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Would a United States of Europe finally solve the euro zone crisis? Francesco Saraceno is a senior economist with OFCE-Sciences Po in Paris, the School of Government and Public Policy in Jakarta and the LUISS School of European Political Economy in Rome. The author blogs at fsaraceno.wordpress.com.
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T



he crisis that stormed the world economy starting in the summer of 2007 is now past the acute phase. Some countries, notably the large emerging economies, are back to pre-crisis growth rates. Nevertheless, the US recovery is surprisingly weak, and its unemployment rate still unacceptably high. The euro zone went through a sequence of sovereign debt crises that highlighted problems in coordination and economic governance, posing a remote but concrete risk that the single currency would collapse. The bold intervention by the European Central Bank (ECB), in September 2012, cooled the worst speculation but European economies remain on life support. The first phase of the crisis has been extensively discussed, the salient facts being familiar: a crisis in speculative market for subprime loans in the United States generated a cascading effect on the rest of the global financial system. The contagion was mostly due to deregulation that allowed the proliferation of increasingly opaque financial instruments, spreading
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S TR ATE G IC R E V I EW



The debate on the euro zone crisis has two radically different narratives. The dominant “Berlin View” emphasizes the irresponsible fiscal behavior of some countries; the other view emphasizes the accumulation of structural imbalances. toxic assets in the portfolios of often unaware owners, and leading at the same time to excessive risk-taking and debt. When the housing bubble in the US burst, financial institutions worldwide, but also households and companies, rushed to sell their assets, whose quality was uncertain, in order to restore more prudent ratios between debt and liabilities. This deleveraging led to a credit crunch and a drastic reduction of investment and consumption. The financial crisis spilled to the real economy, becoming the worst recession since the 1930s. The policy response followed typical textbook recipes that have been known since Keynes wrote “The General Theory of Employment, Interest and Money” in 1936: on the one hand, the massive intervention of central banks flooded financial institutions with liquidity that prevented the meltdown of the financial sector. This injection of liquidity, nevertheless, was ineffective to restart the economy. The deleveraging of banks, businesses and families led a rush to safe assets as the liquidity made available by central banks was hoarded, without being turned into demand for goods and services. This liquidity trap, familiar to historians, made monetary policy lose traction. As Keynes would have prescribed, in the spring of 2009, most advanced and emerging economies implemented massive stimulus plans that supported demand and put economies on a recovery path, even if at the price of a generalized deterioration of public finances. The European economy, in particular
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the 17 euro zone countries, began to diverge from other advanced economies when Greece made public, in the fall of 2009, fraud in the management of public finances that had been going on for the previous decade. Since then, while the rest of the world economy has been heading toward a fragile recovery, the euro zone has been tangled in a deepening crisis, which may still endanger the existence of the single currency. The euro crisis: Sinners or victims?



T



he debate on the euro zone crisis can be traced to two radically different narratives. The dominant one, the “Berlin View,” emphasizes the irresponsible fiscal behavior of some countries in the euro zone periphery, whose fiscal consolidation would therefore solve the problem. The other view emphasizes the original sin of the single currency construction, which led to the accumulation of structural imbalances. This view calls for a symmetric adjustment. The Berlin View: Neo-classical prescription The first explanation of the crisis calls into question the governments of some countries on the European periphery, particularly Greece, Spain and Italy. Their fiscal profligacy and the postponement of necessary structural reforms led to an overinflated public sector and a serious loss of competitiveness. The Berlin View, forcefully defended by
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the German government, but also dominant in European institutions (the European Commission and the ECB), has its theoretical foundations in neoclassical theory. In a nutshell, the theory postulates the centrality of markets populated by rational agents who, if left free to operate without distortions, tend to an “optimal” equilibrium characterized by full employment of resources. Price and wage flexibility ensures that demand adapts to full-employment supply. The theory emphasizes supply-side measures capable of increasing the capacity of the economy to produce, and the role of economic policy is to use structural reforms to eliminate obstacles to the free functioning of markets. Barring exceptional circumstances, the Berlin View considers aggregate demand management useless, if not harmful. And if structural reforms, reducing wages and social protection were to have a negative impact on the ability of households to generate demand, this would be more than com-
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pensated by the export-led growth induced by gains in competitiveness. (For details, see JP Fitoussi and F. Saraceno, “European Economic Governance, The BerlinWashington Consensus,” Cambridge Journal of Economics, 37(3), February 2013, 479-96). The Berlin View is not novel in Europe. Since the Maastricht Treaty of 1992, European economic governance was based on the rejection of active macroeconomic policies: the ECB only has a mandate for price stability (according to neoclassical theory, monetary policy has no impact on growth and employment), and considerable autonomy in pursuing it. Furthermore, the “Stability and Growth Pact” of 1997 prevented countries (which remain formally in charge of fiscal policy) from implementing discretionary fiscal policies and forces them to rely solely on automatic stabilizers to cushion economic fluctuations. When compared with the US, where the Fed has a “dual mandate” to pursue growth
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When compared with the US, where the Fed has a “dual mandate” to pursue growth and manage inflation, the European institutional setup has led to considerable policy inertia. and manage inflation, and where the federal government actively uses countercyclical fiscal policies, the European institutional setup led in the past two decades to considerable policy inertia. Growth was to be found in competition-enhancing structural reforms and international competitiveness. The recipes to cope with the current crisis proposed by supporters of the Berlin View are consistent with this framework. Countries that did their homework in the past, reforming their economies to be competitive in international markets, may limit themselves to temporary and conditional support for governments in trouble that need to carry the burden of adjustment. In the peripheral countries of the euro zone, austerity and structural reforms will reduce the size of an inefficient public sector, defeat inflation and improve competitiveness, thus helping to reduce debt (public and private) and to regain dynamism. The Berlin View has the advantage of providing a straightforward explanation for the crisis, a clear delineation of responsibility and a way out of the troubles with limited changes to European institutions. However, a growing number of economists oppose the apologue of fiscal sinners, pointing to more structural euro zone problems. The single currency and structural imbalances



T



he theory of structural imbalances emphasizes an “original sin” in the euro construction, namely the creation of a single currency among countries which did not
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constitute an optimal currency area. The countries that joined the euro in 1999 had differing levels of development, productivity and inflation. Abandoning national currencies introduced a rigidity that prevented the euro zone from absorbing asymmetric shocks and imbalances, thus creating a powder keg. The crisis was the fuse which blew up a construction that was flawed in its foundations. The single currency had two consequences. The first, clear from the very beginning, was that individual countries lost the power to adapt monetary policy to their own needs (on inflation and/or growth). Monetary policy was targeted to an “average” that, because of the size of the German economy, de facto coincided with the rates appropriate for Germany. The second consequence, less predictable from the outset, was the general (and erroneous) perception of markets and policymakers that the elimination of exchange rate risks would entail the end of all country risk. The resulting convergence of interest rates created a vast market where investment conditions were meant to be similar. It is interesting to note that paradoxically country risk was made higher by the euro, because euro zone countries borrowed in a currency, the euro, which they did not control. This exposed them to the risk of capital flight (that actually happened after 2009), just as markets were convinced of the contrary. Interest rate convergence, the different degree of development (and therefore of investment profitability), and the mass of savings made available by the compression of domestic demand in Germany and other euro zone core countries (Finland, Austria,
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the Netherlands), led to increased capital flows towards peripheral countries, which boosted their economies in the early 2000s but also created excess demand and inflation. Capital inflows created an equivalent demand for imports, and a trade deficit (from an accounting perspective, the sum of capital flows and current account balance must be zero). To sum up, core countries compressed domestic demand and exported to the peripheral countries, which financed their excess consumption with capital inflows from the core itself (greatly facilitated by the single currency and interest rate convergence). The debt overhang (in a “foreign” currency, it is worth repeating) made these economies vulnerable when the global crisis made capital scarce and markets realized that euro zone sovereign risk was not uniform. At that point, capital flows were reversed, interest rates started to diverge and the countries of the periphery sank into the debt crisis that has been gripping them since 2009. The generalized increase of public debt caused by bank rescues and stimulus plans added to the problem, but fiscal profligacy was not the main cause of the crisis, contrary to the arguments from proponents of the Berlin View. If structural imbalances were the source of the crisis, the widespread austerity advocated by the Berlin View would not be effective. The way out of the crisis would instead have to be found in symmetric adjustment. On the one hand peripheral countries, whose demand exceeds domestic production, have to reduce private and public consumption. On the other hand, surplus core countries, which so far based their growth on increasing trade surpluses, should reorient their model from exports to domestic demand through expansionary fiscal policies and support for household spending (for
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example, through tax reductions and wage increases). Expansionary policies in the core would support growth in the euro zone as a whole, and would help rebalance relative prices through inflation in the North rather than (the much more costly) deflation in the South. The necessary fiscal consolidation of peripheral countries could thus happen in a favorable macroeconomic environment, with a better chance of success and lower social costs. The coordination of macroeconomic policies, necessary in a single currency area, would therefore have to be based on the reabsorption of imbalances, rather than on a uniform implementation of austerity. It is important to note, before proceeding, that the focus on the euro zone structural problems is not necessarily synonymous with anti-Europeanism. It is not uncommon to see economists taking this position being accused of wanting to scuttle the European project. However, I will show how the emphasis on non-optimality may imagine a way out of the crisis “from the top,” involving more Europe, not less. Fiscal irresponsibility or original sin?



W



hile debate on the two explanations of the crisis rages, it is too early to lean towards one or the other with reasonable certainty. There are many reasons for this difficulty, ranging from the lack of availability of consistent data on bilateral financial flows, to the problems in establishing a causal link between trade flows and capital movements. The best one can do is to look at some “stylized facts.” Figure 1 shows the state of public finances in selected euro zone countries before the crisis. Only Greece had serious problems (the debt-to-GDP and deficit-
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Debt and deficit as percentage of GDP - 2007



Figure 1 to-GDP ratios were 170 percent and 6.8 percent. respectively). Portugal was not far from the Maastricht limits of 60 percent and 3 percent, while Spain (36 percent debt and a budget surplus of 1.9 percent) and Ireland (24 percent debt and a balanced budget) were in much better shape than Germany. Finally, Italy had a serious debt problem dating back to the 1980s, but the deficit was well below the 3 percent Maastricht limit. It is therefore difficult to argue that there exists a pattern in peripheral countries of mismanagement of public finance. The contrast between core and periphery emerges, on the other hand, if one looks at the external position. Figure 2 show the current account balance of the same countries, in 2007 and in 2012. All countries in crisis (Greece, Spain, Italy, Ireland, Portugal) had significant current account deficits in 2007. By
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contrast, Germany, Finland, Austria and the Netherlands had rather substantial current account surpluses. While it is important to repeat that these facts constitute only suggestive evidence, they are undeniably less consistent with the Berlin View than with the structural imbalances view. In a sense, they lay the burden of proof on the austerity partisans. This is not good news, as the explanation of the crisis based on structural imbalances has unfortunately deeper roots than the Berlin View. It is not only a story of profligate grasshoppers and industrious ants, whose relatively simple solution is to force more responsible behavior on the sinners. If it comes down to structural imbalances, the project of monetary integration is tainted by flaws whose solution requires not only complex policies that vary by country, but also deep thinking on the institutional architec-
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Current account balance as percentage of GDP



Figure 2 ture of a non-optimal monetary union. One might as a result wonder whether the predominance of the Berlin View in European circles has also to do with the simplicity of its policy and institutional implications. Since 2009, the euro zone has been following the prescriptions of the Berlin View. Support to peripheral countries was made conditional on draconian fiscal consolidation plans that plunged their economies into recession. Looking again at figure 2, one can notice that austerity drastically reduced excess demand in the periphery (as shown by shrinking current account deficits), while the excess savings of core countries was unchanged. Unsurprisingly, because the same austerity was also followed by core countries, the policy stance for the whole euro zone was pro-cyclical and restrictive. The pernicious effects of austerity are now widely acknowledged, and even the International
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Monetary Fund, in its Economic Outlook of October 2012, noticed how fiscal consolidation in times of crisis is likely to be self-defeating as it weighs on consumption and investment, thus depressing income and worsening public finances. And yet, as we write this essay, there is no sign of change of course. Even confronted with austerity fatigue, European governments are asked by the European Commission and the German government to stay on the consolidation track. The same is true for the debate on institutional reform. The already mentioned fiscal compact (formally the “Treaty on Stability, Coordination and Governance in the Economic and Monetary Union”) gives the balanced budget provision constitutional strength, thus ruling out countercyclical policy not only in the current situation, but for the foreseeable future. External imbalances have not been addressed and are rarely men-
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The theory of structural imbalances emphasizes an “original sin” in the euro construction, namely the creation of a single currency among countries that did not constitute an optimal currency area. tioned in the debate on the new governance of the euro zone. An export-led Europe? The Lilliput Syndrome



C



ertainly the impact of austerity on peripheral euro zone economies was initially underestimated. Not only was the recession harsher than expected, but fiscal consolidation was self-defeating in the sense that debt remains on an unsustainable path for most of the countries in trouble. The argument is nevertheless that this short term, pain is a necessary precondition for longterm gains. Germany sets its own experience as a benchmark. The once “sick man of Europe” is today the healthier euro zone economy thanks to the “Hartz Reforms” that it implemented between 2003 and 2005. These reforms and strict fiscal discipline, it is claimed, allowed Germany to reduce wages and increase profits and productivity, making it the second-largest exporter in the world. True, the reforms compressed domestic demand (private and public), but this is not a problem because exports took the lead. Austerity and domestic demand compression, in the euro zone periphery, it is argued, will ultimately have the same effect, boosting competitiveness and growth. This position deserves closer scrutiny, because besides being the official line of core governments and European institutions, it is increasingly advocated in troubled countries. The more evident problem of this view is it is simply impossible that every coun-
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try in the world runs a trade surplus, because the world trade balance as a whole needs to be zero. It is therefore striking that European policymakers try to set as a benchmark a growth model that by definition cannot be generalized. China gets it The typical counterargument is that the euro zone is not the whole world, and that nothing prevents it from running current account surpluses by adopting an export-led growth model. While this is true from an accounting point of view, it shows the incapacity of European leaders to fully grasp the implications of the European construction and the single currency. European leaders seem to be victims of small country syndrome: fiscal discipline and domestic demand compression aimed at improving competitiveness and exportled growth, tie Europe’s fate to the performance of the rest of the world. While this was legitimate for small individual countries, it is much less so for Europe as a whole. A comparison with the other large surplus country, China, is interesting in this respect. In the past decade China expressed concern for the imbalances lying behind its large current account surplus, and pledged to rebalance its growth model towards larger domestic demand. This attempt has been stop-and-go, and the crisis itself played a contradictory role. China did not resist more or less hidden protectionist measures
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It is not only a story of profligate grasshoppers and industrious ants, whose relatively simple solution is to force more responsible behavior on the sinners. and currency manipulation, yet it was one of the first countries in 2009 to implement a robust stimulus plan that amounted to more than 10 percent of GDP. China fully grasps its new role in the world economy. Its leadership understood long ago that the transition from an emerging economy to a fully developed economy needs to pass through less dependence on exports. A large, dynamic economy cannot rely on growth in the rest of the world for its prosperity. Even the debate on reforming the welfare state and on health care in China saw the necessity to reduce precautionary savings, and to increase consumption. (See JP Fitoussi and F. Saraceno, “The Intergenerational Content of Social Spending: Health Care and Sustainable Growth in China,” in Kennedy and Stiglitz eds, “Law and Economics with Chinese Characteristics: Institutions for Promoting Development in the Twenty-First Century,” Oxford University Press, 2013.) On the other hand, Germany not only defends its export-led growth model, but fights hard to generalize it to the rest of Europe, giving up the ambition of being a major player in the world economic arena. Furthermore, while China seems fully conscious of its contribution to the global imbalances that led to the crisis, Germany took the opposite path. This is problematic because a better balance between domestic and external demand in the large economies is a crucial element in reducing the macroeconomic fragility of the world economy through decreasing trade imbalances.



SR10_6_GlobalPerspectives_m1.indd 137



Can the euro survive without a federal Europe?



I



f the single currency survives, the problems of governance exposed by the crisis must be addressed to prevent future devastating events. The narrative chosen to explain the crisis obviously has a major role to play in the design of appropriate institutions. The current framework, as noted above, is already broadly consistent with the philosophy that inspires the neoliberal Berlin View. The important institutional changes that have been introduced so far strengthen this framework: constitutionally mandated balanced budgets, firewalls to protect governments from speculation (the European Stability Mechanism, or ESM) and a banking union on which progress so far has been made mostly on common surveillance. In other words, the Berlin View puts most of its emphasis on the discipline of individual member states; therefore, the institutional changes it calls for mostly enhance surveillance and sanctions. Solidarity among countries in this framework remains limited and subject to strict conditionality: taxpayers in the core “virtuous” countries should help peripheral countries that are ultimately responsible for the crisis, only if they meet the outlined conditions and are not fiscally irresponsible. Things become considerably more complicated if one accepts the explanation related to structural imbalances. In this case, we need to design institutions that can absorb the asymmetric shocks that create gaps in competitiveness between countries.
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Membership in a monetary union involves the loss of monetary policy as a stabilization tool, and of the exchange rate as an external adjustment tool. Within a monetary union, the realignment of relative prices (the socalled real exchange rate) can only happen through adjustment in prices and wages. As shown by the Italian experience of the 1970s and 1980s, the systematic use of the exchange rate to restore competitiveness is not painless, because it can be a harbinger of inflation, distortions of competition and so on. Yet, the loss of exchange rate policy within a single currency requires alternative channels to offset imbalances. The first is the mobility of productive factors (labor in particular), which for example in the United
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Back in 1969, Peter Kenen had emphasized the importance of federal spending in a monetary union (Kenen, P. “The Theory of Optimum Currency Areas: An Eclectic View,” in Mundell and Swoboda eds, “Monetary Problems of the International Economy,” University of Chicago Press, 1969). If a substantial part of the fiscal system is at the federal level, countries/regions in trouble will be automatically supported by the others simply because for regions in a recession, tax revenues (and thus the contribution to the federal budget) decrease, while expenditures for welfare (for example, unemployment benefits, or federal insurance on bank deposits) increase. At the same time, the opposite happens in booming regions.



China fully grasps its new role in the world economy. Its leadership understood long ago that the transition from an emerging economy to a fully developed economy needs to pass through less dependence on exports. On the other hand, Germany not only defends its export-led growth model, but fights hard to generalize it to the rest of Europe. States is an important equilibrating force between the different states. However, it is implausible, for cultural and economic reasons alike, that labor mobility between European countries would reach such proportions as to allow the reabsorption of significant imbalances. Adjustment through prices and wages, the path currently walked by European countries, is proving very painful as a result of the ECB commitment to low average inflation, and the unwillingness of core countries to boost their own domestic demand. This implies that relative prices only adjust through severe deflation in deficit countries. The only alternative mechanism is therefore, is a system of transfers between member countries.
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Even in the United States, where markets and labor mobility account for a significant part of interregional adjustments, automatic transfers between states can be very significant. Paul Krugman, for example, has calculated that since 2007 Florida has received at least 5 percent of its GDP from areas of the country less seriously hit by the recession in the form of greater spending on welfare and lower contributions to the federal tax pool. And this happened without a word, for example, from California newspapers about San Francisco taxpayers bailing out the lazy citizens of Miami. It is interesting to notice, furthermore, that the very existence of a federal budget
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In terms of exports, the once “sick man of Europe” is today the healthier euro zone economy. allows the United States to mitigate the effects of balanced budgets at the local level. The vast majority of American states have strict rules that require a balanced budget. These rules made the crisis worse for states in recession that were forced to cut spending and lay off public employees at the very moment when the opposite was needed. But the US federal government retained the possibility to conduct discretionary policy that it used also to at least partially offset the procyclical expenditure cuts at the state level. Furthermore, the federal government was able to channel most of the stimulus money into investment. This is a reminder that the fiscal arrangements of a monetary union crucially depend on the articulation between the different layers of government. In his 2011 Nobel lecture, Thomas Sargent showed
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that the transfer of debt from the state to the federal level in the 1790s happened concomitantly with the transfer of the power to tax (most notably imposing custom duties), i.e., with the creation of a fiscal union. Sargent seems to suggest that a monetary union can pre-exist or follow a fiscal union, but that one cannot go without the other indefinitely. And furthermore that a fiscal union needs to be much more than the simple coordination of policies — it needs to transfer the power to tax and spend, which in turn requires political integration. One would have imagined that while tying their hands with strict fiscal rules under the fiscal compact, EU countries would think of a way to recover at least part of the lost capacity to react to macroeconomic shocks. Like in the US, this could be done
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The euro zone has structural problems that go far beyond some members having a simple lack of discipline. For the single currency to survive it does not seem possible to imagine solutions other than some sort of federal state. by strengthening the spending capacity of the EU as a whole, obviously less subject than individual countries who may be at the risk of opportunistic behavior. The discussion of the new EU multiannual budget in the spring of 2013 could have been an occasion to discuss the articulation between the union and member states in contrasting business cycle fluctuations. It could have been the occasion to discuss how to set up a fair and incentivecompatible transfer union, or a meaningful EU-wide investment program. Instead, the logic of austerity prevailed even for the EU budget, which is even more unwarranted at the “federal” level than at the level of member countries. Conclusion



T



he euro zone has structural problems that go far beyond some members having a simple lack of discipline. For the single currency to survive, it does not seem possible to imagine solutions other than some sort of federal state. This is especially true in Europe, where labor mobility is naturally lower than in the United States, and where, therefore, the necessary flexibility can only come from
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a system of transfers between countries. The United States of Europe are today little more than a chimera. It is obvious even to the most casual observer that the federal dream of Jean Monnet and Altiero Spinelli will not become a reality for many years. However, the existence of an ideal solution, albeit utopian, may act as a guide to navigate the jungle of politically feasible measures and proposals currently discussed. Any institutional change acting as a surrogate for a proper federal structure is to be encouraged. This is the case, for example, of eurobonds, which would allow a common management (and hence mutual insurance) of part of the debt, and could also finance common infrastructural spending and industrial policies. The same applies to a banking union, which would complete the unification of European financial markets with common rules and supervision, but also with a common insurance on deposits. These measures, and others in the same spirit, would introduce de facto solidarity among European countries. Each of them would allow approaching that federal state, which today is out of reach because of economic self-interest and nationalist claims.
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