicate the compatibility
of potential participants, together with providing a guide to their subsequent
maintenance (Baimbridge, 1997), where the prerequisite of prior convergence
is significant over each stage of the economic cycle, and to prove robust
against shocks (Eichengreen, 1992a, b; Bayoumi and Eichengreen, 1993).
However, for the period between the TEU and advent of euro notes and coins,
attainment of all five criteria was fulfilled on only 29 out of a possible 165
occasions, an achievement record of approximately 18%, even when member
states still retained considerable control over their economies. Indeed, only
seven member states have ever secured total compliance with the conver-
gence indicators, whilst key eurozone countries such as Austria, Belgium,
Italy and Greece have failed to ever achieve all five criteria. Furthermore, as
Figure 6.4 illustrates, although the number of EU member states attaining all
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five convergence criteria peaked in 1998, it thereafter declined, thereby illus-
trating the difficulties in maintaining political willpower after the commence-
ment of the eurozone and adherence in light of an economic slowdown.
Evidently, the reality of attainment by EU member states, both preceding
and immediately following the creation of the eurozone, diverge significantly
with the examination of the progress towards convergence and sustaina-
bility of the monetary union completed by the EU Commission (1998). The
experience of those countries that narrowly complied with the convergence
criteria suggested that they are not permanently converged, but have only
achieved the necessary conditions in the most favourable economic circum-
stances. Such historical instability highlighted the potentially fragile nature
of the eurozone as presently conceived. Hence, the implication that once
severe shocks occur, such as the Global Financial Crisis, several participants
would demonstrate a significant divergence from the established criteria.

Conclusion

In this chapter we have seen how economists have sought to enhance our
understanding of aggregate instability by adding a political dimension to
their models in terms of the linkage in developed countries of increased levels
of national debt to budget rules and government structure. Indeed, since
the late 1980s there has been a major revival of political economy utilizing
the tools of modern economic analysis, whereby a common theme running
throughout this ‘new political macroeconomics’ is the need to integrate the
political process into mainstream economics. In particular, this interrela-
tionship has shifted from a view of politicians as largely exogenous to the
economy, to one where they are regarded as endogenous. Consequently, it is
now accepted that there is the possibility that politicians will set economic
policy contrary to that required for stabilisation as Keynes had originally
envisaged. Instead, they are in a position to manipulate key macroeconomic
variables, such as growth, employment and inflation, to maximise their
chances of re-election. From this basis, economists have developed a number
of models to examine the idea of a political business cycle expressed in terms
of assumptions regarding politicians (opportunistic or partisan) and assump-
tions regarding voters/economic agents (non-rational or rational expecta-
tions). These ideas are examined and evaluated in terms of their empirical
and theoretical support, which is largely found wanting.

However, while the importance given to political influences in causing
aggregate instability in industrial democracies remains highly controversial,
few commentators would challenge the view that politicians, faced with a
regular election cycle, will tend to develop short-time horizons. The desire
to be re-elected or regain office may lead politicians to pursue or promise
an economic policy package that creates aggregate economic instability. If
this line of argument is accepted, then it follows that what is needed is an
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institutional framework that creates an environment conducive to the more-
frequent implementation of sustainable economic policies geared to longer-
term objectives such as those within the eurozone. However, the dilemma
faced in industrial democracies is how, through institutional reform and
without threatening the basic principles of democratic government, to
constrain the over-zealous short-term discretionary actions of politicians.



/

Monetary Policy within the Eurozone

Introduction

Following the prescription of contemporary economic theory to develop
rules and institutions to enforce time-consistent policymaking, the European
Central Bank (ECB) is a creation of the TEU, which designed it to be the most
independent monetary authority in the world. The ECB’s architects sought to
insulate it completely from political pressures, both at the national govern-
ment and at the eurozone level. The position of the ECB under the TEU
permits no clear accountability to either national or federal European institu-
tions. It stipulates that the ECB Council’s deliberations remain confidential,
whilst the only method of questioning the ECB’s policies is through periodic
reports to the European Parliament. Although commentators have concen-
trated upon criteria denoting initial convergence for eurozone membership,
stringent rules restrict national fiscal policies, and the benefits deriving from
the eurozone; however, far less attention has been paid to how the eurozone
will operate in practice. In particular, the institutional design of the euro-
zone stipulates a central role for an ECB, established to be independent of
government and charged with sustaining the stability of the currency zone
in the face of asymmetric external shocks. The ECB is the sole body credited
with determining the appropriate monetary and exchange-rate policy for the
entire eurozone and as such its ability to fulfil its stated objectives is crucial
to its success or failure, as has been demonstrated by the eurozone crisis.
Consequently, the paucity of critical analysis of the ability of the ECB to stabi-
lise the eurozone economy - complete with low inflation, full employment, a
sustainable balance of payments and good level of economic growth — should
be of great concern for all supporters of European integration.

This chapter seeks to compensate for the dearth of current analysis by
examining the capability of the ECB to fulfil its designated role. Firstly, it
evaluates the ECB design selected by the architects of the TEU and reviews
the degree of independence attributed to the ECB in comparison to member
states’ national central banks (NCBs). It then summarises the leading

106



Monetary Policy within the Eurozone 107

conceptual issues and empirical literature in order to examine the merits
of establishing the ECB to be independent from democratic influence.
Subsequently, we review the hypothesised relationship between independ-
ence and macroeconomic indicators.

Evaluation of central bank independence

The belief that central banks should be independent from political influence
has deep historical roots and featured in the discussions leading to the estab-
lishment of many 20th-century central banks (Toniolo, 1988). The historical
desire to impose limits upon a government’s ability to fund itself through
seignorage is combined with the orthodox contemporary argument that poli-
ticians manipulate monetary policy to win elections, resulting in excessive
concentration upon short-term macroeconomic fine tuning (Swinburne and
Castello-Branco, 1991). Consequently it is argued that long-term economic
efficiency requires the removal of monetary policy from the sphere of demo-
cratically accountable politics and its delegation to an independent central
bank with an effectively designed constitution and internal reward system
that impose price stability as the overriding policy objective. Few institutional
reforms recommended by economists have gained such rapid and widespread
acceptance as the demand to grant central banks independence from political
control. Countries of the North and the South, the post-communist nations
of Central and Eastern Europe as well as the established capitalist states have
all been affected by the debate over the appropriate role and status of the
central bank (Posen, 1993). Thus, the notion of central bank independence
has taken on the character of a panacea, a quick institutional fix, producing
desirable macroeconomic results in a wide variety of national contexts.

The conceptual case for central bank independence is primarily based on
the view that arrangements raising the credibility of monetary policy will
increase the bank’s effectiveness in pursuit of price stability. Although this
view has long been held, only in recent years has the concept of policy cred-
ibility been rigorously defined and analysed (Cukierman, 1986; Blackburn
and Christensen, 1989). The establishment of an independent central bank
with strong anti-inflationary preferences is seen as a way for the state to
bind politicians’ hands against the electoral temptation of inducing unan-
ticipated increases in the price level. As commitment increases credibility,
orthodox theory predicts that divergences between the central bank’s poli-
cies and people’s expectations will become smaller. Therefore, lower costs
and fewer delays are incurred when adjusting to monetary policy shifts. It is
from this theoretical perspective of monetarism and rational expectations
that the ECB was launched. However, this approach has been challenged.
Firstly, if central bank independence increases credibility, it should be asso-
ciated with greater rigidity in the setting of nominal prices and money
wages, reflecting the fact that the bank’s promise to keep inflation low is
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believed. However, studies of Organisation for Economic Co-operation and
Development (OECD) countries by Posen (1993, 1998) indicate that neither
effect occurs. Indeed, independence not only fails to reduce the cost of
disinflation, but rather seems to increase it. Lowering inflation takes just as
long and calls for a larger short-term sacrifice of output and jobs, on average,
in countries with relatively independent central banks as compared to those
democratically accountable monetary institutions.

Secondly, most of the contemporary support for central bank independ-
ence stems from a partial (and, frequently, historically naive) view of the
West German experience, whereby it is overlooked that any one item that
helped to promote rapid post-war German growth, such as the independent
Bundesbank, was part of a structural totality defining its role. Accordingly, it
is unlikely to be effective if transferred by itself to other countries or onto the
broader EU stage (Dowd, 1989, 1994). It may be more appropriate to reverse
the fashionable view; the structural conditions that produced the strength
of the German economy, allowing it to grow while maintaining a low infla-
tion rate, also enabled it to afford the luxury of an independent central bank
concentrating on monetary stability. For example, the wage-negotiations
system in Germany has generally produced a less inflationary outcome
than in many other countries over the post-war period, thus not requiring
intervention from the Bundesbank. Therefore, it must be open to question
whether the creation of a more independent central bank is significant in
containing inflation, or whether the existence of an independent bank
merely reflects a political economy in which price stability is a widely shared
objective, where governments, as well as the central bank, regard low infla-
tion as an overriding objective (Mitchell, 1993). Consequently, economists
accept the possibility of ‘reverse causality’ as a significant constraint when
interpreting the experience of countries with independent central banks.

Moreover, the theoretical case for independence is based on two analytical
assumptions that have become generally accepted by economists. Firstly,
the vertical long-term Phillips Curve, which implies that price stability can
be achieved at no long-term cost of unemployment; and, secondly, the polit-
ical business cycle. However, both rest on insecure foundations. The vertical
Phillips Curve analysis rests upon the concept of a natural rate of unemploy-
ment, the frequently changing determinants of which economists remain
largely ignorant (Davidson, 1998; Karanassou and Snower, 1998; Madsen,
1998; Nickell, 1998; Phelps and Zoega, 1998). Moreover, several studies indi-
cate that relatively little evidence exists for the occurrence of any system-
atic political business cycle (Kalecki, 1943; Breton, 1974; Nordhaus, 1975;
MacRae, 1977; Wagner, 1977; Frey, 1978; Alesina, 1989).

Fourthly, the empirical evidence concerning central bank independence
and lower-than-average inflation — which again drew heavily upon the
German Bundesbank, although counter-examples exist — compounds diffi-
culties. For instance, the United States, with an independent central bank,
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has not enjoyed such a phenomenon. Moreover, German experience since
reunification demonstrated that an independent central bank is unable to
guarantee low inflation. However, the persuasive nature of monetarist ideas
led to the widespread conviction that low inflation is an important condi-
tion for high and sustained growth. Thus its achievement should be the
priority for government economic policy. The importance attached to low
inflation as the prerequisite for high employment and rapid growth is central
to the case for an independent central bank. However, the belief that low
or zero inflation produces sustained growth is, once again, not supported
by the available evidence. Indeed, many studies indicate that no significant
relationship exists between low inflation and higher rates of growth, until
double-digit rates of price increase occur, which do retard economic devel-
opment (Thirlwall and Barton, 1971; Brown, 1985; Stanners, 1993). Thus,
the consensus of research fails to provide the evidence to support the advan-
tages of prioritising low inflation above all other objectives.

Moreover, economic policy objectives should be sufficiently comprehen-
sive as to include the pursuit of multiple policy targets. However, if respon-
sibility for price stability rests solely with an independent central bank,
while others remain with government, economic management potentially
becomes more difficult due to the separation of monetary and fiscal policy
(Blake and Weale, 1998). Hence, an advantage of a non-independent central
bank is that budgetary and monetary measures can complement each other,
forging a coordinated strategy of economic management. A failure of policy
coordination was demonstrated in the United States by the shortcomings of
the Reagan-Volcker era and within the EU by Germany’s problems in the
aftermath of reunification. Such policy inconsistency highlights the ambig-
uous nature of ‘independence’, itself. Analysis of the role of a central bank
confirms that, in a world of external shocks, the case for delegating mone-
tary policy is weak, and that a coordinated approach is more likely to achieve
the electorate’s objectives (Rogoff, 1985a, b). Furthermore, if eliminating
inflation is all-important, and elected politicians cannot be trusted to give
it priority, the logical conclusion is that all economic instruments should
be taken out of their hands. The assertion often made is that monetary
policy is different because it is a technical operation with a single objective
and with well-understood, reliable techniques. Such a belief is questionable,
since monetary policy impacts upon employment and living standards just
as vitally as does fiscal policy. Moreover, periods of high inflation have not
occurred wholly, or even mainly, due to lax monetary expansion, whilst
there is greater international evidence of fiscal, rather than monetary, policy
being manipulated for electoral ends (Alesina, 1989).

When assessing the impact of central bank independence upon price
stability, economists have mostly utilised imputed ‘degrees of independence’
to evaluate the heterogeneous character of central banks. A large body of
literature focusing upon single or multi-country time-series studies has been
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accumulated, with an additional series of studies attempting to rank inde-
pendence for a cross-section of countries. The majority of this research draws
attention to the inherent difficulty of defining, let alone measuring, the
concept of independence (Mangano, 1998). The initial method of imputing
degrees of independence, based solely on legislative arrangements, found
no relationship between inflation performance and central bank independ-
ence (Bodart, 1990). The index was refined by subsequent studies, which
constructed a measure of central bank independence that reflected both ‘polit-
ical independence’ and ‘economic independence’ (Alesina and Grilli, 1991;
Grilli et al., 1991). Political independence relates to the ability of the mone-
tary authorities to choose the goals of policy, whilst economic independence
is defined by their capacity to choose the instruments with which to pursue
policy objectives. The main conclusion from such analyses is that the average
rate of inflation, and occasionally its variability, is significantly lower in
countries that possess independent central banks. However, the value of such
evidence is problematic (as the authors usually acknowledge), because meas-
urement of ‘degrees of independence’ possesses serious weaknesses, which
cast doubt upon the purported association between central bank independ-
ence and the attainment of price stability. The main failings of this approach
are: Firstly, a limited spread of rankings inevitably restricts sensitivity across
a wide number of inherently different countries, which raises difficulties
concerning the index’s analytical usefulness. Secondly, many of the studies
cover overlapping time periods, opening up the possibility that they have
found a result unique to that particular set of data. Therefore, it becomes
crucial to test a hypothesis on data sets other than those that suggested the
hypothesis (Friedman and Schwartz, 1991). Furthermore, the time periods
covered by some studies increase concern over the reliability of their findings.
For instance, the participation of countries within the EMS could be viewed
as a potentially important determinant of inflation rates. Consequently, if
all countries in a pegged exchange rate system are compelled to possess the
same rate of inflation over the long run, whatever the various influences on
that rate, the status of NCBs cannot be the main influence. Thirdly, disregard
for non-economic factors that shape fiscal and monetary policy choices is a
consistent feature of these studies, as illustrated by their assumption that elec-
torates always prefer low inflation to the possible trade-off of higher economic
growth and employment (Muscatelli, 1998).

However, even after analysing the role of political factors, other potential
sources of differences in inflation rates are often neglected. For instance, even
if EU countries were subject to the same exogenous shocks in the post-war
period, structural differences between them (e.g., labour-relations systems,
wage-indexation mechanisms, vulnerability to raw material price changes,
varying preferences for inflation versus unemployment) may explain their
different reactions. Indeed, the position of the government in the political
spectrum, and various proxies of social consensus offer some explanation
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of inflation rates in different countries (Hansson, 1987). Likewise, the size
of the public sector appears to be another significant factor (Alesina, 1988).
Moreover, lower inflation in Germany and Switzerland could result from
the presence, during periods of economic growth, of ‘guest’ workers, who
absorb part of the unemployment costs of disinflationary policies by having
to return to their countries of origin when the work is no longer available
(Burdekin and Willett, 1990).

Consequently, in an attempt to compare monetary regimes, many studies
focus exclusively on institutional characteristics, disregarding behavioural
indicators such as the average rate of growth of the money supply or the
level and variability of interest rates. However, new research rarely at first
possesses the reliable database it requires. Therefore, greater attention should
be devoted to improving databases and to recording any national specif-
icity that may exist or has occurred. Moreover, many studies suffer from
the omission of indicators not identified as potential explanatory factors, so
that influences other than central bank independence may be important,
but as yet unidentified, determinants. Finally, a problematical aspect of this
research is the statistical analysis of the link between central bank independ-
ence and inflation, with most studies relying upon the plotting of graphs.
Indeed, Alesina and Summers (1993: 154) admit that ‘our empirical proce-
dure is extremely simple. We plot various measures of economic performance
covering the entire 1955-1988 period against measures of central bank inde-
pendence’. Furthermore, the manner in which the determined characteristics
of central banks are aggregated to produce the overall index of central bank
independence is a major area for concern. Consequently, the index is usually
constructed through one of a number of alternative methods, none of which
is universally valid. Indeed, despite the occasional econometric testing, the
results provide little support for the notion that independent central banks
consistently deliver low inflation, whilst the more common approach of the
unscientific plotting of a line between inflation and only one other variable
(when there are many determinants) constitutes scant evidence upon which
to rest the case for central bank independence. Hence, in view of these poten-
tial difficulties associated with the frequently prevailing use of imputed
degrees of independence, the chapter now re-examines this issue.

The design of the ECB

The structure and role of the ECB are detailed in the articles of the TEU.
The ECB is headed by its Governing Council, comprising the governors of
the NCBs together with members of the executive board of the ECB. The
latter consists of professional bankers or monetary experts nominated by
the member states for a single eight-year term of office (Article 109a). All
members of the executive board and ECB in general, are expected to act
independently of ‘Community institutions or bodies, from any Government
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of a Member State or from any other body’ (European Communities, 1991).
However, the legal framework, institutional arrangements and emerging
operating practices of the ECB are increasingly coming under closer scru-
tiny and criticism (Buiter, 1999; Howarth and Loedel, 2003). Elsewhere,
however, the TEU provides for the Council and the European Commission
to possess non-voting representation at meetings of the ECB’s Executive
Council, whilst the ECB must present an annual report to the EU’s institu-
tions and appear before the relevant committees of the European Parliament
when requested (Article 109b).

The crucial operational features of the ECB are that its sole policy objec-
tive is the pursuit of price stability. It will also be responsible for defining
and implementing the EU’s monetary policy, together with supporting the
attainment of general economic objectives. This design format is founded
upon both theoretical (Kydland and Prescott, 1997; Barro and Gordon, 1983;
Alesina, 1989; Alesina and Grilli, 1991) and empirical (Bade and Parkin, 1988;
Alesina, 1988, 1989; Cukierman, 1992; Alesina and Summers, 1993) studies
that suggest the transfer of monetary policy from governments to an inde-
pendent central bank is likely to result in lower inflation. Additionally, the
powers and tasks of the ECB are highly significant, with the bank exclusively
responsible for authorising the issuance of bank notes (Article 105a). It is
also able to make legally binding and directly applicable regulations on the
minimum level of reserves to be held by NCBs, on the efficiency of clearing
and payment systems and on the supervision of credit institutions. Moreover,
where an undertaking fails to comply with an ECB regulation or decision,
the bank will be able to impose a fine (Article 108a). Finally, the ECB is to be
consulted by other EU institutions and national authorities and may issue
opinions to them on matters within its competences (Article 105).

In particular, it is suggested that the capacity of the monetary authorities
to choose the final objectives of policy is primarily determined by three
aspects of a monetary regime. Firstly, the procedure for appointing the
members of the central bank governing bodies; secondly, the relationship
between these bodies and the government; and, thirdly, the formal responsi-
bilities of the central bank. In principle, independence to determine ultimate
macroeconomic goals may be defined without reference to their contents,
but in practice the main virtue claimed for an independent central bank is
that it can provide credibility. Hence, independence is frequently identi-
fied with autonomy from political interference to pursue the objective of
low inflation, so that any institutional feature that enhances its capacity
to pursue this goal is hypothesised to increase central bank independence.
However, the architects of the TEU were faced with a wide range of alter-
native variations of central bank political and economic autonomy from
government, out of which they created the institutional structure of the
ECB. Contemporary examples of operationally independent central banks
include the German Bundesbank, the Federal Reserve of the United States of
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America, the Bank of England and the Reserve Bank of New Zealand. Each
has a different degree of autonomy concerning different operational issues.
The German Bundesbank is probably the most important of these alterna-
tives, as it is perceived to have a track record of delivering consistently low
inflation (Marsh, 1992). Faced with a number of alternative models (e.g., the
U.S. Federal Reserve and the Reserve Bank of New Zealand), the designers
of the TEU preferred to follow the Bundesbank blueprint when establishing
the design of the ECB, given that Germany achieved low inflation over the
period since 1961 and that those countries which pegged their currencies
to the deutschmark, ‘imported’ a similar inflation performance. Hence, the
ECB is anticipated to be as successful in safeguarding low inflation and price
stability across the eurozone.

The apolitical status of the ECB can be examined in greater detail in rela-
tion to the concepts of economic and political independence. The latter
refers to its decisions not being conditional on the approval of government,
whilst the former pertains to its ability to operate monetary policy without
government undertaking contrary actions. Tables 7.1 and 7.2 indicate the
relative nature of political independence concerning the original signa-
tories of the TEU when compared to the ECB, with an asterisk indicating
possession of a specific feature.

Table 7.3 illustrates the comparative position in terms of the political,
economic and combined indices of NCBs, following the adoption of the ECB
criteria. The comparative figures are calculated by subtracting the value of the

Table 7.1 Political independence of central banks!

Appointments Index of
(Governor + Relationship with political
Board) government  Constitution independence
1 2 3 4 5 6 7 8 9
Belgium * 1
Denmark * * * 3
France * * 2
Germany * * * * * * 6
Greece * * 2
Ireland * * * 3
Italy * * * * 4
Netherlands * * * * * * 6
Portugal * 1
Spain * * * 3
UK * 1
Column 1 6 2 5 6 4 5 3
total
ECB * * * * * * 6

Sources: Adapted from Grilli et al. (1991) and EC Commission (1991).
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Table 7.2 Economic independence of central banks?

Monetary financing

Index of
economic

of budget deficit Monetary instruments independence

1 2 3 4 5 6 7 8 9
Belgium * * * * * 5
Denmark * * * * 4
France * * * * 4
Germany * * * * * * * 7
Greece * * 2
Ireland * * * * 4
Italy * 1
Netherlands * * * * 4
Portugal * * 2
Spain * * * 3
UK * * * * * 5
Column total 2 5 5 10 5 9 3
ECB * * * * * * * 7

Sources: Adapted from Grilli et al. (1991) and EC Commission (1991).

Table 7.3 Comparison of central bank independence of EU member states and the

ECB
Comparison Comparison Comparison
Present index  to political Present index to economic to combined
of political independence of economic independence independence
independence of ECB independence of ECB of ECB
Belgium 1 -5 5 -2 -7
Denmark 3 -3 4 -3 -6
France 2 -4 4 -3 -7
Germany 6 0 7 0 0
Greece 2 -4 2 -5 -9
Ireland 3 -3 4 -3 -6
Italy 4 -2 1 -6 -8
Netherlands 6 0 4 -3 -3
Portugal 1 -5 2 -5 -10
Spain 3 -3 3 -4 -7
UK 1 -5 5 -2 -7
Mean 3 -3 4 -3 -6

Source: Derived from Tables 7.1 and 7.2.

ECB indices from those of the EU member states’ central banks. This proce-
dure clearly identifies the German Bundesbank as providing the blueprint for
the ECB with no required revisions to its independence characteristics. The
central bank of the Netherlands is the only other to fall below the overall
mean comparison figure of six, whilst Denmark and Ireland coincide with the
average. In contrast, those NCBs requiring the largest institutional reforms to
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meet the TEU requirements were, in ascending magnitude: Belgium, France,
Spain, Britain, Italy, Greece and Portugal. It is interesting to note that this
division of EU member states mirrors the established concept of ‘core’ and
periphery groups regarding the formation of the single-currency area.

To empirically analyse central bank independence in relation to the ECB,
we examine those EU member states (excluding Luxembourg, which at the
time did not possess its own central bank), which were original signatories
to the TEU (Baimbridge et al., 2002). Although this reduces the number of
countries in comparison to several of the previous studies, it offers a logical
basis for the subsequent analysis. For example, when examining the likely
impact of the ECB little analytical precision is gained by including those
countries which will never enter the eurozone (e.g., Australia, Canada,
Japan, New Zealand and the United States). Moreover, few previous studies
offer a rationale for the countries they include - for instance, whilst focusing
upon industrialised economies, they all fail to incorporate every member of
such a representative grouping as the OECD. A further aspect that differen-
tiates this analysis is that it disaggregates central bank independence into its
constituent features of political and economic independence. This approach
involves dividing these principal features into 16 individual components,
thereby enabling a detailed examination of the separate elements that
comprise a central bank’s independence alongside an evaluation of the
aggregate level analysis pursued in previous research. Finally, in addition to
the now-traditional comparison of central bank independence and inflation,
GDP growth is introduced to evaluate the proposition that independence
carries no detrimental consequences for output (Eijffinger et al., 1996).

The correlation results between the series of 16 measures of political and
economic central bank independence (see Tables 7.1 and 7.2), together with
both the rate of inflation and growth over the period 1961-1994 in terms
of a positive hypothetical relationship between central bank independence
and inflation, show that the only statistically significant factors include the
‘board being appointed for a period exceeding 5 years’ and the ‘absence
of prior government approval of monetary policy formulation’. Likewise,
the fact the bank provides a ‘direct credit facility at market interest rate’
and is not participating in the primary market for public debt’, are the sole
significant economic characteristics. Hence, only 4 of a possible 16 features
of central bank independence appear to contribute to lowering inflation.
Such findings contrast with the blanket contention that an independent
central bank is an effective anti-inflationary mechanism (Baimbridge
et al., 2002). Although these findings partially support the conclusions of
previous studies (Alesina, 1989; Grilli et al., 1991; Alesina and Summers,
1993), there are several important caveats. Firstly, the analysis of the indi-
vidual features of political and economic independence indicates that only
a limited number are statistically significant, raising difficulties concerning
the necessity for all such characteristics to be present simultaneously within
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the ECB. Secondly, the overall index of political independence is insignifi-
cant, indicating that such criteria proved historically inconsequential to EU
member states’ inflation rates. Thirdly, although the indices of economic
and combined independence are inversely related to inflation, only 66%
of the variation of inflation is ‘explained’. This appears to offer marginal
evidence at best from which to launch such a fundamental institutional
reform or to expect it to persist over the medium- to long-term, particularly
if negative externalities are associated with greater independence.

The second part of this empirical analysis examines the relationship
between central bank independence and output to evaluate the orthodox
hypothesis that the former constitutes ‘a free lunch’ (Grilli et al., 1991: 375),
because it carries no detrimental consequences for GDP growth. Hence, in
terms of the correlation results for the individual features and the three
overall indices of independence in relation to growth, then with respect
to political independence, neither the individual factors nor the index are
statistically significant. In contrast, three of the economic independence
criteria are significant: ‘direct credit facility not automatic’, ‘direct credit
facility at market interest rate’ and ‘central bank does not participate in
the primary market for public debt’ (Baimbridge et al., 2002). Of partic-
ular interest, however, is the negative association between these features
and GDP growth, which contradicts the previously established proposition
that central bank independence has no ‘costs in terms of macroeconomic
performance’ (Grilli et al., 1991: 375). The implication, therefore, is that
independent central banks exert a negative impact on the rise in their citi-
zens’ standards of living and constitute an ominous background to the
actual operation of the ECB.

Monetary policy and philosophy

The final aspect of this chapter briefly reviews the conduct of monetary
policy by the ECB. Initially, the TEU left the role of the ECB uncertain,
suggesting that it would mainly implement the policies determined by the
NCBs by delegating the common monetary policy to the European System
of Central Banks (ESCB) (von Hagen and Bruckner, 2002). In view of such
institutional vagueness, key concerns have been: how ECB Council members
could reach an agreement on a common monetary policy; to what extent
that policy would be affected by national circumstances and preferences;
and how it could be communicated effectively to a very heterogeneous
European public (Cecchetti et al., 1999). Initially the European Monetary
Institute (EMI) preparatory work narrowed the choice of a monetary policy
strategy to monetary targeting versus inflation targeting (EMI, 1997).
However, in October 1998, the Governing Council of the ECB announced
that a key aspect of monetary policy strategy was a quantitative definition
of price stability. Furthermore, in order to assess risks to price stability, the
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ECB would make use of two pillars. Firstly, it attributes a prominent role to
monetary indicators as signalled by the announcement of a quantitative
reference value for the growth of a broad monetary aggregate and, secondly,
it undertakes a comprehensive analysis of a wide range of other economic
and financial variables as indicators of price developments (ECB, 1998, 1999,
2000, 2001; Issing et al., 2001).

In relation to the quantitative definition of price stability it does not give
a precise definition. In order to specify this objective more precisely, in
October 1998 the Governing Council announced the quantitative defini-
tion of price stability as ‘a year-on-year increase in the Harmonised Index
of Consumer Prices (HICP) for the euro area of below 2%’, which was ‘to
be maintained over the medium term’ (ECB, 1998). Such an announce-
ment is supposed to enhance the transparency of the overall monetary
policy framework and provide a clear and measurable benchmark against
which to hold the ECB accountable. Furthermore, it gives guidance to
expectations of future price developments, thereby helping to stabilise the
economy. Consequently, the ECB (2003) argued that this definition of price
stability has been conducive to a firm anchoring of inflation expectations
in the euro area at levels compatible with the definition, thereby helping
to contain the inflationary effects of the substantial price shocks that have
occurred. While the announcement of a quantitative numerical value for
the price stability objective of the ECB was welcomed, there has been criti-
cism regarding specific features of the definition.

Firstly, regarding the choice of the price measure, it has been argued that
the ECB should put more emphasis on measures of ‘core’ or ‘underlying’
inflation, or even specify the bank’s objective in terms of a measure of core
inflation (Gros et al., 2001; Alesina et al., 2001). Such measures could help to
avoid the risk of monetary policymakers focusing excessively on temporary
price fluctuations. Secondly, that the ECB’s quantitative definition may be
too ambitious, given a positive measurement bias in the HICP that could
hamper the adjustment process at low levels of inflation, substantial diver-
gences in inflation rates across countries that imply ‘too low’ a level of infla-
tion, and possibly frequent deflationary situations and the presence of a zero
boundary on nominal interest rates that could hamper the effectiveness of
monetary policy in the face of large negative demand shocks and expose
the euro area to the risks associated with deflation and deflationary spirals
(Fitoussi and Creel, 2002; De Grauwe, 1994). Thirdly, the ECB’s definition is
imprecise and asymmetric as it specifies the upper boundary, but leaves the
lower boundary undefined. This may result in the bank being less effective
in anchoring inflation expectations and could possibly hinder the clarity
of explanations of policy moves. Consequently, it has been suggested that
the ECB should make its objective more precise by, for instance, officially
announcing a lower boundary in the definition or by specifying the objec-
tive in terms of a point inflation rate (Svensson, 2002, 2003; IMF, 2002).
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Finally, the choice of the specific quantitative objective requires a balance
between the costs of inflation and rationales for small positive inflation
rates. The costs primarily relate to: the misallocation of resources; the infla-
tion tax on real balances; the effects of inflation on income distribution
and inflation uncertainty; and associated risk premia, menu costs and those
costs stemming from the interaction of inflation with the tax system. In
contrast, the case for small positive inflation relates to: measurement bias
in the price index; downward nominal rigidities; sustained inflation differ-
entials; and the risk of protracted deflation or a deflationary spiral (Yates,
1998; Wynne and Rodriguez-Palenzuela, 2002; Coenen, 2003a, b; Klaeffing
and Lopez-Perez, 2003). Unfortunately, such a review of the costs and bene-
fits of moderate inflation does not allow the optimal rate of inflation to be
precisely defined; it indicates the need for an inflation objective embodying
a sufficient safety margin against deflation. In response to this criticism the
ECB (2003) suggested that inflation objectives above 1% provide sufficient
safety margins to ensure against these risks.

In relation to the first pillar, its key characteristic is the announcement
of a reference value for the annual growth of M3. Hence, the ECB seeks to
communicate the medium-term focus of monetary policy to the public, as
it relieves the central bank from responding to short-run fluctuations in
financial and other variables (ECB, 2003). Furthermore, by signalling conti-
nuity of the Bundesbank’s strategy, the ESCB hoped to quickly establish
credibility (von Hagen and Bruckner, 2002). However, the role of money
and monetary analysis has generated controversy regarding the robustness
of the chosen leading indicator’s properties with respect to price develop-
ments, on the grounds that the correlation between money growth and
inflation appears to have declined over time in parallel with restored condi-
tions of price stability (Begg et al., 2002). In this context, the necessity for
announcing a reference value for money growth has also been queried,
together with the usefulness per se of a separate ‘money’ pillar (Svensson,
2003). In contrast, the second pillar consists of an assessment regarding
future price developments (ECB, 1998). Initially, it represented the analysis
of short-run price developments based on measures of real activity, wage
cost, asset prices, fiscal policy indicators, together with indicators of busi-
ness and consumer confidence (ECB, 1999). However, no framework was
specified as to how these variables would be used to assess price develop-
ments, nor were their relative weights in such assessments. It is therefore an
opaque aspect of the ESCB’s strategy, being void of systematic analysis and
fully discretionary (von Hagen and Bruckner, 2002). Furthermore, Gaspar
et al. (2001) suggest that the analysis is now organised in the form of a
macroeconomic projection, although the ECB does not provide confidence
intervals for its projections (Gali, 2001).

According to the ECB (2003), the two pillars are used in parallel in mone-
tary policy decision-making. However, there is no indication of what their
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relative weights are, resulting in an incomprehensible strategy, as Issing et al.
(2001) partially acknowledge. Although there is nothing that would make the
use and revelation of the relative weights of the two pillars impossible, the
reason why the ECB has so far denied the public transparency of its strategy is
more likely related to the internal decision-making processes (von Hagen and
Bruckner, 2002). Finally, from its ostensively monetarist pre-history, the ECB
argues that the majority of the eurozone’s high unemployment originates
from structural deficiencies on the supply-side of its member states’ econo-
mies. Consequently, the ECB denies responsibility for increasing aggregate
demand to lower unemployment, since no scope exists to reduce unemploy-
ment without accelerating inflation. However, if the sole objective of policy
is to maintain a constant rate of inflation, wide variations in output and
employment may be required. Insofar as a potential conflict exists between
steady inflation and full employment, the latter should enjoy priority because
the consequences of market failure in terms of high rates of employment are
more serious than those associated with moderate levels of inflation.

Conclusion

The theoretical and empirical evidence surveyed in this chapter suggests
that the creation of an independent central bank is a more finely balanced
exercise than is frequently portrayed in particular given national economies
that continue to experience varying economic cycles and possess divergent
economic structures. Moreover, the interest-rate decisions taken by central
banks are amongst the most sensitive actions deployed in a modern economy,
influencing growth, living standards, the level of unemployment and the
cost of credit and mortgages. However, the ECB neither publishes forecasts
nor the minutes of its deliberations, and its members cannot be removed from
office by the European Parliament, the Council of Ministers or even by the
European Court. Hence, the ECB’s problems arise from its lack of democratic
accountability, transparency and democratic legitimacy, as well as from its
arbitrary objectives, questionable economic philosophy and the potential for
intermittent conflict with the national governments over whose destinies it
possesses considerable influence. An alternative model of a democratically
accountable and controlled ECB, operating in co-ordination with a combina-
tion of nationally determined fiscal policies, or a newly established federal
authority, would prove a more effective and desirable model.

Additionally, this chapter has sought to outline the mew’ shape of
economic policymaking within the eurozone. Although this has evolved
from the initial blueprint, the direction is diametrically opposite to what
would be beneficial to the United Kingdom. For example, the introduction
of SGP to reinforce the budgetary aspects of the convergence criteria poten-
tially leads to an unprecedented loss of national autonomy in terms of fiscal
policy. However, there is little comfort to be gained from the marked failure
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of the SGP (with numerous member states blithely flouting its provisions),
since this illustrates the fallacy of the entire Maastricht process in seeking to
curtail national well-being for the greater good of the EU. Similarly, in 2003
the ECB undertook a major reassessment of its monetary policy stance given
the destabilising effect of the ‘one-size-fits-all’ interest rate policy: both upon
domestic eurozone economies and in terms of the euro external position on
global capital markets. However, once again the patchwork of remedial poli-
cies is far from those necessary to place monetary policy within the sphere
of democratic accountability.

This leads us to the question of how economic policymaking could be
improved within the eurozone? In the context of the monetary policy and
the ECB, one radical, but effective, reform would be that control should
be repatriated from the ECB to the nation states. Indeed, on 26 April 2004
the French finance minister complained that his job is to deliver economic
growth, yet he was unable to do so because authority over the levers of
growth had been given away to the ECB. Given the situation that was to
follow the Great Recession when the ECB was sluggish in adjusting interest
rates, then the conclusion that the centralisation of economic policy should
be reversed is compelling.

Notes

1. Where: (1) governor not appointed by government; (2) governor appointed for
>5 years; (3) all the board not appointed by government; (4) board appointed for
>S5 years; (5) no mandatory participation of government representative on the
board; (6) no government approval of monetary policy formulation is required; (7)
statutory requirements that central bank pursues monetary stability amongst its
goals; (8) legal provisions that strengthen the central bank’s position in conflicts
with the government are present.

2. Where: (1) direct credit facility — not automatic; (2) direct credit facility — market
interest rate; (3) direct credit facility — temporary; (4) direct credit facility — limited
amount; (5) central bank does not participate in the primary market for public
debt; (6) discount rate set by central bank; (7) banking supervision not entrusted
to the central bank at all; (8) banking supervision not entrusted to the central
bank alone.



8

Economic Policymaking within the
Eurozone

Introduction

As previously outlined, a country within the eurozone faces a considerably
different macroeconomic policy framework from that previously experi-
enced by EU member states. Monetary policy is now set by the independent
ECB, whilst national governments possess fiscal and supply-side policies.
Hence, from an individual country’s viewpoint, interest rates are now
‘fixed’ and will only move if the ECB decides that economic conditions are
changing for the eurozone as a whole and not if an individual country,
or group of countries, suffers an economic shock (McKinnon, 2003; von
Hagen, 2003; Wyplosz, 2003). Thus, the eurozone participating countries
now have two choices. Firstly, provided that it does not infringe the conver-
gence criteria/SGP, a country can use fiscal policy to counteract whatever
shock has occurred (Gali and Perotti, 2003). Secondly, that country can wait
for its labour market to alter wages and then prices and, thus, its overall
degree of international competitiveness.

Moreover, a particular problem for the eurozone countries is that at the
present time there is no large federal fiscal system in place whereby a central
government sets taxes and expenditure rules that apply in its constituent
states or countries (see Chapter 10 for a discussion of this as a potential solu-
tion to the eurozone crisis). Hence, fiscal policy is confined to backward-
looking automatic stabilisers, so that the only channel for a forward-looking
policy is through interest rates. Hence, the fiscal framework in the eurozone
increases the burden on monetary policy to react to shocks, even before
they have fed fully through into output and inflation. Furthermore, many
aspects of supply-side policies are inimical to the social model espoused by
the majority of EU member states. Thus, in an attempt to extricate them-
selves from this self-inflicted deflationary position, the common reaction
has been to blithely ignore the rules of the SGP and expand budget deficits
(Germany, Greece and France) and debt-to-GDP ratios (Belgium, Germany,
Greece, France, Italy, Austria and Portugal) beyond permitted limits (ECB,
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2005). This, however, is not without potential costs in terms of stoking
inflationary pressures and diminishing the external value of the euro, the
consequence of which is that the ECB will be forced to maintain interest
rates higher than is strictly necessary and, hence, initiating a vicious circle
of exacerbating the high rates of unemployment that the breaking of SGP
rules had sought to address.

The conduct of economic policy within the eurozone

The eurozone is based on a unique arrangement of public-finance relations
whereby fiscal policy remains decentralised with regard to EU member
states, but is subject to rules to combine discipline and flexibility (Buiter,
2003; Buti et al., 2003). This is provided by the SGP, which complements
and tightens the fiscal provisions laid down in the TEU. Buti and van den
Noord (2003: 4) argue that the SGP is ‘unquestionably the most stringent
supranational commitment technology ever adopted by sovereign govern-
ments on a voluntary basis in the attempt to establish and maintain sound
public finances'. If fully applied, the SGP will have important implications
for the behaviour of budgetary authorities in both the short-term (cyclical
stabilisation, policy co-ordination) and long-term (sustainability of public
finances). It seeks to achieve a balance between constraining national fiscal
policy to protect the ECB whilst it has established credibility and permitted
limited flexibility for counter-cyclical fiscal policy. This was deemed neces-
sary since, although ECB policy might be expected to create stable macr-
oeconomic conditions for the eurozone as a whole, it could not be expected
to resolve regional cyclical imbalances. In particular, the SGP consists of
several central elements (Buti et al., 1998; EU Commission, 2000). Firstly, a
commitment to medium-term budgets that are ‘close to balance or in surplus’,
which is interpreted by Canzoneri and Diba (2000) as an implied promise
to balance structural (or cyclically adjusted) budgets. Secondly, submission
of annual programs specifying medium-term budgetary objectives, thereby
creating a track record when assessing compliance with the SGP, or conver-
gence criteria in the case of member states who are not in the eurozone (EU
Commission, 2000). Thirdly, countries that run excessive deficits will be
subject to financial penalties and public approbation. Deficits are defined as
‘excessive’ if they exceed 3% of GDP, unless they occur under ‘exceptional’
circumstances, which are defined as an annual decline of more than 2%
of GDP in real output, whilst a decline of 0.75% of GDP might be deemed
‘exceptional’ if there is additional supporting evidence. The sanctions asso-
ciated with such deficits are that the member state has to make an interest-
free deposit of 0.2% of GDP, plus 0.1% of the amount by which its deficit
to GDP ratio exceeded 3%. The maximum deposit would be capped at 0.5%
of GDP, which is forfeited after two years if the ‘excessive deficit’ persists.
Canzoneri and Diba (2000) estimate that the foregone interest in the first
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year of sanctions would be in the range of €250-500 million for one of the
larger member states.

However, the initial years of the eurozone have demonstrated little progress
towards lower public deficits and debts by participating nations in terms of
budgetary consolidation, let alone in structural terms. Furthermore, following
the omission of the automatic effects of growth on the budget, countries
relaxed their retrenchment efforts in the 1998-2002 period. In particular,
the three largest countries of the euro area (Germany, France and Italy) as
well as Portugal did not behave according to the SGP. Indeed, although the
SGP appears rigid, it fails to address a typical failure of fiscal policy behav-
iour in Europe, namely the tendency to run expansionary pro-cyclical poli-
cies in good times (European Commission, 2000). Whilst an excess over
the 3% of GDP deficit ceiling is sanctioned, there is no apparent reward for
appropriate budgetary behaviour during cyclical upswings, leading Buti and
van den Noord (2003) to argue that the political temptation to ‘spend the
money when it comes in’ may prove irresistible. Hence, there is the sugges-
tion that the SGP is ‘all sticks and no carrots’ (Bean, 1998) and may result in
a pro-cyclical bias in the conduct of budgetary policy, since the only carrot is
the opportunity for automatic stabilisers to operate during economic down-
turns. However, Buti and Martinot (2000) argue that if governments retain
their historical budgetary culture they will tend to offset the working of the
automatic stabilisers for sufficiently large, positive output gaps.

Furthermore, these questionable incentive structures may be further
tested during electoral periods whereby, in contrast to the advent of the
euro, when the incentive to maintain the announced fiscal consolidation
path was evident, the situation may be different once in the eurozone, when
adherence to the SGP’s rules may be politically inefficient (Buti and Giudice,
2002). Resolving such political bias is likely to be problematic, with poten-
tial solutions ranging from the introduction of ‘rainy-day’ funds permitting
countries to set aside revenue in good times (Buti et al., 2003) to the harmo-
nisation of electoral cycles in the eurozone, which would reduce politically
induced distortions and be welfare-enhancing (Sapir and Sekkat, 1999).
Indeed, as witnessed from the eurozone crisis, the outcome has been the
increasing of budgetary surveillance focussing on structural balances and
using peer pressure and ‘early warnings’ to curb fiscal misbehaviour (Viren,
2001; Korkman, 2001; EU Commission, 2002). Additionally, to ensure
member states adhere to the rules of the SGP, a further series of difficulties
have arisen regarding the convergence criteria reference values for both the
deficit and the debt-to-GDP ratios, whilst none were defined for structural
deficits. Subsequently, the SGP added a commitment to structural balance,
but the ‘excessive deficits’ procedure is its only explicit enforcement mecha-
nism. Thus, actual deficits are the focus of the SGP, which appear to take
primacy over both structural deficits and debt levels (Canzoneri and Diba,
2000). Consequently, it has been suggested that the SGP will become an
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impediment unless its focus is shifted from constraints on actual deficits
and towards constraints on structural deficits or, better yet, constraints on
debt levels (Canzoneri and Diba, 2000; Artis and Buti, 2001; Dalsgaard and
de Serres, 2001; Rostangno et al., 2001; Missale, 2001). Furthermore, various
studies regarding the flexibility built into the ‘excessive deficits’ procedure
suggest that once governments have further reduced structural deficits the
‘excessive deficits’ procedure should not constrain normal counter-cyclical
efforts (EU Commission, 2000), whilst countries that run excessive defi-
cits have been subjected to financial penalties and public approbation
(Baimbridge et al., 2012).

However, the initial years of the eurozone demonstrated little progress
towards lower public deficits and debts by participating nations in terms of
budgetary consolidation, let alone in structural terms, whilst in light of the
Great Recession and subsequent Eurozone Crisis the current emphasis on the
excessive deficits procedure seems misplaced (Balassone and Franco, 2001;
Casella, 2001). Moreover, it remains unclear how strictly the EU will inter-
pret the provisions in the SGP with it possessing a history of exerting discre-
tion in such decisions. Furthermore, countries relaxed their retrenchment
efforts in the period 1998-2002, such that the three largest countries of the
eurozone (Germany, France and Italy) did not behave according to the SGP.
Indeed, although the SGP appeared rigid, it failed to address a typical failure
of fiscal policy behaviour, namely the tendency to run expansionary pro-cy-
clical policies (EU Commission, 2000). Whilst an excess over the 3% of GDP
deficit ceiling is sanctioned, there is no apparent reward for appropriate budg-
etary behaviour during cyclical upswings, leading Buti and van den Noord
(2003) to predict that the political temptation to ‘spend the money when it
comes in’ may prove irresistible, which in some instances clearly occurred.
Furthermore, at the present time there is no substantive federal fiscal system
in place whereby a central government sets taxes and expenditure rules that
apply in constituent states or countries (Whyman and Baimbridge, 2004).

The second dimension in the search for time-consistent policymaking
was the creation of the ECB, designed to be the most independent monetary
authority in the world in order to insulate it completely from political pres-
sures. The historical desire to impose limits upon the government’s ability to
fund itself through seignorage is combined with the contemporary neolib-
eral argument that politicians manipulate monetary policy to win elections,
resulting in an excessive concentration upon short-term macroeconomic fine
tuning (Swinburne and Castello-Branco, 1991). Although this view has long
been held, only relatively recently has the concept of policy credibility been
defined and rigorously analysed (Cukierman, 1992). Consequently, it is argued
that long-term economic efficiency requires the removal of monetary policy
from the sphere of democratically accountable politics, and its delegation to
an independent central bank that imposes price stability as the overriding
policy objective. Consequently, few institutional reforms recommended by
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economists have gained such rapid, widespread acceptance as the demand
to grant central banks independence from political control (Posen, 1993);
however, as discussed in Chapter 7, this approach has been challenged.

Thus, the eurozone presents a novel policymaking framework that would
prove challenging even under relatively benign circumstances. However,
numerous empirical studies confirm that supply and demand shocks will
prove asymmetric for eurozone participants, with 67% of supply shocks
and 82% of demand shocks estimated to exert a divisive impact upon the
EU economy (Weber, 1991; Bayoumi and Eichengreen, 1993). Advocates of
monetary integration dismiss these findings by arguing that the development
of the single market will reduce the frequency and impact of asymmetric
shocks as individual economies become increasingly inter-dependent, and
as large corporations straddle European borders (Goodhart, 1995). However,
it is equally possible that industrial restructuring across Europe will concen-
trate certain industries in specific locations, thereby exacerbating existing
differences (de Grauwe and Vanhaverbeke, 1993). Moreover, the literature
concerning nominal and real wage rigidity undermines faith in price flex-
ibility as an equilibrating mechanism to restore full employment in the
aftermath of an asymmetric shock (Bini-Smaghi and Vori, 1992; Blanchard
and Katz, 1992; Sala-i-Martin and Sachs, 1992; Goodhart and Smith, 1993;
Pisani-Ferry et al., 1993; Kenen, 1995; Goodhart, 1995). With labour mobility
far lower than experienced in mature monetary unions, such as the United
States (Ermisch, 1991; Eichengreen, 1992; Masson and Taylor, 1993), and
capital mobility unlikely to generate sufficient short-term stabilisation due
to the time lags and transactions costs involved (von Hagen, 1993; Romer,
1994), fiscal policy is consequently left as the primary stabilising instru-
ment (de Grauwe and Vanhaverbeke, 1993; Kenen, 1995). Thus, to generate
labour mobility on the scale required to resolve regional imbalances in the
absence of devaluation and wage/price flexibility may require substantially
higher unemployment and regional inequality. This would be particularly
destabilising for eurozone cohesion due to the political implications of large-
scale emigration, together with the tensions created by unemployment and
relative poverty within a Europe made more transparent through the intro-
duction of a single currency. Although capital mobility can, in principal,
substitute for labour mobility, its weakness in reducing long-term structural
inequalities within existing nation states, together with the insights provided
by studies in cumulative causation (Myrdal, 1957) and endogenous growth
(Romer, 1994), results in being cautious against over-optimistic assumptions
of a rapid elimination of unemployment caused by shocks. Moreover, due to
the transactions costs involved, factor movements are an inefficient means
of reacting to transitory regional shocks (von Hagen, 1993).

Hence, the eurozone remains vulnerable to any sizeable asymmetric
external shock that highlights the inability of a single monetary authority
to reconcile the different economic needs of individual participants by using
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only one policy instrument, the common interest rate, the level of which is
set in the interests of the majority of nations. An alternative is for member
states to run a budget surplus during favourable economic periods to avoid
surpassing the 3% deficit limit during a downturn, but a surplus of this
magnitude has little economic justification. Governments may, therefore,
be faced with trying to cut public spending or to raise taxes in the middle of
a slump, as has been recently witnessed, with the inevitable result being to
deepen the recession, just as pro-cyclical fiscal policy worsened conditions
during the 1930s depression (Ormerod 1999). Furthermore, as the eurozone
crisis has shown, economic policy objectives should be sufficiently compre-
hensive as to include the pursuit of multiple policy targets. However, if
responsibility for price stability rests solely with an independent central bank,
while others remain with government, economic management potentially
becomes more difficult due to the separation of monetary and fiscal policy.
Hence, an advantage of a non-independent central bank is that budgetary
and monetary measures can complement each other, forging a co-ordinated
strategy of economic management that is more likely to achieve the elector-
ate’s objectives (Rogoff, 1985a, b). Furthermore, it is suggested that inter-
national policy coordination may undermine central bank credibility and
cause an unanticipated increase in inflation by weakening the disciplining
effects of excessive monetary growth upon the exchange rate (van der Ploeg,
1993). However, despite these criticisms, unless the discipline effect of the
eurozone is powerful and immediate, the persistence of price and factor
rigidities would appear to necessitate the use of fiscal policy as a stabilising
instrument to reduce the incentive for any country to leave the eurozone
and as an, albeit imperfect, substitute for exchange-rate flexibility.

The conclusion that fiscal policy may become the principal instrument
to counteract asymmetric external shocks, and thereby prevent eurozone
destabilisation, raises the issue of whether it should be deployed at the
national or federal level. The adoption of the decentralisation theorem,
whereby functions are performed by the lowest efficient layer of govern-
ment, is in accord with the EU’s professed belief in subsidiarity and would
indicate an initial preference for national fiscal autonomy (Wheare, 1963;
Oates, 1972; Bayoumi and Masson, 1995). However, the design and impact
of monetary union upon member states significantly weakens this conclu-
sion and restricts the pursuit of counter-cyclical fiscal policy at the national
level (Holland, 1995; Burkitt et al., 1996, 1997; EU Commission, 1997).

Operation of economic policy within the eurozone

The IS-LM model was devised in 1937 by the British economist Sir John
Hicks (one year after publication of Keynes’s General Theory) to provide a
determinate solution to the Keynesian system. It is a model that can be used
to show new equilibria for income/output (Y) and the rate of interest (i) after
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any of the exogenous variables or parameters of the system change. In more
recent years it has gone out of fashion, being regarded as too simplistic,
given that its most basic form assumed that prices were fixed. Thus, it was
unable to explain and illustrate the high inflation rates of the 1970s, together
with the increasing attention applied to the supply-side of the economy
(the second policy option outlined above). However, the IS-LM model has
regained its relevancy because, firstly, there is a more stable inflation envi-
ronment across the EU, which partially results from cheap labour in China
and other emerging economies (The Economist, 2005); and, secondly, in
relation to the eurozone policy debate, in that it combines the real (fiscal
policy) and financial (monetary policy) sides of the economy in the IS and
LM schedules respectively. In any event, the IS-LM approach provides a
relatively straightforward means of evaluating the impact of the eurozone
upon economic policy determination and, therefore is, for this reason at
least, worthy of initial consideration. Figure 8.1 illustrates the basic IS-LM
model representation that a eurozone country faces. The IS function retains
its familiar downward-sloping nature; however, rather than thinking of it
terms of its traditional description of illustrating equilibrium in product
markets, we can view it in terms of fiscal policy (FP). This is the aspect
of economic policy that national governments retain influence over, albeit
within the stipulations of the SGP. In contrast, the LM function does not
possess its usual upwards-sloping nature, since national economies are effec-
tively ‘price takers’ in relation to the rate of interest, which is determined
by the independent ECB (see Chapter 7). Hence, the LM or monetary policy
(MP) is portrayed as being perfectly elastic (horizontal) and exogenously
determined.

Through expansionary or contractionary fiscal policy, national govern-
ments can manipulate the economy (FP;) to achieve a desired level of
national income/output (FP,); for example, in seeking to attain the full
employment level of income/output (Yg;). However, as Figure 8.1 indicates,
the potential scenario facing the eurozone participants is that the SGP, if
applied, could potentially impair the ability of governments to attain full
employment through the sole use of fiscal policy (FP3), with the economy
achieving equilibrium at Y,, thus resulting in a deflationary (unemploy-
ment) gap of Y, — Y. Hence, without the ability to adjust interest rates via
the national central bank to domestic economic conditions, the eurozone
countries are left with only supply-side policies to attain full employment.
Although most economists now accept the role of such policies, these are
not an immediate remedy for the persistently high levels of unemploy-
ment that have been endemic across the continent of Europe for the past
decade. Furthermore, many aspects of supply-side policies are inimical to
the social model espoused by the majority of EU member states. Thus, in
an attempt to extricate themselves from this self-inflicted deflationary posi-
tion, the common reaction has been to blithely ignore the rules of the SGP
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Figure 8.1 Economic policymaking within the eurozone

and expand budget deficits (Germany, Greece and France) and debt-to-GDP
ratios (Belgium, Germany, Greece, France, Italy, Austria, Portugal) beyond
permitted limits (ECB, 2005). This, however, is not without potential costs
in terms of stoking inflationary pressures and diminishing the external
value of the euro, the consequence of which is that the ECB will be forced
to maintain interest rates higher than is strictly necessary and, hence, initi-
ating a vicious circle of exacerbating the high rates of unemployment that
the breaking of SGP rules sought to address.

As previously discussed in Chapters 2 and 3, macroeconomics is distin-
guished by theories based upon different schools of thought that possess
alternative views on how the economy works at the aggregate level — hence,
providing different arguments of the role of short-run economic stabilisa-
tion policies. However, these models have failed to explain and provide
successful solutions to the fluctuations of the macro-economy, one after
another, over different time periods. Consequently, since the 1990s a new
model has been established that sought to combine the strengths of different
approaches, to create a better model that can be used as a more appropriate
tool to study macroeconomics (Fontana, 2009). As discussed in Chapter 3,
the New Consensus Model (NCM), combines the elements of new classical,
monetarism and the New Keynesians. For example, it shares the idea of the
vertical Philips Curve in the long-term, but regards it as downward sloping
in the short-term, whilst prices are sticky in the short-run and yet economic
agents have rational expectations (Goodfriend and King, 1997; Fontana,
2009). Within this contemporary framework central banks operate monetary
policy through interest-rate adjustment, not money-supply growth targets,
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given the endogeneity issue, such that the aim is to keep the economy close
to its inflation target at the equilibrium level of output. Hence, the central
bank’s role is important due to the disturbances/shocks that shift inflation
away from its target or output away from the equilibrium level, or both; thus
the contemporary role for central banks is to minimise these sub-optimal
fluctuations. To achieve this, the central bank will choose the interest rate to
influence the output gap, as it seeks to achieve stabilisation of the economy;
however, it cannot bring about instantaneous change in output; rather, it
takes time for interest rate changes to affect firms/households and output.
To represent this policymaking, the NCM derives a monetary rule (MR)
equation from the central bank’s output-inflation trade-off, which shows
the combination of output and inflation that the central bank will choose
given the Phillips Curve it faces. In particular, the MP equation looks at how
the monetary authority sets the level of interest rate in relation to its policy
goal (i.e., price stability/inflation targeting). In NCM, the interest rate is the
policy instrument the central bank can use explicitly to control the inflation
and output; moreover, it also indicates the replacement of LM by MR curve
since the money supply is endogenously determined (Romer, 2000). The most
famous and widely accepted monetary rule (interest policy rule) is the Taylor
Rule, which proposes the monetary authority should respond to changes in
both price and aggregate demand in order to maintain the price stability
or to achieve the target inflation (Taylor, 1999). In other words, the central
bank needs to change the interest rate if inflation deviates from its target
or positive output appears in the economy (see Figure 8.2). In particular,
this emphasises that a decision taken today by the central bank to react to a
shock will only affect the inflation rate two periods later (), such that the
central bank must forecast a further period ahead in the double-lag model to
locate the appropriate Phillips Curve and optimal interest rate choice today.
There may, however, be problems for the central bank when seeking
to use an interest rate rule to stabilise the economy. Investment or other
components of aggregate demand fail to respond (or to respond sufficiently)

-
| —

Figure 8.2 Lag structure in the IS-PC-MR model required to deliver a Taylor Rule
Source: Carlin and Soskice (2009).
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to the change in the interest rate; if the central bank cuts the short-term
interest rate to stimulate the economy because it fears a recession, but finan-
cial markets believe the underlying cause of the recessionary threat is likely
to produce higher inflation in the long run, then a higher long-run real
interest rate will be required, which will dampen interest-sensitive expendi-
ture at the time the central bank is attempting to stimulate the economy.
Finally, if the real interest rate required to stimulate the economy was nega-
tive then, if combined with low inflation, nominal interest rates cannot
become negative; in other words the economy encounters a liquidity trap.

Consequently, the central bank reacts to the observed inflation and output
gaps to set nominal interest rates to force the economy moving, or keep
it around its target inflation level (Carlstrom and Fuerst, 2003). From this
analysis several general points emerge: First, the central bank behaves in an
active, but rule-based fashion; second, frequent adjustments of the interest
rate are required by the monetary policy rule; third, due to inertia, infla-
tion can only be eliminated by pushing output below (and unemployment
above) the equilibrium. Hence, the central bank focuses on real interest
rates when setting nominal interest rates such that it takes account of the
higher expected inflation on the real interest rate, thereby pushing up the
nominal rate to take this into account. However, it is commonly agreed that
monetary policy may not have immediate effects on inflation, but with
some lags (Friedman, 1961, Batini and Nelson, 2001, Carling and Soskice,
2005). Indeed, an empirical study conducted by the Bank of England (1999)
adopted the two-lags model of NCM monetary policy to explain the process
of inflation adjustments.

The eurozone as a flawed currency area?

As indicated above, fiscal policy should be used as a counter-cyclical tool;
however, if this is the case, fiscal policy may become challenging within a
monetary union through the occurrence of spill-over or free-rider effects
(von Hagen and Wyplosz, 2008). The former may occur if members run
large budget deficits over a prolonged period of time, leading to their fiscal
stance being unsustainable which, given its financing through the financial
markets, results in ever-higher interest rates on sovereign debt. Additionally,
with such growing recourse to financial markets, the availability of liquidity
may decrease and therefore further drive-up interest rates. Thus, one
member’s debt issue spills over to others as financing sovereign debt becomes
more expensive for all countries (Arezki et al., 2011). The potential hazard
of free-rider effects materialises when a country cannot meet the repayment
of its outstanding debt; with default on the horizon, it can either undertake
surprise devaluation or inflation to reduce its debt’s real value. However, for
eurozone members without sovereign monetary policy these methods are
no longer available, thereby increasing the possibility of outright default



Economic Policymaking within the Eurozone 131

(McKinnon, 1996). Moreover, with the integration of financial markets, one
country’s bonds may be widely held by other members. Thus, outright debt
default harms not only domestic bondholders, but also other government
and private investors. Thus, as has been witnessed, eurozone governments
become uniquely vulnerable to self-fulfilling panic over default.

Even with these inherent problems, such difficulties could have been
tempered if the eurozone incorporated a coherent adjustment mechanism to
meet inevitably changing economic circumstances. However, deflation with
all its economic, political and social costs has become the eurozone’s sole
adjustment mechanism to the detriment of its citizens. Indeed, to date, the
eurozone'’s response has been piecemeal; ad hoc loans have been provided,
whilst minor revisions to the Lisbon Treaty have been agreed to enable the
creation of a bail-out fund; however, such ‘solutions’, deal with the symptoms
rather than the fundamental causes of the euro’s structural weaknesses. The
initial response was moral suasion through castigating debtor countries for
their profligacy, but such a shaming process may exert a limited effect and
is likely to be of only short duration, given its illogicality. Thus, Germany is
urging budget cuts on the Mediterranean nations without acknowledging
how its own surpluses were built partly upon their willingness to buy German
commodities with borrowed money, as earlier illustrated by the BoP analysis.
Indeed, the analysis of Chick and Pettifor (2001) indicates that implemen-
tation of austerity policies across the EU has been asymmetric, whereby
government spending has risen in the ‘core economies’ so that budget defi-
cits have remained steady whilst GDP has increased. In contrast, reductions
in government spending in the ‘periphery’ (e.g., Greece, Ireland and Spain)
have led to a range of budgetary outcomes and a decline in GDP.

Although such efforts may lead to economic remedies, a potentially
more significant outcome from the eurozone crisis is to the body politic
of the EU with greater long-term damage emerging through the imposi-
tion of 1930s-style austerity policies. In terms of the flawed economics
of austerity, Blyth (2013) provides an account of how this has reared its
head at moments of crisis only to persistently exacerbate the situation in
the overwhelming majority of cases. In the contemporary context of the
eurozone crisis, a number of studies (Alesina and Tabellini, 1987; Persson
and Svensson, 1989; Giavazzi and Pagano, 1990; Alesina and Ardagna,
2010) were the touchstone of the shift towards so-called expansionary fiscal
consolidation; subsequently, their findings have been rebutted by a further
series of studies (Jayadev and Konczal, 2010; Leigh et al., 2010; Gravelle and
Hungerford, 2011; Perotti, 2011; Guajardo et al., 2011; Battini et al., 2012;
Jorda and Taylor, 2013). Overall, research on the effects of austerity on macr-
oeconomic indicators remains problematic and complicated by the diffi-
culty of identifying multipliers; however, the consensus has now shifted in
favour of the latter studies refuting the applicability of fiscal consolidation.
Moreover, they indicate that fiscal contraction prolongs the pain when an
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economy is weak compared to when the economy is strong; in other words,
precisely not the policy to pursue in times of crisis.

In addition to a return to austerity-orientated economics and political
discourse, a further aspect of the EU’s response to the eurozone crisis
has arguably been a weakening of the bonds of social cohesion through
increasing internal and external discrimination, together with the rising
spectre of racism in Europe. The twin concepts of internal and external
discrimination are centred on the notion that, in contrast to EU integration-
alist developments, for third country nationals there is a danger of Europe
increasingly becoming a ‘fortress’, whilst internal discrimination occurs
through the differences in the way individual member states treat their
minority populations — treatment that is partially explicable in terms of
their differing histories and patterns of migration. In terms of the extreme
right in contemporary Europe, the conventional view has been that its
rise in popularity is largely explained by the individual fortunes of polit-
ical parties, as opposed to a particular phenomenon occurring. However,
evidence suggests that the diminution of social cohesion along with the
rise of racism as exemplified by support for the extreme right is a pan-EU
phenomenon exacerbated by neoliberal deflationary policies as espoused by
the eurozone and, now, austerity (Baimbridge et al., 1994).

Furthermore, a linked yet unintended consequence of the Global Financial
Crisis and the subsequent eurozone sovereign debt crisis has been a distinct
shift in the political landscape of several countries, with the advent of
unelected technocrat governments (i.e., Greece and Italy), together with
growingdissatisfaction of mainstream political parties with support for either
the far-right (e.g., Golden Dawn), protest parties (e.g., Five Star Movement),
anti-euro parties (e.g., Alternative for Germany Party), anti-EU parties (e.g.,
UKIP, True Finns), or member states losing confidence in the direction of
‘ever-closer union’ (e.g., the renegotiation and referendum pledge by the
United Kingdom's ruling Conservative Party). The key issue is whether these
are the first signs of a longer-term trend or merely a temporary phenom-
enon for which analysis is required to differentiate between the impulse and
propagation mechanisms when explaining these new political fluctuations
from the more familiar consensus. The former refers to the initial shock that
is arguably the new economic reality of low growth, high unemployment
and pressure upon the European social model (Whyman et al., 2012), whilst
the latter encompasses forces that magnify the initial effect of the shock
forward over time, causing deviation from the original steady-state position,
in this case the series of policies adopted to resolve the eurozone crisis. Only
the passage of time will reveal whether these developments will endure to
signal a tectonic shift in Europe’s political landscape.

Thus, there is the necessity to formulate a more efficient policy response
that will significantly reduce damaging externalities. Experience has
demonstrated that, in contrast to the advent of the euro when incentives to
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maintain the announced fiscal consolidation path were evident, the situa-
tion once member states were in the eurozone has proved to be politically
inefficient (Buti and Giudice, 2002). Although resolving such political bias
is likely to be problematic, potential solutions range from the introduction
of ‘rainy-day’ funds, permitting countries to set aside revenue in good times
(Buti et al., 2003), to the harmonisation of electoral cycles to reduce politi-
cally induced distortions (Sapir and Sekkat, 1999). However, the outcome
in the guise of the European Fiscal Compact has been an increase of budg-
etary surveillance focussing on structural balances and using peer pressure
and ‘early warnings’ to curb fiscal misbehaviour. In contrast, one poten-
tial stability-generating mechanism is that of fiscal federalism: MacDougall
(1992, 2003) demonstrated that a redistributive federal fiscal structure
requires an EU budget of 5-7% of EU GDP, compared to the minimum
20-25% of GDP that federal systems usually necessitate (Baimbridge and
Whyman, 2004). However, the current EU budget remains too small to exert
a significant stabilising effect upon the eurozone regions in the advent of an
asymmetric external shock (Eichengreen, 1994; Bayoumi and Masson, 1995;
EU Commission, 1996). Consequently, the alternative is a compromise of
a more targeted version of fiscal federalism, aimed at stabilising growing
divergence in unemployment rates and/or economic growth paths without
additional (spill-over) redistribution of resources. This has been estimated
to cost between 0.2-1.9% of eurozone GDP, depending upon the degree of
stabilisation from an initial shock that the scheme is intended to deliver
(Italianer and Vanheukelen, 1993; Whyman, 2010).

A more radical option to resolving eurozone imbalances would be the
creation of a clearing union as originally suggested by Keynes (1942) on
an international basis, a step that has more recently been advocated by
Davidson (2002, 2009) from a Post-Keynesian perspective. A European
Clearing Union (ECU) could not only remove the sovereign debt problems
of particular countries but, more significantly, in the long term restore
international confidence in the single currency. Under such a proposal the
central bank of individual countries would buy and sell their currencies
against debits and credits to their accounts at the ECU, whereby each central
bank would have the right to an amount of bank money, essentially an
overdraft facility. Keynes (1942) also emphasised the importance of trans-
parency that provides ‘an automatic register of the size and whereabouts
of aggregate debtor and credit positions respectively. The danger signal is
shown to all concerned’. At first sight, the eurozone appears to meet the
essential aspects of this idea within its geographical area of application, but
it lacks the underlying equilibrating mechanism to eliminate both deficits
and surpluses. However, the proposal possesses the major advantage of redis-
tributing resources within the eurozone without the political encumbrance
of an apparatus of fiscal union, whilst addressing the problem of private, as
well as public, debt.
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Alternatively, so long as this state of affairs persists, consideration must
eventually be given to a fifth response — the collapse of the euro, at least
in its current form and with its current membership. The placement of all
adjustment costs upon specific members has never worked in the long term,
for which the periodic crises and the ultimate collapse of the Silver and
Gold Standards are evident proof (Eichengreen, 1996). Although whilst
unilateral ending of eurozone membership for outlier states would solve
the worst problems in the short run, the fundamental design flaws would
remain. However, the demise of the currently constituted eurozone would
impose fewer costs than would the status quo or alternative scenarios.
Moreover, these costs could be minimised if it were accomplished through
an orderly process involving internal euro devaluation in each of the debtor
economies, accompanied by capital and exchange controls on all external
transactions until new non-euro currencies had been established. The main
problem facing such a policy, however, arises from the substantial cross-
border lending that has occurred within the EU over the last decade, which
will leave many banks carrying large losses. Therefore, the key require-
ment becomes stopping banks from defaulting on their deposits, which
would involve their widespread public ownership and support, including
extending public ownership where necessary whilst the ECB concentrates
its borrowing power on securing bank liabilities.

Conclusion

This chapter has sought to outline the shape of eurozone economic policy-
making where the SGP reinforces the budgetary aspects of the TEU conver-
gence criteria, leading to an unprecedented loss of national fiscal policy
autonomy, together with the ECB’s monetary-policy stance of a ‘one-size-
fits-all’ interest-rate policy. However, this combination has proved particu-
larly toxic following the Great Recession (induced by the Global Financial
Crisis) when these contemporary crises are seen as the product of deficient
policymaking in the suffering countries, where budgetary policy has been
too expansive and economies are too competitively inflexible. Conventional
wisdom declares that once fiscal consolidation has occurred and labour
market flexibility has been introduced, the countries concerned can return
to non-inflationary growth. Unfortunately, such conventional wisdom has
been misplaced, subjecting the eurozone to inefficient and ultimately unsus-
tainable tensions that cannot be resolved by fiscal austerity alone, but only
by a large rise in the external demand for output. However, in a eurozone
without monetary or exchange-rate offsets, any reduction in public expend-
iture generates at least an equivalent reduction in output (Holland, 1995).
Such a diminution in purchasing power creates a spiral of debt deflation in
which the cost of meeting unpaid debts leads to low growth, falling prices,
loss of jobs and declining living standards (Minsky, 2008). This ‘perfect
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storm’ increases the risk of default and therefore is likely to cause long-term
interest rates to rise, the very thing that the adjustment policy was designed
to avoid. Such a scenario carries dire consequences for future productive
potential, political dislocation and social distress (Baimbridge, et al., 2012).

Consequently, the sustainability of the eurozone in the medium- and long-
term will partly depend upon the implementation of a fiscal-policy initiative,
one located at the federal rather than national level and which is sufficiently
well-resourced and targeted to stabilise member-state economies in the face
of asymmetric external shocks. In the absence of exchange-rate or monetary
autonomy, and with insufficient labour mobility and wage flexibility, indi-
vidual regions may become characterised by persistent unemployment, low
per-capita income and ensuing social tension. The EU leadership’s priority is
to prevent the single currency collapsing, but such a stance creates immense
danger since the EU possesses only a limited volume of borrowing and polit-
ical will. For example, the European Financial Stability Facility (EFSF) and
European Stability Mechanism (ESM) were established with a capital base of
€80bn to provide a lending ceiling of €500bn, but should a country such as
Italy require a bailout, then even the combined might of the ESM and IMF
would be severely tested. If these become exhausted, insufficient financial
firepower may remain to prevent bank defaults when a number of countries
decide to leave the single currency and devalue. This risk has been intensi-
fied by EU encouragement of cross-border loans within its jurisdiction, thus
leaving European banks more exposed than they would otherwise have been.
Moreover, as this chapter has discussed, the potential negative externalities
resulting from the eurozone crisis encompass the body politic, which could
possess longer-term implications for the EU as an ‘ever-closer union’.

This section of the book firstly presented the background to the issue
of monetary union where it is merely a step along a theoretical road of
macroeconomic thought and international monetary systems. However, the
adoption of an exchange-rate regime is not a decision for any country to
take lightly, given that its practical consequences in terms of both economic
and political national sovereignty are substantial and therefore require deep
analysis. The lessons to be learnt from historical experience are: that an
‘ideal’ international monetary system is an elusive aspiration for policy-
makers; that the key to understanding exchange-rate regimes is to realise
their inherently temporary nature relative to the level of economic develop-
ment experienced by the country in question and its main trading partners,
together with the overall global trend in international monetary systems;
hence, the need for countries to maintain a degree of ‘philosophical’ flex-
ibility, given that an alternative regime might prove optimal as economic
circumstances change. This calculation is required by eurozone member
states; however, there are complications in that the various costs and bene-
fits need to be assessed within the context of both the potential partner
country and in relation to the already-established monetary union or the
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other prospective members. Each economy is unique in its blend of sectoral
strengths and weaknesses and comparative advantage, therefore national
interests will be distinctively different for potential participants. Further,
there is no set rule by which to weigh the relative merits of the arguments
associated with membership of a monetary union. Although economic
theory suggests that a monetary union will prove generally beneficial if
the participants are sufficiently converged, it is necessary to establish an
unambiguous, comprehensive and theoretically sound set of convergence
criteria: it is questionable, however, whether the eurozone’s current conver-
gence criteria fulfil this role.

Consequently, the view advocated in this book is that future potential
eurozone members should adopt the more comprehensive guide offered by
optimum currency area theory rather than the endogeneity assumption that
a shared currency will generate economic convergence and political unity.
As recent events have indicated this policy has resulted in the opposite as
increasing divergence amongst members undermines eurozone perform-
ance and threatens the economic stability of the rest of the world. With that
in mind, this book now turns to exploring a number of potential solutions
to the eurozone crisis, together with alternative potential directions in rela-
tion to neoliberalism.



Part II1

Solutions to the Eurozone Crisis
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Moral Suasion, Financial Relief and
Debt Default

Introduction

As previously discussed, the eurozone came under unprecedented strain, in
particular as the credit crunch induced recession-triggered problems within
the eurozone regarding sovereign debt, leading to a series of potential reme-
dies instigated by the EU itself. This chapter consists of a critical evaluation
of the solutions that have been instigated in relation to moral persuasion,
financial relief measures and debt default. In contrast, the subsequent chap-
ters of this section of the book address a series of alternative and perhaps more
radical propositions concerning fiscal federalism and a European Clearing
Union, and envisions a scenario in which the euro might even collapse.

The initial response to the eurozone crisis was that of moral suasion,
namely, castigating debtor countries for their profligacy. Such a shaming
process may have a limited effect, but is likely to be of only short dura-
tion, given its illogicality. For example, Germany is urging budget cuts on
the Mediterranean nations, without acknowledging how its own surpluses
were built partly upon their willingness to buy German commodities with
borrowed money. Indeed, the analysis of Chick and Pettifor (2011) indi-
cates that implementation of austerity policies across the EU has been asym-
metric, whereby government spending has risen in the ‘core economies’,
so that budget deficits have remained steady whilst GDP has increased. In
contrast, reductions in government spending in the ‘periphery’ (e.g., Greece,
Ireland and Spain) have led to a range of budgetary outcomes and a decline
in GDP. Hence, if the euro is to prove permanent, it requires a firmly based
equilibrating mechanism. Thus, the search continues for more secure foun-
dations than the Treaty on European Union provides.

The offer of ad hoc financial relief measures, usually subject to guaran-
tees of changed economic policy backed by market and political pressures,
was the reaction to the eurozone crises during 2010 and the early months
of 2011. As bailouts encompassed Greece, Ireland and Portugal, and with
market sentiment indicating the possibility of future loans to Belgium,
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Italy and Spain, a permanent source of funding was seen to be required.
Consequently, eurozone members agreed to establish the EFSF to be replaced
by the ESM after 2013, so that by 2017 the ESM will possess a fully paid-up
capital base of €80 billion, which provides it with a lending ceiling of €500
billion, which is more than adequate to cover the cost of existing bailouts.

The causes of the debt crisis are the result of certain eurozone countries
borrowing more than they could repay on time, with the result that they
have had to (and in many cases will continue to) suffer years of austerity as
they try to meet their obligations — while their creditors suffer the uncer-
tainty of not knowing when or whether they will be repaid. A common
reaction to such crises is ‘neither a borrower nor a lender be’ and such views
tend to gain particular currency after periodic financial crises, as both
borrowers and lenders recover their equilibrium. In general, however, such
isolationism is not a sensible response, for borrowing has an important role
in economic development, as a glance at economic history amply illustrates.
However, the eurozone debt crisis raises many questions: how the crisis came
about; how international banks lent so much money to these countries; why
indebted countries did not go into outright default; how the debt crisis has
been managed since the emergence of the problem, and what various solu-
tions have been proposed to resolve the crisis.

Moral suasion

Moral suasion can be defined as the attempt to coerce economic activity via
exhortation in directions not already defined or dictated by existing statute
law, such that it carries at a minimum the implied threat of future legisla-
tion. The necessary conditions for a moral suasion policy to be successful
in achieving any desired goal constitute a special, not a general, case in
the economy; and the presence of these necessary conditions may well
be promoted by existing trends in the economy so that over time we may
expect to see a continued increase in both the incidence and effectiveness of
policies implemented through moral suasion (Romans, 1966). In relation to
the eurozone crisis, moral suasion appeared to be a policy tool undergoing
a contemporary resurrection, whereby there has been a marked increase
in intra-governmental pressure, led by Germany, and to a somewhat lesser
extent by elements of the EU, such as the Commission and ECB (El-Erian
and Roubini, 2012; van Riet, 2013). Indeed, from late 2011 to early 2012
many commercial banks reportedly became subject to moral suasion by
their national governments to take advantage of the ECB’s offer of cheap
liquidity for three years and to park these funds in sovereign debt (Buiter
and Rahbari, 2012). The European Parliament also argued that a govern-
ment under financial stress could take all necessary measures to encourage
private investors to maintain their overall exposure on a voluntary basis. In
addition, it proposed to allow the countries concerned to initiate measures
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aimed at stabilising markets and preserving the good functioning of their
financial sector. As these proposals were adopted, the new EU regulation
could in principle legitimise national regulatory actions and moral suasion
in support of government debt financing.

However, although there is little evidence that moral suasion is being used
wholly as a substitute for other instruments of economic policy, it is neverthe-
less interesting to see its occurrence, given the plethora of more conventional
economic policies (i.e., fiscal, monetary and supply-side) that governments
are familiar with. Indeed, it is perhaps this re-emergence of moral suasion
as a major policy instrument that has raised so many objections in that it is
inequitable because it: rewards noncompliance; constitutes extra-legal coer-
cion without judicial review; is in violation of the ‘rule of law’; entails the
danger of an overly familiar relationship between regulator and regulatee,
where promises, implicit or explicit, are involved; has an ad-hoc character
that adds an additional and unnecessary element of uncertainty to busi-
ness decisions; and may frequently be used in lieu of (i.e., as an excuse for
not implementing) more effective legislation (Romans, 1966). However, this
does not prove that moral suasion is inferior, per se, to other types of policy
instruments, since all policies have opportunity costs, both in terms of their
administrative and enforcement costs as well as their allocative effects on
the economy. Whether moral suasion is inferior to other instruments, or
whether a partially effective moral suasion policy is even superior to a policy
of doing nothing at all depends upon the relative costs and effectiveness
of alternative policies and the value system within which the relative costs
and benefits are weighed (Romans, 1966). Indeed, in terms of the actions of
central banks, this was a familiar policy before being replaced in the Great
Depression by more actively interventionist policies (Smits, 1997).

Proponents of moral suasion argue that it is to the long-run benefit of the
erring national governments to comply with the persuasion, implying that
they are presently acting irrationally and not maximising their welfare in the
long run. On the other hand, opponents of moral suasion argue that such a
position is misguided, for compliance would not increase national welfare —
for example, it is not in the national interest to remain within the eurozone.
However, crucially, under such circumstances neither side addresses itself
to the only real dilemma, namely the situation in which both parties are
acting rationally in light of their own objective functions. Moreover, there
are two necessary conditions for the success of a moral suasion policy: first, a
long-run condition whereby the public must support the EU/ECB/IMF posi-
tion, such that strong involvement with the public interest increases both
the scope for altruism as well as the probability that threats will be carried
out. A glare of publicity can increase the power of persuasion ex ante (by
increasing the expected cost of noncompliance) and the degree of censure
on non-compliers ex post. However, this is only a necessary condition for an
effective moral suasion policy in the long-run, for fear of public displeasure is



142 Crisis in the Eurozone: Causes, Dilemmas and Solutions

only one of the possible threats or promises with which EU/ECB/IMF might
back a moral suasion policy. In the short-run it may be possible to establish
sufficient expectations of other costs for non-compliers; however, in the
long-run, given that economic policies are (at least notionally) made in a
democratic framework, the public must support these policies politically.
This is particularly true when moral suasion is used recurrently against the
same group. Second, there is both a short- and long-run condition in that
moral suasion appears to be completely ineffective when exerted upon a
large population. Fewness makes non-compliers readily identifiable and
places responsibility for the success of the policy specifically and directly
upon a small number of individual units, so that credit for success, or blame
for failure, can be levied. However, simultaneously the fewness condition
imposes a severe limitation on the applicability of moral suasion as an
instrument of policy, and it cannot be artificially satisfied by arbitrarily
delineating a small population to be persuaded. Generally, the population
to be persuaded must be as large as the population policymakers desire to
affect. Additionally, fewness also implies the existence of sufficient market
power to affect the public interest. Given that some level of restraint on
economic activity is required, substitute restraints must come from either
increased EU/ECB/IMF controls or from moral suasion. This offers a possible
reason why we have observed, and may continue to observe, the use of
moral suasion as an economic policy.

Fiscal compact and financial relief measures

The first option available for the EU to seek to address the issues raised by
the financial crisis, and subsequent tensions laid bare within the eurozone,
involves a reaffirmation of the essential features of the original design for
the eurozone, but strengthened by additional monitoring of nation states
and sanctions against fiscal imprudence.

This may be termed an orthodox solution in that it borrows from neo-
classical and monetarist economic theories. It rejects the necessity for fiscal
flexibility to seek to maintain a sufficient level of aggregate demand in each
national economy, which is the Keynesian position, doing so partly because
of variable lags in implementation that may cause fiscal intervention to be
destabilising. Reliance upon annual budgets would certainly increase the
time lag inherent in implementation, although, during the Keynesian era,
this was surmounted by multiple budgets during the year where necessary.
It has been noted that tax cuts are quicker to enact and transmission lags are
shorter than public-works schemes, although delays in identification of areas
in which to invest can be significantly shortened if implementing advance
investment planning, whereby public agencies maintain a list of preferred
investments in advance of recessionary periods during which these works
can be started on relatively short notice.
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A second rationale concerns a belief in the significance of crowding out,
whereby an increase in public expenditure will cause the interest rate to
rise (as demand for money rises relative to supply according to neo-classical
perceptions of financial markets), which displaces an equivalent amount of
private-sector investment. A stronger variant of this approach is to assume
that private-sector activity is, de facto, more efficient than public-sector
activity, and therefore crowding out would result in a net aggregate fall in
productive capacity. One final theoretical justification for the orthodox
approach rests upon the assumption of Ricardian equivalence, as rational
economic agents respond to an increase in budget deficits by anticipating
future tax rises to pay for the additional spending. Hence, they respond by
reducing immediate consumption to raise their levels of savings against
this future expense. As a result, fiscal policy is ineffective (Barro, 1974,
1989).

These conclusions, however, depend upon a number of fundamental
assumptions. For example, crowding out is not likely to be much of a
problem unless the economy is at, or close to, its full employment level.
New classical economists, who believe in instant market clearing, adopt the
assumption that this is always the case, barring the intervention of market
imperfections, whereas neo-classical and monetarist economists accept that
there might be some deviation from full-employment equilibrium in the
short run, but that this will not last very long. Recent events may question
these optimistic assumptions and may provide further evidence, if it is really
needed, that the Keynesian identification of demand-deficient unemploy-
ment can persist for a considerable time - the importance of which is that
crowding out is less likely to have negative effects when there are under-
used resources in the economy that would benefit from public spending
bringing them back into use.

There is, however, a more fundamental problem with the crowding-out
theory, and that is the assumption of a neo-classical money market, deter-
mining the demand and supply of money, and hence the price or interest
rate. However, this is not how money is allocated in a modern economy,
as it is the banking sector that creates credit used in public and private
investment, and it does so more in line with expectations of risk, the level
of activity in the economy and future prospects of growth. Money is endog-
enous not exogenous.

The ‘fiscal compact’ — more properly entitled the intergovernmental
Treaty on Stability, Coordination and Governance in the Economic and
Monetary Union — was devised by the EU in 2011, signed in 2012 by all
but two member states, the United Kingdom and the Czech Republic, and
enacted the following year. It introduced six new measures - five regula-
tions and one directive — which became nicknamed the ‘six pack’. This set
of measures sought to tighten the SGP and governance surrounding the
eurozone more generally, through:
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implementation of a common set of accounting systems and statistics;
2. regular surveillance of public finances to evaluate risks of imbalances;
and

3. asystem of graduated sanctions enforcing budget prudence —imposition of
an interest-bearing deposit, amounting to 0.2% of GDP, for those member
states that the EU Council of Ministers believes have not taken sufficient
corrective action following an adverse judgement by the EU Commission
on budget balance - the deposit is converted into a fine if recommended
corrective actions are not implemented (Degryse, 2012: 30)

These rules only bind eurozone members, although other member state
signatories would be automatically bound should they join the single
currency.

To compliment this set of measures, a set of national reform programmes
was agreed to promote prudent public finances in each of the member
states. This encompasses areas of social and employment policy, including
public-sector employment, welfare-expenditure, pensions, infrastructure
expenditure and actions pertaining to tackling social exclusion (Degryse,
2012: 41). The intention is for this element of increased coordination of
social and economic policies to reinforce the SGP, promote competitiveness
by controlling labour costs and facilitate employment through increased
use of ‘flexicurity’ (Degryse, 2012: 46).

The fiscal framework was further tightened in January 2012, with the
adoption of the European Fiscal Compact treaty, requesting that all states
introduce a ‘golden-rule’ balanced budget principle in their national consti-
tutions. This involved:

e commitment to achieving a balanced or surplus budget, with the struc-
tural deficit limited to 0.5% GDP, except in exceptional circumstances;

e public debt to be kept below 60% GDP;

e failure to meet these targets would trigger a requirement to submit a struc-
tural reform package to the EU Commission and the Council, for approval
and implementation;

e failure to incorporate these rules into national law would be subject to the
EU Court of Justice and to potential imposition of a fine.

In essence, debt brakes were, therefore, to be introduced in each member
state using the euro.

These reforms have led to an ‘unprecedented extension of the surveillance
powers of the EU over the member states’ (Degryse, 2012: 67), alongside a
similar strengthening of the accompanying enforcement measures available
to the EU to ensure compliance.

Alongside this combination of fiscal discipline, enshrined in national law,
reinforced by external oversight and by sanctions imposed against breaches
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of this new system of fiscal rules, a system of macro-prudential regulations
has been introduced. Accordingly, a range of indicators is to be closely moni-
tored, with the intention that these will highlight external imbalances suffi-
ciently rapidly for national governments to devise adequate policy responses.
Indicators include house prices, credit expansion and external balance.
Whilst, undoubtedly, a positive development, doubt remains over whether
national governments have the capacity to adequately design and imple-
ment a range of policy instruments of sufficient force to successfully mitigate
against the full range of risk factors — particularly given the fiscal constraints
imposed by the other aspects of the fiscal compact regime (Lane, 2012: 63).

The European Financial Stability Mechanism

In addition to the adoption of the new fiscal compact rules, the response
to the 2008 financial crisis and to the subsequent sovereign debt crisis for
certain members of the eurozone — as government attempts to rescue and
recapitalise their banking sectors have caused a rapid increase in public
deficits and indebtedness — the EU has introduced the European Financial
Stability Mechanism (EFSM). At first glance, this might appear similar to the
EFTS schemes advocated by Italianer and Vanheukelen (1993) and Whyman
(1997), however, they are quite different in both intent and design. Whereas
the EFTS was proposed to provide a continual element of fiscal stabilisa-
tion to protect the eurozone from the worst of the asymmetric shocks it
will inevitably and periodically experience, the EFSF has been established
with the more limited, and more immediate, objective of seeking to prevent
insolvency amongst high-risk eurozone member states from undermining
the single-currency project.

The European Commission created three new instruments to facilitate
borrowing on the international money markets in order to make loans
to member states that are threatened with debt default. The European
Financial Stability Mechanism was established with a borrowing limit of
€60bn, whilst the European Financial Stability Facility was established as
a temporary instrument, but with a larger borrowing capacity: €440bn. In
2012, the European Stability Mechanism was established with capital injec-
tion of €80bn from EU member states, and this fund can borrow against this
up to a total of €500bn. The intention is that these instruments will inter-
vene on secondary financial markets to purchase the bonds of struggling
debtor-participant nations from the private-sector investors who currently
hold the assets. The intention is to prevent fears over the insolvency of the
debtor nations from causing a withdrawal of credit and substantially raising
interest rates, thereby exacerbating their existing financial problems.
Essentially, the EFSF would be nationalising (or perhaps, more accurately,
Europeanising) potentially bad debts, in the same way as many govern-
ments responded in their own markets during the recent ‘credit crunch’
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financial crisis. Private investors would take a ‘haircut’ (receiving less than
the full paper value of the assets) to prevent creating undue moral hazard,
which would occur if the investors did not suffer any consequences for
poor lending decisions. Whilst money loaned to a distressed member state
would normally be charged a lower rate of interest than prevailing market
rates available to that nation (although lower than rates available to other
member states without such debt problems, it would still have to repay the
loan and interest payments).

The interventions, to date, have been substantial, albeit four EU member
states have been the primary recipients:

e Greece —€347bn, 179% GDP

Spain - €100bn, 9.5% GDP

Ireland — €85bn, 47.5% GDP

Portugal - €78bn, 42.7% GDP

Cyprus - €17bn, 97% GDP

Hungary, Lithuania, Romania — €50bn

The ESM is, as yet, untested, and doubts remain about whether it is of
sufficient size to resist the threatened default of a member state the size of
Spain or Italy. Moreover, criticism is targeted at the fact that, despite the
appearance of an economic and monetary union, individual member states
still borrow money individually, and therefore are subject to significantly
differing rates of interest, resulting from different perceptions of the risk of
inflation and/or default.

The creation of the EFSF is an interesting watershed moment for the
eurozone. At one level, it demonstrates the practical and political problems
inherent in the creation of fiscal federalism - for example, that even at a
time of considerable crisis, it has proven difficult to craft an innovation
that all parties find acceptable. Indeed, the detail remains imprecise about
how this new fiscal policy instrument would operate and evolve in the
future. Yet, the fact remains that this first, tentative step in the creation of
some form of federal fiscal intervention has been taken, and the pressure of
events will necessitate further developments during the following months
and years, as the destabilisation caused by the ‘credit crunch’ plays out. This
is comforting for those advocates of fiscal federalism being a necessary, but
not sufficient, feature of a sustainable eurozone.

A second aspect of the EFSF is less advantageous, however, since the finan-
cial support packages are intended to be reinforced by a stricter interpreta-
tion of the SGP. This is perhaps not a surprising condition to be placed upon
debtor nations, as contributors to the schemes wish to limit their payments
(under pressure from discontented taxpayers at home), and so they require
a rapid fiscal consolidation on behalf of debtor nations, bringing deficits
within the SGP limits during a very-short, two-year time period. Moreover,
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the 15-point proposal additionally includes proposals to strengthen the scru-
tiny of individual nations’ fiscal plans and legal restraints being placed upon
national budgets. Thus, the combination of the financial rescue schemes
appears to be to provide sufficient short-term credit to debtor nations to
enable them to deflate their economies in order to return to close to finan-
cial balance, without the ability to devalue (due to participation in the single
currency) and, at a time when most of the rest of the world is experiencing
constrained economic growth prospects. This would appear to be too close
to the United Kingdom preoccupation — the best part of a century ago — with
the maintenance of the gold standard at an uncompetitive rate, combined
with the disastrous response to budget deficits arising amidst the Great
Depression, both squeezing growth prospects in order to try and balance
the economy and, instead, pushing the economy onto a downward spiral of
negative growth and a deteriorating budgetary position.

In summary, the financial crisis has highlighted weaknesses in the
economic infrastructure established to sustain the eurozone. However, there
is not unanimity in diagnosis of the inherent causes, nor in terms of policy
prescriptions. More orthodox economic opinion holds that the sovereign-
debt crisis in Europe was caused by fiscal profligacy, whereas Keynesian
opinion holds that the eurozone has not been established correctly to deal
with asymmetric shocks that are likely to persist. Accordingly, there are two
broadly different policy responses to this problem (or three, if the option
of abandoning the eurozone is included), namely: (a) to tighten the rules
relating to national budgetary management to enshrine debt brakes in
legislation and broaden the range of social and economic policies coming
under the auspices of the EU Commission as it monitors individual member
state actions; and, (b) to introduce greater budgetary flexibility in order to
prioritise macroeconomic demand-management at national level, perhaps
supplemented by a supra-national fiscal policy instrument, whether through
significant extension of federal budgetary competences or through a more
targeted EFTS, with the specific intention to minimise the asymmetric
nature of external shocks and thereby stabilise the eurozone.

There is nothing preventing a combination of the two approaches and,
indeed, it has been suggested that the U.S. experience might indicate that
option (a) might not be sustainable in the long term in its proposed form,
due to a lack of local ‘ownership’ of the initiative, and resulting adverse
reaction to the perception of externally imposed negative economic conse-
quences (i.e., the protests in Greece). Moreover, and perhaps more signifi-
cantly, option (b), since debt brakes or balanced budget rules do not allow
for counter-cyclical fiscal policy, their adoption in the majority of U.S. states
has occurred only because the federal government has a large budget and
can take the strain of macroeconomic management (Henning and Kessler,
2012). As previously stated, the present EU central budget is currently insuf-
ficient to perform this task.
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Nevertheless, the policy selections made by the eurozone members in the
aftermath of the financial crisis would appear to be more heavily slanted
towards the former option, with a short-term series of (repayable) loans
distributed subject to the implementation of domestic austerity, imposed by
an external EU ‘troika’, and with tighter rules established in the attempt to
constrain national fiscal policy in the future. The fact that member states
in distress were all located in the eurozone periphery and had large public
deficits, suggested to many that the problem had been fiscal profligacy
and, therefore, austerity and an enhanced stringency in curtailing national
budget deficits were perceived to be significant elements of the solution
(Zezza, 2012: 41). Indeed, the obfuscation of the Greek failure to comply
with the pre-crisis fiscal rules helped to form an influential political narra-
tive, blaming the crisis on fiscal irresponsibility of individual nations rather
than on more fundamental macroeconomic imbalances and weaknesses in
the design of the eurozone itself (Lane, 2012: 56).

This analysis is incorrect. It is not the case that all struggling member
states had pre-existing budget deficits. Indeed, Ireland and Spain had budget
surpluses, in the year before the financial crisis, whereas only Greece exhib-
ited the type of budgetary ill-discipline that corresponds to this neo-liberal
critique (Bird and Mandilaras, 2013). Moreover, a more-detailed examina-
tion of the evidence would indicate that the financial crisis resulted from
excess levels of private-sector debt, allowed or encouraged to occur due
to the deregulation of the financial sector and misapplication of estima-
tion of risk. Bird and Mandilaras (2013) have, for example, estimated that
fiscal deficits have not been a significant, never mind primary, cause of the
European economic crisis. This was not a crisis caused by fiscal profligacy.
Consequently, responses to the crisis focus on a symptom of the crisis and
not on the fundamental causes (Calcagno, 2012: 24).

It has been suggested that the future of the ESM, within the framework of
the EU austerity measures, is considered to be ‘bleak’ (Degryse, 2012: 73), as
member states pursue a ‘competitiveness state’ agenda, increasingly utilising
social policy as a means of promoting national competitiveness. Indeed,
Degryse (2012: 72) claims this austerity approach ‘is a road to nowhere’,
whilst Zezza (2012: 52) argues that the further implementation of fiscal
austerity may lead to either the stagnation of the periphery of the eurozone
or else the collapse of the euro.

What can be predicted, with a reasonable degree of certainty, is that the
current eurozone fiscal framework is unlikely to remain in its present form
in the medium term. Pressures arising from the weaknesses in competi-
tive austerity approaches, and the insistence that member states already
experiencing weak economic performance bear the disproportionate brunt
of any adjustment costs, would seem to be ultimately defeating in the
absence of broader supportive fiscal measures. These could take the form of
Eurobonds, or an EFTS scheme, or even the centralising of federal budgetary
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competences as originally advocated by the MacDougal Report four decades
ago. However, evaluating these issues in the aftermath of a substantial shock
to the EU economy - a shock which, although it impacted negatively upon
all member states, the effects were experienced asymmetrically in terms
of the scale of the resultant consequences arising from the initial event —
it would seem that the case for fiscal federalism to stabilise and sustain
the eurozone is more persuasive, whereas the neo-liberal critique of the
approach has been fundamentally weakened by recent events.

The economics of the sovereign debt crisis

A key issue to examine in relation to the crisis is the economics of borrowing,
in order to analyse how the debt problem arose: Why were certain eurozone
countries eager to borrow and commercial banks so willing to supply the
funds in the first place? From the perspective of these countries, the combi-
nations of relatively low incomes and poorly developed capital markets
meant that there were frequently insufficient domestic savings to provide
the finance for domestic investment. However, their relatively low capital
stock suggests that there are plenty of opportunities for profitable invest-
ment. Thus, by borrowing funds from abroad and in particular from other
eurozone members, they could raise domestic investment above domestic
savings, leading to a higher rate of economic growth and the rapid expan-
sion of productive resources. At the later date, when the borrowing econo-
mies had to repay the principal and interest on the loans, the expectation is
that the additional resources created by the loan-financed investment will
be at least sufficient to meet the repayments.

In contrast, for the lending countries, their relatively high incomes and
sophisticated financial markets lead to high savings ratios. Simultaneously,
high levels of capital stock means that a large proportion of savers will look
to place their funds abroad to achieve higher returns than are available
domestically. Hence, the potential exists for profitable exchange between
the two types of eurozone countries, whereby the borrowing nations can
utilise the excess savings of the lending countries for investment while the
lending countries have higher prospective returns from such investments
rather than domestic investments.

However, with the largely unanticipated drying-up of international
capital markets, this relationship proved not to be so mutually beneficial,
and history contains numerous previous similar episodes. For example,
Argentina borrowed to finance large fiscal deficits incurred because of polit-
ical instability in the 1970s, inefficient state enterprises and heavy military
expenditure in the 1980s; none of which constituted productive investment
with which to repay the loans. Mexico, on the other hand, used its loans
to finance heavy investment in the oil industry, which was based upon
overtly optimistic future price expectations and which, with the benefit of
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hindsight, proved unable to provide the flow of additional resources antici-
pated to repay the initial loans. In contrast, the supposedly more-sophisti-
cated Western governments and banking sectors within the eurozone were
regarded as immune to such financial sleight-of-hand.

Such a situation, then, frequently becomes exacerbated via the dynamics of
international debt: when investment begins to exceed domestic savings once
borrowing occurs, then the country is running a current account deficit, the
counterpart of which is the capital inflow on the capital account. In other
words, the increase in a country’s net foreign indebtedness is equal to the
current account deficit that has to be financed by borrowing from abroad.
Using the national income accounting identities, the proximate causes of a
current account deficit are: (X — M) = Ry = (S = I) + (T — G) where the current
account (the trade account X — M) together with net interest paid abroad
(Rp) is equal to the sum of net private- and public-sector saving. It follows
that if net foreign indebtedness is not increased, the trade surplus must be
large enough to finance interest payments abroad. Thus, if (X - M) < R; then
debt increases, if (X — M) > R; then debt decreases, and if (X — M) = Rz then a
stable state exists, with debt neither growing nor falling. For a trade surplus
to occur, net domestic saving (i.e., public plus private) must be positive. Thus,
anything that causes I to rise relative to S, G relative to T, M relative to X, or
R to increase, can cause net foreign indebtedness to increase.

A further way to review the economics of sovereign debt is in relation to
the national budget in the following formula:

i_ Bt—l — (r—g) Bt—l + Gt _Tt
Yo Y., Y., Y
Where:

Bt = government debt at the end of year t
Gt = government spending during year ¢
Tt = taxes minus transfers during year ¢
Yt = national income during year t

r = the real interest rate

g = real growth rate

The equation implies increases in debt-to-GDP ratio will be larger under
the following set of mutually exclusive circumstances: the higher the real
interest rate, the lower the growth rate of output and the higher the primary
deficit and debt ratio. Unfortunately, for several of the eurozone economies
these were likely to happen as ECB lowered its interest rate, because uncer-
tainty led to slower growth that was already occurring in many eurozone
countries. Consequently, to prevent debt accelerating, primary surplus as
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a percent of GDP required to maintain the debt ratio constant varied from
around 2% for Spain to over 40% for Greece; in contrast, Germany could
afford to run a primary deficit of nearly 3%.

As a broad generalisation, the onset of the Great Recession resulted in an
unfavourable movement in several of these factors for the indebted euro-
zone countries as a group. Therefore both internal and external factors were
ultimately responsible for the debt crisis. Whilst it would be unfair to blame
solely the banks for the debt crisis, one may ask whether they acted entirely
prudently. Although there was little to indicate any problem with sovereign
lending, they could have considered whether borrowers’ policies were such
that they could have serviced their debt from own resources rather than
new borrowing. Moreover, several features distinguished those eurozone
countries that suffered most from the debt crisis, among them inappropriate
fiscal policies, with traditions of large budget deficits, whereby foreign
borrowing provided a simple solution by financing the deficits in a rela-
tively non-inflationary manner. Also, the related problem of capital flight
by which, fearing increased taxes, the wealthy sections of the private sector
sent their assets abroad while the government borrowed them back from
foreign banks to finance the resulting decline in reserves. The prevailing
trade regime also affected countries’ exposure to borrowing crises, where
outward-oriented regimes such as Germany provided robust and diversified
export revenues on which to borrow, whilst more inward-looking regimes
tended to be rigid and inefficient.

The difficulties imposed upon several eurozone countries by the debt crisis
leads to the discussion of regarding the potential costs and benefits of default,
given the severity of the situation and the long-term damage wrought on
their economies and even on social cohesion. Indeed, since many of the
loans taken out were undertaken (or guaranteed) by government, any default
in repayments would represent ‘sovereign default’. As a consequence, there
would not be a legal remedy for creditors to retrieve their money; neverthe-
less, debtors are typically reluctant to default because their savings on repay-
ments are perceived as being typically lower than the costs of defaulting.
Although the costs of default are uncertain and difficult to quantify, as
witnessed in the eurozone crisis, the reluctance of debtor governments to
default means that the costs must potentially be more important than the
benefits accrued by saving repayments. In such cases the most common costs
tend to concern exclusion from future borrowing, such that foreign creditors
would be unlikely to lend to defaulting countries as such loans would appear
unduly risky and, even if the loans would occur, they would attract very high
rates of interest and probably the requirement for some form of loan-guar-
antee collateral. Thus, the country would be constrained to finance future
investment from its already relatively low domestic savings, which would
impede economic growth. In addition, borrowing would be unavailable to
smooth out adverse external shocks, exposing the nation to sudden changes
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in economic conditions and, in turn, associating long-term investment with
higher risk. Second, there is the issue of reduced gains from international
trade, whereby the defaulting country would risk an increased possibility of
protectionist trade measures being imposed against it, with the additional
risk that debtors might seize its goods as they crossed international borders.
Consequently, trade credits may also be more difficult to secure, potentially
resulting in a reduction in the volume of trade and thereby causing signifi-
cant welfare losses for the citizens of the defaulting nation. Third, there is
the potential danger of the seizure of overseas assets. Whilst legal recourse
for creditors does not exist, they may be able to persuade their governments
or legal systems to freeze (or confiscate) defaulting countries’ assets held in
their jurisdiction, as in the case of the Icelandic banks. Alternatively, one
method of reducing the possibility of penalties would be for debtor countries
to form defaulting cartels. Defaulting en masse would make it more difficult
for creditor governments to maximise pressure on all participants simultane-
ously. Thus, it is in the interest of creditor governments to avoid the forma-
tion of organised default by maximising the potential costs of such default,
whilst minimising the potential benefits.

In contrast, the potential benefits of defaulting gained by the nation
concerned is that it saves the repayment of the principal that is due as
well as the interest due on the outstanding debt. Thus, we can derive the
following equation: DS = P + rD where DS represents debt-service repay-
ments, P the principal and interest due, r the rate of interest and D the stock
of debt remaining. This equation represents the gross repayments a govern-
ment would save through default, but it does not represent the net resource
transfer (NRT) which also takes account of new loans received. Obviously,
if the debtor country continued to receive new loans, this would reduce its
immediate burden in terms of the repayment of its initial loans, and there-
fore reduce the immediate incentive to default. The NRT can be illustrated
in the equation: NRT = P + tD — L = DS - L where L represents new loans
received by the debtor nation. Consequently, we can deduce that a debtor
government will not default if the immediate benefit of doing so is less than
the perceived costs of default. In other words, if the net resource transfer
(NRT) is less than the perceived costs (C). Thus, if NRT =P + 1D - L < C then
a country should not default, whilst if NRT =P + rD — L > C then a country
should default. These equations are important to understand the various
strategies adopted by the banks and creditor governments to avoid default
by either raising the costs of default or lowering its benefits.

The previous section of this chapter discussed how the eurozone debt
crisis has been managed largely on a ‘case-by-case’ approach in relation to
each debtor nation — on an individual basis rather than collectively, largely
grounded on the rationale that this was the only realistic option because
the problem confronting each debtor has its own particular characteris-
tics, requiring its own solutions. However, from a historical experience,
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numerous plans have been developed for resolving debt crises such that
it is useful to examine the common principles in the treatment extended
to debtors. The first of these is debt relief such that even if countries were
willing to undertake domestic adjustment, debtors still have the problem
of borrowing new money. Experience suggests that debtors usually need a
period of a significantly reduced debt-service burden in which to stabilise
their economies and start adjustment. Such periods may be engendered by
interest holidays, negotiated debt reductions, increased lending, or unilat-
eral suspension of debt-service payments. However, debt relief raises the
potentially serious problem of moral hazard with both sovereign lending
and debtor governments. Additionally, in the knowledge that they will be
bailed out again, banks may pursue a high-risk strategy of lending with
insufficient monitoring. Furthermore, if a country owes more than it could
ever pay off, then stabilisation programmes only increase the proportion
of debt it can pay off; however, if no benefits accrue from this policy, why
should a rational government pursue such austerity policies?

In contrast, the option of debt rescheduling is when pressure is put upon
countries to maintain interest repayments if debt relief (i.e., reduction) has
been ruled out and yet there is no money to meet the payments. Although
under such circumstances rescheduling would be the only option, there
is the implicit aspect within this structure that no creditor receive more
favourable treatment than any other. Nevertheless, the difficulty of making
rescheduling agreements raises the question of why debtors do not default
on their loans. A common answer is that it would close them off from new
money; however, this argument is frequently exaggerated — rather, it is the
involvement of debtor governments in foreign borrowing that is important
where official default is an explicit and political act. Indeed, it was the level
of political capital invested in the eurozone project that meant it could not
be allowed to fail. The flipside to default is debt forgiveness, whereby advo-
cates of this policy view the plight of the debtor nations as so serious that the
best means of helping them is to partially write off their debts. Proponents
of this option argue that banks realise that they are unlikely to recover a
large proportion of the loans made and, consequently, partial repayment is
preferable to none at all. It is claimed that initial debt forgiveness will, in
the long run, reduce the amount of write off, particularly if debt forgiveness
is linked to economic reform, since this provides debtors with the incentive
to continue to struggle to meet their loan obligations. However, potential
problems associated with this approach include the question of who bears
the cost of debt forgiveness in the creditor countries (i.e., commercial banks
or government). Indeed, this was the dilemma surrounding the so-called
‘haircut’ experienced by banks in relation to Greek debt. Furthermore, it
is claimed that debt forgiveness suffers from moral hazard since it gives
encouragement to profligate economic policies and penalises those coun-
tries, like Greece, that suffered considerable domestic hardship in attempting
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to repay its debts. Finally, it is suggested that debt forgiveness is not based
upon as clearly a ‘moral’ case as its proponents imply, which instead might
be to argue for an increase in development assistance to the indebted coun-
tries; for example, through some form of enhanced fiscal federalism, as we
discuss in the next chapter.

However, if either default or forgiveness remains unfeasible and the reality
of the debt burden remains, a nation might wish to alter the nature and
structure of its debt. Frequently, it this is type of proposal that banks more
generally support, since they are loath to simply write off debt, with poten-
tial strategies, including: the lengthening of the time horizon for repay-
ment, making its servicing more manageable; converting floating debt
into fixed-interest bonds, so debtors are more certain of future debt-service
commitments; ‘debt-equity’ swaps through selling debt at a discount of its
face value to a third party who then has the right to exchange the debt for
local currency, which in turn can be exchanged for equity in debtor-country
enterprises; and ‘debt for trade’ swaps between developing countries as a
means of settling debt obligations and debt reduction as part of a package to
privatise state-owned companies. Similarly, to fundamentally decrease the
pervasiveness of debt the only long-term solution is that of economic reform;
indeed, banks and institutions such the IMF historically have been keen to
promote economic reform in debtor countries on the basis that reform will
improve their ability to service debt. Whilst typical measures can be summa-
rised as devaluation, deflation and deregulation, the applicability of these
for eurozone countries is clearly problematic, with the first ruled-out and
the second (in the guise of austerity) having proved damaging. This leaves
the third option, deregulation, but whilst the EU has sought to address such
issues through initiatives such as the Lisbon Agenda and its successor Europe
2020, these have largely failed to deliver. Moreover, in the short term, such
reforms may lead to increased unemployment, thereby making them politi-
cally destabilising for debtor nations to implement. Hence, the absence of
any long-term solution to the sovereign debt problem continues to pose a
threat to international financial stability. Current management is not dealing
with the source of the crisis, nor does this management help to contain the
random shocks that were responsible for precipitating the crisis.

Conclusion

While the loan market may not voluntarily increase its exposure to the
indebted eurozone economies, the magnitude and nature of the current
agreements mean that commercial bank lenders will continue to play an
important part in the determination of debtor nations. There are, however,
some worrying trends in the present situation: first that rescheduling pack-
ages usually roll the debt over in the medium term, yet the rationale for
eurozone borrowing is based on the idea that foreign debt should be used
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for long-term supply-side-driven growth. Hence, there is clearly some degree
of incompatibility within the time frame of this arrangement. The indebted
eurozone economies have witnessed both capital flight and a decline in
savings and investment as a share of GDP. While the pace of capital flight
has diminished, it remains a source of concern. However, the decline in
savings will reduce gross domestic investment, thereby discouraging
growth, which in turn will discourage future investment and encourage
further capital flight. This vicious circle of events, should it occur, would
clearly be extremely serious for economic growth. Finally, there is the issue
of what degree of the burden of the problem falls on lender countries in
terms who should absorb it: shareholders of lender banks, their deposi-
tors, or the central bank and, hence, the taxpayer? Most observers believe
it should be the shareholders; however, whilst capital and reserves remain
insufficient to absorb the full burden, the potential for commercial bank
failure will persist. Consequently, the absence of any long-term solution to
the sovereign debt problem continues to pose a threat to the eurozone and,
potentially, to international financial stability.



10

Fiscal Federalism

Introduction

The 2008 international financial crisis, which was triggered by problems
related to sub-prime housing loans and securitisation via collateralised loan
obligations and credit-default swaps, led to a deep economic recession across
most of the industrialised world. It highlighted not only the fragility of the
European banking system, but additionally the flaws in design of the partic-
ular form of Economic and Monetary Union (the eurozone) established
amongst a number of European Union (EU) member states. The tensions
caused by the financial crisis have not caused these problems, however, but
rather magnified pre-existing weaknesses that have long been recognised by
anumber of academic commentators who have written on this topic over the
past two decades or more (Eichengreen, 1992; de Grauwe and Vanhaverbeke,
1993; Burkett et al., 1996; Feldstein, 1997; Arestis and Sawyer, 2000; Lane,
2006). Moreover, it is not only the design of the eurozone, and the rules
established to limit participation to suitable candidate nations, which have
been found to be at fault, but also the economic architecture introduced in
an attempt to sustain this new arrangement (Degryse, 2012: 6).

The response to these problems has been threefold. Firstly, the EU member
states have sought to provide emergency loans in order to assist the eurozone
members in immediate and pressing difficulties and thereby prevent nations
being forced to leave the single currency or, indeed, keep the eurozone from
disintegrating. This approach has been called ‘kicking the can down the
road’, as it is a temporary ‘sticking plaster’ and does not solve fundamental
problems, although it might create time for this to occur. Financial assist-
ance has evolved into the more substantive European Stability Mechanism
(ESM) but, where financial loans are provided, they are subject to the imple-
mentation of austerity measures and reforms in national labour and/or
social policy, intended to reduce public expenditure. This ‘fiscal compact’ is
the second element of the response. The third element is the ongoing nego-
tiation of a tighter set of budgetary rules, tightening the former Stability and
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Growth Pact (SGP) by having more restrictive limits on budget deficits and
stricter enforcement of any breaches of these new rules. In essence, this is
similar in effect to the mandatory establishment of balanced-budget rules
for all participating member states. Once this regime has been enacted, the
suggestion is that one or more elements of fiscal federalism may be intro-
duced to help stabilise the eurozone over the long term.

This chapter seeks to examine the potential for fiscal federalism to play a
significant role in sustaining the eurozone, and also to contrast variants of
fiscal innovations for fulfilling this role.

Why might the eurozone benefit from fiscal federalism?

Participation in the eurozone involves national governments relinquishing
exchange-rate and monetary policy instruments to federal economic author-
ities. The significance of this reduction in policy tools available to manage
individual economies depends upon the extent to which devaluation retains
a real effect in the medium to long term, and whether the financial markets
within Europe are so closely integrated that independent monetary policy
has been rendered impotent. However, should both of these conditions be
satisfied, the eurozone would remain susceptible to destabilisation to the
extent that external shocks exert an asymmetric impact upon individual
economies. Asymmetric shocks are minimised if monetary union occurs
between countries with comparable industrial structures that are, simul-
taneously, highly diversified. The expectation is that diversification will
cause industry-specific shocks to offset one another whilst broad similarities
between economies implies that a given external shock will possess a similar
impact and require a matching policy response, which could be satisfacto-
rily accomplished by the ECB or another federal financial authority.

In relation to external shocks, the literature has indicated the persistence of
significant differences between specific EU member states that the pressures
of the single currency magnify in importance. Thus, oil and gas production
in the Netherlands and the United Kingdom, the manufacturing sector in
Germany and the financial and media sectors in the United Kingdom, and
the agricultural sector within many of the new member states, are each
more developed than throughout the majority of EU nations. Similarly,
the propensity for home ownership is different in Ireland and the United
Kingdom than in continental Europe — a propensity which, when combined
with a higher proportion of variable-rate mortgages, causes changes in
monetary policy to have a faster and larger impact upon Irish and British
domestic consumption than in the rest of the EU. Moreover, differences in
financial systems can have a significant impact upon the economic conse-
quences of movements in a common the eurozone-wide interest rate for
nations (such as the United Kingdom) with a much greater proportion of
corporate and household debt paid at variable rates of interest (Burkitt et al.,
1997: 10-12).
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The empirical analysis ascertaining whether the eurozone will predomi-
nantly experience symmetric or asymmetric shocks is therefore of funda-
mental importance to the design of the policy framework established to
reinforce the union. Two such studies were undertaken, by Weber (1991)
and by Bayoumi and Eichengreen (1993). The former found that shocks
to nominal variables, such as inflation rates, and supply-side shocks were
largely and increasingly symmetric, whereas labour market and demand
shocks were primarily asymmetric. Furthermore, Bayoumi and Eichengreen
discovered that EU member states suffered from more inflationary shocks
and a higher proportion of supply shocks than did comparable U.S. states.
Moreover, EU countries experienced particularly pronounced asymmetric
external shocks, with the average correlation of supply shocks measuring
0.33 amongst EU member states compared to 0.46 amongst U.S. regions,
whilst average demand shocks measured a particularly asymmetric 0.18
compared to 0.37 in the United States. Thus, whereas 46% of supply shocks
and 37% of demand shocks were found to be symmetric in the United States,
the corresponding figures for the EU were only 33% and 18% respectively.

This problematic conclusion would be eased if the eurozone were to be
limited to a ‘core’ group comprising Germany, France, Belgium, Denmark
and the Netherlands, potentially extended to Austria and one or two new
member states in due course, since external shocks had a profoundly more
symmetric effect upon this group of countries than on the rest of the EU
member states. For this core group, correlation coefficients of 0.58 and 0.31,
for supply and demand shocks, respectively, compares favourably with the
values calculated for U.S. regions. The correlation coefficients of 0.14 and
0.10 for the remaining EU member states demonstrates that their participa-
tion in the eurozone would severely strain the ability of the ECB to formulate
a monetary and exchange-rate policy that would be equally appropriate for
all countries. Thus, current discussions about whether Greece should with-
draw from the euro, potentially being followed by one or more struggling
economies (i.e., Ireland, Spain, Portugal), would, on this evidence, appear
to be beneficial both for these nations and the eurozone zone as a whole.
Whilst a two-speed Europe has never proven to be a politically appealing
scenario for EU leaders, it does appear to conform more closely to the avail-
able economic evidence (Bayoumi and Eichengreen, 1993).

The high degree of external shock asymmetry amongst EU member states
highlights the potential cost of the eurozone in the absence of countervailing
forces or government policies. In the absence of devaluation, a nation expe-
riencing a loss of competitiveness due, for example, to slow productivity
growth or a cost-push raw material price shock would experience rising
unemployment unless price flexibility or factor mobility were sufficient to
maintain full employment. However, the available evidence from academic
studies suggests that neither of these mechanisms can provide more than
marginal assistance. The consensus reached by most of the literature on
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nominal and real wage rigidity in Europe is that between 25% and 75% of
price rises are passed on to wages, depending upon the country in question,
thereby weakening real wage flexibility as an equilibrating mechanism to
restore full employment in the aftermath of an asymmetric shock (Bruno
and Sachs, 1985; Sala-i-Martin and Sachs, 1992; Goodhart, 1995).

Labour mobility within European countries has been estimated to be
three times lower than in the United States, despite the existence of greater
regional inequality and unemployment in Europe, implying that EU labour
mobility is less responsive to employment and income incentives than is
the U.S. labour market (OECD, 1986; Eichengreen, 1992). This is despite
evidence that the dispersion of external shocks to labour markets was of a
broadly similar frequency and magnitude for Britain, Italy and the United
States (Eichengreen, 1993b: 155). Moreover, these estimates relate to labour
mobility within individual countries, whereas mobility between countries
is likely to be much lower due to language barriers, differences in culture
and residual non-recognition of qualifications (Goodhart and Smith, 1993:
422). Thus, it may require substantially higher unemployment and regional
inequality to generate labour mobility on the scale required to resolve
regional imbalances in the absence of devaluation and wage/price flex-
ibility. This would be equally destabilising for eurozone cohesion due to the
political implications of large-scale emigration, together with the tensions
created by unemployment and relative poverty within a Europe made more
transparent through the introduction of a single currency. Indeed, it is
possible that, as in Germany after reunification, labour market rigidity will
increase as pay-differential transparency generates demands for pay equali-
sation between employees performing equivalent work in different coun-
tries, irrespective of productivity equalisation, with potentially damaging
effects to competitiveness, output and employment (Doyle, 1989; Horn and
Zwiener, 1992; Goodhart, 1995).

Capital mobility can, in principal, substitute for labour mobility in the
long run, as the relocation of productive processes to depressed, inexpensive
areas may occur. Indeed, Foreign Direct Investment (FDI) from established
to new member states, may over the long term play a significant role in
reducing the disparities in GDP per capita between member states. However,
given the time lags involved in the movement of physical as opposed to
financial capital, such movements are likely to reduce long-term regional
disparities rather than offset short-term external shocks. The weakness of
capital mobility to reduce long-term structural inequalities within existing
nation states, together with the insights provided by studies in cumula-
tive causation and endogenous growth theory, caution against over-op-
timistic assumptions of a rapid elimination of unemployment caused by
shocks (Myrdal, 1957; Romer, 1994). Moreover, due to the transactions costs
involved, factor movements are an inefficient means of reacting to transi-
tory regional shocks (von Hagen, 1993: 278).
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One argument frequently presented in the literature is that the further
economic integration of Europe may reduce the probability of asymmetric
shocks, so that existing policy instruments would be sufficient to moderate
these disturbances (Emerson et al., 1992). However, the prevalence of
regional asymmetric shocks within existing EU nation states may equally
indicate that the industrial concentration accompanying economic inte-
gration may magnify the frequency and importance of asymmetric shocks
(de Grauwe and Vanhaverbeke, 1993: 112-125). Enlargement of the EU has
magnified the diversity of the single economy, whilst the current financial
crisis amidst the Southern European members of the eurozone would appear
to point to additional tensions between the longer-established EU member
states. In view of the divergence of academic opinion on this point, it would
be unwise for the architects of the eurozone to rely upon economic inte-
gration to provide a sufficient, permanent reduction in asymmetric shocks
in the absence of the introduction of economic instruments designed to
ensure the stability of the monetary union.

The persistence of asymmetric shocks within an the eurozone - where
monetary and exchange-rate policy is determined at the federal level, and
where price flexibility and labour mobility are insufficient to sustain full
employment equilibrium - leaves fiscal policy as the primary stabilising
instrument (Kenen, 1969, 1995: 81; Masson, 1996: 1002). Critics of the stabil-
ising potential of fiscal policy argue that automatic stabilisers are counter-
productive since they reduce the strength of price flexibility and labour
mobility (Goodhart and Smith, 1993: 441; van der Ploeg, 1993: 144). A non-
accommodative monetary and fiscal stance is claimed to reduce the time lag
involved in adjusting to a new equilibrium position as individual economic
actors internalise more of the costs of their actions, whilst the operation
of the eurozone may reduce persistent rigidities (Majocchi and Rey, 1993).
Furthermore, it is suggested that international policy coordination may
undermine central bank credibility and cause an unanticipated increase in
inflation by weakening the disciplining effects of excessive monetary growth
upon the exchange rate (van der Ploeg, 1993: 156). Finally, von Hagen (1993:
2635) rejects what he terms the ‘parallel unification proposition’, namely that
currency unification requires fiscal policy unification, although without
examining the merits of a policy framework being developed between the
extremes of either full fiscal autonomy or complete centralisation at the
federal level. However, despite these criticisms, unless the discipline effect of
the eurozone is powerful and immediate, the persistence of price and factor
rigidities would appear to necessitate the use of fiscal policy as a stabilising
instrument to reduce the incentive for any country to leave the eurozone
and, as a substitute (albeit an imperfect one) for exchange-rate flexibility.

The conclusion that fiscal policy may become the principal instrument
with which to counteract asymmetric external shocks, and therein prevent
the destabilisation of the eurozone, raises the issue of whether it should be
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deployed at the national or federal level. The adoption of the decentralisa-
tion theorem, or ‘layer-cake’ concept, whereby functions are performed by
the lowest efficient layer of government, accords with the EU’s professed
belief in subsidiarity and would indicate an initial preference for national
fiscal autonomy within the eurozone (Oates, 1972: 35; Bayoumi and Masson,
1995: 268). However, the operation of the SGP, in restricting the pursuit of
counter-cyclical fiscal policy, has significantly constrained the operation of
national fiscal policy (Burkitt et al., 1996, 1997: 3-6).

Autonomous fiscal policy is further undermined by the operation of the
Single Market and the loss of tax revenue for certain member states caused
by the eurozone. The requirement for the abolition of exchange controls,
contained within the single market legislation, not only contributed to the
currency instability during 1992-1993, but was intended to enhance finan-
cial market integration within the EU. However, such integration reduces
the ability of member states to borrow cheaply to enable debt-financed fiscal
expansion (Courchene, 1993: 152).

The potential reduction in fiscal flexibility would be compounded for
those member states that currently depend upon seigniorage for a signifi-
cant proportion of their total tax revenue. This relates to the circumstances
wherein the purchasing power of government securities is eroded by infla-
tion, thus providing an inexpensive method to finance public expenditure
by, in effect, borrowing at very low real rates of interest. A stable eurozone
would require a convergence in national inflation rates and, assuming that
the European Central Bank achieved the low inflation target established in its
founding chapter, seigniorage would be limited to an estimated 0.4% of GDP
for all participants. This would particularly affect Portugal, as seigniorage
revenues totalled 3.6% of its GDP in 1990, whilst Greece (2.3%), Spain (1.9%)
and Italy (1.3%) would also lose a significant proportion of budget revenue
(Dornbusch, 1988: 26; Eichengreen, 1993: 1335-1336; Spahn, 1993: 577).
Thus, the fiscal drain experienced by certain member states would cause
fiscal retrenchment independent of the additional requirements imposed
by the Maastricht convergence criteria (Masson, 1996).

The restrictions placed upon national fiscal policy, both during the tran-
sition to (for new entrants) and the subsequent operation of the eurozone
may, therefore, necessitate the enlargement of federal fiscal expenditure to
ensure the stability of the European economy. This conclusion is reinforced
by three further considerations. Firstly, governments may not undertake an
optimal level of counter-cyclical stabilisation due to the existence of regional
spill-overs or externalities, whereby non-residents derive some benefit from
the policy whilst residents must bear the full cost through higher debt or
taxation. Factor mobility could also constrain governments from incurring
high levels of debt, since the risk of higher future taxes may encourage factor
relocation to other regions, thus reducing the tax base and providing short-
term stability at the price of long-term instability. To the extent that this
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‘prisoner’s dilemma’ constrains government fiscal flexibility, the solution
requires a coordinated stabilisation strategy solution typical of non-coop-
erative game settings, necessitating either horizontal cooperation amongst
member states or centralisation under a federal authority (Rompuy et al.,
1993: 112-113).

Secondly, assuming that adverse shocks occur randomly, an inter-regional
public insurance scheme can redistribute income from ‘favourably shocked’
to ‘adversely shocked’ regions to prevent an ‘unlucky’ area bearing a dispro-
portionate financial burden. Moral hazard is minimised by ensuring that
no incentives exist that encourage potential beneficiaries to manipulate the
scheme to their advantage and in so doing to discourage participation from
other regions (Wyplotz, 1993: 181; Courchene, 1993: 134-135).

Finally, the need to strengthen the cohesion of the eurozone through redis-
tribution of resources to weaker regions, which reinforces political and social
solidarity throughout all participating member states, may entail a signifi-
cantly enhanced role for federal financial authority. It does appear to be the
case that all mature monetary unions exhibit a significant degree of redistri-
bution between wealthy and poorer regions (Bayoumi and Masson, 1995).

Finally, the experience of existing federations confirms the necessity for a
federal system of fiscal transfers between regions to promote stabilisation and
redistribution across the eurozone zone. The path-breaking study conducted
by Sala-i-Martin and Sachs (1992) claimed that U.S. federal fiscal policy offset
approximately 40% of an initial $1 decline in average Gross Regional Product
(GRP). However, this was challenged due to its failure to differentiate between
the cyclical and structural effects of fiscal policy. Von Hagen (1992) argued
that the stabilisation effect of U.S. federal fiscal policy was a mere 10%, whilst
Goodhart and Smith (1993) found 14% of an initial reduction in GRP offset
by a combination of fiscal transfers and federal taxes. These later studies were
criticised, in turn, for underestimating the degree of stabilisation by narrowly
focusing upon federal income taxes, thereby neglecting other federal taxes.
The importance of this omission is clear from the simulation undertaken
by Pisani-Ferry et al. (1993), where non-income federal taxation generated a
greater stabilising influence than income taxation, leading to a 17.1% stabili-
sation effect for the United States, whilst Bayoumi and Masson (1995) found
30.2% fiscal stabilisation using a similar methodology. The conflicting results
produced by these studies impair the formation of a consensus concerning
the scale of fiscal federalism necessary to stabilise the eurozone. However, the
weight of evidence suggests that U.S. fiscal policy produces a stabilising effect
between 17% and 30% of an initial external shock.

The generality of the conclusions reached by the literature require a compar-
ison of the U.S. results with those from additional federations. Accordingly,
both Goodhart and Smith (1993) and Bayoumi and Masson (1995) repro-
duced their analyses using Canadian data and found a significantly larger
stabilising effect, calculated at 24% and 17.4% respectively. Furthermore,
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Pisani-Ferry et al. (1993) calculated that Germany achieved 42% stabilisation
through the interaction of taxation policy and fiscal transfers. These esti-
mates are largely consistent with the range of results from the United States,
although the apparently more-pronounced counter-cyclical effectiveness of
European fiscal policy cannot be relied upon on the basis of only one study.

Fiscal federalism appears to perform a necessary stabilising function
through the counter-cyclical impact of taxation and fiscal transfers, modez-
ating between 17% and 30% of an initial shock for North American feder-
ations. The degree to which evidence gleaned from North America can
legitimately be applied to the eurozone does, perhaps, necessitate further
research; however it would seem to be a reasonable hypothesis to assume that
a European eurozone federation might prefer a degree of stabilisation at the
higher end of this range, as a result of a historically more-vigorous pursuit of
social solidarity demonstrated through their higher welfare expenditure.

The current EU budget, equivalent to only 1.24% of EU GDDP, is too small
to exert a significant stabilising effect upon the eurozone regions in the
advent of an asymmetric external shock, with structural funds accounting
for a minority of this expenditure. Indeed, the present budget size limits the
EU’s ability to enhance member-state stabilisation to an estimated paltry
3%, which is clearly inadequate in relation to the stabilisation achieved by
mature federations (Eichengreen, 1994: 186; Bayoumi and Masson, 1995:
266). Therefore, a plausible case exists for the enlargement of federal fiscal
capability. This conclusion is amplified by the introduction of a more
proscriptive SGP limiting the former stabilisation secured through national
fiscal policy measures. To the extent that national fiscal operations are
constrained by the new federal rules, there is a stronger argument for federal
fiscal policy expansion. The question concerns whether this occurs as part
of the existing EU budget, thereby facilitating discretionary fiscal policy, or
whether a system of automatic stabilisers should be established.

Discretionary of automatic stabilisers

Discretionary fiscal federalism was most notably advanced by the EU
Commission’s MacDougall Report. This report suggested that asymmetric
shocks could be countered by counter-cyclical grants made to regional or
local governments, triggered by regional unemployment or GDP trend indi-
cators, supplemented with an EU unemployment fund that would provide a
direct fiscal injection into areas experiencing above-average unemployment
(MacDougall, 1977). The unemployment fund could be partly financed
through individual contributions, although this would require unanimity
across all member states concerning the absolute or proportionate payments
made by taxpayers and companies to the fund, as well as the level of benefits
received by individuals. Germany’s reunification experience suggests that
such a scheme might increase demands for wage and benefit equalisation
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throughout the eurozone, as differentials become more visible, irrespective
of productivity differences, with the resultant negative economic conse-
quences. However, the transfer of certain social insurance programmes to
the federal level receives wide support within the literature (Masson and
Mélitz, 1990; MacDougall, 1992). The MacDougall Report further advo-
cated the expansion of redistributional transfers to reduce inter-regional
differences in capital endowment and productivity. Thus, MacDougall’s
combination of policy measures required the gradual extension of the EU
budget from 2-2.5% of GDP, in the transition period to the eurozone forma-
tion, to 5-7% of EU GDP in the early years of the eurozone, and ultimately
expanding to 20-25% of EU GDP in a mature economic and monetary
union (MacDougall, 1992: 65; Majocchi and Rey, 1993: 473).

Discretionary fiscal policy is criticised, however, on two principal
grounds. First, the New Classical approach perceives no justification for
discretionary fiscal policy, and certainly not for its use as a counter-cyclical
Keynesian mechanism, preferring instead to encourage economic authori-
ties to develop a reputation for economic orthodoxy, which would facilitate
rule-based fiscal policy (Kydland and Prescott, 1977). This critique should
have disappeared in the aftermath of the 2008 financial crisis, as a failure of
neo-liberal economics became apparent and the effectiveness of counter-cy-
clical macroeconomic management was demonstrated. However, it has not
disappeared. Instead, the neo-liberal critique has reappeared in the guise of
claiming that sovereign debt crises prove that nations cannot afford active
policy measures, even if these are successful.

A second criticism, however, concerns the imperfect availability of infor-
mation that causes recognition and implementation time lags, thereby
delaying the impact of discretionary policies by a sufficiently large margin
that their effects may become de-stabilising (Friedman, 1953; Baumol, 1961;
Fisher and Cooper, 1973). Automatic stabilisers eliminate the implementa-
tion lag experienced in democratic countries, where major fiscal decisions
are typically presented in an annual budget. Therefore, they reduce the prob-
ability of any destabilising impact. Goodhart and Smith (1993: 432) further
claim that the transparency of automatic stabilisers enables economic actors
to internalise their effects when forming expectations.

A European Federal Transfer Scheme (EFTS) could ensure an equitable
distribution of the gains and losses resulting from the impact of asymmetric
shocks within the eurozone, whilst conforming to the subsidiarity principal
because transfers are determined at the federal level but implemented locally
(van der Ploeg, 1993: 144). Moreover, if borrowing is permitted to promote
counter-cyclical stabilisation whilst ensuring that the budget is balanced
over the economic cycle, the EFTS would avoid intertemporal debt redistri-
bution (van der Ploeg, 1993: 144). Careful design can generate an EFTS that
is a more efficient stabiliser than existing tax and transfer systems, which
are developed to fulfil alternative objectives.
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One proposal made by Italianer and Vanheukelen (1993) aims to achieve
a degree of stabilisation similar to the fiscal federalism of the United States,
for an average annual cost of €11.2 billion, which is the equivalent of only
0.23% of EU GDP (Italianer and Vanheukelen, 1993: 500). A more recent
EFTS proposal places the average annual cost at between 0.17% and 0.86%
of EU GDP for securing an 18% stabilisation of an initial shock within the
eurozone, consisting of all current member states, whereas a more substan-
tial 40% stabilisation target would cost between 0.38 and 1.9% of EU GDP
per annum, depending upon precise estimates of the elasticity of output
loss associated with higher unemployment (Whyman, 1997; Baimbridge
and Whyman, 2008). Thus, these studies conclude that a similar degree of
stabilisation may be achieved at a fraction of the central budget increases
advocated by MacDougall, due to the greater efficiency of a stabilisation
system designed solely to perform that function. Moreover, it is possible
that smaller, better-targeted fiscal interventions can have a greater propor-
tionate impact upon redistribution and income inequality than do larger
fiscal programmes (Costello, 1993: 274-277).

Evaluation of discretionary and automatic federal fiscal policy measures
depends upon their ability to stabilise the eurozone, combined with their distri-
butional impact upon the individual member states. Put simply, fiscal feder-
alism works through the transfer of funds from economies outperforming the
eurozone average to those underperforming, with the amounts determined by
the size of the schemes involved and the scale of stabilisation intended to be
achieved. Even assuming a particularly targeted initiative, the net transfers for
individual member states can be quite substantial. Admittedly, the responses
should be available out of the net gains the ‘winners’ receive as a direct result
of participating in the eurozone; perhaps, as in the case of Germany, by
enjoying a currency undervalued relative to what would have been the case
had the deutschmark still been in existence. One estimate suggests that the
fiscal burden for the largest contributors to a fiscal federal scheme would have
to be significant — comprising upwards of 3% of GDP and figures exceeding
6% of national budgetary expenditure — for any scheme to make an appreci-
able macroeconomic difference (Whyman, 1997b; Baimbridge and Whyman,
2008: 138-145). Amounts of this magnitude would require significant tax
rises and/or expenditure reductions or, alternatively, the transfer of substantial
elements of current national spending to a federal level.

Eurobonds

Eurobonds or ‘Stability Bonds’ are often presented as an alternative method
of resolving many of these same issues. These would provide a form of
common insurance, through the common issuance of sovereign bonds. Since
the eurozone necessarily requires some form of risk sharing, the suggestion
is that this can be channelled into a form of common debt. Moreover, it has
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been suggested that Eurobonds can enhance the effectiveness of monetary-
transmission mechanisms, enhance fiscal surveillance upon member states
(and, hence, improve fiscal discipline), reduce default probability through
pooling risk and facilitate financial integration (Claessens et al., 2012: 6).

This was first advocated for the EU two decades ago by the Giovanni Group
(2000) and has been advocated subsequently by academic commentators
and market professional associations (AFME, 2011; De Grauwe and Mosen,
2009; Gros and Micossi, 2009). Nevertheless, over a decade later, euro-area
government bond markets remained highly fragmented. One reason is that
the issuance of common debt raises questions of moral hazard, as individual
member states have the ability to free ride upon the rest of the eurozone.
Hence, proposals have tended to focus upon ways in which to enforce fiscal
discipline. The resultant proposals for policy surveillance and coordina-
tion has, in turn, implications for national sovereignty, which has required
protracted discussions in eurozone member states (EU, 2011: 4, 7-8, 21-24).
A second complication would involve designing a system of common insur-
ance and the pooling of risk which, nevertheless, did not breach Article 125
of the treaty on the functioning of the European Union, which prohibits
one member state from assuming the liabilities of another (EU, 2011: 11).

Originating with a proposal made by Delpha and Weizsdcher (2011), and
subsequently adopted by the EU Commission, entitled ‘Stability Bonds’, one
approach would be for member states to pool and assume joint liability for
up to 60% of their national debt, with ‘Blue Bonds’ issued for this amount.
The expectation would be that, due to the greater liquidity in the pooled
market and lower risk premiums, it could be financed at lower interest rates
than any debts individual nations had above this 60% figure. Any remaining
debt above this 60% of GDP threshold would remain a nation state’s indi-
vidual responsibility, with borrowing occurring through nationally issued
‘Red Bonds’, and with interest rates set by the market in accordance with
that state’s relative creditworthiness. A three-to-four-year transition would
be required to gradually mutualise the qualifying proportion of national
into European common debt (EU, 2011: 14-15).

A second variant of the Eurobond proposal was advanced by the German
Council of Economic Experts, which proposed a Redemption Pact that
would transfer any national debt exceeding 60% of a member state’s GDP
into a European Debt Redemption Fund, for which eurozone participants
would be jointly liable. Nations holding debt in this new fund would be
obligated to repay it within a 25-year period, and with obligations taking
precedence over other debt formats (Claessens et al., 2012: 9-10).

The ‘euro-nomics’ group advocated a third Eurobond alternative, namely
the establishment of a European Safe Bond (ESBies) from a pooled and
balanced portfolio of eurozone sovereign debt. As investors are exposed to
combined eurozone risk, and not national sovereign risk, the suggestion is
that any investor flight would be to, and not from, this new safe bond type,
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thereby creating greater stability within the single currency zone. Moreover,
since it would not require sovereign guarantees, it would sit more easily
within the treaty obligations prohibiting bailouts (Claessens et al., 2012:
9). This scheme would appear to hold advantages when individual member
states get into fiscal difficulties, but the majority of the eurozone remains a
good investment prospect, altrhough it would have difficulty dealing with
circumstances wherein a majority of member states were considered to be a
bad risk, or where the future of the single currency came into question.

Two final conceptions of Eurobonds have been proposed to resolve the
issue of potential over-borrowing through only issuing bonds of short-term
maturity. In this way, any member states exhibiting fiscal ill-discipline could
have their access restricted relatively quickly (Claessens et al., 2012: 10;
Lane, 2012). Alternatively, access to Eurobond borrowing could be limited
to only those nations meeting criteria for sound fiscal and macroeconomic
management (Muellbauer, 2011).

The strength of the Eurobond proposal would appear to be its ability to
combine the pooling of risk associated with sovereign debt with restric-
tions placed upon the ability of member states to free ride upon the scheme
through taking on excessive and unsustainable debt. Solutions have
embraced short-term lending, to strengthen market discipline, or restric-
tions placed upon the proportion of lending that can be accommodated
through the common insurance scheme. Furthermore, extra surveillance
and restrictions upon national fiscal policy is considered to be essential to
the success of this scheme, in addition to the enhanced powers provided to
supra-national bodies through the fiscal compact initiatives. However, this
highlights the disconnect between the fiscal federalism proposals, outlined
in the rest of this chapter, and the various Eurobond schemes. Whereas the
former is intended to generate additional fiscal flexibility, intended to stabi-
lise the eurozone against the destabilisation of asymmetric shocks, given
the loss of exchange rate and monetary policy instruments for individual
member states, the Eurobond scheme focuses upon seeking to reassure finan-
cial markets concerning sovereign risk and, therefore, expecting to secure
lower long-term interest rates. It is, in short, a difference between Keynesian
assumptions of demand deficiency and the desire to utilise active fiscal
policy to stabilise the eurozone and hence promote growth and employ-
ment, counterpoised against neo-classical/monetarist assumptions that the
economy will automatically tend towards full employment and therefore the
role of fiscal policy is to prevent profligacy, with resultant benefits of lower
interest rates to facilitate growth. The two proposals, as currently presented,
provide two quite different solutions to two quite different problems, based
upon theoretical propositions from two quite different economic traditions.
There is nothing to prevent Eurobonds providing a useful supplement to
moves towards fiscal federalism in the eurozone; however, as currently
constituted; they are not a viable substitute.
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How would this fit with the current fiscal policy architecture of
the eurozone?

The form of economic and monetary union (the eurozone) adopted by the
EU developed a number of core features, namely: (a) the pooling of mone-
tary policy under the auspices of the ECB, and (b) the adoption of fiscal rules
intended to prevent free-rider problems arising from the ability of individual
member states from borrowing in a common currency, and potential moral
hazard if political pressure necessitates the bailout of any nation borrowing
excessively (Lane, 2012: 49). The fiscal rules, therefore, sought to prevent
member states from running large budget deficits and public sector debts,
which have been determined as incompatible with the long-term stability of
the system (EC Commission, 1992). The fiscal rules formed two parts, both
focused upon emphasising the self-discipline of participating member states
(Degryse, 2012: 12).

The first, pre-participation, involved the TEU convergence criteria, which
set out five financial tests that potential members were supposed to meet
prior to acceptance as full members of the eurozone. These rules were criti-
cised as being too narrowly focused on financial rather than real-economy
effects; nevertheless, whether or not the convergence criteria were insuffi-
ciently developed, the failure to adequately police their implementation has
cast its shadow over the contemporary problems with public debt in Greece,
Cyprus, Italy and Spain. Post-participation, the Stability and Growth Pact
(SGP), derived from the 1997 Amsterdam Treaty, sought to make perma-
nent and transparent the public-finance obligations contained in the TEU
convergence criteria. Articles 121 and 126 of the Treaty on the Functioning
of the European Union (TFEU) provide the legal basis of the SGP and estab-
lished the proscribed limits of 3% of GDP for budget deficits and 60% of
GDP for public debt. It has been suggested that fiscal ‘discipline’ is ‘funda-
mental’ for macroeconomic stability and, hence, for laying the foundations
for future economic growth (ECB, 2005: 7). Thus, the fiscal architecture of
the eurozone is essentially laying a constraint upon the autonomy and flex-
ibility of national fiscal policy amongst the eurozone participants.

This is based upon the assumption that the economy fluctuates around the
economic concept of the Non-Accelerating Inflation Rate of Unemployment
(NAIRU), whereby supply-side factors determine real economic variables
such as unemployment and output (Layard and Nickell, 1985; Carlin and
Soskice, 1990). Hence, the resulting policy stance is to maintain a neutral
fiscal policy and rely primarily upon monetary policy, through the medium
of the interest-rate policy instrument, in order to smooth demand shocks
and thereby enable supply-side factors to determine development in the real
economy. There is, therefore, no need for democratic control over fiscal or
monetary policy, as these policies are supportive of the primary drivers of
economic growth, and therefore these instruments can be subcontracted to
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technocratic specialists in the ECB and/or be constrained by the operation
of the SGP.

The design and operation of the SGP has, however, been criticised in two
rather different ways. The first argues that the design of the SGP is viewed as
flawed in a number of respects, including: its rigidity, with the one-size-fits
all nature of its operations (based upon no review of the evidence to suggest
that fiscal policy should be run in the same way in different nations); its
tightening of the TEU convergence criteria obligations (in terms of smaller
budget deficits and public-debt positions); lack of credibility, as sanctions
are rather onerous and imposed post-event; the fact that the SGP demands
a pro-cyclical macroeconomic stance amidst economic downturns; and, by
focusing upon deficits and not surpluses, the pact is asymmetric in rein-
forcing national budgetary behaviour to the benefit of the monetary union
as a whole (Monperrus-Veroni and Saraceno, 2006: 33-34). Moreover, the
theoretical foundations of NAIRU are certainly not without quite substantive
criticism (Setterfield et al., 1992; Galbraith, 1997; Whyman, 2006: 65-68).

A variant of such criticism goes further, claiming that the SGP is an
impediment to successful national macroeconomic management. Viewed
through the prism of Keynesian economic theory, detractors point to the
rigidity of budget-deficit limits, together with the ability of the EU to
compel member states to adhere to this approach as frustrating the flex-
ibility required to operate counter-cyclical demand-management policies.
According to this viewpoint, governments should be aiming to promote
economic stability and economic growth through the maintenance of a
sufficient level of effective demand in the economy, together with interven-
tions aimed at enhancing the performance of labour markets and industrial
competitiveness. This may require a greater flexibility in public finances
than allowed under the SGP, and therefore the latter may prevent corrective
measures necessary to prevent recessionary conditions, with the resultant
loss of economic potential and with also a human cost.

The second critique of the SGP claims that, rather than it being a flawed
concept, it is incomplete and thereby not sufficiently robust to secure the
financial integrity required of all participants in a monetary union. This
claim is reinforced by the ability of large member states, including France
and Germany, to periodically ignore the proscriptive nature of the SGP
when they find the rules inconvenient, and when they are faced with deter-
mined domestic opposition by organised labour (Bieler, 2006: 210; Mathers,
2007: 3). Consequently, reforms have been advocated to strengthen existing
rules intended to prevent the emergence of large fiscal deficits and public
debt within individual member states, and thereby prevent the eurozone
being undermined by individual nations either requiring bailouts by other
members, or defaulting and placing the future of the single currency at risk.

Instead of the SGP being replaced by a more flexible set of budgetary
rules intended to ensure that a sufficient level of aggregate demand exists
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in each member state to facilitate full employment, the EU’s response to
the 2008 financial crisis was to further tighten fiscal scrutiny and place
narrower limits upon fiscal manoeuvrability. As noted in Chapter 9, the
fiscal compact has caused eurozone member states to enshrine balanced-
budget targets into national law, with external surveillance and mandatory
penalties for breaches of the new fiscal rules.

Conclusion

The studies outlined in this chapter indicate that the sustainability of the
eurozone, in the medium and long term, may partly depend upon the imple-
mentation of a fiscal policy initiative at the federal rather than national
level, one which is sufficiently well resourced and targeted to stabilise
member state economies in the face of asymmetric external shocks. Failure
to do so leaves the monetary union fatally exposed to asymmetric external
shocks and divergent economic forces. Whilst the 2008 international finan-
cial crisis has proven to be a particularly destructive shock to the eurozone
economy, and has resulted in a range of policy responses, this should not
diminish the fact that the probability of asymmetric shocks of different
types and magnitudes was always going to prove problematic for the euro-
zone in the absence of some form of compensatory policy mechanism.
Potential solutions may include greater flexibility in national fiscal
policy, the introduction of fiscal federalism at supra-national level (whether
through an enlarged EU budget or targeted EFTS), or the introduction of
a form of Eurobonds. Yet, whilst these options have been discussed across
the eurozone, the hesitancy in taking action leaves the fiscal compact, and
restrictions upon national macroeconomic action, as the primary responses
to the financial crisis. This is not a sufficient response. Indeed, in the
absence of exchange-rate or monetary autonomy, and with insufficient
labour mobility and wage flexibility, individual regions may become char-
acterised by persistent unemployment, low per-capita income and ensuing
social tension: troubled regions coexisting in the eurozone zone with neigh-
bours enjoying full employment, high growth and greater prosperity. The
cost in terms of lost output and avoidable human misery is compounded by
the probability of countries withdrawing from the eurozone should such
inequalities continue over a prolonged period. The reluctance of many econ-
omists and policymakers to address this problem has long been of concern.
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Introduction

In previous chapters, the limitations inherent within the current eurozone
economic framework have been highlighted. These include: design flaws
in the methods to assess initial convergence; the lack of fiscal federalism to
moderate inevitable asymmetric shocks to the currency union; and, more
recently, a slow recognition of the problems caused by the international
financial crisis and its fiscal after-effects, together with a presently inad-
equate policy response.

This examination has, however, raised a more fundamental issue, one
that has undermined previous attempts at fixed exchange-rate systems
(including the gold standard and Bretton Woods), namely persisting weak-
nesses, not only within the eurozone, but within the current international
monetary and financial system as a whole. Specifically, four aspects of the
international payments architecture have been advanced as problematic
(Stiglitz and Greenwald, 2010: 12):

1. The association with large, unsustainable, payments imbalances;

2. Persistent high levels of volatility, both in terms of exchange rates, interest
rates, and/or access to capital;

3. Policy responses to the volatility tend to result in increased demand
for international reserves, which has the unfortunate consequence of
reducing global aggregate demand;

4. The inequitable nature of the system, as differentials in risk premia result
in less affluent nations providing net loans to richer countries at low
interest rates, whilst borrowing back funds at higher interest rates.

All of these factors are interrelated, and therefore a solution to payments
imbalances should ameliorate the other problems. Whilst a fixed-currency
system - or, as in the case of the eurozone, a single currency adopted by a
group of participating nation states — should reduce or eliminate exchange-
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rate volatility, the other issues remain. Indeed, solutions arguably become
more pressing as exchange-rate variation can no longer play the role of an
escape valve for other aspects of international payments disequilibria.

Excessive reserves and macroeconomic consequences

There are multiple motivations for holding international reserves, moti-
vations that do not necessarily remain constant over time. Volatility and
resultant perceptions of increased risk associated with economic activity
tend to increase precautionary savings, in the form of reserves. Another
reason may include high levels of price volatility for natural resources (espe-
cially oil). A third may arise from policy responses to the fragility of the
international economic system.

One example of the latter may refer to the fact that substantial reserves do
allow policymakers more flexibility in responding to periods of economic
turbulence. China and Russia were both better able to sustain the strengths of
their economies and, particularly in China’s case, due to the previous build-up
of reserves, to launch a sizeable Keynesian stimulus package in response to the
recent financial crisis (Stiglitz and Greenwald, 2010: 8). This might be consid-
ered as a case of macro-precautionary motives, albeit that sometimes the trade
policies of both of these nations appear to be more inspired by mercantilism.
A second example may derive from the export-led growth model, which has
proven successful in, amongst others, East Asia, Japan, China and Germany
(Stiglitz and Greenwald, 2010: 10). However, the problem created by structural
surpluses is that other nations must endure persistent deficits, given that the
global trade surplus (deficit) must be zero. If surplus nations persist in their
attempts to maintain their current account positions, this makes it more diffi-
cult for deficit countries to return to balance, as devaluations or deflation may
be offset by actions taken by credit-balance nations. Moreover, to the extent
that deficits can be reduced, if surplus nations do not accept a compensatory
reduction in their positive balances, then this will lead to a deficit appearing
elsewhere in the system. This tendency may be reinforced by the combina-
tion of neoclassical orthodox hegemony and successive WTO rounds, which
have made industrial policy more difficult and hence less attractive. This, in
turn, places more emphasis upon exchange-rate policy or else attempts to
reduce wages or the social wage in order to improve international competi-
tiveness. By facilitating increased net exports, these policies promote trade
surpluses (Stiglitz and Greenwald, 2010: 8, 11).

To place the issue into context, the reserves held by monetary authorities
across the globe more than quadrupled over the decade before the recent
international financial crisis, rising from less than $2 trillion in 1999 to
more than $8 trillion in 2009, with developing economies accounting for
more than two thirds of that increase. This figure is equivalent to in excess
of 12% of world output at market exchange rates (Costabile, 2010: 7; Stiglitz
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and Greenwald, 2010: 8). The cost of these reserves is, therefore, an oppor-
tunity cost, whereby these funds could have been invested in productive
activity and, thereby, the world economy is poorer and has a slower poten-
tial growth trajectory as a result (Stiglitz and Greenwald, 2010: 8). This large
proportion of potential demand being withdrawn from the global economy
leads Stiglitz and Greenwald (2010: 12) to conclude that the current arrange-
ments produce a ‘chronically unstable global macroeconomic situation with
a strong deflationary bias’ (Stiglitz and Greenwald, 2010: 12).

To the extent that this is an accurate depiction of some of the problems
facing the international economy, it has resonance for nations sharing a
single currency, where exchange-rate policy is no longer available, and where
the current approach is to utilise a combination of deflation and social wage
reductions to restore competitiveness in deficit nations. Surplus nations,
primarily Germany, which currently has amongst the largest trade surpluses
in the world, appear determined to persist with the export-led growth model,
thereby insuring that other eurozone members will find it more difficult to
improve their own trade balances without more drastic action than might
otherwise be needed. Moreover, as highlighted in the previous chapter,
although German reserves, built up through this trade policy, are being
utilised to provide temporary loans to those EU member states suffering fiscal
distress, this provides only temporary relief, whilst loans are accompanied by
demands for quite severe fiscal tightening. The persistence of trade surpluses
and the lack of pressure upon governments to take corrective action create
further problems for nations posting trade deficits.

There have been a number of different proposals advanced as potential
solutions to the problems inherent within the global financial architec-
ture, with some of the most notable examples summarised in Riese (2008).
However, perhaps the most important contribution was made by Keynes,
in the context of the discussion surrounding the shape of the post-Second
World War international monetary system.

The Keynes Plan

The Keynes Plan for an International Clearing Union (ICU) originated
during the period of the Second World War, as economists from the Allies
considered the suitability of international economic foundations capable
of promoting reconstruction and economic prosperity. The proposals were
developed through a number of drafts, which are outlined in Keynes (1980),
and cumulated in a U.K. government white paper, in 1942. The proposals
were not ultimately adopted, although elements were included in the estab-
lishment of the IMF and the Bretton Woods international system of mone-
tary arrangements (Skidelsky, 2000; Steil, 2013).

As befits his broader focus upon inadequate effective demand and
under-employment of resources, Keynes proposed a form of international
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monetary system that combined the benefits of fixed exchange rates (less
uncertainty leading to increased investment, trade and economic growth)
with an attempt to ensure the maintenance of a sufficient level of effective
demand to sustain global full employment. In the same way that a with-
drawal from the circular flow of income, in a particular country, reduces
aggregate demand and thereby potentially results in under-employment
equilibria, he registered concern over the inability for an international
payments system to prevent excess reserves from withdrawing money from
the global economy. If surpluses were to remain unused, as would be the
case in mercantilist strategy, the result would be a suboptimal level of aggre-
gate demand, and insufficient to maintain full employment.

Attempts made by deficit nations to restore balance would exacerbate this
problem, through deflation and other adjustment programmes (Piffaretti,
2009b: 47). Domestic deflation and devaluation, both of which seek to
reduce the international price of exports relative to imports, with the elas-
ticities of demand for imported and exported goods and services deter-
mining whether a modest or very large correction would be required to
restore balance. Deflation will reduce the demand for imports, as a result
of declining wages (or the social wage, via reductions in welfare expendi-
ture) and/or increasing unemployment, whilst devaluation makes exports
cheaper overseas and encourages import-substitution at home.

Kalecki (1946: 323-327) concurred with this position, arguing that no
country would experience persistent problems with its balance-of-payments
position if all nations maintained their expenditure levels sufficient to secure
full employment. Net foreign expenditure would be financed through inter-
national long-term lending, the latter to be facilitated through the estab-
lishment of an international clearing union similar to Keynes’s proposals,
combined with an international investment office. Hence, in Keynes’s own
words, ‘the plan aims at the substitution of an expansionist, in place of a
contractionist, pressure on world trade’ (Keynes, 1942).

The ICU proposal sought to establish an international system of payments
that facilitated global full employment. The proposal had six main elements,
namely:

e [stablishment of a currency union, based on international bank money;
Creation of a closed payments system, enabling central banks to regulate
the flow of international payments;

The need for symmetric, not asymmetric, rebalancing;

Ensuring that international reserves are limited and re-circulated;
Restrictions upon speculative and other short-term flows of capital;
Ability to readjust fixed exchange-rate values to reflect changes in effi-
ciency wages

The proposal was to create a currency union, provisionally named the
International Clearing Union, utilising the creation of international bank
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money, which Keynes named ‘bancor’, and it was to be fixed, at least nomi-
nally in terms of gold — with national currencies within the ICU thereby
fixed in relation to one another. Bancor would not, however, be convertible
into gold (Keynes, 1980: 95). The closest current equivalent would be Special
Drawing Rights (SDRs), operated by the International Monetary Fund (IMF),
although, in the absence of a complete system like ICU within which to
operate, SDRs have had little influence upon the international monetary
system. Nevertheless, Stiglitz and Greenwald (2006) have advocated a similar
scheme to the Keynes Plan, utilising SDRs as their bank money of choice.

The purpose of the new currency (bancor or SDRs) would be its use in
settling international balances between participating member states,
through accounts maintained by national central banks. Those nations with
a surplus on their balance-of-payments account, with respect to other ICU
participants, would accrue a credit account, whereas those with a balance-
of-payments deficit would generate a debit account. The supply of bancor
was to be perfectly elastic up to the maximum set for each country (Meltzer,
1983: 17). Moreover, there would be one-way convertibility only, from gold
or national currencies to bancor (Keynes, 1942). Thus, bancor reserves can
never leave the system, thereby negating the possibility of a run on the
currency (Arestis, 1999: 7).

The ICU would be established such that the provision of foreign exchange
would be located solely within the central bank of each participating
nation. Where requested by individuals or businesses, other domestic banks
would be required to apply to the central banks for release of these funds.
Central banks would, therefore, have unqualified control over the outward
transactions of national citizens (Keynes, 1980: 33-34). Bancor would not
necessarily be utilised for all transactions between individual businesses or
banks, but rather would be the sole means of settling the final outstanding
balances between the central banks of each participating nation. It would
operate in a manner similar to physical shipments of gold, under the gold
standard, to settle balance-of-payments deficits (Keynes, 1942).

This plan largely reflected the position pertaining in the United Kingdom
at the time Keynes was drafting the ICU proposals, although it would require
a significant reversal of contemporary reality, where international financial
markets operate without this restraint. However, D’Arista (2003: 737) notes
that an ICU would eliminate what she regards as the ‘wasteful’ foreign
exchange activities of multinational banks, thereby curbing speculation
and reducing the volatility in currencies that hamper economic activity in
the real economy.

The purpose of the ICU would be to extend the banking principle that exists
within any closed system, namely that the sum of credits and debits (assets
and liabilities) must balance (Keynes, 1980: 44). If credits are not permitted
to exit the system, then the ICU has the freedom of action to advance loans
to any member, knowing that the proceeds will be transferred to the clearing
account of another member. Loans made to Greece may end up in the clearing



176 Crisis in the Eurozone: Causes, Dilemmas and Solutions

account of Germany, if the former has a trade deficit with the latter, but,
because the resources cannot leave the ICU system, they remain available for
use rather than to sit as idle reserves. Given that reserves represent potential
purchasing power, were they to remain unused, this would withdraw money
from circulation and deflate the global economy. However, within the ICU,
balances would not remain idle, but would be utilised to finance business
in another participating member state, thereby maintaining the existing
circular flow of income within the system (Keynes, 1942).

Given that the sum of the worldwide balance of payments must be zero,
such that the sum of all surpluses must equal the sum of all deficits within
a set period of time, surpluses cannot exist without an equivalent deficit
occurring elsewhere in the world. Therefore, if the latter are a problem, the
former must be a significant contributor to this problem occurring and
persisting. This should imply that both surplus and deficit countries be
treated equally in seeking to eliminate trade imbalances, but this is not typi-
cally the case. Deficit countries endure compulsion to reduce trade imbal-
ances, whilst surplus countries do not. The ICU therefore sought to prevent
systematic disequilibria by creating a system of incentives and penalties to
be imposed on both deficit and surplus countries in order to discourage
disequilibria (Costabile, 2010: 18-19). In this endeavour, the ICU would
mimic the actions of national central banks in pursuing international
‘symmetric rebalancing’, and thereby achieving simultaneous debtor and
creditor adjustment (Piffaretti, 2009b: 46).

Each national central bank would be allocated an index quota equal to
the sum of its imports and exports, averaged over the previous five years,
and would be entitled to overdraw its clearing account by up to the value of
its index account. If a deficit remained above one quarter of the index value
for more than a year, the ‘deficiency bank’ would be allowed to borrow from
the clearing account of a bank running a surplus, whilst the deficit nation
would be entitled to devalue its exchange rate by up to 5% per year. If the
deficit exceeded half the index quota, this devaluation would be required,
whilst outward movements of capital would be prohibited without the
express permission of the governors of the central bank itself.

Meanwhile, surplus banks would be encouraged or required (if the surplus
balance exceeded 50% of the index quota) to introduce corrective meas-
ures involving currency appreciation, to the maximum of 5% per annum,
or easing the restrictions upon the outward flow of capital. At year’s end,
surplus balances still exceeding the value of the index quota would be trans-
ferred to the reserve fund of the central bank. In addition, surplus nations
would be caused to transfer into the central bank’s reserve fund 5% of the
annual excess above one quarter of its index quota and 10% above half the
quota figure (Keynes, 1980: 35-37). In essence, this imposed the equivalent
of a rate of interest upon credit balances, in the attempt to provide a deter-
rent against the development of a persistent surplus position. In later drafts,
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this element was reluctantly dropped, albeit (as will be considered later in
this chapter) this element of the proposal may have particular relevance to
the circumstances facing the eurozone (Keynes, 1980: 96).

Problems with debtor countries can only occur, according to Keynes, if
creditor countries are not making full use of the purchasing power derived
from their trade surplus (Keynes, 1980). Viewed in this way, surplus countries
tend to export deflationary consequences to other nations, and therefore any
sustainable global financial system should have the means of disciplining
surplus nations (Stiglitz and Greenwald, 2006: 11; 2010: 6-7). In the absence
of an ICU-type arrangement, the health of the global economy depends
upon the willingness of surplus countries to expand aggregate demand in
order to maintain a necessary level of international effective demand, and
thereby full employment (Richardson, 1985: 24).

One of the main design features of the bancor system was the attempt
to avoid the accumulation of inactive balances held in individual national
reserves. Bancor was, therefore, meant to be a means of payment but not
a store of value (Meltzer, 1983: 17). Countries that did not wish to use
their surplus balances immediately could store them in the ICU without
this leading to deflationary consequences, as deficit nations could utilise
this source of funds and thereby a level of effective demand adequate to
maintain global full employment (Riese, 2008: 39). Kalecki and Schumacher
(1943) believed that the combination of an ICU and institutional invest-
ment office should be sufficient to provide sufficient short- and long-term
lending to prevent unsustainable foreign exchange problems.

Keynes (1980: 30-31) noted that the 19th-century system of international
finance worked initially because the flow of capital funds was directed from
surplus to debtor nations, at least in part to develop national infrastructure,
and thereby maintained approximate balance of international payments.
When this pattern shifted towards capital flowing from debtor to creditor
nations, the international payments system became unstable. Consequently,
he concluded that the object of any new system should be to encourage (or
require) a similar initiative from creditor nations, whilst imploring suffi-
cient discipline upon debtor nations so that they did not exploit the situa-
tion to live perpetually beyond their means.

Keynes (1980: 52, 86) stated quite clearly that he viewed the ‘central
control of capital movements, both inward and outward’ to be a ‘permanent
feature of the post-war system’, requiring ‘exchange control for all transac-
tions’. The Keynes Plan recognised the potential damage that ‘fugitive’ or
‘floating’ funds could inflict upon an economy, and therefore no country
should henceforth accept international capital movements that sought to
evade taxation or were made for reasons other than international trade or
fixed investment (Keynes, 1980: 185). Indeed, he claimed that ‘nothing is
more certain than that the movement of capital funds must be regulated’
(Keynes, 1980: 31).
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Control over capital movements was intended to perform two primary
functions: (a) to enable Britain to regulate interest rates without regard to
foreign balances, and (b) to prevent periods of economic expansion being
brought to a premature end through a rise in net foreign lending, resulting
in a rise in interest rates as domestic banks sold bonds to raise capital with
which to make domestic loans (Meltzer, 1983: 14-15).

It was intended that capital flows financing fixed investment would be
treated differently, and more favourably, than speculative capital flows
(Riese, 2008: 39). Thus, international trade in goods and services, and
payments arising from these transactions, would be automatically permitted
and capital movements would be more tightly regulated. Licences would
regulate trade, whilst remittance of interest or other transfer payments
would be limited, and speculation in purely financial instruments would be
prohibited (Keynes, 1980: 52-53, 212-213). In the ICU system, this would
be more effective as the regulation would apply at ‘both ends’ of any poten-
tial transfer. The intent would be to distinguish between, on the one hand,
flows to finance trade, finance foreign direct investment (FDI) and/or main-
tain balance-of-payments equilibrium between surplus and deficit nations;
and on the other hand, destabilising flows of capital, often for speculative
purposes or flight out of deficit nations (Keynes, 1980: 53, 87).

Meélitz (1983: 23) argued that Keynes became convinced that no inter-
national monetary system was capable of achieving internal and external
stability, high employment and economic freedom, and therefore he chose
to sacrifice freedom through the introduction of a permanent system of
exchange controls. The combination of fixed but adjustable exchange rates,
capital controls and multilateral clearing was intended to smooth the trade
cycle and facilitate the expansion of trade, thereby setting the foundations
for the maintenance of a higher level of effective demand without infla-
tionary consequences (Keynes, 1980: 155 - cited in Meltzer, 1983: 20).

Whilst the ICU was conceived as supporting a fixed exchange-rate system,
itisimportant to note that Keynes did not view this fix as unalterable (Keynes,
1942). Indeed, devaluation would be permitted if efficiency wages increased
relative to wages abroad (Meltzer, 1983: 19). This element of period readjust-
ment to exchange-rate values was a feature of the Bretton Woods system,
although, as successive speculative attacks upon the ECU (in the 1980s) and
the ERM (in the early 1990s) amply demonstrated, this is made more difficult
in the absence of capital controls. The creation of very large foreign exchange
reserves might provide some protection in this respect but, due to their ‘dead
money’ nature, this would draw demand away from the global economy.

Issues arising from the Keynes Plan

Many of the initial reactions to the Keynes Plan are summarised in the
Collected Writings (Keynes, 1980), which caused subsequent drafting changes
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to the original conception of the proposal. The development of the Keynes
concept is, moreover, documented elsewhere (de Vegh, 1943; Horsefield,
1969; Riese, 2008). There were, however, a number of issues arising out of
the plan, which were raised as potentially problematic for the adoption and
operation of the scheme.

The first relates to relations between ICU participants and non-members.
Given that the ICU was devised as a means of resolving problems for the
global economy, it would operate more smoothly if all nation states partici-
pated. However, this was always going to be unlikely and, indeed, Keynes
(1942) appeared to accept this as well, at least in the early years of the ICU,
when he discussed the advisability of the central banks of non-member
states establishing credit clearing accounts with the ICU in order to facilitate
trade with participants. This would suggest that non-members would have
no right to borrow from the system, but if they had a trade surplus with
ICU participants they could receive bancor credits as payment. However, it
is unclear why they would wish to do so, as they would have to be subject
to the same rules as members in terms of the non-convertibility of bancor
reserves, or else this would represent a withdrawal from the union, circum-
venting the closed system and withdrawing purchasing power from the
system. Given that, as non-members, they would have no influence over
the development of the rules or management of the system, this would seem
to provide little incentive for non-members to participate.

A second related point concerns the withdrawal of members from the
scheme. Keynes (1942) allowed for this, subject to one year’s notice, as long
as any debits were discharged in advance of withdrawal, but also that existing
credit balances would remain within the system. Non-convertibility of bancor
would prevent exiting nations from withdrawing any credit balances. These
balances would, therefore, remain within the ICU unless or until the with-
drawing nation ran a deficit in relation to ICU participants and was able to
utilise its previous credit balance to settle this account. Given that nations
generating trade surpluses would be subject to greater constraint within the
ICU than outside, this may provide an incentive for these nations to avoid
participation in the system. Indeed, Riddle (1943: 15) argues that it is difficult
to conceive of any prospective creditor nation agreeing to abide by this type of
provision. Furthermore, their ability, once outside the ICU, to free ride upon
the scheme, would weaken its positive effects. Thus, any sustained higher level
of global demand, arising from the operation of the scheme, would enable
these nations to build up even larger trade surpluses, whilst their expanding
reserves would not be available to fund loans to deficit nations, thereby gradu-
ally undermining the purpose the ICU was intended to fulfil.

A third issue is related to the first, in that nations are reluctant to surrender
sovereignty in economic matters. Keynes (1942) dismissed this issue as
necessitating no greater loss than might occur under a standard commercial
treaty. However, this is not the case, as commercial contracts do not restrict
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what one party can do with the proceeds of the activity in the way that the
ICU would impose upon creditor nations. Indeed, the discipline inherent
within the Keynes system would imply the creation of a new instrument of
economic leadership and economic governance (de Vegh, 1943: 544, 547).

The ICU would also eliminate currency asymmetry, since no nation would
be able to reap seigniorage (Riese, 2008: 41). Whilst this would be beneficial
to most nations, it would remove a source of finance for those nations whose
currencies would otherwise act as international reserve currencies. As a result,
Stiglitz and Greenwald (2010: 19) suggest that it might be difficult to create a
global financial system using the ICU model. However, they noted that spill-
overs across countries within a specific region of the world economy, and
a potentially higher feeling of solidarity arising from spatial location, may
make the introduction of regional clearing unions more feasible.

A fifth issue arising from the ICU proposal, and one that Keynes identi-
fied as perhaps the most difficult issue to resolve, relates to the demarcation
of rules and discretion in the design of the system. In Point 15 of the final
version of the Keynes Plan, the author wrestled with the necessity to use
rules to prevent ‘indiscipline’ and ‘unwarrantable liberties’. By contrast, in
his wider work, Keynes argued for government policy to have the discre-
tion to adapt to circumstances and take whatever measures necessary at
the time. He noted the theoretical preference for rules, but that discretion
is probably necessary to make the system work more effectively in practice.
Yet, in paragraph 52 of the plan, Keynes seems to have resolved his conflict
of thought in favour of rules, by stating:

Surely it is an advantage, rather than a disadvantage, of the scheme that it
invites the member States and groups to abandon that licence to promote
indiscipline, disorder and bad-neighbourliness which, to the general
disadvantage, they have been free to exercise hitherto.

In terms of the choice of a supranational body that has the strength and
authority to be able to manage an international monetary system, Davidson
(1992: 8) proposed that a central bank similar to the current European
Central Bank (ECB), albeit with rather different objectives, could be a viable
solution. Arestis (1999: 9) agrees with Davidson that the enshrining of
full employment policy at the heart of the ICU system, and thereby as the
leading objective for a supranational central bank or other management
body, would be an essential prerequisite of the scheme. As a result, he argues
that an ECB-type organisation would require radical reform in structure,
strategic objectives and its willingness to use a broader use of differential
policy tools, before it would be an acceptable conduit.

Interestingly, Davidson (2009: 136-142) has more recently developed what
he terms a ‘more modest’ variant of the original Keynes Plan, by avoiding
the need for a supranational central bank to manage the clearing union.
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Instead, he proposed the introduction of a closed, double-entry bookkeeping
clearing institution able to account for net international payment positions
between participating trading nations, and to monitor the compliance with
the mutually agreed rules intended to solve problems of persistent trade and
payments imbalances.

A final issue concerns potential inflationary effects arising from the
operation of the ICU. For example, Meltzer (1983: 19) claims that Keynes
was aware of the possible inflationary bias of his scheme, due to an excess
supply of money, but that this flaw was not addressed — perhaps, he suggests,
because the scheme was unlikely to be accepted by the American negotia-
tors at the Bretton Woods summit. The argument is advanced that the ICU
provides surplus nations with an incentive to expand their economy, rather
than allow build-up of surpluses triggering an exchange-rate appreciation. If
the economy was already operating at full employment, this would be infla-
tionary. Similarly, persistent deficit nations would be expected to devalue,
which would improve the competitiveness of their exports but also provide
an expansionary effect. In combination, these two measures would provide
a stimulus to economic activity across the ICU. If economies were already
operating at full employment levels, then this would be inflationary.

This critique ignores the basic starting point that led to the develop-
ment of the Keynes Plan in the first place, namely that the operation of the
current international payments system — through asymmetric treatment of
deficit and surplus nations, alongside the amassing of idle reserves — has
a profound deflationary effect upon the global economy. The ICU was
supposed to reverse this effect, thereby providing better global balance. If
this analysis is correct, then it would be unlikely that all economies (deficit
or surplus) would be simultaneously operating at full employment, given
the withdrawal from the system arising from idle reserves and the necessity
for debtor nations to deflate to reduce trade deficits. Certainly, the global
economy would ‘run hotter’, with less wasted resources, and the varied
evidence arising from the Phillips Curve, NAIRU and other policy trade-off
analysis, would indicate that inflationary pressures may arise at slightly
less than full-employment equilibrium. Nevertheless, even if this analysis
is correct, this is more of a problem for the correct use of macroeconomic
policy tools rather than a justification to reject the ICU system.

Relevance to the eurozone

Having outlined the fundamental elements of the Keynes Plan, the relevance
to the difficulties faced by the eurozone in 2013 should be obvious. Were
an ICU reform to be introduced, the asymmetric nature of the current euro-
zone rescue plans, which dampen demand in already struggling member
states and provide only temporary relief, could be exchanged for a system
which would automatically ensure a symmetric rebalancing of the eurozone.
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Creditor nations would be encouraged to spend their reserves, either by
increasing the economic activity in their own economies or, if already at
or near full employment, these reserves would be automatically available,
within the clearing union mechanism, to be lent to debtor nations. This
might be via a European investment foundation, as suggested by Arestis
(1999: 9-10). The result should be the union experiencing a higher level of
aggregate demand, as resources are not withdrawn as the result of a build-up
of reserves or deflation imposed upon deficit nations, and thereby growth
should rise and unemployment fall across participating member states.

The adoption of an ICU would not, however, be without quite significant
difficulties. The first of these relates to the current state of the international
finance system. Compared to the more managed economies characterising
the period in which Keynes developed his ideas, contemporary central
banks are far less in control of the creation of credit and the establishment
of interest rates (Arestis, 1999: 9). Liberalisation of the sector, particularly
during the 1980s, together with the subsequent internationalisation of
financial markets, have combined to weaken the control of central banks.

The relevance of the necessity to regulate financial capital were amply
demonstrated by the 2008 financial crisis. Writing well in advance of this
event, Cartapanis and Herland (2002: 273-274) had already noted that
‘rarely in the course of history has the international markets experienced
such violent adjustments’ as had been experienced in the previous decade.
Indeed, the IMF has itself recognised that the period since the demise of
the Bretton Woods system has been characterised by 124 systemic banking
crises (Laeven and Valencia, 2008: 5). One significant factor underpinning
this increase in financial volatility has been the liberalisation of capital
movements (Cartapanis and Herland, 2002: 274). Consequently, some
re-regulation would appear overdue. This, however, is problematic due to the
hegemonic dominance of neo-classical orthodoxy, which does not seem to
have been as fatally wounded by the crisis as might have been anticipated.

Capital restrictions would additionally appear, at least superficially, to
conflict with the ‘four freedoms’ enshrined in the Treaty of Rome, one
of which being the freedom of movement of capital. The clearing union
would, at its heart, have restrictions upon the convertibility of curren-
cies into bancor and the regulation of the supranational clearing agency
authority of all capital movements not related directly to trade or long-
term productive investment. This would necessarily constrain the freedom
of movement of capital. However, the EU has never been absolutist in its
adherence to these principles when they conflict with other objectives.
For example, current discussions regarding the advisability of introducing
a form of Tobin tax (1978), to prevent short-term speculative financial
transactions from undermining economic stability, would imply that the
principle of freedom of movement of capital is not sacrosanct. Moreover,
the ICU proposal would encourage the expansion of international trade
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in goods and services alongside long-term productive investment, so only
short-term capital movements would be severely curtailed. This would not
hamper the completion of the European single internal market and, indeed,
may facilitate its progress.

One advantage the EU has over supporters of the original 1940s Keynes
Plan is that part of the infrastructure necessary for the operation of the
scheme is already in place. The ECB already exists as an accepted suprana-
tional economic authority, and as such, this could form the basis for the
clearing agency proposed by Keynes to manage the clearing union. This
would, of course, require a fundamental change of theoretical underpin-
ning for the ECB, in addition to a radical revision of its objectives. Thus,
the narrow focus upon low inflation would need to be superseded by the
task of managing the clearing union and, as a consequence, to prioritise
the facilitation of full employment across the union. This is incompatible
with a theoretical adherence to economic orthodoxy with a neo-liberal
flavour, and hence the ECB and its officers would need to accept the tenets
of Keynesian theory. This would prove problematic, given the dominance
of orthodox economic perspectives in the finance sector and, albeit to a
lesser extent, to academia — the two areas from which potential ECB officials
might be drawn. Nevertheless, given the importance of the new institution
for the success of the new policy orientation, sufficient candidates could be
found amongst the minority heterodox economist communities.

There is, however, one final and potentially even more difficult problem
for the EU in adopting an ICU proposal, and that arises from the pre-existing
single currency, onto which a clearing union would need to be grafted. This
could allow an ‘ICU-light’ version of the scheme, but for a comprehen-
sive implementation of the scheme, more fundamental changes would be
required. In terms of the ‘ICU-light’ variant, the euro could either become
the international banking currency, or else a separate currency (let us call
it the Eurobancor) could be established. In either case, this could operate
much as in the Keynes Plan, with each nation having a clearing account to
settle net balances between eurozone participants, with one-way convert-
ibility of their domestic currencies (in this case, the euro for each nation)
and the clearing account. For those creditor economies, limitations would
be placed upon the size of the credit balances in the clearing account, and
similarly for deficit nations, and once these were reached, corrective action
would be required. This, however, is where the original Keynes Plan would
need to be amended, as his original plan to seek to correct fundamental
trade imbalances through changes in exchange rates is not available for a
clearing union formed between nations sharing a single currency.

To take one example, if Germany has a large surplus with other members
of the clearing union and Greece a deficit, it is not possible to attempt to
rectify differentials in international competitiveness through the means
of appreciating the German currency relative to Greece, since they both
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share the euro. Seeking to achieve the same end through internal devalua-
tion would be possible if the EU Commission were willing to go beyond its
existing monitoring of national economic policies and enforcing recommen-
dations of policy changes to comply with existing agreements related to the
eurozone. They could insist, for example, that Germany increase domestic
activity and Greece deflate. This would not be straightforward, however, as
the German memory of the hyperinflationary episode in the 1920s would
cause resistance to this recommendation, and without the means to enforce
this policy change, the result would be somewhat similar to current circum-
stances — that is, Germany would prefer to amass large reserves and Greece
would be forced to deflate its economy, thereby reducing total clearing-
union demand below the full employment equilibrium position.

Conclusion

Even with this deviation from the Keynes Plan, the ‘ICU-light” option could
still make a useful contribution to the present eurozone crisis. It would still
require much tighter financial regulation, with central bank control over
financial flows limiting the destabilising effect arising from short-term specu-
lative flows. Moreover, since surpluses would be built up within the clearing-
union payments system and could not be withdrawn from the system, these
funds would be made available to finance productive investment in deficit
nations. Additional incentives could be introduced to encourage creditor
nations to expand their domestic demand rather than continue to build up
surpluses, including the requirement to transfer excess account balances into
a special holding account in the supranational clearing union institution,
an account that could either pay no interest (hence imposing a real terms
cost); or else consider the imposition of a negative interest rate, payable by
the creditor nation, upon these excess balances. If this approach achieved its
aim, and surplus nations inflated their economies, this would achieve a form
of internal devaluation capable of gradually shifting relative competitive posi-
tions, although this would be slower and potentially more disruptive than the
exchange-rate alternative not available to members of a single currency.

The ‘ICU-light’ version of the Keynes Plan would, therefore, achieve some
of the stated goals, but the full variant would be a superior solution. For this
to be achieved, however, there would need to be some form of reintroduc-
tion of national currencies for the rebalancing to work more effectively. In
this scenario, each member of the eurozone would possess its individual
currency and use the euro as the international bank currency to resolve
balance of payments. As credit or debit balances grew, the option of encour-
aged or enforced currency revaluation and devaluation would be possible,
thereby securing a quicker and more-effective symmetric rebalancing of the
clearing union than could be accomplished through the alternative plethora
of incentives outlined in the previous paragraph.
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This would, of necessity, require the EU Commission and current partici-
pants in the eurozone to acknowledge that the form of monetary union
they chose to implement is fatally flawed — and neither politicians nor
economists appear to welcome having to admit previous mistakes. However,
once this step has been taken, the future for this alternative vision of a
currency union would have far greater potential for long-term sustaina-
bility. It would be possible, for example, for shifts in international competi-
tiveness to be swiftly dealt with, in the absence of painful adjustment that
stretched internal solidarity. It would also encourage the eurozone economy
to operate closer to full employment, with faster rates of economic growth,
which would mark a significant improvement over what has been achieved
since the advent of the single currency. Moreover, the creation of a more
flexible system, in which the objectives of employment and economic pros-
perity appeared to dominate over financial motives, and where participa-
tion does not seem to be such a permanent solution if circumstances for
individual nations were to change, might encourage more nations to partici-
pate in the system. The United Kingdom, for example, would find it much
easier to consider membership in a clearing union of this type, rather than
in the current version of the eurozone.

None of this is to suggest that the ICA would prove to be a panacea for
all economic problems facing the European economy (Arestis, 1999: 1). But
it has the potential to provide a superior alternative to the present solu-
tions. Perhaps it might be time for EU economists and policymakers to
dust off their copies of the Keynes Plan and familiarise themselves with the
contents — it might prove instructive.
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The Collapse of the Eurozone: Disaster
or Liberation?

Introduction

The current crisis and potential ultimate demise of the European single
currency in its exiting format was predictable because it stems from deep-
seated flaws within its structure. If policy-makers understood fully the
impact of their action, they would never have launched the euro, unless,
of course, ideology simply overrode common sense. Only fear of the conse-
quences of a break-up is now keeping it together, and doing so at great cost,
both in terms of bailout resources and, more importantly, degrading the life
chances of a great number of eurozone citizens, clearly never the intention
of the European integration project. The present chapter seeks to remove
this fear through an analysis of the probable consequences.

A crucial idea introduced by Keynes (1936) into the corpus of economic
thought is that the level of output and employment under market capitalism
depends upon interaction between total spending and the economy’s capacity
to produce. Decisions to produce are made primarily by private profit-making
firms; production, the source of employment, takes place only if companies
anticipate a market in which goods and services can be sold at a profit. If
demand is insufficient, productive capacity will stand idle and people will be
without jobs. There is no automatic mechanism that guarantees output and
spending decisions always coincide. Imbalances between aggregate demand
and aggregate supply require active policy by government to change either its
own or private expenditure through budgetary or monetary instruments. The
neo-classical assumption of an automatic tendency towards market clearing is
replaced by the necessity for active government intervention to secure simul-
taneous internal and external balance in the economy.

Such a Keynesian framework is explicitly diminished by the monetarist
ideology of the TEU, which laid the basis for the eurozone. A clear example of
its approach is the reliance upon monetary tests of convergence rather than
the examination of real variables of output growth and rates of unemploy-
ment. Its convergence criteria include restrictions upon discretionary fiscal
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policy through the implementation of maximum permitted budget defi-
cits backed by the possibility of levying fines on non-compliant economies.
The transfer of monetary and exchange-rate policy to an independent ECB,
whose sole legally defined objective is to secure stable prices through the use
of a single economic policy instrument, a common Euroland interest rate,
is at complete variance with a Keynesian approach. The political imperative
to comply with this mandarin platform led to the EU suffering a prolonged
period of slow growth and high levels of unemployment.

This chapter highlights the incompatibility between the monetarist model
upon which the eurozone is constructed, and the possibility of creating an
alternative economic strategy grounded in the Post-Keynesian tradition.
Despite the inability of theorists to develop a universal Post-Keynesian theo-
retical model, due in large part to the complexity and dynamic nature of
modern economies, it is nevertheless possible to identify a number of impor-
tant themes that denote the essence of Post-Keynesian thought. We also
outline the framework within which such an independent Post-Keynesian
policy could operate.

Fundamental flaws of the eurozone

As previously discussed in Chapter 4, the countries forming the eurozone
did not meet the requirements laid down by economists for an Optimum
Currency Area (OCA) (Eichengreen, 1992). Consequently, eurozone propo-
nents were reduced to the weaker proposition that adoption of a single
currency and uniform monetary policy across participant nations would
generate greater convergence amongst them in terms of the endogeneity
OCA hypothesis. In fact, as a decade of experience has demonstrated,
establishing the apparatus of a currency union created ever-wider diver-
gence between the members. Thus, youth unemployment in Spain has
hovered around 50% whilst fighting against an estimated 30% overvalua-
tion of Spanish output against Germany. Far from binding member nations
together, a one-size-fits-all monetary policy is driving them apart.

Second, the eurozone lacks any equilibrating mechanism to narrow different
performances across member states, other than the production-losing option
of deflation. Therefore, a clamour for fiscal union has arisen, either overtly
or via Eurobonds, to redistribute resources from the strongly performing to
weaker national economies. However, such proposals possess inherent weak-
nesses. For example, in practice they merely contain spatial disparities rather
than eliminate them. Thus, after two decades of reunification, no part of
the former East Germany is as rich as the poorest region of the former West
Germany, whilst a century of subsidies has failed to eradicate the inequality
between Northern and Southern Italy. If transfers within a single nation
exert only a limited impact, their effect will be less when applied to countries
with different languages and ways of life. Moreover, to be effective, regional
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resource redistribution requires political acceptability, based upon a shared
citizenship amongst the peoples involved. Such feelings are hard to generate
within the boundaries of one state, but are almost impossible to secure across
a eurozone of countries with varying histories and cultures.

Third, the basic economic philosophy and governing institutions of the
eurozone rest upon a pre-Keynesian mindset that seeks to achieve stability
through balanced budgets and the prioritisation of anti-inflation targets
to the neglect, and at times the detriment, of economic growth and job
creation. The loss of credibility created by the crisis goes beyond the single
currency to the ideology that shaped its creation: one of deregulation, priva-
tisation and the privileging of corporate power despite modest employment
rights introduced to limit social dumping. There was always a disconnect
between this neo-liberal economic framework for the single currency and
the European Social Model advocated by social democratic and other
progressive political forces. Moreover, no mainstream European politicians
are addressing the failure of that model nor recognising that a eurozone
based on one-sided deflationary adjustment must ultimately fail. If they
insist on maintaining that policy, they will have to accept the results and
prepare for the consequences.

Fourth, the institutional structure of the eurozone is anti-democratic
since none of its key decision-making bodies (e.g., the Council of Ministers,
the European Central Bank and the European Commission) are transparent
in procedure or accountable to the electorate. Such a situation is unaccept-
able to those who believe that decisions that profoundly affect peoples’
lives should only be made by bodies whose authority derives from, and is
renewable by, voters. National parliaments face such a sanction, whereas
none of the eurozone’s governing institutions do so. Consequently, in
times of crisis they enjoy no reservoir of public support to fall back on.
Their elite decision-makers are concentrated in the Frankfurt Group, an
unelected cabal of eight people: IMF managing director Christine Lagarde;
chancellor of Germany, Angela Merkel; French president, Nicolas Sarkozy;
ECB President Mario Draghi; European Commission President Jose Barroso;
President of the Euro Group Jean-Claude Juncker; President of the European
Council Herman Van Rompuy; European Commissioner for Economic and
Monetary Affairs Olli Rehn. This group took the key decisions for the euro-
zone based on financial-market sentiment, not on the electorate’s opinions.
Governments change, but policies remain unaltered, creating a democratic
deficit of alarming proportions. Such a fundamental problem cannot be
resolved by radical, let alone piecemeal, reforms; it requires a total structural
dismantling followed by an equally profound recreation process.

A break-up of the eurozone?

Despite these inherent and largely insurmountable difficulties, the single
currency precariously survives because of the nearly universally accepted belief
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that its break-up would be catastrophic. Consequently, the development of a
plan B to cover such a probability is deterred. However, the time is overdue to
consider how to manage a break-up with minimum collateral economic cost,
because yesterday’s unthinkable is becoming tomorrow’s reality — particularly
given that EU leaders in October 2011 broke their own taboo by admitting
publically that Greece (and by implication other countries) could default and
leave the eurozone. Any cost-benefit analysis of a break-up is inevitably prob-
lematic because it depends upon the unpredictable behaviour of the manifold
actors who would be involved and each of whose decisions potentially affect
the outcome. However, certain critical issues can be identified.

The first is the time scale over which the impact is assessed as the short-term
withdrawal effects become dwarfed, over a longer period, by the impact of
lost production, employment and the subsequent social dislocation imposed
by the eurozone’s sole equilibrating mechanism: deflation. Dissolution of
the eurozone would create uncertainty in an already unpredictable environ-
ment, but its outcome is unlikely to be more costly than years of diminished
output, joblessness and the associated social ills, such as increased crime
and greater sickness, already being witnessed across Southern Europe. Each
temporary bailout postpones eventual break-up, as witnessed by a short-lived
market rally frequently regarded as ‘good news’, but over the long-run these
rallies are the opposite, as they prolong the burdens of deflation. The uncer-
tainty facing weaker economies, and the risk premium paid on borrowing,
suggest that there would be little additional net cost involved in a reconstitu-
tion of currency arrangements, as long as it appears to be credible and consti-
tutes a long-term solution. The second issue concerns the manner in which
the eurozone is dissolved; an enforced, disorderly breakdown under the pres-
sure of events would entail greater costs than would a planned dissolution.
An orderly break-up would not be easy to organise, but a chaotic implosion
would be far worse. Therefore, it is in the interests of both members and
non-members that its leaders retract their mantra that a collapse of the single
currency is ‘unthinkable’ and, instead, devise detailed mechanisms to mini-
mise the costs of its occurrence. The United Kingdom should also be prepared
for such as eventuality; if it is, short-term losses would be small compared
to long-term gains from greater flexibility and, hence, economic efficiency,
together with enhanced accountability in decision-making. On 5 November
2011 George Osborne finally admitted that the Treasury was undertaking
planning for the event of a eurozone collapse, whilst on 24 November 2011
the Financial Services Authority told British banks to prepare a contingency
strategy for a single-currency break-up.

The eurozone’s debt crisis is not about state profligacy, but is the result
of a recession-induced slump in tax revenues triggered by the 2008 crash’s
repercussions upon the financial institutions that caused it. The surface
debt crisis is actually one of economic growth and employment, whereby
private investment has fallen and, until governments support the real
economy with public infrastructure expenditure to stimulate growth and
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redistribution of income to boost consumption, ‘rescue’ packages will
continue to fail. If every country simultaneously belt-tightens, aggregate
demand will decline and there will be a reduced market for goods and serv-
ices. Policy-makers who appear to deny this link, seem to have learnt none
of the lessons posed by the 20th century’s Great Depression — lessons such
as that a series of national deflation strategies, intended to eliminate budget
deficits, are self-defeating if they create an international deflationary spiral.
However, recognition of such lessons requires a major policy shift among
core eurozone states, which shows no sign of materialising. Therefore, the
demise of the single currency in its existing structure will be hastened.
However, so much political capital has been poured into the euro project
that it is inevitable that policy-makers would try to buy time until they piece
together a politically acceptable form of fiscal union to bolster monetary
union. However, these attempts encounter severe difficulties, such as they
take time to organise, time the eurozone does not possess; they involve less-
competitive nations being dictated to by the more-competitive, even more
directly than they are currently; they require, not years, but decades of self-
defeating, production-losing deflation; they ignore the obvious conclusion
that the single currency is based upon deficient economics.

The alternative to integration is disintegration which, despite short-run
problems, constitutes a more efficient long-run strategy. Restoring national
currencies would not be easy, since countries would have to nationalise
their banks (although this may prove desirable for other reasons, such as
financial stability) and re-impose capital controls to prevent destabilising
currency movements. Moreover, they would need to be aware that the infla-
tionary potential of a devalued currency could eliminate some of its gains
in competitiveness; however, it would restore to governments a degree of
control over their national destinies and provide an alternative to defla-
tion (which creates mass unemployment and has associated costs, such as
crime, ill-health and social exclusion, as well as wealth-creating opportuni-
ties being lost forever). Due to the difficulties involved, detailed studies of
the costs of a eurozone break-up are highly problematic: a study made by
economists at UBS (Deo et al., 2011) makes depressing reading, whereby if
Germany were to leave the eurozone, it would incur costs worth 20-25%
of GDP in the first year and roughly half that in each subsequent year. In
contrast, if Greece were to quit, the first-year costs would be 40-50% of
GDP, whilst succeeding annual costs would amount to some 15%. However,
under close analysis these figures are problematic, since the report is based
on the extreme assumption that countries exiting the eurozone would be
compelled to leave the EU itself. Although there is a legal argument for this
position, real-politics mean that this would be unlikely, as it would benefit
no one to have embittered neighbours in the eastern Mediterranean (or else-
where), nor to cut Germany adrift. Policy-makers would be determined to
preserve the single market rather than immolate it in a bonfire of euros.
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Therefore, the costs of break-up would be significantly smaller than envis-
aged by the UBS estimations; however, more importantly, they failed to
consider the potential benefits following the dissolution of the eurozone —
benefits to which we now turn.

Potential eurozone break-up scenarios

Fortunately a workable alternative exists to the dilemma of long-run depres-
sion in the eurozone (under the present system) or to uncontrolled currency
depreciation (if debtor countries are forced out of the single currency by
market or political pressures). First, Germany could leave the single currency,
taking with it Austria, Finland and the Netherlands (if they so desire) to form
a German-mark area. Exiting from a position of strength would generate less
panic, reducing the threat of bank runs and contagion. Many legal and tech-
nical challenges would remain, but the reputation of the Bundesbank and the
relevant economies’ competitive performance would permit time to erect the
required institutions and controls. Such a move would initially be painful for
German exporters, who have thrived on the basis of an undervalued euro
and the credit-fuelled boom in peripheral nations. However, they also thrived
previously with a strong deutschmark and will appreciate the absence of long-
term costs in the form of permanent transfers to less-competitive eurozone
members. Moreover, by Germany no longer having to impose, inappropri-
ately, its own disciplines upon others, and withdrawing voluntarily, all would
benefit. That would improve the existing situation, in which Germany is
paralysed between two constituencies of a policy elite remaining wedded to
concepts of European ‘ever-close union’ and most of its population, who do
not wish to subsidise permanently other eurozone countries.

Second, the current state of the French economy, with large private and
public-sector debt, substantial bank exposure to indebted euro regions
and a lack of competitiveness, makes it ill-suited to share a currency with
Germany, as demonstrated by the record gap between their bond yields
in 2011. However, a period of devaluation and orderly debt restructuring
could see France ready to join a new German-mark zone within a decade.
Alternatively, a two-tier structure could emerge, with Germany leading a
Hanseatic-style northern league and France a Mediterranean zone. Such a
transformation of the 60-year-old Franco-German axis may seem remote,
but events could lead to its development.

Third, Greece and, less spectacularly, other creditor states (e.g., Spain,
Portugal and Italy) remain stuck in the type of vicious cycle of insolvency,
low competiveness and ever-deepening depression, as documented by
Minsky (2008). To escape, they must begin an orderly default and volun-
tarily exit the eurozone, since all other options that might restore competi-
tiveness are problematic and require currency depreciation as a necessary,
albeit not sufficient, condition. The first option, a sharp weakening of the
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single currency is unlikely, whilst the United States is economically weak
and Germany ultra-competitive. The second option, a rapid reduction in
unit labour costs through increased productivity growth in excess of wages,
is equally improbable. Germany took a decade to reduce its competitive-
ness; even if Greece and other countries could emulate its example, they
cannot wait so long. The third option is price and wage deflation of some
20%; however, this would cause many years of intensified depression, while
making public debts unsustainable. Hence, as none of these options is
feasible in practice, the only effective strategy for Greece and other simi-
larly affected countries is to leave the eurozone and return to a depreciated
national currency that would restore growth and competitiveness. This is a
tired and tested route, for example: Argentina after 2002, and other emerging
markets that abandoned their currency pegs. Argentina subsequently grew
by 9% in 2003 and carried on around that rate until checked by the 2008
financial crisis and 2009 global recession; it is currently growing at close to
10%, providing a decade-long resurgence of national prosperity.

Therefore, countries that exit the eurozone should do so in a manner that
is in the interests of the real economy rather than the financial economy,
whereby finance is intended to facilitate productive activity in the real
economy and not dictate the framework/environment within which the real
economy must operate. Contrary to conventional wisdom, these countries
will not collapse. Instead it should be recognised that monetary unions always
possess a limited life, and the eurozone is an especially badly structured
one. Exit is the most efficient way for certain nations to recreate long-term
competitiveness and commence short-term recovery. A decisive govern-
ment would take several immediate steps; switch rapidly to a new currency,
nationalise the banks and reintroduce capital controls. Administrative meas-
ures to ensure supplies of food, medicine and oil will be required along with
income and wealth redistribution to promote the consumption necessary
for job creation. New contracts executed under domestic law, plus taxation
and government expenditure, would be denominated in the new currency,
whilst existing contracts remain in euros. Banks will possess both legacy
single currency accounts and new currency accounts such that recovery
should commence in a few months, spurred by devaluation that would allow
industry to increase exports and recapture the domestic market. Hence, the
immediate crisis is an opportunity to restructure the economy, changing the
balance of power in favour of the majority. If such a remedy sounds drastic
to the orthodox, they should compare it to the cost of eurozone-imposed
deflation on suffering countries. Only a complete break from EU neoliberal
ideology and policy can initiate productive and democratic regeneration.

Of course, problems would occur. The most substantial will be capital
losses for core eurozone institutions. However, such difficulties can be
navigated; Argentina did so in 2001, when it converted its dollar debts
into pesos; and the United States performed a similar feat in 1933, when it
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depreciated the dollar and repealed the gold clause. Major eurozone banks
would require adequate recapitalisation, whilst effective capital controls
can prevent a post-exit implosion of peripheral banking systems. Collateral
damage is limited by an orderly exit process and by international support to
finance the fiscal transition. Via depreciation, the exit will restore growth
quickly, avoiding at least a decade of depression. The recent experience of
Ireland, which defied the dictates of global financiers, together with many
emerging countries in the last 20 years, demonstrates that the orderly
restructuring of foreign debts can restore debt sustainability, competitive-
ness and job creation. As in a broken marriage that requires dissolution, it is
fairer and more efficient to establish rules that make separation less costly
to all parties.

A Post-Keynesian alternative

The monetarist bias institutionalised at the core of the eurozone project,
which will prove difficult to reverse given its centrality to the TEU, is in
sharp contrast to the theoretical predictions and policy prescriptions that
emerge from the broad Keynesian tradition (see Table 12.1 for a summary).
In relation to the twin concepts of disequilibrium and cumulative causa-
tion, the 1990s decade of deflation amongst EU economies was not a simple
‘one-off’ loss of potential income, but was a long-term process of relative decline
fuelled by cumulative causation. The latter term was first used by Myrdal
(1957) to convey the reinforcing processes whereby patterns of uneven devel-
opment may be perpetuated and even accentuated. It constitutes a challenge
to orthodox equilibrium theory, which holds that, if divergences in economic
phenomenon exist, forces come into play that narrow these differences and
ultimately eliminate them. However, in Myrdal’s model of cumulative causa-
tion, markets reinforce inequality, so that focus on positions of static equilib-
rium is inappropriate and misleading. The deflationary impact of pursuing
the Maastricht convergence criteria lowers current sales and profits, which in
turn leads to falling investment, thereby reducing demand in the future. By
contrast, a Post-Keynesian strategy of achieving full employment with growth
(prohibited under the monetarism of Maastricht) would fuel an upward spiral
of rising income, demand, investment and profitability (Whyman et al.,,
2005). Moreover, within capitalism many factors operate that work towards
disequilibrium rather than equilibrium once initial differences in economic
and social phenomena arise. It is the process of change that should occupy
the centre of analytical attention; this process is not a moving series of equi-
libria, but a chain reaction of mutual feedback. The existence of destabil-
ising feedback mechanisms implies that temporary disturbances may involve
substantial social and economic consequences, which often gather speed at
an accelerating rate. Under cumulative causation, social forces interact with
technical, economic and psychological factors, whilst the evolution of the
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Table 12.1 Comparison between features of Post-Keynesianism and the eurozone

Post-Keynesianism Neo-liberal eurozone

Macroeconomic assumptions

Economy tends No, capitalism is inherently Yes
towards full unstable
employment

Demand side

Aggregate demand Vital, but unstable Important
level
Aggregate demand Essential prerequisite for fully Not important, no
management employed economy federal instrument to
manage demand
Fiscal policy Main instrument to manage  Unimportant,
AD prerogative of nation
state
Monetary policy Supportive to fiscal policy; Uniform interest rate —
cheap money to stimulate set to produce price
investment and growth stability
Counter-cyclical Yes Limited by TEU

convergence criteria
and SGP on budget
deficits

Independent - sole
target is price stability

Status of central bank  Democratically controlled -

given multiple objectives

Supply side

What causes Demand deficiency and Structural/supply side
unemployment? supply-side problems factors

Model of Hysteresis; tendency towards  Natural rate/NAIRU
unemployment disequilibrium

Policies to reduce Demand management, Level and duration of
unemployment labour-market policies, benefits

incomes policy (or wage

bargaining coordination)

industrial policy (including

socialisation investment)
External balance

Exchange-rate regime  Short-term stability, long-term Single currency

flexibility
How to defeat Capital controls, financial Large single economy
destabilising regulation less prone to
speculation? destabilisation
Globalisation? National autonomy remains  Integrated financial

markets, no room for
independent monetary

policy

possible

Source: Baimbridge et al. (2007).
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economy depends upon, and is reflected by, the institutional organisation of
economic phenomena (Baimbridge et al., 2007).

Furthermore, in relation toincreasing returns to scale and economic growth,
Hardin (1982) related cumulative causation to the existence of increasing
returns. The latter jeopardises the existence of standard neoclassical equi-
libria but, more significantly, it creates dynamic tendencies of uneven devel-
opment, whereby both comparative success and comparative failure exert
self-reinforcing effects, whilst the combination of profit-driven production
and investment decisions, free trade and capital mobility produces inherent
tendencies towards asymmetrical growth. Hence, growth is perceived to be
an endogenous, cumulative process based on increasing returns activities
rather than being the outcome of exogenously given expansion-of-factor
endowments (Baimbridge et al., 2007). Additionally, cumulative causation
also depends upon technology gaps, which represent the differences in tech-
nical advancement between rival nations, between industries in different
countries or between firms in a given industry in one economy. Such gaps
imply that technology is not uniform and that technical progress is not
instantaneously diffused. If these gaps are not simply a function of market
failure, technology is more than an endowment, and scarcity does not deter-
mine the resource-allocation process. It is the learned ability to innovate and
to imitate existing commodities and ways of producing that is the driving
force behind higher productivity and competitiveness. The rejection of scar-
city and of a crucial role for endowments changes the character of economic
policy. In a scarcity-driven world, the state’s function is to overcome market
failure; in a world of technology gaps, economic policy promotes the inno-
vation process support of research and development, subsidies, demand
management and workplace democracy. Moreover, it essential to note that
technical change is cumulative and path-dependent, such that it is neither
random nor predictable. Agents do not usually share identical knowledge or
competence; indeed, the diffusion of technology requires time; the disconti-
nuity of this diffusion process implies that, even with a steady rate of inno-
vation (itself highly unlikely), technology gaps reinforce the conclusion of
cumulative causation theory that convergence is by no means a guaranteed,
nor even a frequent, occurrence. Therefore, active government economic
policy, restricted by the TEU, is essential to achieving an upward spiral of
cumulative causation (Whyman et al., 2005).

The inherent instability of capitalist economies requires government
intervention to maintain a sufficiently high level of aggregate demand to
ensure the full employment of all resources. However, Post-Keynesianism
emphasises that the level of aggregate demand simultaneously influ-
ences the level of capacity utilisation and employment in both the short
and long run. The simulation of investment in the short run will facili-
tate full employment but also produces additional capacity for an expan-
sion of production in future time periods (Sawyer, 1995). In the absence
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of sufficient future capacity, an economy could be ‘too small’ to employ
all resources and expand at its optimum rate. Consequently, any strategy
to reduce the natural instability of capitalist economies would focus upon
one of the main causes of fluctuations in output, namely entrepreneurial
expectations and their resultant impact upon private-sector investment.
The maintenance of a sufficiently high level of aggregate demand can
contribute towards enhancing expectations of future profitability, whilst
simultaneously facilitating a current budget surplus capable of financing a
considerable proportion of future investment. However, this strategy leaves
the investment function in private hands and, therefore, dependent upon
unstable expectations. Keynes (1936 and 1943-1944) predicted recurrent
problems of market coordination and under-utilisation of resources due to
a fundamental conflict between industry and finance, where, in a world
of uncertainty, the short-run behaviour of rentiers tends to prevail in the
market for financial securities. The ability of rentiers to impose a constraint
on the liquid funds available for the long-term finance of enterprises and
their desire for liquidity results in rates of investment that lie below the level
necessary to achieve full employment.

Keynes'’s solution to both these problems was the socialisation of invest-
ment. Only the state could remain impervious to speculative financial
gain and, therefore, approve sufficient projects ‘so as to preserve stability
of aggregate investment...at the right and appropriate level’. When pressed
by fellow economists in 1943 as to how far he would socialise investment,
Keynes replied, “Two-thirds or three-quarters would be indirectly influenced
by public and semi-public bodies’. Thus, full employment could be secured
through the establishment of the National Investment Bank (NIB), charged
with the strategic regulation of the aggregate flow of investment. This would
ensure ‘an adequate demand for them, partly by making them available at
a rate that would attract a sufficient demand, and partly be stimulating for
the undertaking of particular investment projects’. More recent proposals
of this type have advocated the democratic control of capital formation
through pension-fund or employee-investment-fund socialism (Burkitt and
Whyman 1995). They are only feasible outside the constraints imposed by
eurozone membership.

Finally, the relationship between aggregate demand and aggregate supply
is one of significant insights to emerge from Post-Keynesian thought (Sawyer,
1995). Whilst a high level of aggregate demand is a necessary precondition for
the full employment of resources, it is insufficient if the economy suffers from
supply-side deficiencies. For example, active labour-market policy is advocated
where skill shortages and labour-market bottlenecks threaten to destabilise
the economy. Training and educational programmes can match skills to the
demand for labour, whilst employment services enhance the efficiency of the
search process (Layard et al., 1991; Trehorning, 1993). Similarly, incomes policy
and/or the coordination of wage bargaining can deliver a superior trade-off
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between inflation and unemployment than decentralised, deregulated
bargaining in those economies in which trade unions are present. Though
internalisation of the costs of imprecise wage levels into the decision-making
parameters of all parties to the negotiations, there is an increased likelihood
of reaching a compromise between labour and capital over their respective
shares of national income without damaging international competitiveness,
growth and employment. Moreover, the degree to which wage bargaining is
coordinated is associated with real-wage flexibility, because centralised struc-
tures provide a more flexible adaptation to market conditions.

Economic policy outside the eurozone

The policy imperatives imposed upon the state by cumulative causation and
technology gaps are unlikely to be achieved over all of the EU’s member states,
with their different trade cycles, economic structures, histories, languages
and cultures. Advanced capitalist economies are inherently unstable; left to
themselves, they cannot maintain full-employment resources whilst being
marred by inequalities in the distribution of market power, income and
wealth. Unfettered market forces tend, via cumulative causation, to exacer-
bate these instabilities and disparities. Considerable scope exists for govern-
ment involvement in initiating, pursuing and implementing economic
policies; on the demand side, insufficient aggregate demand and the insta-
bility of investment are the key problems to resolve, whilst on the supply
side, planning of prices and incomes, training plus active industrial meas-
ures to direct investment to resolve any balance-of-payments problems are
central. The prospect of an EU-wide strategy to achieve these objectives is
remote, although supra-national directives may prevent the implementa-
tion of effective national policies.

However, in order to implement Post-Keynesian economic policies,
EU member states need to avoid the uniform monetary policy and the
constraints upon budgetary measures imposed by the eurozone; therefore,
the crucial issue becomes: What framework is needed for the formation or
macroeconomic policy? The initial stage is a national information campaign
to acquaint the public and industry with the opportunities created by, and
the dangers averted through, the break-up of the eurozone. In particular, a
decision to reject participation in the single currency restores to national
government those economic instruments essential to the management of
its economy. Therefore, democratic accountability is re-established, because
citizens can once again enjoy the opportunity to choose the economic
strategy pursued by the government of the day, rather than a policy being
dictated by unelected central bankers. Moreover, governments will be able
to develop a balanced economic programme, pursuing the multiple objec-
tives of full employment, rapid economic growth and a sustainable balance-
of-payments, as well as low inflation. The opportunities are substantial.
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In particular, a Post-Keynesian economic strategy seeks to achieve both
internal and external balance. Internal balance refers to more than the
Maastricht target of price stability. Accordingly, aggregate demand manage-
ment could reduce unemployment, whilst a mixture of budgetary and mone-
tary measures, a prices and incomes policy, the re-introduction of credit
controls and coordinated national wage bargaining could restrain inflation.
Although direct controls are unpopular with orthodox economists, who
prefer the supposed allocative efficiency of free markets, the reality of sticky
prices within oligopolistic markets creates the potential for governments
to increase employment and growth. Moreover, a majority of the world’s
nations still retain capital controls as part of their economic manage-
ment, whilst Ireland’s recent remarkable growth was facilitated by social
contracts with the trade unions. Furthermore, the Post-Keynesian approach
stresses a positive role for government action to enhance the competitive-
ness of industry. Hence, outside the single currency, the governments could
strengthen their economy’s competitiveness by enhancing the production
potential of already-strong sectors through targeted reductions in corpora-
tion tax, research and development, and greater spending upon education.

However, an argument frequently advanced by advocates of the eurozone
is that the degree of economic autonomy for the nation state advocated in
the present book is largely illusory due to globalisation and the international
integration of financial markets. To the extent that national economies
fail to insulate themselves from international financial markets through
exchange controls or ‘“Tobin taxes’, economies became prisoners of the neo-
classical assumptions held by the majority of economists. For example, an
expansionary fiscal policy is seen by orthodoxy as a prelude to an increase
in inflation and a decline in international competitiveness, rather than as
a precursor to a higher level of aggregate demand, increased investment in
future capacity and therefore the creation of a potentially higher future rate
of economic growth. Thus non-orthodox economic policy is penalised by
the withdrawal of inward investment, perhaps triggering a currency crisis
of a sufficient magnitude to undermine the entire strategy. An extension
of this thesis argues that, due to financial integration, nation states can no
longer operate a distinct monetary policy. Interest rates will be set interna-
tionally, with a premium equivalent to the degree of the perceived risk of
currency devaluation, problems caused by political instability or threats to
foreign investment. The argument implies that eurozone membership will
be costless since monetary autonomy no longer exists. Indeed, the greater
anti-inflation credibility formerly associated with the Bundesbank, assumed
to pass to its successor the ECB, should ensure a lower long-term real interest
rate than would be possible for an independent nation state.

Additionally, the effectiveness of devaluation as a means of establishing an
international competitive advantage is also dismissed, because the prepon-
derance of subsidiaries of foreign transnational corporations (TNCs) rises as
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a proportion of the manufacturing sector. Subsidiaries of a parent company
will not respond to devaluation by allowing their prices to fall, which would
imply competing with their own parent company in foreign markets at a
lower price. Thus, they are more likely to maintain real prices and take higher
sterling profits, thereby nullifying the effectiveness of the policy. Hence, in
essence the economic case for participation in the eurozone rests upon the
assertion that the economic effectiveness of the nation state is over, so that
only as part of regional economic blocs can governments reassert the use
of traditional economic tools, such as monetary and exchange-rate policy.
Indeed certain socialist theorists argue that European economic integration
can make possible a form of Euro-Keynesianism, which can no longer work
at the national level (Holland, 1985). However, the contested ratification of
the TEU suggests that there will be little appetite for renegotiation, whilst
the EU Commission’s attacks upon ‘expansionary’ budgetary policy under
the auspices of the SGP indicates that a bias towards deflation remains at the
heart of EU economic policy decision-making within the eurozone.

Our arguments do not dismiss the reality of a shift towards increasingly
globalised trade and financial structures, although it would be more accu-
rate to describe the process as ‘triadisation’, as the world economy becomes
increasingly dominated by three main trading groups - NAFTA, the EU and
an Asian block built around Japan. Many parts of the world (for example
almost the entire African continent) play little or no part in these supposedly
‘global’ markets. Nevertheless, it is true that an explosion in international
movements of financial capital, particularly associated with speculation
rather than with trade in goods and services, has altered the environment
within which national economic strategy is determined. Nevertheless, the
majority of countries in the world continue to operate controls on the inter-
national movement of capital, whilst the financial destabilisation inflicted
upon Mexico, Russia, the ERM and the ‘Asian tiger’ economies has served
to warn world governments of the perils of unregulated capital movements.
The policy prescriptions should not come as a surprise, as Keynes outlined
it decades ago, whilst the post-war economy was based upon the tight regu-
lation of capital to prevent international economic instability. Therefore
the choice is between eurozone membership and becoming increasingly
immersed in a neo-liberal, triadised system, or pursuing a strategy protected
by a re-regulation of financial capital.

In summary, it is essential to note that EU member states enjoy an effec-
tive long-run option concerning their future economic strategy; they can
embrace an essentially monetarist eurozone identity or, if they decide to
abandon the euro, they can pursue an alternative policy direction. The
widely held view that Britain possesses ‘no alternative’ but to participate in
further monetary integration is at odds with the facts, such that by decou-
pling them from the eurozone’s integrationist momentum the outcome
will be enhanced economic prosperity and restored democratic choice to
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their electorates. Indeed, if Post-Keynesian insights into the working of the
economy in the real world are ever to influence government policy, they are
more likely to be effective outside the eurozone than if countries remain a
prisoner of its neo-classically designed institutions.

Conclusion

The recurrent eurozone crises since 2010, when national problems were
magnified onto a regional and indirectly global scale, illustrate that a
break-up cannot be postponed indefinitely. A 50-year fiction is over; as
frequently before in history, a new Europe must be built on the ruins of
the old. This poses the existential question: What sort of countries do EU
member states wish to be? That choice is not ultimately technical, or even
economic, but political.

A single currency may conceivably improve the performance of converged
economies, such as Germany with certain of its northern neighbours, but
a single currency cannot become an efficient, permanent tool of Brussels’s
control over 17 diverse nations, as is currently advocated by proponents of
eurozone policy centralisation. To develop a recently repeated remark by
Angela Merkel, whatever the question, ‘more Europe’ cannot conceivably
be an effective answer. The states of the eurozone must resort to floating
exchange rates to adapt to different lifestyles and working practices, a truth
Britain discovered painfully after Winston Churchill re-adopted the Gold
Standard in 1925. No amount of ‘pro-Europe’ rhetoric can find jobs for
millions of unemployed workers — the ones who are the single currency’s
chief victims. Differences between states must ultimately be reflected in
their terms of exchange.

The EU was always a creation of elitist diplomacy, supported by voters
only so long as they either believed it would bring prosperity or were fright-
ened by the supposed dangers of independence. The EU sought to craft a
political entity from cultures whose variations defied Hapsburgs, Bourbons,
Napoleon and Hitler. Hence, what prospects of defeating such odds have
Angela Merkel, Francois Hollande and the unelected EU bureaucrats? A new,
more flexible European constitution is urgently required; one that restores
and reasserts the sovereignty of countries. It should abandon the dogma
that free trade is everywhere and always an absolute objective. Governments
should recognise that democracy is a greater good, with its untidy edges and
its acknowledgement of national self-interest driven by public discourse.
Democracy is, and for the foreseeable future will remain, located in nation
states. Recognition of democracy’s supremacy removes the need for the
demands of European peoples — with proud and different histories, cultures
and political, economic and social structures — to be reconciled in an arti-
ficial compromise that satisfies no one and potentially creates sources of
conflict (for instance, between suppliers and recipients of transfers in a sub-
optimal currency union).
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Thus, the EU is a confederation that requires a working constitution
detoxified of ‘ever-closer union’ specifying clear boundaries of sovereign
discretion. Nation states need legislative space, even when the outcome is
many distorted playing fields. Rather than perceiving a euro break-up as
failure, proponents of democracy see break-up to be the harbinger of a new
settlement in which the wider interest is expressed by allowing citizens and
parliaments self-determination, sometimes merging institutions and some-
times maintaining their separation as enlightened democracy permits. A
Europe based on friendship and cooperation, not on an institutional restric-
tion of diversity, is the path to a self-governing and prosperous future.
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From the Furozone to National
Economic Self-Governance

Introduction

Participation in further EU integration will place a continued straight-
jacket upon EU member states’” macroeconomic policy and thus increase
the difficulty of their pursuing their national interest. For example, the
model for the eurozone seeks to impose a particular institutional frame-
work that restricts the flexibility of action of individual countries in order to
enable economic policy to be determined, or at least co-ordinated, from the
centre. Many economists (Jamieson, 1998; Michie, 2000; Minford, 2000;
Ormerod, 1999) argue that greater autonomy for individual nation states,
under the principle of subsidiarity, might provide a more stable economic
environment in which to pursue further co-operation between countries.
However, largely due to the political desire to tie members more closely
together, the EU is seeking to progressively replace economic autonomy for
a nation state by the requirement to coordinate its economic strategy with
the EU norm or else be subject to sanctions levied by the EU Commission
(Pennant-Rea et al., 1997). A decision to reject such developments would
restore to national government those economic instruments essential to the
management of its economy. Governments would be able to devise different
economic programmes and, once endorsed by the electorate, would possess
the means by which to pursue their chosen objectives. Democracy would,
therefore, be restored, so that citizens can once again enjoy the opportunity
to choose the economic strategy pursued by the government of the day.
Moreover, governments will be able to engage in a more balanced economic
programme, pursuing the multiple objectives of full employment, high
economic growth and a sustainable balance of payments as well as low
inflation. The opportunities are substantial.

To illustrate the broad range of different policies that could be enacted,
this chapter outlines a number of broad, alternative economic strategies
that could be pursued once a nation is freed from the restrictive grip of the
ECB and the requirements of the TEU, let alone any future developments.

202
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Additionally, it discusses the development of complementary industrial
strategy and exchange-rate policy. The former can only prove effective if
supplemented by fiscal and monetary policies that target growth and reject
deflation. Inflation and unemployment is not the European disease but the
symptom of economies that cannot produce enough to satisfy domestic
demand: the basic economic problem is insufficient production. The solu-
tion is to boost demand but channel it to EU industry, improving profits,
stimulating production and, hence, productivity, and providing the incen-
tive to invest, thereby cutting unit costs and inflation through a considered
policy of economic expansion. This solution can be achieved, free from
eurozone constraints, through control of the exchange rate and the accom-
panying interest-rate changes. Such a policy makes it profitable to produce
in the EU member states by utilising the price mechanism to boost exports,
encourage import substitution and lure EU industry back into sectors it has
abandoned, whilst a tax on imports would provide crucial support. An effec-
tive exchange-rate policy is critical to the successful implementation of the
outlined options for macroeconomic policy. The intention is to demonstrate
that national economic management is not only still feasible, but also that
it is preferable to transferring the main levers of macroeconomic policy into
the hands of the EU, which is incapable of using them consistently and in
the best interests of all EU member states simultaneously.

Developing a macroeconomic policy strategy

The first potential economic strategy seeks to follow the framework whereby
national monetary authorities, whether in the hands of an independent or
democratically controlled central bank, seek a higher long-term growth
rate by providing a favourable climate for industrial expansion through low
inflation and, hence, reduced long-term interest rates. Fiscal policy is used
to support the more dominant monetary policy by restraining inflationary
pressures, thereby reinforcing the low-interest-rate objective. The globalisa-
tion of financial markets prevents governments from ‘persuading’ finan-
cial institutions to finance public-sector borrowing at less than the market
rate. Consequently, the higher the level of public-sector borrowing on the
international money markets, the higher the price for that borrowing in
terms of long-term interest rates. This approach assumes crowding-out in
the financial markets due to limited resources for lending to prospective
borrowers because, were banks to create money simply to meet the addi-
tional demand for funds so that the supply of loanable funds was relatively
elastic, interest rates would be unaffected. However, the strategy seeks to
reduce government expenditure in order to reduce borrowing and, hence,
interest rates. In ‘hard’ versions of this strategy, the government endeav-
ours to maintain a high value for the currency in order to squeeze inflation
further. The objective is comparatively easy to accomplish if the country
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enjoys a trade surplus, because the pressure on its exchange rate is upwards
due to the country’s competitive position, assuming the absence of specula-
tive motives to counter this fundamental relationship. However, for those
eurozone member states that typically suffer from a current-account trade
deficit, a rise in short-term interest rates is needed to attract sufficient short-
term capital investment into securities to counterbalance trade-related down-
ward pressures on the currency; although, these developments will impact
upon long-term interest rates and thus conflict with the fundamental goal
of the strategy. Nevertheless, unemployment remains the greatest economic
problem for Europe to solve; thus it is probable that, sooner rather than later,
the ECB will come under pressure to permanently loosen monetary policy
now that it has established its anti-inflation credibility and to demonstrate
that it can ensure the long-term stability of the eurozone.

A second distinctive economic strategy involves the more active use
of fiscal as well as monetary policy in order to pursue both internal and
external balance for the economy. Internal balance refers to more than just
low inflation, but also to low unemployment and to high rates of economic
growth. Accordingly, a mixture of demand-side reflation and supply-side
labour market policies, particularly measures encouraging retraining and
labour mobility, could reduce unemployment. Thus, the net stimulative
effect is targeted upon specific sectors of the economy that most require
assistance, rather than raising aggregate demand per se and creating infla-
tionary bottlenecks. Economic growth could be facilitated by the mainte-
nance of a competitive exchange rate through managed floating, perhaps
based upon a trade-weighted basket of currencies, together with tax incen-
tives for firms that increase productive investment. A mixture of fiscal and
monetary policy could restrain inflation; if this proved difficult to achieve,
rather than abandon the other internal objectives, governments could enact
additional measures to restrain inflationary pressures. These might include
the temporary re-introduction of credit controls, an incomes policy (tax-
based or otherwise) or co-ordinated national bargaining. Although currently
unpopular amongst economists who prefer the allocative efficiency of free
markets, the reality of sticky wages and prices, due to oligopolistic markets
as much as to the existence of trade unions, gives rise to the possibility
of market failure resulting in persistently high unemployment and slower-
than-trend output growth. In this case, government intervention is justified
to achieve a superior outcome. It is a fact that the majority of the world’s
nations still retain exchange controls to assist them to manage their econo-
mies, whilst Ireland’s remarkable recent growth rates have been facilitated
by ‘social contracts’ with trade unions to prevent wage pressures under-
mining its competitive position. Finally, external balance can be achieved
through the provision of a competitive exchange rate, although structural
problems in export sectors may require supplementary supply-side meas-
ures to improve product quality and reliability and to encourage a shift of
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resources to provide goods and services in growing, rather than stagnant,
markets.

This ‘Keynesian’ strategy is notably different from the first approach due
to its positive role for government action in wider areas of economic activity.
Accordingly, an approach of this nature would be facilitated by an industrial
policy designed to enhance the long-run competitiveness of EU industry. An
analysis of trade flows indicates that the EU enjoys a comparative advantage
in financial and media services, and in those areas of manufacturing that rely
upon a high degree of scientific innovation, such as telecommunications,
pharmaceuticals, aerospace, energy exploration and generation, biochemi-
cals and computer-related activity, together with lower value-added manufac-
tures, most notably in engineering and metalworking sectors. Consequently,
the EU could strive to strengthen its competitive position by enhancing the
productive potential of already-strong sectors through targeted reductions in
corporation tax, research and development tax credits, and greater spending
upon education. If higher growth is to be forthcoming, innovative research
undertaken by universities and publicly funded research centres requires
prioritisation in terms of the allocation of government resources. Labour-
market programmes designed to re-equip workers for the requirements of
industries with a competitive advantage ensure that their maximum growth
potential is not undermined by the lack of a skilled workforce, whilst facili-
tating the shift of resources to more productive uses.

Developing a supply-side strategy

An active industrial strategy must be based upon understanding of what
promotes industrial competitiveness. Porter’s (1990) exhaustive research
demonstrated that economic success is achieved through the development
of ‘clusters’ of mutually reinforcing internationally competitive industries.
EU member states once enjoyed the benefits of clustering, as one sophis-
ticated industry spawned and reinforced others; where goods pulled serv-
ices into overseas markets and vice versa, its multinationals served as loyal
customers abroad, and the cluster of financial services and trade-related
industries was highly self-reinforced. However, a gradual unwinding of
industrial clusters occurred, with limited areas of competitive advantage
remaining. As some EU industries became uncompetitive, they were increas-
ingly poor buyers for other domestic products. The spiral continues down-
ward, cushioned only by long tradition and the remnants of technological
innovation. Thus, many EU manufacturing companies lag behind those of
other industrial countries, such as Japan, in process technology and in their
willingness and ability to invest in new plants, undermining competitive
advantage in industries producing manufacturing equipment. The sectors
in which EU firms sustain competitive advantage partly owe it to a cluster
of related, supporting industries. In consumer goods and services, a vibrant
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retail industry creates pressures to innovate, whilst the City of London, and
to a lesser extent Frankfurt, provide another sector where strength relies
upon the advantages of clustering.

However, the EU’s industry overall lacks dynamism and the ability to
upgrade its competitive position unaided; this is due to cumulative disad-
vantages that reinforce each other negatively in the spiral of relative
decline. Problems in one industry hurt other industries. Falling competi-
tiveness reduces relative living standards, making consumer demand less
sophisticated. Downward pressure on government revenue leads to cutbacks
in resource-creation and social services, weakening still more industries.
Consequently, it is questionable whether remaining levels of competitive
advantage are insufficient to generate enough well-paid jobs for all its citi-
zens; therefore, the danger is that the EU economy is caught in the down-
ward spiral of clustering, and its relative living standards suffer accordingly.
Loss of competitiveness creates its own momentum and, once established, it
is hard to reverse without a major policy initiative. Indeed, lingering market
positions and customer loyalties allay any sense of urgency about the need
for change. A significant proportion of growth in skilled and value-added
EU employment has occurred from investment by foreign firms. Much of
this, however, is attracted by relatively low production costs. Foreign invest-
ments are largely in assembly facilities, taking advantage of poorly paid,
mostly unskilled labour, or in service industries such as hotels, golf courses
and retail outlets. While overseas capital benefits EU industry, an economy
whose growth depends on the assembly outposts of foreign companies will
be constrained in terms of productivity increases. Certainly, such invest-
ment alone cannot break the vicious circle between a weak balance of
payments, slow growth and declining manufacturing, which has developed
across much of the eurozone economy. Hence, it demonstrates the prob-
lems facing an economy needing to restart the upgrading process whereby a
number of fundamental problems must be tackled by a co-ordinated indus-
trial strategy if recovery is to occur.

The EU cannot regain innovation-driven competitiveness without a
world-class educational and training system encompassing all socioeco-
nomic and ability levels. The rate of investment in human skills must rise
substantially, standards must be improved and technical expertise must be
stressed. This is perhaps the most pressing issue over the next decade, for
the need to improve the quality and quantity of the EU’s labour force is
great. Research conducted in France and Germany by the National Institute
for Economic and Social Research (Prais and Wagner, 1988; Steedman,
1988; Jarvis and Prais, 1989) has demonstrated that a high level of tech-
nical qualifications of craft workers is crucial. Further, EU companies, as
well as member state governments, face a busy skills agenda. They need
to realise that without a broader pool of trained human resources, their
competitive advantage will be limited, such that unless companies accept
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greater responsibility for internal training of all workers, they will make
little progress relative to their competitors. The multi-skilling of the indus-
trial workforce provides the route to productive flexibility, quality and
innovation, while enhancing individuals’ occupational status. The inability
of individuals to contribute to their full potential is reflected in the stunted
economic performance of many sectors, where narrow vocational training
is a contradiction in an economy that seeks to place workers at the forefront
of innovation. Consequently the emphasis must be on quality training to
reflect new economic requirements.

Additionally, EU investment levels need to increase to match the improved
labour force, primarily in manufacturing but also in the infrastructure of
essential services. Machinery and plant in many sectors are currently anti-
quated, so that the development of advanced technologies as a basis for
expanding into modern high value-added production is held back. The
future competitive advantage of EU firms can only be based on innova-
tion in new products and new processes of production. Government aid to
industry enabling the maintenance of high investment can play a crucial
role in this process. Moreover, many of the EU member states lag behind
other industrial nations in the share of GDP allocated to research and devel-
opment (R&D) spending in firms. A reallocation of both government and
company resources towards commercial R&D is necessary for successfully
reversing the spiral of relative decline, by stimulating both the generation
and the diffusion of innovation. Supporting reform of the accounting treat-
ment of R&D expenditure would also prove beneficial.

In addition to pure supply-side issues, it is crucial to remember that
without sophisticated buyers, innovation and dynamism will be stunted.
The EU already enjoys demand-side advantages in luxury and leisure-related
commodities, but the challenge is to upgrade industrial demand to broaden
the sphere over which EU companies benefit from well-informed buyers.
Furthermore, economic prosperity will never be complete without a faster
rate of new business formation to make headway in reducing unemploy-
ment, because revitalisation of established industries sometimes reduces the
size of the workforce. However, new business formation depends on skills
and ideas, on appropriate motivation and goals, on active competition and
access to capital. One of the urgent reasons for upgrading British education,
especially in universities, is to seed new ventures.

These measures should reduce the level of joblessness, leading to the long-
term restoration of full employment. By reducing, and eventually elimi-
nating, the long-run growth of imports and by stimulating an expansion in
exports, the strategy aims to reconcile full employment with the simulta-
neous achievement of payments equilibrium. However, the question becomes
whether such an industrial strategy can be reconciled with current EU regula-
tions, let alone any future federal aspirations, thus EU member states’ essen-
tial interests potentially conflict directly with EU moves towards greater
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integration. However, with determination and imagination, there is no
reason why the EU cannot acquire again the significant comparative advan-
tages in the production of goods that once made it the workshop of the world.
Services are a crucial complement to this process but do not, alone, provide
the growth momentum of manufacturing industry, nor can they be relied
upon to substitute for the deficits in overseas visible trade. In our view the
construction of such a competitive economy involves the unravelling and
reconstruction of central aspects of the EU, such that the policies required to
revitalise EU industry run counter to current EU rules and would be frustrated
by movement towards economic and political union. Major historical trends
cannot be reversed quickly; a permanent increase in the EU rate of produc-
tivity growth, for instance, requires sustained economic expansion, a difficult
endeavour given the deflationary tendencies of the eurozone.

Hence, EU membership tends to frustrate the achievement of these objec-
tives through three fundamental mechanisms. Firstly, to recover a relatively
weak competitive trade position prevents market forces from generating,
unaided, the profits required for industrial regeneration whereby experience
demonstrates that market operations tend to accentuate strengths and defi-
ciencies rather than eliminate them. Secondly, the Treaty of Rome severely
limits aid to industry, whilst the public expenditure needed to complement
the price mechanism in promoting industrial regeneration is circumscribed
by the TEU convergence criteria and the SGP. Thirdly, the current func-
tioning of the eurozone limits the scope for discretionary national economic
policies. Therefore, both markets and governments are prevented from
addressing the EU’s basic problems by the very essence of EU operations and
developments. The scale of de-industrialisation is significant across the EU,
thereby requiring the implementation of a solution geared specifically to
this rather than the more blunt, less-sensitive EU-wide programmes such as
the Lisbon Agenda and Europe 2020 that have been devised. However, any
strategy designed to confront the EU’s deep-seated trading crisis will take
many years to come to fruition. Therefore, a danger arises that, in the face
of short-term pressures, such a strategy could be jettisoned before it has had
sufficient time to be effective. This consideration suggests that government
funds for industrial restructuring should be exempt from any immediate
requirement for reducing public expenditure. Consequently, a programme
to stimulate industrial investment, boost jobs creation and improve the
quality of education and training must be rigorously maintained in the
face of potential short-run problems. The benefits from such a programme
would be reaped over a five- to ten-year period if the constraints imposed
by EU integration are prevented from undermining its potential. Survival in
the interim requires the creation of a breathing space for the EU economy
until the programme becomes effective. The preservation of this essential
space depends upon the EU possessing an active exchange rate and trade
policy with discretionary control over movements in the external value of
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the euro, together with freedom to pursue independent fiscal and monetary
policies. However, the latter are inimical to eurozone membership, whilst
the former requires the development of a pro-growth exchange-rate policy.

Developing an exchange-rate policy

Export-led growth occurs because the firms that are competitive in world
markets commence with the advantage of costs at least as low as their
competitors, given that an economy is usually required to sell its output
to the rest of the world at a competitive price. If it does so, it will embark
on export-led growth; otherwise import-led stagnation is likely to follow.
Moreover, once export-led growth is established a number of forces operate
to keep fast-growing economies moving ahead. Particularly significant is the
impact of successive waves of investment, which tend to reduce the cost of
goods in the internationally traded goods sector, thereby rendering export
prices increasingly competitive. However, a key determinant of competitive-
ness is establishing and maintaining a competitive exchange rate, that is,
one that achieves balance of payments equilibrium at full employment. If a
policy of expanding the eurozone economy through the export-led growth
engendered by a competitive exchange rate is adopted, it is unlikely, on
the available evidence, to cause substantial inflation during its early stages.
Indeed, it could lead to inflation falling. However, a further potential gener-
ator of price increases may be an overexpansion of domestic demand, so
that the economy becomes overheated. Once demand exceeds the capacity
to supply, prices begin to rise. Such a scenario must be avoided. However,
these problems are not insurmountable; they can be contained through a
variety of channels. First, the more resources that are deployed into sectors
facing falling cost curves and engaged in foreign trade, the easier it is for
self-sustaining growth to be achieved. Large returns on investment that
can be obtained in these sectors can provide sufficient new profitability
to finance additional new capital requirements. Second, for at least some
shortages there is considerable scope for importing what cannot be obtained
from domestic production. For many commodities there exists an elastic
supply of foreign output to meet domestic shortages. Third, any attempt
to reflate the eurozone economy in order to achieve full employment must
include a commitment to training, retraining and education, particularly
with regard to engineering and technical work. However, a competitive
exchange rate cannot in itself be a panacea for all the eurozone’s economic
problems. It will take some years to recreate full employment. When the
euro’s external value ensures competitive exports, it will still require price
changes to produce substantial increases in output.

Hence, over a period of time the desired objectives of exchange-rate policy
are short-term stability and long-term flexibility. The dangers to avoid are
long-term fixity and short-term volatility. The only way of achieving these
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goals is a system that permits long-run change whilst avoiding violent
short run fluctuations. Various policies are available to secure this end, but
membership of the euro prevents them being implemented by establishing
a permanent fixity that imposes deflation upon less-competitive national
economies. However, this does not reduce relative prices automatically; it
does so by creating unemployment and stifling the future prospects for
economic growth. That is what is meant by those who advocate eurozone
membership as a ‘discipline’ upon its member countries. Fundamentally,
it is essential to remember that the exchange rate is a price like any other,
whereby its movement enables economies to achieve trade and payments
balance. If one country’s exchange rate is over-valued its exports become
more expensive in the foreign currency, while imports become cheaper in
its own currency. Therefore, export volumes tend to decline and import
volumes to increase, so that eventually the trade balance moves into deficit
and unemployment rises. Conversely, when a country lowers its exchange
rate, exports became cheaper and expand, while imports are constricted.
The trade balance usually improves, but at some contemporary sacrifice of
real income due to higher internal prices. The correct level for the exchange
rate at any one time is that which enables an economy to combine full
employment of productive resources simultaneously with approximate
balance-of-payments equilibrium. A higher exchange rate generates overseas
deficits and unemployment; a lower exchange rate leads to the build-up of
excessive foreign currency reserves and domestic inflation. However, it has
been emphasised that this ‘correct’ exchange rate varies in value over time
(Jay, 1990). The variety of influences affecting economic performance (trade
balances, productivity, price movements, discoveries of natural resources,
etc.) combines to ensure that the ‘correct’ value of the exchange rate alters
with the years. Therefore, a country needs to retain its ability to adjust the
external value of its currency. To fix it irrevocably forever is as difficult as
attempting to maintain in perpetuity the rate of income tax or the price of
oil. The endeavour to do so generates economic inefficiency, usually in the
form of accelerating inflation or a rise in unemployment.

Consequently, an economy’s optimal strategy is to retain the national
policy instruments required to increase its competitiveness in a socially
acceptable manner; hence, it is essential that a country retain control over
its interest rate, uses central bank intervention to smooth speculative fluctu-
ations, encourages world-wide co-operation between central banks (through
the G8) and aims for the maximum long-term exchange rate flexibility
combined with the maximum practical short-term stability. Under such
a regime, the exchange rate fulfils its role as facilitator of greater growth,
higher living standards and full employment, without becoming an end
in itself, as is the eurozone. Indeed, there is always a rate of exchange that
enables each country to employ fully its productive resources. In an ever-
changing environment, the rate frequently alters to secure simultaneous
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full employment and trade balance. Therefore, when formulating economic
policy any suggestion that the euro should ‘shadow’ a particular currency
must be rebutted. Such targeting makes domestic objectives harder to
achieve. However, as the Chinese government has illustrated, it is possible
for a nation to choose where it wants the exchange rate to be and, over the
long term, to hold it there within narrow margins. Of course, there will
be short-term fluctuations, but these are not important. It is the medium-
term trend that counts. The issue then becomes one of which policies can
governments pursue to change the exchange rate and then maintain it near
the preferred level. A range of options is available, which can be co-ordi-
nated to generate a viable, nation-wide strategy. Firstly, is the monetary
and interest rate stance that the government adopts, where strong evidence
exists to indicate that tight monetary policies and the high interest rates
that accompany them pull the exchange rate up, while more accommo-
dating monetary policies and lower interest rates bring it down. Secondly,
the actions of both the government and the central bank, when dealing
with the foreign-exchange market, exert a powerful influence in an area in
which expectations are crucial. If the government expresses a clear view that
the exchange rate is too high or too low, the market will respond. Thirdly,
the government possesses a defined strategy to eliminate the foreign-trade
imbalance. Such a strategy requires a commitment to achieving a long-term
competitive exchange rate that achieves balance-of-payments equilibrium
at full employment. This rate will, of course, alter over time. Fourthly, tariff
protection may be crucial in order to restrict the flows of imports to a level
consistent with the targeted short-term exchange rate. Fifth, on the capital
side of the balance of payments the government can control international
financial flows to maintain a competitive exchange rate. Potential policies
range from taxes to quantitative restrictions on speculative movements.
However, if the value of the currency falls, there is an initial tendency
for imports to stay at their previous volume, while the domestic revenue
from exports falls because the exchange rate has gone down: the ‘J curve’
effect. A slow decline in the exchange rate generates a succession of such
effects flowing from each successive decrease, giving the impression that no
improvement is in sight. Nonetheless, the empirical evidence of exchange-
rate movements and of the availability of a battery of policy instruments to
sustain a targeted external currency value, demonstrates that in the medi-
um-term governments can determine exchange rates. As we have discussed
in Chapter 5, the exchange-rate policy of industrialised nations has lurched
from the ultra-fixed systems such as the gold standard, through Bretton
Woods and the ERM, to the free-floating days when monetarism and the
rule of markets swept through governments across the industrialised world.
Rarely has the decision to enter, or exit, one particular system been taken
for any proven economic reason. Instead, the main driving force is whatever
the current vogue politicians and their advisers happen to follow. This is
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clearly an inefficient method of managing an economy and of determining
peoples’ employment potential and standard of living. Rather, within
the context of this discussion concerning the development of an active
exchange-rate policy to facilitate national economic renewal, we argue
that its overriding function is to convert domestic prices of all factors of
production - including, labour, energy and raw materials — into interna-
tional prices at such a level as to encourage economic growth through the
full use of resources and, simultaneously, to achieve trade balance. If the
exchange rate cannot fulfil these functions over a sufficient period of time
(to counter fluctuations), this offers conclusive evidence that the exchange
rate is misaligned, so that the existing system must come under scrutiny.

An exchange-rate system to suit all economies for all seasons is an impos-
sible reality given the complexity of determining the exact exchange-rate
regime for a country in light of the arguments concerning flexible and fixed
exchange rates (Baimbridge and Whyman, 2008). Two systems, however,
offer the greatest potential for combining an exchange rate that secures
balance-of-payments equilibrium with full employment. Firstly, managed
floating does not involve parities that the government is obliged to preserve.
Instead, the currency is free to float, but the authorities intervene to avoid
what they regard to be undesirable consequences of excessive appreciation
or depreciation. A weak currency may lead to excessive depreciation that the
government may wish to avoid because of its repercussions on the domestic
price of imports and the internal cost structure. Alternatively, countries with
a strong currency may seek to avoid appreciation if they want to accumulate
reserves and are indifferent to the effect on the money supply. Moreover,
a country may even attempt to engineer the depreciation of its currency,
which would otherwise appreciate if the foreign-exchange market were left
to operate freely. Secondly, multiple exchange rates offer a system whereby
different exchange rates are enforced for different transactions, either on
the current or capital account. The IMF’s official definition of a multiple
exchange rate is ‘an effective buying or selling rate which, as a result of offi-
cial action, differs from parity by more than 1 per cent’. Multiple exchange
rates can be viewed both as a form of exchange control (particularly over
capital transactions) and as a rational response to the fact that different
classes of goods have different price elasticities in world trade. Many coun-
tries, including Britain in the past with the ‘dollar premium’, charge a
higher domestic price for foreign currency than the prevailing market rate
for investment abroad in capital assets such as shares and property. Such a
device acts, in essence, as a form of exchange control.

Conclusion

The design of a macroeconomic framework for a complex advanced economy
depends upon a multiplicity of diverse factors, including recognition of its
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unique industrial structure, monetary and fiscal policy transmission mech-

anisms, the practice of wage formation, propensity for owner-occupation,
national savings rates and technological progress. A combination of differ-
ences in consumer tastes, political choices, natural resources and centres
of competitive excellence, together with the actions of institutions estab-
lished to implement economic and social policy, necessitates differences in
economic policy between nations. Moreover, exchange-rate regimes tend to
have a greater impact upon smaller, export-orientated nations than upon
their larger neighbours, where only a relatively small proportion of GDP is
traded. Consequently, it is extremely difficult for one international economic
authority to replace national macroeconomic management by one common
interest or exchange rate. As discussed in Chapter 4, too many economies
of EU member states are too divergent from their neighbours, cyclically and
structurally, for any claim of prior convergence to be convincing and, without
such evidence, a common economic strategy is unlikely to be simultane-
ously in their individual interests. In view of such fundamental weakness at
the heart of the EU project, the decision to reject participation retains, for
national government, the economic instruments vital to successful macr-
oeconomic management. Exchange rates can fulfil their function of equal-
ising the demand and supply for a currency by the variation of its price,
thereby preventing a basic uncompetitive imbalance from causing mass
unemployment and falling standards of living. Fiscal policy, freed from the
twin restrictions of the TEU convergence criteria and the SGP, can smooth
cyclical fluctuations, avoiding periodic unemployment that wastes produc-
tive resources and generates associated human misery. The purpose of
monetary policy is, then, to prevent unstable boom-and-slump conditions
in housing and financial markets whilst seeking to ensure a low interest rate
for investors in productive capital. Supply-side policies, including selective
labour-market programmes and investment in the economy’s physical and
IT superstructure, do not require a rejection of the single currency to be
applied, although the benefit of a macroeconomic structure tailored to the
needs of the economy would provide a more fertile environment for their
implementation. Thus, rather than being weakened by the refusal to be
dominated by an EU agenda that will often conflict with the interests of its
economy, the national government would be both stronger and possess a
superior ability to adapt to changing international market conditions.

In view of the overwhelming evidence supporting the maintenance of
national self-determination of economic policy, two factors remain to
provide the momentum towards further integrationalist economic participa-
tion. The first relates to the determination of a small political elite, together
with the representatives of multinational corporations, to complete the
European integration project; the former perhaps seek the increased influ-
ence that a ‘United States of Europe’ would play in world events, whereas
the latter desire to evade national regulatory regimes and thereby enhance
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profits. However, as demonstrated by the outcome of the 2014 European
parliamentary elections, these small elites are increasingly neither repre-
sentative of the wider electorate, nor even of the majority of businesses. The
second factor undermining the vigorous assertion of national independence
is the fear of failure, whereby the notion of the EU as a declining economic
entity, through bouts of ‘eurosclerosis’, has long sapped its resolve and
caused many member states to prefer safety in ‘Fortress Europe’.

Yet, as illustrated in this chapter, there is no reason for such defeatism.
Fear is the enemy of innovation and, as a group of the largest economies in
the world, the EU possesses a significant number of advantages. The ques-
tion remains whether these advantages can better be realised within an EU
model of deeper economic and political integration, or through a looser
relationship - through a more independent arrangement. This is a question
for considered evaluation of all the evidence and should not be closed off
due to political prejudice or an ill-considered agenda that conflicts with
contemporary debate. This is an important question, since it goes to the
very heart of what the EU will make of itself and whether it places artificial
limitations upon its ability to deliver the priorities espoused by its citizens.
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