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Introduction

Francesco Giavazzi, Francesco Lefebvre D’Ovidio,

and Alberto Mingardi

A few years ago, a classical liberal philosopher proposed to look at Europe’s
political history as a conflict between a “Smithian” and a “Colbertist”
persuasion. According to Jasay, the first could be labeled “The Feasible is
Free” and the latter could be labeled “Permissions Authorize Acts” (Jasay
2002). One has a bottom-up attitude, which tends to consider the work-
ing of institutions as bound to fail if they systematically opposed individu-
als’ actions and wills. The other has a top-down attitude and boldly
attempts to design better institutions to improve human societies. The
latter indulges in the illusion that “the different members of a great

F. Giavazzi
IGIER, Bocconi University, Milan, Italy
e-mail: francesco.giavazzi@unibocconi.it

F. Lefebvre D’Ovidio
Sapienza University of Rome, Rome, Italy
e-mail: francesco.lefebvredovidio@uniromal .it

A. Mingardi ()
TULM University, Milan, Italy

Bruno Leoni Institute, Milan, Italy
e-mail: alberto.mingardi@brunoleoni.org

© The Author(s), under exclusive license to Springer Nature
Switzerland AG 2021

F. Giavazzi et al. (eds.), The Liberal Heart of Europe,
https://doi.org,/10.1007 /978-3-030-60368-7_1


http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-60368-7_1&domain=pdf
https://doi.org/10.1007/978-3-030-60368-7_1#DOI
mailto:francesco.giavazzi@unibocconi.it
mailto:francesco.lefebvredovidio@uniroma1.it
mailto:alberto.mingardi@brunoleoni.org

2 F. GIAVAZZI ET AL.

society” can be arranged “with as much ease as the hand arranges the dif-
ferent pieces upon a chess-board.” The first insists that

the pieces upon the chess-board have no other principle of motion besides
that which the hand impresses upon them; but that, in the great chess-board
of human society, every single piece has a principle of motion of its own,
altogether different from that which the legislature might chuse to impress
upon it. If those two principles coincide and act in the same direction, the
game of human society will go on easily and harmoniously, and is very likely
to be happy and successful. If they are opposite or different, the game will
go on miserably, and the society must be at all times in the highest degree of
disorder. (Smith [1759] 1982, VI.11.42)

In essence, such conflict has been a constant, subterranean motif in the
making of the European Union (EU) as we know it. There was always “a
clash of different views of government, between a dirigiste attitude (that
is, heavy government intervention in market activities as regulator and
coordinator) more common in southern Europe and parts of continental
Europe and an Anglo-American attitude, more laissez-faire, which views
free markets as well-functioning without much need for centralized policy
intervention” (Alesina and Perotti 2004, p. 28).

In the first sixty years of'its life (if we begin to count from the establish-
ment of the European Economic Community in 1958), the European
Union has been seen by many as mainly a political, dirigiste project and by
others as mainly an economic, free trade-leaning one. It has been praised
by some and hated by others, exactly for being one or the other.

Politics is always more complex than the words used in politics suggest.
These two attitudes coexisted and shaped, and perhaps are still shaping,
the development of European integration. Theirs is by no means the only
conflict of visions which is affecting the building of Europe: consider the
tension between intergovernmentalism (that sees the European institu-
tions as agents of national governments) and functionalism (that sees the
process of unification as led by elites transcending national boundaries).

On the one hand, the European project has been envisioned and inter-
preted as an experiment in economic integration, or perhaps better to say
integration-through-the-economy. But there is hardly a blueprint to pur-
sue such a goal.

The very idiom “economic integration” is relatively new in the history
of economic thought. Machlup (1977, pp. 4-5) traced it back to a Swedish
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economist, Eli F. Heckscher, and particularly to its study of Mercantilism,
published in Swedish in 1931 but soon translated into English in 1935. In
the English translation, the term “disintegration” was used, to refer to
“economic disintegration” created by the feudal system, with river tolls
and road tolls which impeded trade. The word was soon picked up, “not
only for national but also, or chiefly, for international trade” between
1938 and 1942 by economists “Wilhelm Ropke, Ludwig von Mises,
Moritz Bonn, Friedrich Hayek, and Folke Hilgerdt.” “In December 1942
two papers using our term were presented at the Washington meeting of
the American Economic Association, one by Folke Hilgerdt on “The Case
for Multilateral Trade’, the other by Antonin Basch on ‘Europan Economic
Regionalism’” (Machlup 1977, p. 9). Soon enough, in a period of “only a
little more than thirty years many proposals for regional and worldwide
integration were debated by economists and several of the proposals were
actually put into effect. The European Common Market, at first promoted
most strongly by economic advisers to the Government of the United
States, became a reality, though with serious exceptions” (Machlup 1977,
p. 148).

On the other hand, since its beginning, the European project had a
clear political aim. It emerged after WWII and because of WWII, in an
attempt to offer a solution to the “German problem.” The memory of the
ghastly aftermath of WWI certainly affected all the European leaders, and
so did the international scenario, with the world divided “between the
capitalist West and the socialist East” with Germany being “like the divid-
ing door that separated two worlds” (de Souza Silva 2009, p. 5). In the
circumstances, Jean Monnet and others started a sort of bricolage unifica-
tion of Europe, focusing on partial integration in a number of clearly
bounded areas (e.g. coal and steel), in order to pursue all the possible steps
forward. A unified Europe was always speculated about, since the
Ventotene Manifesto (1941), and many argued that “economic” integra-
tion was functional to such goals. Yet per se there was and there is “no
guarantee that regional integration in economic areas, such as a common
market, should lead to political unification down the road” (Spolaore
2013, p. 138).

In the era of Bretton Woods, even before the idea of a common cur-
rency came to surface, the ambition of achieving some level of coordina-
tion in managing national money supplies gained traction. The financial
havoc of the 1930s suggested to many that if the gold standard had failed,
so did flexible exchange rates. In a highly influential work, Ragnar Nurkse
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maintained that “If there is anything that interwar experience has clearly
demonstrated, it is that paper currency exchanges cannot be left free to
fluctuate from day to day under the influence of market supply and
demand” (Nurkse 1944, p. 137). Some sort of currency coordination
came thus to be seen as a political goal, as it was needed to avoid the sort
of economic disruption which paved the way for authoritarianism in the
first half of the century. Nurkse’s book was very influential in the early
postwar debate on the construction of a European union eventually
accompanied by a single European currency.

In solving the “German problem,” the European Union was certainly
successful, as it became a “tamed power,” whose political leaders “exercise
power only in multilateral, institutionally mediated systems—in Germany,
the EU, the Atlantic Community, and broader international fora—that
soften sovereign power” (Katzenstein 1997, p. 2).

The evolution of the European Union is hardly set, as we write. The
conflict between the “Smithian” and the “Colbertist” attitudes continue
and it is unlikely to be solved by any sort of conclusive settlement.

In his chapter, John Gillingham rightly reminds us that “the founders
of the two institutions that eventuated in the EU—the European Coal and
Steel Community (ECSC) of 1952 and the European Economic
Community (EEC) of 1958 were senior civil servants and diplomats rather
than intellectuals or economists—and the motivation behind their work
had less to do with any particular theory than with shared experience,
above all that of the still recent world war” (infra, Chap. 7).

Yet this book has been put together under the assumption that there is
such thing as a “Liberal Heart of Europe.” A number of scholars are con-
vinced that “Europe can and should provide the oversight and control
over capitalism that the nation-state once did” (Berman 2006, p. 214).
The future of the EU seems to be distinctively linked to this challenge. In
her famous—or infamous—Bruges speech, Margaret Thatcher outlined
her own agenda for Europe, which she saw as alternative to the extant
consensus. She called for “action to free markets, action to widen choice,
action to reduce government intervention” and “continue the process of
removing barriers to trade” (Thatcher 1988). Thatcher was aligned with
an older tradition of criticism of the EU, of the Smithian bent, that always
tended to stress that while “the removal of obstacles to inter-member
trade is per se clearly an immense stride toward freedom of trade,” yet “in
combination with the ring-fence tarift, freedom of inter-member trade is a
system of discrimination” (Shenfield [1963] 2016). In more recent years,
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using a rather infelicitous metaphor many spoke of a “Fortress Europe,”
which could gain power in a globalized world, through its common sys-
tem of tariffs and a common management of immigration.

These criticisms may tend to obscure the strong “Smithian” element, in
the very making of what later turned to be the European Union. Such an
element was profoundly appreciated by our late friend Alberto Giovannini.
Alberto, an outstanding macroeconomist but also a man of the world, was
profoundly involved in easing obstacles to cross-border payments in
Europe. He was the chairman of what later came to be known as the
Giovannini Group on Cross-border Clearing and Settlement Arrangements
in the EU, launched by the European Commission in 1996. He was also
a member of the Advisory Scientific Committee of the European Systemic
Risk Board, from its inception in 2011.

It is telling that, in 2018, Alberto felt the need to convene a conference
on the influence of Anglo-Saxon liberal thinking in the early years of the
European project. The eurozone crisis has already contributed to chang-
ing the institutional infrastructure of the EU—as the COVID-19 pan-
demic will do, even more profoundly, some years later. Alberto wanted to
revisit “the liberal heart of Europe,” focus its implications, and revive the
spirits of the key figures who imagined it well ahead of the time. We were
privileged to be his partners in such an effort, organizing—under the aus-
pices of Istituto Bruno Leoni and in collaboration with the Centro Studi
sul Federalismo—in Turin 2019 a conference that Alberto, by then
severely ill, could not attend.

We maintain that the conference essays collected in this book, or at least
some of them, document that Anglo-Saxon (Smithian) influence has been
powerful, although its role had been forgotten in the studies that recon-
struct the genesis of the European project in the postwar. Alberto’s intu-
ition was right. Digging into the history of ideas was one of Alberto’s
many gifts and this book is one such example. His passion and open-
mindedness in so doing are well testified by the contributors to this book,
a fair number of whom were his personal friends.

The book is not, and could not be, exclusively backward-looking.
European institutions are hardly a “given”: they are still unfolding, devel-
oping, changing. We hope this book will shed light on the past, but also
provide with some glimpse of what the future may be like.

Michael Burda sees “European integration” as “a process measured in
centuries and millennia rather than decades.” Building on the insights of
Herbert Giersch, Burda considers the German approach to the European
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Union as an offspring of “German geography and history, as well as soci-
ology.” He considers that the EU has been a failure in making the average
citizen understand the benefits of economic integration, as it is proven by
“its parlous image in the eyes of its own citizens, even in countries that
have benefited the most from membership oz average.”

In his contribution, Richard Portes weighs on how different the so-
called postwar consensus presented clear-cut national nuances. Portes
begins with examining the Italian version of the so-called European feder-
alism, focusing on the “Manifesto di Ventotene” and linking it with “lib-
eral socialism, or social liberalism,” a short-lived but highly influential
intellectual movement whose key champions (including Ernesto Rossi,
one of the authors of the “Manifesto di Ventotene”) were “convinced of
the complementarity of domestic liberal socialism and European federal-
ism.” Portes underlines the role played by the United States, in the con-
text of the then beginning Cold War, in the promotion of intra-European
economic cooperation.

Critics of the EU—or, more generally, those who made a sport of call-
ing on “austerity measures”—like to denounce Ordoliberalism
(Ordnungspolitik), as the main set of ideas which allegedly shaped the
European Union. This does hardly fit the narrative of the Bruges speech
or more generally the current predominant English attitude toward the
European Union. Stefan Kolev provides a comprehensive outlook of how
Ordoliberals like Wilhelm Répke, Ludwig Erhard, and Alfred Miiller-
Armack considered the early beginnings of European integration. Even
back then, they considered the possible evolution of the European project
as something that could either yield a “‘large Switzerland’, i.e. a politically
decentralized entity which is economically integrated internally as well as
non-protectionist externally, or a ‘large France’, i.e. a politically central-
ized entity which is economically integrated internally but protectionist
externally.” Smith versus Colbert again. The Ordoliberal vision of the
future of European integration was hardly univocal, in spite of over-
simplification that are increasingly common these days.

Rohac and Mingardi focus instead on three other classical liberal think-
ers: Luigi Einaudi, Ludwig von Mises, and F.A. Hayek. Einaudi was a
father of the European project; Mises and Hayek are seldom recognized as
such. They focus in particular on Hayek’s 1939 “The Economic Conditions
of Interstate Federalism,” which envisioned something vaguely similar to
the future EU, stressing that both Hayek and Einaudi took it “as a given
that a federation would have to use a common monetary unit.” The
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opposition to monetary nationalism was one of the classical liberal argu-
ments in favor of supranational bodies: these arguments (dear to Einaudi
since the 1910s) became stronger as Europe was wrecked by the clash of
nationalisms. Rohac and Mingardi stress that “although the efforts of
modern classical liberals revolve primarily around an intellectual agenda
for the domestic reform of institutions and policies leading to a reduction
in the size, scope and discretionary powers of the state, it is impossible to
dissociate them from questions of the international economic order.” Still,
one may argue that classical liberalism in international affairs was even less
successful than in internal affairs.

In his chapter John Gillingham, a prominent and controversial scholar
of the European process, provides a thorough outline of the thought of
Jean Monnet. Gillingham moves us away from history of economic and
political thought. His key point is that “often described as a work in prog-
ress, and thus immune to definitive judgment, a meaningful description of
the Brussels governance structure continues to elude scholars.” The EU
“is neither a genuine nation-state nor a true international organization but
merely a hybrid trans-national institution resting on murky legal founda-
tions and with an ill-defined operational sphere.” In his contribution,
Gillingham cites again Ludwig Erhard, who would have preferred a free
trade area, which would have “merely eliminated tarift barriers between
member states,” but whose views were overridden by German chancellor
Konrad Adenauer, who preferred to go for the EEC, that “was designed
as a customs union with a common external tariff.” Once again, German
positions on the European project look more nuanced than what critics
believe.

In the subsequent sections of the book, the authors approach other key
episodes. The 1980s is investigated in the essays by Jacques de Larosicre,
Patrick Minford, and Otmar Issing.

De Larosicre considers the changes in the European institutions in the
1980s as basically the outcome of the end of the Cold War, of which
German unification was a consequence (Issing writes in more detail on
this), and of the global push towards “deregulation” and “privatization.”
He points out that “for the Community as a whole, the move towards
deregulation accelerated the ‘internationalization’ of European markets
and their integration into the ‘Atlantic’ world ... deregulation—which was
not in the main EEC tradition—became a factor of European
integration.”
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This may suggest that the role of Margaret Thatcher, in future histories
of the EU, may not be remembered as an enemy’s, but rather one of an
accelerator of the European project. While Thatcher, particularly in later
years, proposed a form of disengagement from the European project, it
was Alberto Giovannini’s conviction that her reforms and her political
rhetoric strengthened the unifying tendencies. It is certainly hard to imag-
ine the European Central Bank (ECB) without Thatcher embracing
“monetarism” as her banner (and indeed at the time both her Chancellors
of the Exchequer, Geoffrey Howe and Nigel Lawson, favored some sort
of monetary unification and the European Exchange Rate Mechanism).
De Larosiere himself points out that “the independence of Central
Banks—as well as monetarism—became a common objective” because of
the change of attitude in the government/market balance which was in
part the result of Thatcherism and its success.

Minford provides a neat précis of Margaret Thatcher’s economic
reforms. Minford reasons on how Thatcher’s reforms “came to be politi-
cally possible, given the large-scale forces arrayed against them,” and finds
a key supporter in the “skilled working class” and reminds us that “the
defeat of inflation was extremely popular: inflation, with its effects in redis-
tributing resources to those lucky or smart enough to do well from infla-
tion, had become highly unpopular.”

Another “German perspective” on the road to the EU is provided by
Issing, in an important chapter that benefits from his own reminiscences,
at a key turn of European integration. “Germany’s reunification,” Issing
reminds us, “had turned almost all economic relations upside down,”
determining circumstances that the Bundesbank had to face with its
“pragmatic monetarism” (a coinage of Issing’s). Issing testifies that “the
decision to move towards European monetary union was taken before the
fall of the Wall. Ultimately, German reunification added momentum to a
journey that had already begun.” The decision to go for a monetary union
is connected to the fact that “for France it was hard, and in the longer run
unacceptable, to have its monetary policy ‘made in Frankfurt’” and thus
“since all attempts to share the responsibility for monetary policy with
existing national currencies had failed, France finally accepted the idea of
a European central bank and a common currency.”

The later section of the book deals with our current predicament.

John Taylor provides us some “perspective on the euro.” Taylor ranks
the ECB favorably in transparency and communication and as “voice for
structural and market-based reforms in individual countries.” Yet he points
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to the Bank’s “deviations from rules or strategies” which “have resulted in
a move toward a more interventionist, less market-based institution” in
recent years. A leading voice for monetary rules versus discretion, Taylor
sees the ECB as moving away from such principles, with “an increased use
of discretionary interventions.” Recent years have certainly seen central
banks evolving in largely unpredictable ways—and certainly we have not
seen the end of such evolution yet.

Bénassy-Quéré and Giavazzi also focus on European institutions from
a financial standpoint, attempting to consider how we may deal with long-
lasting effects of the COVID-19 pandemic, a shock which has accelerated
the European project to an extent inconceivable before the event, but has
left a legacy of debt. Bénassy-Quéré and Giavazzi discuss the optimal way
to deal with it. They suggest that its cost should be spread onto future
generations, in a similar way as after a war.

In his chapter, Leszek Balcerowicz examines the backlash against glo-
balization. Balcerowicz distinguishes between a “crude anti-globalism”
and a more intellectually ambitious version of the same set of ideas that he
criticizes in detail. In one way or another, a dominant feature of the
European debate, all over the continent, has been the resurgence of
nationalism in recent times. Nationalists have often been the better com-
municators, in different countries. Balcerowicz remarks that “globaliza-
tion is too often blamed for the results of bad policies, especially those
which hamper individuals’ adjustment to new pressures, and those which
encourage them to take excessive risks.” Yet clear analytical distinctions
between causes and effects often escape the wider audience.

Edmond Alphandéry, in his contribution, deals precisely with the
nationalist political narratives, which are often centered, in recent years,
on the allegedly poor performance of the eurozone in the financial crisis.
The shock “worked as a lever for Europe to move forward and progress,”
but when specific policies were no longer merely discussed among techno-
crats and experts, but entered the public debate at large, they were typi-
cally misrepresented, fueling populists. “In order to restore confidence,
member states have to put their houses in order.” But it would be wrong
to consider this a process whose costs are not matched by benefits “confi-
dence based on sound economic policies is a key factor for the return to
prosperity and social progress.”

As the reader may see, this is a pluralist book, which was put together
because of a thirst for genuine and open-minded reflections, not having
some definitive answers in mind.
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The questions were largely the product of Alberto Giovannini’s curios-
ity. They were reflected in the program of the conference whose proceed-
ings we have collected here.

For that conference Alberto set a very high bar.

He explained the aim of the conference in a document “Some
Introductory Thoughts” that is reproduced next and assigned to the
authors he had invited seven questions. Going through the list the reader
will realize that more than a list of questions to inform a conference, this
is a wide research agenda spanning politics and economics. It will come as
no surprise that the conference proceedings collected in this volume come
short of addressing, let aside answering, these questions.

The conference, as all conferences, soon took on a life of its own. But
the legacy of Alberto’s introductory thoughts extends beyond this confer-
ence and this volume, which we hope will honor his tremendous intellec-
tual curiosity and his fecund contributions.

The questions the chapters in this book aim to answer, far more than
the way they answer them, can be seen as the starting point of an investiga-
tion which should be central to the concerns of European economists and
political scientists alike. This research agenda is Alberto’s gift and his legacy.
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CHAPTER 2

Some Introductory Thoughts

Alberto Giovannini

Keynes was right when he wrote that economists have gained a very large
status in our societies: “The ideas of economists and political philoso-
phers, both when they are right and when they are wrong, are more pow-
erful than is commonly understood. Indeed, the world is ruled by little
else. [...] Soon or late, it is ideas, not vested interests, which are dangerous
for good or evil” (Keynes 1936, p. 383). Yes, ideas can be dangerous. But
the dynamics of economic policymaking cannot be reduced to the shallow
connection of political actions to past, and possibly outmoded, economists.

There is much more than hinted at by Keynes. With the benefit of hind-
sight, it is important to try and identify which ideas were right and which
weren’t. And this leads us to an even deeper question: how much of a firm
base is economic knowledge to those in charge of policy decisions?

As we recall the evolution of economic policymaking starting from
the nineteenth century, we recognize conscious decisions of
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policymakers which now appear based on faulty reasoning, leading to
momentous consequences which lasted for many decades. We find pub-
lic debates dominated by economic concepts for which there is no pre-
cise or generally agreed meaning, decisions based on illusions. And
when, in some cases, the circle is closed, we find that economic reality
returns to politics with a vengeance. But in these cases, politicians often
do not see the lesson and, tragically, convince themselves of completely
different lessons.

For all these reasons, the meeting of politics and economics is a phe-
nomenon of epic proportions, resembling a struggle: an epic struggle.
Our objective in this conference will be to understand this struggle
exploring one of the most important phenomena of recent history: the
process of European integration. We chose it for two main reasons: first,
we have been close observers of this process in recent years; second, we
find in this process many clues that may help us dispel the fog of this
struggle.

Here is a list of problems, attempting to find answers.

— The sequencing of reforms: why it seems that economic reforms take
precedence over political reforms? In other words, why economic
institutions appear to change before political institutions?

It would seem more logical to start from political reforms creating
institutions that would then support the opening and integration of mar-
kets. One would start from the civil code, from harmonized taxation, from
the coordination of fiscal policies. This would in turn open the way to free
circulation of goods.

This however is not the sequence that appears to be more frequent.
Germany, for example, started from harmonizing customs, railways, and
currency while maintaining some 300 independent and sovereign political
units. Later came political integration, after economic integration, and
had been achieved. And it was overall a success story. The European inte-
gration process also started with economic reforms and is proceeding with
ups and downs. The Italian unification experience, on the other hand,
followed the opposite sequence, and it was not an obvious success.

Thinking about sequencing we need to try and answer two questions:
(1) What explains the sequencing we observe? (2) What are the conse-
quences of this apparently lopsided way to proceed?
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— The European project occurs at the end of a century that has seen an
unprecedented growth in the role of government in societies: is this
the product of a sequence of accidents that occurred in the twentieth
century or a natural evolution of modern market-based economies?
How has the debate on European integration addressed the problem
of the size of government?

The broad historical facts are, on the front of political ideas, that at the
beginning of the twentieth century in market economies political move-
ments developed calling for the state to ensure a minimum level of welfare
for its citizens. Thereafter two world wars brought about a quantum leap
in the size of the government in the US and Great Britain, which did not
return to pre-war levels after the conflicts were over. Economists use a rule
to define the role of governments: whenever markets fail there is in prin-
ciple a reason for the government to step in. This is a rather strict criterion:
for example, going back to Samuelson’s “chocolate” paper, why should
the government save for the retirement of its citizens? However, there
should be a mirror criterion to find the proper equilibrium: the size of the
government should be limited by government failures. Here one should
cite the Lange-Lerner and other debates on the failure of command econ-
omies due to the impossible complexities of managing them, but also the
numerous cases reported by Hernando de Soto on the ineffectiveness of
government and the problem of entrenched interests and corruption.
Across European states, there is a variety of views and experiences on the
role of government, not a single view. Is such a variety of views reflected
in the European treaties? And is the intergovernmental character of the
treaties an obstacle to a strategy aimed at finding the proper size of gov-
ernment in Europe?

— How did monetary union occur? Was there an active role by interest
groups directly affected by this reform? Or was it a movement driven
by élites?

Contrary to the mainstream in political science, it is hard to find any
connection between the progress of monetary union and the economic
interests in monetary union of different groups in the participating coun-
tries. This is in large part because the economic impact of the elimination
of a country’s currency is not a topic with which politicians, let alone
public opinion, are familiar. Perceptions on national currencies are linked
with perceptions of independence (or sovereignty), in rather abstract
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terms (the currency a symbol of the nation, like the flag). This is a topic
that allows us to illustrate one of the phenomena discussed in the intro-
duction. Decision-makers based their actions on illusions. When reality
came back to haunt them, they still interpret events in the wrong way.

— What is the role of monetary policy in a region like the euro area?
Does the optimum currency area argument hold? How should the
central bank balance the objective of inflation with that of financial
stability?

That brings us to the role of monetary policy. The public debate is full
of slogans about some presumed macroeconomic role for monetary pol-
icy, influencing economic activity and dealing with economic imbalances.
This clashes with what is known in monetary economics. The financial
crisis has brought to the center another problem: central banks were born
to deal with financial crises, but the treaty has not really equipped the
European Central Bank (ECB) for that task. The ECB however seems to
have found a basis to act also in the realm of financial stability, and banking
supervision, which was very prominently absent from the charter of the
central bank.

— What is fiscal policy?

The term is used with the same ease as monetary policy, but it is much
less grounded on systematic analysis. It is not at all clear whether one can
call some government action fiscal policy and whether the fiscal surplus or
deficit has a reliable impact on the economy. We side with Eric Leeper in
thinking that as long as it keeps practicing alchemy, fiscal policy will be too
political and too confused to help. Fiscal policy is inherited from modifica-
tions of the Keynesian model and has been given a key role in policy deci-
sions by the US Employment Act of 1946. Our working assumption is
that since all of fiscal policy is redistributive (from taxpayers to recipients
of government spending, from current generations to future generations,
or vice versa), understanding its impact on the economy is a rather difficult
affair. This difficulty is usually brushed aside by politicians whose access to
the levers of government spending and taxation can give them large con-
sensus with their constituencies and, in the worst cases, easy ways to enrich
themselves. In Europe, fiscal policy is considered mainly as the manage-
ment of the government budget balance. The concern of European trea-
ties is that budget imbalances should not generate instabilities in the
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Union. The simple rules that are part of the treaties are based on the
theory that the political process is inherently biased toward excessive defi-
cits and, as such, it needs a counterbalance. We want to determine whether
the governance of the European Union has seen some type of evolution
on the issue of fiscal policy and what could be future avenues.

— Related to the above, what is the debate in Europe of so-called aus-
terity versus expansionary policies?

The debate on austerity versus expansionary policies has been present
in Europe at least since the setup of the European Monetary System
(EMS) and, in international fora like the Organisation for Economic
Co-operation and Development, it has been the central issue to be brought
up in policy bodies such as the Working Party 3 (WP3). This debate is in
our view used by politicians for objectives that do not tightly coincide with
the overall well-being of their countries. We intend to expose these distor-
tions and explore whether there may be a more reliable way to discuss
coordination among European governments.

— The problem of the moving bar: Every economic reform in Europe
aimed at integrating markets raises new problems and makes new
barriers emerge, which call for further, and deeper, programs for
reforms. What are the implications of this? Is there a natural stop-
ping point?

The two examples we want to illustrate are the monetary union and
capital markets liberalization. It has been found that monetary union was
insufficient because most money is commercial bank money, and therefore
banking union was needed to make monetary union work. But banking
union raised a whole list of difficult reforms including the management of
deposit insurance, the management of banking supervision, and the man-
agement of banks’ resolutions. Similarly, the liberalization of capital move-
ments was seen, erroneously, as a sufficient condition to ensure capital
markets integration. Then came the Financial Services Action Plan (FSAP)
a long list of directives aimed at integrating capital markets. Then the
movement to integrate financial markets infrastructure (in which, among
other things, it was suggested that civil codes needed amendments because
the concept of ownership of securities was different from country to coun-
try). But that was not enough: now there is the plan for Capital Markets
Union (CMU). And there are already observers who point to the need of
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uniform bankruptcy codes, for example. It seems to us that these reforms
create a momentum that is exclusively originating from the logic of mak-
ing things work well. But where does this lead?

Many of the issues listed above are amenable to economic analysis,
which we will definitely apply. However, these are not essays in economics,
nor are they essays in politics stricto sensu. Our aim should be to under-
stand an important historical process through a special lens: that of the
interaction of politics and economics. Hence our method should wed eco-
nomic analysis with the analysis of political actors and events.

Alberto Giovannini 1955-2019
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My first encounter with Alberto Giovannini was at a Centre for Economic
Policy Research (CEPR) summer meeting in the late 1980s. I remember
him as a tall, almost overpowering physical presence, a tough but kind-
hearted European, belying all possible stereotypes one might try to attach
to him. I have fond memories of exchanges with Alberto at academic con-
ferences, and his papers on exchange rate regimes showed the strong influ-
ence of both his MIT training and his dissertation advisor, Rudi Dornbusch.
His research reflected a passion for issues of international payments as well
as monetary and fiscal policy in the European context, and many of his
papers betrayed a suspicion that Germany would play a dominant and pos-
sibly decisive role in any future monetary union. I was sad when Alberto
moved on from academics to finance and financial policy, but could see
that he was destined to leave a mark on the practical world. I am even sad-
der now that he has left us, much too soon.
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European integration is a process measured in centuries and millennia
rather than decades. It is layered with historical, political, and sociological
dimensions largely absent from the integration of the US-American states,
so comparisons must be appropriately qualified. Europe lacks a common
idealism (freedom from tyranny, manifest destiny, the American dream, a
“city on a hill”) or linguistic dimension (English as opposed to French,
German or Spanish). We must admit that European integration is merely
accompanied, but hardly determined, by economic logic. Without eco-
nomics, it is certainly difficult to follow the path of European history; yet
without reference to historical, geographic, linguistic, and cultural con-
texts, it is simply impossible to account for the twists and turns of its eco-
nomic development.

For more than 20 years, I have given a popular course for bachelor
students that applies basic principles of undergraduate macro- and micro-
economics to the challenges of European integration. In that course, I
adopt Eichengreen’s (1990) position that deep integration of regions
involves factor markets as much as trade in goods. Yet the peoples of
Europe, who lead parallel existences with recourse to their own histories,
traditions, languages, and cultures, seem doomed to block Mundell’s
(1957) substitution theorem of factor mobility for trade, in contrast to the
US experience. At the very least, Europe’s proclivity to resist transnational
migration puts much more burden on capital mobility for solving Europe’s
integration challenge. Capital mobility, which will ultimately mirror
chronic trade imbalances otherwise accepted or ignored within a nation,
can become a threat to unity in a loose confederation of states.

In my remarks, I will sketch the role of these aspects in shaping the
German view of European economic integration. In doing so, I will stress
the role of geography and heterogeneity, especially in the recent century.
National features such as historical accidents, population density, tribal-
ism, climate, and especially centrality have all conditioned European inte-
gration and each member’s perception of its benefits and costs. Many of
these ideas, particularly concerning the role of centrality and location,
have been important in guiding German thinking on European integra-
tion. This implicates the EU’s marketing of the economic integration pro-
cess and of the “four freedoms.” When the conference was held, the
discussion centered on Brexit and its consequences for deeper European
integration. Brexit has been since overshadowed by the corona pandemic,
possibly the greatest threat to European integration since World War
IT (WWII).
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3.1  THE INEXORABILITY OF EUROPEAN EcoNOMIC
INTEGRATION: THE CONSEQUENCE OF “UNSTOPPABLE”
MODERN FORCES?

If we define economic integration as the pursuit of an efficient allocation
made possible by the union of otherwise autarkic regions—possibly with
starkly different levels of development at the outset as measured by capital-
labor ratios or wealth-GDP ratios—then this process could be achieved in
at least four ways:

— Internal capital accumulation a la Solow/Swan (Solow 1956;
Swan 1956): home-grown economic growth enabled by common
technologies, levels of infrastructure, regulations, and rule of law,
leading to unconditional convergence described by Barro and
Sala-i-Martin (1991, 1992).

— Trade: the movement of goods and services across national bound-
aries along the lines of Heckscher-Ohlin trade in products with
different factor content (e.g., Feenstra 2003), with regions export-
ing those goods that utilize the relatively abundant factor more
intensively.

— Capital mobility: foreign direct investment across regions, raising
capital intensity in capital-poor regions while lowering it in those
that are capital-rich.

— Labor mobility: movement of people of working age across
regional boundaries, increasing the concentration of labor where
it is wanting (Mundell 1957).

My vision of integration makes no appeal to notions of fairness or
equity across household or generations, as I have no idea how to think of
a fair distribution of resources across Europe’s many and diverse peoples.
Nor does this concept address policy coordination between nations and
regions. In the absence of supply-side convergence—an alignment of insti-
tutional and legal frameworks—macroeconomic policy coordination
becomes more and more important in response to shocks of both sym-
metric and asymmetric nature. I will, however, leave this dimension of
European integration for others to study.

For centuries, geography and history—natural boundaries, national bor-
ders and good old European tribalism—held back the forces of economic
integration. They were unleashed after WWII, stimulated by the formation
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of'the European Economic Community, accelerated by the Single European
Act 1987, and culminated in the Maastricht Treaty of 1992. They led to
increasingly productive value-added chains, the dismantling of inefficient
capital controls, and the passporting of most forms of human capital, a new
European currency, and to a period of generalized growth and prosperity
that arguably put Western Europe within spitting distance of the United
States. It all came to a screeching halt after the financial crisis of 2008-09,
the European sovereign debt crisis in its wake, and Brexit.

3.2  GENERAL CHALLENGES TO EUROPEAN
EcoNoMIC INTEGRATION

The challenges to European economic integration closely resemble the
general obstacles to a welfare-improving monetary union (Mundell
1961, Johnson 1971, Baldwin and Wyplosz 2019). First and foremost,
heterogeneity of preferences for efficiency, economic freedom, rule of
law—Dbut also for leisure, the environment, and overall quality of life— pose
a significant impediment to the regional convergence predictions of the
Solow model. Economic geography and history in Europe reinforce this
heterogeneity, leading to permanent level differences of total factor pro-
ductivity and GDP per capita across countries, and inevitably to demands
for transfers across national boundaries. The acquis communantaire
reflects the importance of harmonizing underlying conditions ex ante
leading to common unconditional convergence of EU regions and nations
and maintaining them going forward.

Harmonization of tariff and factor market policies are the central accel-
erant of the European integration process. Because these policies are
inherently national, gains flowing from economic integration are also
likely to have a strong national component (meaning that some countries
will always gain more than others, and some may even be immiserated),
possibly leading to demands for redistribution of integration gains across
national boundaries. Increasing returns to scale, especially evident in the
presence of intra-industry trade, will necessarily lead to an uneven distri-
bution of rewards to those countries with “winner” products. Furthermore,
the divergence of winners and losers within countries are likely to be larger
when mechanisms for redistribution are largely absent. These pressures
intensify if factor price equalization fails, leading to large groups of loser
factors ready to move to countries with higher factor returns.
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Sadly, when losers from free trade are uncompensated, national inter-
ests often can trump liberal, free-market arguments for economic integra-
tion. Figure 3.1 displays the result of the recent Eurobarometer survey on
globalization—understood as increasing trade integration at both the
European and international levels—and reveals surprisingly negative
reception in many EU countries. The diversity of perceptions of and pref-
erences for economic integration is just as striking as the asymmetry of
shocks or the lack of labor mobility. These preferences are persistent as
well: for at least a decade, the Nordics, the Baltics, the “Low Countries,”
and Germany have consistently seen globalization as a positive force, while
closed and larger European countries harbor negative views of integration.
Greece and Portugal show that periphery status is neither necessary nor
sufficient for “globalization aversion.”

Perceived gains and losses from European trade integration are even
more asymmetric when national industries and jobs are added to the bal-
ance. Losses may be strongly correlated with industries with national iden-
tity, and countries are unequipped, unprepared, or unwilling to redistribute
gains from trade. Given that asymmetry, what chance does Europe have,
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Fig. 3.1 European public opinion on globalization—the response “no opin-
ion” is excluded. (Source: Special Eurobarometer 416 [European Commission
2017]). (Color figure online)
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given its long history of cultural, ethnic, and religious rivalries, of address-
ing and accommodating future unevenly distributed gains and losses from
economic integration? How can Europe regulate activities with inherent
external effects, such as consumer safety, environmental protection,
finance, or health? How can this be organized within a liberal economic
order without significant losses of national sovereignty, that is, without
recourse to a supranational state?

3.3 CHALLENGES TO GERMANY POSED BY EUROPEAN
INTEGRATION: HISTORY’S DOORMAT OR HERBERT
GIERSCH’S VOLCANO?

Until now, I have described challenges facing any European country fac-
ing the cost-benefit calculation for more and deeper integration; without
redistribution, a natural limit exists beyond which incremental losses out-
weigh potential gains. Germany in particular has profited significantly
from the Single Market, the Maastricht Treaty, the Schengen Agreement,
and most of all the euro, possibly much more than the average EU mem-
ber. While the median German voter might see their success as a reflection
of hard work, diligence, and Ordnungspolitik, a cynic might chalk it up to
the “luck of the draw,” in which economic geography and history play the
decisive role. Just as the corona pandemic randomly picked its initial vic-
tims, I am more convinced that Germany has faced unique benefits and
challenges that differ fundamentally from any other EU country. Its posi-
tion reflects those realities as well as national interests.

Geography and history matter. As much as modern model-driven eco-
nomics assumes stationary and ergodic processes, the roll of the dice “at
the beginning of time” frequently raises its ugly head at the most inconve-
nient moments. As stressed by Feldstein (1997a, b, 2011), Europeans
refer to their own national histories, and their children are educated in a
national perspective. The same nationalism that drove the French
Revolution, German Unification, and the Italian Risorgimento can resist
or even throttle efficiency gains of deeper economic integration. Wilhelm
Ropke (1899-1966), one of the intellectual fathers of German ordoliber-
alism and the social market economy, warned repeatedly of dangers of
nationalism in conjunction with rising imperfect competition and the
emergence of national cartels.! The rise of the nation-states in the nine-
teenth century probably cultivated economic integration within nations,
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but stunted it across political boundaries. The rise of national champions
is a poor substitute for international product market competition.

Despite its fragmented and feudal past, Germany’s role as a doormat of
Europe—a term normally reserved for Poland in the modern setting
(A’Barrow 2016)—is a defining element of its history. Centrality is advan-
tageous to the extent that trade routes spanning trading areas intersect at
the doormat, as they did in Cologne, Frankfurt, Gorlitz, Leipzig, and
Magdeburg. Yet the early economic advantages from controlling and tax-
ing these points made it difficult for the nation-state to emerge. While
Italian city-states with their water-borne freedom thrived on the gains
from international trade, the Holy Roman Empire (962-1806) required
centuries to evolve to a customs union (Zollverein 1834), following the
urging of Friedrich List, ultimately implemented by Bismarck’s “blood
and iron” strategy.? Having achieved unification, Germany’s cconomic
ascent was a combination of innovation, dynamic capitalism, and shrewd
social policy. Naturally, intense rivalries with and fears of France, Britain,
Russia, and other countries led to spectacular setbacks, despite
subsequent recoveries.

Doormat status affords distinct advantages and disadvantages. For
Herbert Giersch (1921-2010), the advantage of centrality was not only
increasing returns to economic activity (Giersch 1949), but to the innova-
tion process itself, the generation and cross-pollination of ideas that
resulted from that function (Giersch 1979).% Giersch had spent time at the
London School of Economics after the war and had unusual international
exposure for his age cohort.* In Giersch (1949) he appealed to economic
geography inspired by Thiinen’s (1826) rings—concentric circles describ-
ing the economic rents from agglomeration in “isolated cities.” Later,
Samuelson (1983) would sort out the math, but Giersch had the vision,
combined with a sharp intuition, an excellent command of economic his-
tory and ideas, and a healthy disrespect for formal methods. Later, Giersch
(1979, 2007) would envision Thiinen’s economic geography in three
dimensions, as a volcano—with Diisseldorf at the epicenter! Critical mass
and especially Schumpeterian innovation are a key part of Giersch’s story—
in essence, a spatial version of Romer (1990).

Giersch was chairman of the Council of Economic Advisors
(Sachverstindigenrat) from 1964 to 1970, and had considerable influence
on German economic policymaking at the time. He was a somewhat
unconventional liberal (in the European sense of the word), a staunch
advocate of flexible exchange rates and deregulation who later opposed



32 M.C.BURDA

the euro, signing a manifesto in 1992 with 61 other German economists
that would anticipate many of the problems that would later arise. He was
responsible for the term Eurosklerose (Eurosclerosis) to characterize the
continent’s mediocre economic performance in the 1980s— Germany’s in
particular. Giersch was hardly a dogmatic Ordnungspolitiker, but an eclec-
tic consumer of Marshall, Keynes, von Mises, Hayek, and, of course,
Schumpeter. He was convinced that “Schumpeter-goods”—produced
intensively with human capital, innovative freedom, and entrepreneurial
talent—were the true engine of technological change and economic prog-
ress. He was adamantly critical of all restrictions on innovation, including
those due to large corporations, trade unions, international combines, as
well as bureaucratic governments.

3.4  WHEN DoOES EUROPEAN INTEGRATION REACH
AN INFLECTION POINT? THE GERMAN VIEW

Assessing the German perspective on European integration is no trivial
task. The economy has undoubtedly benefited from its doormat-and-
volcano status. The pressure of competition from low-wage neighbors
both to the east and the west has forced restructuring of both the ex-
communist East and the euro-sclerotic West. The influx of cheap imports,
intermediate inputs, and immigrant labor, and the exodus of capital (mir-
rored by chronic current account surpluses) forced institutional reforms in
the early 2000s that are now being adopted in France, Italy, and else-
where. For better or for worse, German labor unions have become more
pragmatic, labor markets more flexible, and product markets more liberal-
ized. With an export share of GDP hovering just under 50%, Germans
have come to understand the benefits to product and factor market inte-
gration, moving them significantly to the pro-globalization end of the
spectrum of national opinion in Fig. 3.1. Yet within Europe, Germany’s
hyper-competitiveness has led to chronic current account surpluses with
the volcano’s periphery, a source of FDI finance there for many decades.®

Figure 3.2 is a stylized depiction of the European economic integration
process. One end of the continuum is complete autarky in goods, capital,
and labor markets, a hallmark of Europe’s regions and nations through
much of its history. Trade, especially in finished products, is the lowest
hanging fruit, later extended to key intermediate inputs as the advantages
of sourcing are discovered. As mutual trust and recognition of civil law
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Fig. 3.2 Dhases of globalization, or European integration. (Color figure online)

deepen, capital mobility (bank lending, FDI) ensues, followed by trade in
services, some tied to people, leading first to temporary, then permanent
labor mobility. With generalized mobility of people, ideas, governance
frameworks, harmonized standards of justice, and rule of law are bound to
follow. Demands for stable exchange rates and a common medium of pay-
ment lead to pressure for a common currency, harmonization of financial
regulation, and capital market union. This in turn raises issues of taxation,
tax collection, and revenue sharing. Fiscal union cannot be far away; social
insurance and common taxation lead to explicit supranational political
powers, which are better equipped to take shared decisions over thorny
issues of externalities, regulation, and subsidization. The terminus is the
greatest imaginable degree of product specialization, labor and capital
mobility, and cultural and linguistic homogenization. This extreme is
unlikely to be acceptable or attainable by any European people; it is natu-
ral to expect the inflection point to occur well in advance.

Despite recent trends in modeling social cohesion and fragmentation,
economists tend to neglect local identity and cultural heterogeneity when
studying European integration, as it is a concession that the representative
agent paradigm does not get it quite right. Yet heterogeneity of tastes has
long been an issue for the nations of Europe—evidenced by the resound-
ing rejection of a United States of Europe, despite the staggering devasta-
tion incurred in WWII. After all, how could Europe possibly speak with
one voice, when de Gaulle despaired of consensus in his own fractious
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country with its 246 varieties of cheese?¢ It is this loss of regional and
national identity that weighs heavily on European souls in their quest for
identity in the age of globalization. Langella and Manning (2018) docu-
ment that even tolerant Britons have suffered from perceptions of alien-
ation, change, and loss of satisfaction with their local surroundings.
Indeed, among EU countries polled at the time, only Austria had lower
approval of EU mobility than the United Kingdom (Bertelsmann
Foundation, 2017).

Economic integration has limits evident even in the liberal and open
societies of the Nordic countries. In Germany, political discussion—
reflected in the rise of the right-wing, anti-immigrant, and populist party
AfD (Alternative fiiv Deutschland)—suggests that marginal net benefits of
integration are no longer evident to the representative German, or to the
representative loser. As liberal economists, who are we to criticize these
sentiments? Are they not simply a recognition that further globalization
does not yield the greatest good for the greatest number? Evidently, the
regionally and nationally skewed distribution of sentiments reflects a fail-
ure of “a rising tide to lift all boats.” Schumpeterian dynamics are impor-
tant for moving forward, yet generalized growth as a dynamo for deeper
integration has fallen into disrepute. Mere management of demand and
coordinating monetary and fiscal policy is not sufficient to generate sus-
tainable gains for the population.

The EU’s greatest failure remains its parlous image in the eyes of its
own citizens, even in countries that have benefited the most from mem-
bership on average. In contrast, the United States, besides being able to
reinvent itself at the turn of the hat, is a master of self-promotion. The
Declaration of Independence (1776) and Bill of Rights (1789) are the
trademark of the American Dream, even though universal suffrage and
rights for all genders and races are only a recent reality. The EU has been
remarkably unable to sell economic gains from trade, mutual provision of
public goods and coordinated solutions to externalities. In a world of
heightened factor mobility and cheap communication, the opportunity
costs of borders based on cultural, linguistic, or religious origins are high,
as the United Kingdom will soon learn.

The failure to market the gains from European economic integration is
most evident in the “Four Freedoms,” implicit in the Treaty of Rome but
made explicit in the Treaty of Maastricht (1992). In his own famous “Four
Freedoms” State of the Union Address of January 6, 1941—11 months
before Pearl Harbor—US President Franklin Delano Roosevelt spoke of
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the freedom of speech, the freedom to worship, the freedom from want,
and the freedom from fear. This speech would capture the hearts of the
American public and prepare them for WWII. In contrast, the Maastricht
agenda speaks to four technocratic liberties remarkably devoid of European
tradition: free movement of goods, capital, services, and people. The EU
“four freedoms” are an egregiously business-friendly proposition.
Curiously, there has been no effort to sell these ideas, or expand them, for
example, to freedom from bureaucratic burdens when starting an enter-
prise, or the freedom from government intrusion.

Of the EU’s “four freedoms,” labor mobility is the most contentious,
and most negatively associated with globalization, as Fig. 3.3 shows. This
is undoubtedly because Europeans are immobile, a consistent finding in
macroeconometric studies of regional employment (e.g., Decressin and
Fatas 1995; Fatds 2000; Arpaia et al. 2014 ). Being a doormat and volcano
of Europe is certainly not an easy role for Germany, and eking out a stock
of cultural, linguistic, and social capital under these circumstances is likely
to create suspicion if not hostility toward outsiders who do not similarly
value that capital. The freedom of people to move freely has become more
tenuous since the arrival of the coronavirus in February 2020, but was
already under siege after the arrival of Syrian immigrantsin 2015. European
ideas pioneered and promoted by Monnet, Schuman, and Churchill, later
Werner and Delors, are increasingly seen as benefiting an elite interested
only in its own gains, and labor mobility as a mechanism for raising the
profitability of labor-intensive production, rather than increasing con-
sumer surplus for the general populace. It is plausible that the Syrian refu-
gee crisis and Germany’s unilateral handling of it ultimately led to Brexit.”

Those who consider migration 1o be  serious. Those who have litthe o no contact with Thase who feel alienated or estranged in their
challenge for soclety see... foreigners see... own country see...
53 55 54
l ‘2 . i
I Gicbalization as threat I Giobalization as threat I Globalization as threat
Globalization as opportunity Globalization as opportunity Globalization as opportunity

Fig. 3.3 European attitudes toward globalization. (Source: de Vries and
Hoffmann [2016])
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3.5 CONCLUSION

As my informal survey of conference participants confirmed, few Europeans
are aware that the official motto of the European Union is “In varietate
concordin”—united in diversity. Yet the lack of a single view from the con-
tinent is precisely the paradox that unifies—and speaks for a federalist
rather than a centralist approach to integration. In Europe, there is no
such thing as a representative agent. Et c’est bien comme ¢a. Recognizing
heterogeneity and national interests are both a binding and bonding con-
straint on European integration. Europe must embrace and celebrate that
diversity, not suppress it.

Despite its centrality as doormat and volcano, German hegemony faces
a fate similar to the Italian city-states, the Hanseatic League, the Kingdom
of France, or the British Empire. With transitions underway to new tech-
nologies and environmentally sustainable products and production, the
economic epicenter of Europe may well move from Diisseldorf or Stuttgart
to Eastern Germany and Western Poland, or to back to Italy, or elsewhere.
As transport costs rebound from unsustainably low levels, gains from cen-
trality will diminish and competing Schumpeterian volcanoes will emerge.
Europe must learn to manage this new form of competition—as well as
future gains and losses from re- or disintegration—in a systematic but
decentralized way.

Germany is unlikely to relinquish its hegemonic position without an
(economic) fight. This position is consistent with a view I have formulated
elsewhere (Burda 2017) that German Ordnungspolitik is simply an expres-
sion of particular national interest: A healthy dose of free market econom-
ics and liberalism, comme ¢a convient. These interests originate in German
geography and history, as well sociology. Herbert Giersch was fond of
describing economics as an undersupplied public good. As economists, we
have the job of shining an objective, but merciless spotlight on these con-
tradictions between national interests and economic welfare.

Tim Marshall (2015) writes that the modern world, for better or for
worse, springs from Europe. Its paramount challenge in this century will
be to protect its precious gains from integration from the forces of de-
globalization from without and within. Given the European tribal reflex,
the movement of people needs a marketing makeover before the next
Brexit occurs. Europe is not a melting pot, but a mosaic. Its elites must
devise ways to compensate the losers from integration, especially labor
mobility, and better market the “four freedoms” as principles of economic
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self-realization for all Europeans, a truly liberal idea. An inspirational mes-
sage to justify these principles will be essential for the survival of the EU
in the light of the inevitable retrenchment ahead of us.

NoOTES

1. See Ropke (1937). I am grateful to Stefan Kolev for drawing my attention
to Ropke’s fascinating life and oeuvre.

2. This German dilemma was described by Bismarck in 1862: “The position of
Prussia in Germany will not be determined by its liberalism but by its
power ... Prussia must concentrate its strength and hold it for the favorable
moment, which has already come and gone several times. Since the treaties
of Vienna, our frontiers have been ill-designed for a healthy body politic.
Not through speeches and majority decisions will the great questions of the
day be decided—that was the great mistake of 1848 and 1849 [the German
revolutions |—but by iron and blood” (Schiifiler 1928, pp. 139—40).

3. Johann Heinrich von Thiinen (1783-1850) and Alfred Weber (1868-1958)
are responsible for the role of location and “locational competition”
(Standortwettbewerb) in German economic thought. After Thiinen, Weber
(1909), Christaller (1933) and Losch (1940) and others pursued the formal
analysis of space and economics. For an overview, see Plehwe and
Slobodian (2019).

4. Following the surrender of his submarine at the end of WWII, Giersch spent
a year in a British prisoner-of-war camp, where he read Wealth of Nations
and taught the principles of economics to fellow prisoners. He later came to
the London School of Economics in 1948—49 as a Fellow of the British
Council (Giersch 1986).

5. After 2010 all that changed, with the TARGET-2 System taking over the
financing of intra-European imbalances of payments, with little pressure for
adjustment, exposing a flaw in the ECB’s setup and creating another intra-
European source of tension.

6. «Comment voulez-vous gouwverner un pays qui a deux cent quarante-six varié-
tés de fromager» (Mignon 1962, p. 34).

7. It would be simplistic to call this xenophobia. According to the
Eurobarometer 86 conducted in fall 2016—an EU-wide survey of more
than 27,000 people—82% of Europeans “were in favor of EU citizens hav-
ing the freedom to live, work, study, and do business anywhere in the EU”
(Bertelsmann Foundation 2017). Consistent with this view, individual
countries exhibit significant variability, with patterns consistent with those in
Fig. 3.1.



38 M. C.BURDA

REFERENCES

A’Barrow, Stephen. 2016. Death of a Nation: A New History of Germany. Hove:
Book Guild Publishing.

Arpaia, Alfonso, Aron Kiss, Balasz Palvolgyi, and Alessandro Turrini. 2014. Labour
mobility and labor market adjustment in the EU. European Economy Economic
Papers 539. Brussels: European Commission Directorate-General for Economic
and Financial Affairs.

Baldwin, Richard E., and Charles Wyplosz. 2019. The Economics of European
Integration. London: McGraw-Hill.

Barro, Robert J., and Xavier Sala-i-Martin. 1991. Convergence. Journal of Political
Economy 100: 223-251. Chicago: University of Chicago Press.

. 1992. Convergence Across States and Regions. Brookings Papers of
Economic Activity 22: 107-182. Washington, DC: Brookings Institution.

Bertelsmann Foundation, and Jacques-Delors-Institute Berlin. 2017. The Four
Freedoms in the EU: Are They Inseparable? Gutersloh: Bertelsmann Stiftung.

Burda, Michael C. 2017. Ordnungsokonomik or Teutonomik? In Ordoliberalism:
A German oddity? ed. Thorsten Beck and Hans-Helmut Kotz, 53-62. London:
Centre for Economic Policy Research.

Christaller, Walter. 1933. Die zentralen Orte in Siiddeutschland. Eine okonomisch-
geographische Untersuchuny iiber die Gesetzmdssigkeit der Verbreituny und
Entwicklung der Siedlungen mit stidtischen Funktionen. Jena: Gustav Fischer.

Decressin, Jorg, and Antonio Fatds. 1995. Regional Labor Market Dynamics in
Europe. European Economic Review (9): 1627-1655.

Eichengreen, Barry. 1990. One Money for Europe? Lessons from the US Currency
Union. Economic Policy (10): 118-187.

Fatas, Antonio. 2000. Intranational Migration: Business Cycles and Growth. In
Intranational Macroeconomics, ed. Gregory D. Hess and Eric van Wincoop,
156-188. Cambridge: Cambridge University Press.

Feenstra, Robert. 2003. Advanced International Trade. Princeton, NJ: Princeton
University Press.

Feldstein, Martin. 1997a. EMU and International Conflict. Foreign Affnirs
76: 60-73.

. 1997b. The Political Economy of the European Economic and Monetary

Union: Political Sources of an Economic Liability. Journal of Economic

Perspectives 11: 23-42.

. 2011. The Euro and European Economic Conditions. NBER Working
Paper, 17617. Cambridge, MA: National Bureau of Economic Research.

Giersch, Herbert. 1949. Economic Union between Nations and the Location of
Industries. Review of Economic Studies 17: 87-97.

. 1979. Aspects of Growth, Structural Change, and Employment-A

Schumpeterian Perspective. Weltwirtschaftliches Archiv 115: 629-652.




3 THE ORIGINS OF THE IDEA OF EUROPEAN INTEGRATION: A GERMAN... 39

. 1986. L’economia come bene pubblico. Banca Nazionale del Lavoro

Quarterly Review 156: 251-273.

. 2007. Losch’s Message—in a World Economics Perspective. In Space—
Structure—Economy: A Tribute to August Lisch, ed. Ulrich Blum, Rolf Funck,
Jan Kowalski, Antoni Kuklinski, and Werner Rothengatter, 81-99. Baden-
Baden: Nomos.

Johnson, Harry G. 1971. Problems of European Monetary Union. Journal of
World Trade Law 4: 377-387.

Langella, Monica, and Alan Manning. 2018. Diversity and Neighborhood
Satistaction. The Economic Journal 129: 3219-3255.

Losch, August. 1940. Die Raumliche Ordnuny der Wirtschaft. Eine Untersuchuny
iiber  Standort, Wirtschaftsgebiete und internationalen Handel.  Jena:
Gustav Fischer.

Marshall, Tim. 2015. Prisoners of Geography: Ten Maps That Tell You Everything
You Need to Know About Global Politics. London: Elliott& Thompson.

Mignon, Ernest. 1962. Les Mots du Général De Gaulle. Paris: Fayard.

Mundell, Robert A. 1957. International Trade and Factor Mobility. American
Economic Review 47: 321-335.

.1961. A Theory of Optimum Currency Areas. American Economic Review
4: 657-665.

Plehwe, Dieter, and Quinn Slobodian. 2019. Landscapes of Unrest: Herbert
Giersch and the Origins of Liberal Economic Geography. Modern Intellectunl
History (1): 185-215.

Romer, Paul M. 1990. Endogenous Technological Change. Journal of Political
Economy98: 71-102.

Ropke, Wilhelm. 1937. Die Lehre von der Wirtschaft. Vienna: Springer.

Samuelson, Paul A. 1983. Thiinen at Two Hundred. Journal of Economic
Literature 4: 1468-1488.

Schiifiler, Wilhelm ed. 1928. Reden 1847-1869. In Bismarck: Die gesammelten
Werke [ Bismarck: Collected Works], vol. 10. Berlin: Otto Stolberg.

Solow, Robert M. 1956. A Contribution to the Theory of Economic Growth.
Quarterly Journal of Economics 70: 65-94.

Swan, Trevor W. 1956. Economic Growth and Capital Accumulation. Economic
Record 32: 334-361.

Thiinen, Johann Heinrich. 1826. Der isoli[e]rte Staat in Bezichung auf
Landwirtschaft und Nationalokonomie. Hamburg: Perthes.

de Vries, Catherine, and Isabelle Hoffmann. 2016. Globalisierungsangst oder
Wertekonflikt? Wer in  Europa  populistische Parteien wihlt und warum.
Gitersloh: Bertelsmann Stiftung.

Weber, Alfred. 1909. Uber den Standort der Industvien. Erster Teil. Reine Theorie
des Standorts. Tibingen: Mohr.




®

Check for
updates

CHAPTER 4

The European “Postwar Consensus”
and the Birth of the EEC

Richard Portes

Ideas are at least as important as facts, and indeed ideas often shape or
even create facts. I say this not only because of the title of our conference.
Partly it is my deformation professionelle as an academic, partly my current
macroprudential policy role, where I do see academic thinking strongly
influencing policy. But I believe you will see it too in the remarks that fol-
low on the background to the birth of the European Economic Community
(EEC). One theme here is the intellectual background of federalism. Some
say now that European federalist ideas have fallen by the wayside. But I
believe that even a Europe of concentric circles would not discard federal-
ist notions—especially with the eurozone at its center.

The “postwar consensus” often appears simply as Franco-German rap-
prochement with some help from the United States through NATO. But
that ignores Italy’s role, which was important especially in developing the
ideology of European unification. Without any exaggeration, I would
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argue that Italy played a major part in the thinking leading up to the
EEC. Of course, Jean Monnet and Robert Schuman were major figures—
though Monnet’s original vision was quite different. The conventional
story also gives little attention to the role of the United States, which was
key in the realization of federalist ideas.

4.1 THE ITALIANS

To understand the Italian contribution, one must go back to pre-war and
wartime thought. At the center was a liberal socialism, or social liberalism.
I should stress that this was very clearly market-based. Carlo Rosselli was
a key figure, and before him Piero Gobetti and others. They were con-
vinced of the complementarity of domestic liberal socialism and European
federalism (though not all the federalists were liberal socialists—e.g., Luigi
Einaudi). Rosselli was assassinated by Mussolini’s thugs in 1937, but the
vision animated the Manifesto of Ventotene, For a free and united Europe,
written mainly by Altiero Spinelli (Spinelli and Rossi 1941). He was then
further left.

The manifesto became the program of the Movimento Federalista
Europeo:

The dividing line between progressive and reactionary parties no longer fol-
lows the formal line of greater or lesser democracy, or of more or less social-
ism ... [We stand with] those who see the creation of a solid international
state as the main purpose ... having won power, will use it first and foremost
as an instrument for achieving international unity. (Spinelli and Rossi
1941, pp. 32-3)

In 1943, Ernesto Rossi wrote G/i Stati Uniti d’Europa (Storeno 1944).
In January 1945, the Rector of the University of Florence spoke at the first
congress of the European Federalist Society. The Action Party founded in
January 1943 combined the views of Rosselli and Guido Calogero. In its
program, Italy was to be a secular, republican state within a European
federation. But it never had a mass base—it was a party of intellectuals,
at heart.

That is why Spinelli was so important: he became an active politician, a
member of the European Commission for several years, and a highly influ-
ential advocate of federalism as opposed to the intergovernmental
approach. His influence can be seen in the Single European Act of 1986
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and the Maastricht Treaty. (His turn away from Communism and
Togliatti’s turn away from the Soviets were key in reducing the influence
of the Communist Party, which was for some years a great concern of the
Americans.)

Still, there was a rejection of the Italian idealistic vision in Italy itself.
The Action Party did name the first postwar prime minister, Ferruccio
Parri, who had been in Lipari with Rosselli. But he fell in five months, too
weak to resist the Church and the Christian Democrats (CD). Alcide De
Gasperi took over, and the CD were in power for the following 46 years.
The idea of European federalism moved out of the mainstream. But it was
still influential in the background.

4.2  THE AMERICANS

The key American aim was to restart the German economy. This was the
main thrust of the Marshall Plan, which also led to the Organization for
European Economic Cooperation. The OEEC’s initial purpose was to
administer the Marshall Plan. It then became the OECD that we have
today. But note the name itself, which shifts the emphasis away from
American aid to individual countries toward “European economic
cooperation.”

The underlying motivation, and the main argument used to sell the
program politically in the US, was anti-Communism: countering the
Soviet threat and fostering West European cohesion in the face of Soviet
control of Eastern Europe. At the heart of the Cold War was the Soviet-US
conflict over what to do about Germany.

US policy was clear, and American support of German economic regen-
eration was a powerful force in leading France to embrace economic coor-
dination as a means of containing German economic power. Note that
Monnet immediately after the war was an economic nationalist, advocat-
ing French control of the Ruhr. Then his position changed.

4.3  FRrRANCE AND GERMANY

We know this story well. The War discredited the idea of the sovereign,
all-powerful nation-state, which had been a dominant theme in Fascism.
France focused on limiting German power—and this fits well with what
some have called a German “leadership avoidance complex” (Paterson
1996), turning 180 degrees away from Hitlerian notions of domination.
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The obvious solution was to put Germany together with France at the
center of an economically integrated unit. And France saw economic inte-
gration as a way of taking some control over German policy. (Compare the
motivation for the single currency—France was frustrated with having to
follow the Bundesbank’s monetary policy without any influence on it.)
Note that this thinking had very little to do with the view that trade cre-
ates friends—to which there are many counterexamples.

That said, there was a significant component of idealistic supranational
federalism, as propounded by Schuman. He was already talking of Franco-
German reconciliation early in the War, though he was suspect because of
his early though brief participation in the Petain government. In 1948, as
Prime Minister, he proposed plans for the Council of Europe and the
principles of a Single Market. The Schuman Declaration of 1949 put all
this most eloquently.

The beginning, the European Coal and Steel Community, was a “low-
est common denominator.” Monnet’s federalism was based on a sequence
of small steps.

Again, the security/geopolitical dimension was important: the French
saw they were too small to influence the United States or the USSR alone.
But the developments in the 1950s were dominated by economics and, in
particular, by the perceived advantages of economic integration.

This went further than a trade-off of support for French agriculture in
exchange for markets for German industry. Beyond the customs union
and the unique Community competence in trade policy, a key feature of
the Treaty of Rome—perhaps surprisingly—was the creation of a robust
framework for a unique Community competence in competition policy.
That included not only anti-cartel policy, but also a bar against state aids
(government subsidies to individual firms). This has become increasingly
important, for example, in dealing with financial institution bailouts dur-
ing and after the financial crisis. Competition policy, under a succession of
outstanding Commissioners who gradually brought economic analysis
together with the excessively legal approach of the early years, has endured
as one of the most effective and best managed elements of European eco-
nomic integration. This was independently of (though partly influenced
by) the German Kartellamt. The contrast with the demise of American
antitrust is striking.

Sadly, however, this remarkable achievement is under threat today from
both France and Germany. Do they want to permit both state aids and
anti-competitive mergers, the latter in the face of considerable evidence
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that firm size per se is a negative influence on productivity and innovation?
Surely if competition policy becomes intergovernmental, subject to the
Council, there can be no doubt we shall move to “anything goes.” This
would be a major step backward in European integration.
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CHAPTER 5

“Large Switzerland” or “Large France”?
The Ordoliberals and Early European
Integration

Stefun Koley

5.1 INnTRODUCTION: TWO VISIONS OF EUROPE

For the process of European integration, the past decade has been above
all a sequence of cumulative crises. The combined effects of the financial,
Eurozone, Crimea, refugee, and Brexit crises stifled much of the earlier
optimism about the quasi-automatic formation of an “ever closer union.”
The current struggle with the consequences of the coronavirus has pro-
duced yet another stress test for the architecture of the European Union,
especially regarding the basic freedoms when borders are being closed and
unprecedented restrictive measures in the public space are being intro-
duced, but also regarding the problem-solving capacities for this new mac-
roeconomic shock on the national and supranational levels.

This chapter focuses on the early phase in the process of European inte-
gration as seen from the perspective of the German political economists
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whose combination of the notions of liberty and order led to the designa-
tion “ordoliberalism.” Special attention is given to Wilhelm Ropke
(1899-1966) who accompanied the first decades of the integration pro-
cess as theorist and public intellectual. The positions of Ludwig Erhard
(1897-1977) and Alfred Miiller-Armack (1901-1978) are incorporated
to provide the political perspective in the complex negotiations leading to
the Treaty of Rome. Since for many protagonists the early phase of
European integration was motivated by the central aim to contain the
young West German Federal Republic and to integrate its war-relevant
industries into a common entity, the positions of these three German
political economists in their different roles are of particular interest. As
theorists, public intellectuals, and policymakers, they were formative not
only for the decision-making process in Germany, but also for the observ-
ers in neighboring countries and for reassuring them. Overall, the narra-
tive centers around a key metaphor of two visions of Europe that helps to
structure these early debates: For the ordoliberals, the trajectories of
European integration could bring about a “large Switzerland,” that is, a
politically decentralized entity which is economically integrated internally
as well as non-protectionist externally, or a “large France,” that is, a politi-
cally centralized entity which is economically integrated internally but
protectionist externally. From today’s perspective, this prescient diagnosis
is not only of historical value: While it is instrumental to capture the oscil-
lations of European integration between the two trajectories during the
past seven decades, it is also conducive to therapies for the crises-ridden
EU of today and tomorrow which, especially in recent decades, has argu-
ably moved toward a “large France.”

5.2  Eurore’s Diverse Faces: FrRoMm ZEUs AND EUROPA
TO FESTUNG EUROPA

What are the key vehicles for communicating history? Many would reply:
books. This is certainly true, at least since the majority of citizens has
become functionally literate and thus has the capacity to engage in histori-
cal texts. And yet, much earlier than our global-digital age with its new
media channels, another vehicle has been very powerful: images. Images
are capable of capturing collective imaginations of a phenomenon at a
point in time, and correspondingly one can grasp the history of a certain
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phenomenon as a sequence of such images which has accumulated
over time.

In the case of Europe, the power of collective images is very much pal-
pable. A large piece of land as a continent is not necessarily predestined to
play an important role in the popular imagination. For this to happen, a
set of “mythical and symbolic underpinnings” (Bottici and Challand 2009,
p. 11) is required. And Europe has been on the minds of humanity for
millennia, captured in a number of principal images: The Greek myth of
Europa (Klocek di Blasio and Michalski 2016), the images of ancient
Athens and Rome as the cradles of civilization (Spawforth and Walker
1985), the Renaissance as the awakening of Western civilization (Patterson
1997) are prominent examples of such mythical and symbolic underpin-
nings which are almost universally shared today. In addition to their uni-
versal spread, it can be argued that for today’s Europeans they invoke
mostly positive associations.

However, there is a different type of images of Europe which, even if
not universally shared, invoke more controversial associations and less
unambiguous emotions. A prominent example here is the historical image
of Europe as a patchwork of small states as it presented itself for several
centuries prior to the emergence of the nation-state. This pattern persisted
particularly long in Central Europe, and until today for many Germans the
notion of “Kleinstanteres” (Kamusella 2012, pp. 75-80) is taken as a syn-
onym for fragmentation, weakness of state capacity, and diplomatic irrel-
evance. In contrast, the counter-interpretation of this “ Kleinstanteres” as
a realm of diversity where the abundance of small territories provided an
essential laboratory for learning through experimentation with various
regulatory frameworks for economy and society (Rohac 2019, pp. 53-9)
is much less widely shared and more or less confined to the pronounce-
ments of proponents of liberalism.

As an initiation of this narrative of postwar European integration, it is
important to ask what dominant images of Europe were on the minds of
the generation which is at the core of the chapter. The period 1942-1943
is a suitable anchor to depict two extremes in the spectrum of images. On
the one hand, Stefan Zweig’s The World of Yesterday: Memoirs of & European
(Zweig [1942] 1943) was posthumously published shortly after he had
committed suicide in Brazil. Zweig’s brilliant and section-wise melan-
cholic account of the decline of European civilization since 1914 praised
the diversity of European cultures, European solidarity across borders, and
cosmopolitanism. On the other hand, in the course of the deterioration of
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the war situation for the National Socialists, they increasingly invoked the
image of Festungy Europa and attempted to depict the war efforts as being
not about Germany but about protecting this fortified Europe against
enemies in the East and in the West (Rosenberg 1943; Russell 1944).
Given the prominence of the image of a unified Europe under German
leadership, which lived through the horrors of such a unified Europe from
1939 to 1945 (Mazower 2008), the initiation of the European unification
project so soon after the end of the war can by no means be taken for
granted.

5.3  DISINTEGRATION BEFORE INTEGRATION,
IpENTITY THROUGH FRIENDS AND FOES

By shedding light on crucial concepts, this section lays the foundation for
penetrating the history of the first decades of European integration. The
concept “integration,” its history, and sources are the natural outset for
such a task. Fritz Machlup’s A History of Thought on Economic Integration
(Machlup 1977) proves of invaluable help regarding the usage of “inte-
gration” in international economics. Machlup shows how, at least in
English, the term was not in circulation until the late 1930s and that curi-
ously it was “disintegration” which first emerged during the 1930s as a
scholarly concept to capture the falling apart of the global economy after
1914, especially since the protectionist race of most nations during and
after the Great Depression (Machlup 1977, pp. 4-9).

In this literature which was largely produced by European liberal politi-
cal economists, several of whom were based in Geneva, Machlup empha-
sized Wilhelm Ropke’s contributions and especially his International
Economic Disintegration (Ropke 1942) as a pioneering work not only in
diagnosing this process of interwar disintegration but also in suggesting
therapies how this impasse could be overcome after the end of the war.
The European pioneer of explicitly using “integration” in English, as
identified by Machlup, was the Swedish economist Folke Hilgerdt in his
The Network of World Trade (Hilgerdt 1942a). The curiosity that the book
was officially published in Geneva but actually printed in the US by
Princeton University Press due to the move of the League of Nations’
Economic Intelligence Service from Geneva to Princeton, along with the
publication of US economist John S. De Beers (1941) as well as Hilgerdt’s
contemporaneous publications (Hilgerdt 1942b, 1943), may have been
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the conduits across the Atlantic to initiate the usage of “integration” in
the US. “Integration” became common parlance in the US, first in bureau-
cratic documents, during the immediate postwar years (Machlup 1977,
pp- 8-12).

A look at the etymology is also illuminating: The Latin integrare means
not only to put pieces together but also to recreate or renovate something
that existed before (Thode 2003, p. 29). The latter meaning is particularly
interesting: It adds a nuance that integration is not simply a process open
to future outcomes, but also a process that can identify anchors in the past
serving as points of orientation (Lachmann 1971, pp. 39-40) that can
inspire and guide the unfolding of the cognitive processes in the minds of
the players involved. Indeed, what happened in the postwar decades in
Europe had predecessors in the past, both in intellectual history and in
economic history: Machlup’s book identifies a rich set of ideational strands
(Machlup 1977, Part II) as well as institutional and personal contributors
(Machlup 1977, Part III) on the basis of which his generation thought
about integration in the post-WWII decades. For this very generation, the
pre-1914 world with its first wave of globalization commonly served as
the ideal, both regarding the economic order in the German-speaking
world and the types of integration achieved globally in the domains of
trade, capital flows, and migration during this first wave of globalization
(Wegner 2020a, b).

The motivational forces driving integration are also of interest here, in
other words the identity of an integration process: Is such a process pri-
marily motivated by a positive identity targeted at unifying with certain
partners, or is it rather a project targeted at unifying against certain adver-
saries? In the case of early European integration, three patterns can be
identified: integration against the increasing threats from the Soviet Union
(Mueller 2009), integration with Western European partners, and integra-
tion with the US as an ally (Jarausch 2015). When studying different pro-
ponents and phases of European integration, different combinations of
these three patterns are discernible, from the Marshall Plan until today. In
the larger history of Europe’s identity—f{rom the ancient Greeks over the
Middle Ages to the Enlightenment—intellectual history shows that iden-
tity has been very often drawn from a distinction against adversaries cap-
tured through the notion of “the Other,” commonly equated to the
notion of “barbarians” (Salter 2002, pp. 18-21). In this distinction, “the
East” as embodied by Russia—from the Muscovy over the Tsarist centu-
ries to the Soviet Union—played a formative part of “the Other” as an
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adversary (Neumann 1999, pp. 67-112), while “the West” as embodied
by the US transformed into a formative part of “the Other” as an ally
(Larres 1999, pp. 83-6). The increasing aggression of the Soviet Union in
the immediate postwar years which culminated in the Berlin Blockade of
1948-1949 (Murphy et al. 1997), and, after some initial indecisiveness,
the increasing commitment of the US in Western Europe culminating in
the Marshall Plan of 1947 (Bissell et al. 1996) provided the geopolitical
framework. And within this framework, Western European scholars and
politicians made the first steps toward “integrating” the pieces of the con-
tinent, which had economically belonged together before 1914 and yet
had politically consisted of adversaries for centuries.

5.4  WiLHELM ROPKE As A THEORIST
OF (Dis-)INTEGRATION

The central figure of this chapter is the German political economist
Wilhelm Ropke (1899-1966) and that for a number of reasons. To begin
with, in the 1920s he had already written on those international econom-
ics intricacies which, along with the hyperinflation and the Great
Depression, seriously hindered the Weimar Republic’s prosperity. In 1937,
after four years of exile in Istanbul, he received a call to the Institut
Universitaire de Hautes Etudes Internationales (HEI) in Geneva
(Frachebourg 2002) and lived until his passing in one of the most interna-
tionalist cities in the world—amid the bleakness of looming military con-
flicts in Europe. Ropke was hired at HEI with the assignment to identify
diagnoses for the disintegration of the post-1914 global economy and
therapies for its reconstruction (Hennecke 2005, pp. 111-4; Slobodian
2018, pp. 73-6). The spirit of Geneva and of the HEI, his specific assign-
ment, as well as the luxury of living outside Germany in those darkest
years of Central Europe meant that Ropke was uniquely privileged—espe-
cially when compared to his like-minded colleagues who remained in
Germany, above all the Freiburg School around Walter Eucken, and
Alexander Ristow, who remained in the peripheral Istanbul (Kolev 2019a,
pp. xix—xxiii). Correspondingly, out of the group of political economists
who would become known as the ordoliberals in the postwar years, Ropke
was the scholar who could—and did—dedicate a particular amount of his
intellectual energy to the problems of international economics.
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As outlined in the previous section, the question of the future of
Western Europe became a pressing issue very soon during the immediate
postwar years, and Ropke had laid the conceptual foundations for bring-
ing together what had successively fallen apart since 1914. Already during
the war, he published International Economic Disintegration with William
Hodge in London (Ropke 1942) as the outcome of his HEI assignment.
The book distinguished different levels of disintegration. Apart from the
empirical investigation of the agrarianization of industrial countries and
the industrialization of agricultural countries as a result of the disturbances
in the global division of labor, a crucial Ropkean distinction was the one
between economic and extra-economic disintegration. In his view, eco-
nomic disintegration consisted of the emergence of protectionism con-
ducted by isolated economic blocs and bilateralism, the destruction of the
gold standard as the overarching monetary system, and the hindrance of
the flows of factors of production due to proliferating practices of eco-
nomic nationalism. Even more important for the long-term reintegration
of the pre-1914 order was the process of extra-economic disintegration: It
led to the exhaustion of “certain psycho-moral reserves” (Ropke 1942,
p. 69) that were needed as ideational prerequisites for the market econ-
omy to thrive, but in Ropke’s theory those prerequisites were not pro-
duced by the market economy itself. It is to those extra-economic
prerequisites and preconditions that Ropke dedicated the first two vol-
umes of his wartime trilogy, The Social Crisis of Our Time ([1942] 1950)
and Civitas Humana ([1944]1948), while the third volume, International
Order and Economic Integration ([1945] 1959), emphasized the eco-
nomic processes of disintegration and integration. Ropke was convinced
that both of these levels, the economic and the extra-economic, had to be
thought as being interdependent and as forming an “ordre public interna-
tional” (Warneke 2013, pp. 36—44), or else the challenges of rebuilding
the ruins of Europe could not be solved sustainably.

Ordoliberalism is often understood as a system of political economy
formulated on the basis of principles (Rieter and Zweynert 2010; Kolev
2019b; Dold and Krieger 2020), and thus it is appropriate to start with
Ropke’s five principles regarding the future of economic and extra-
economic integration of Europe (Petersen and Wohlgemuth 2010,
pp- 207-17): (1) endorsing pre-1914 Europe as the ideal of post-WWII
integration, that is, interdependence of markets, multilateralism, interna-
tional monetary system, no prohibitive tariffs, free movement of capital
and people; (2) conducting ordoliberal economic policies on the national
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and lower levels as the prerequisite for integration, that is, focusing inte-
gration on the principles of federalism, subsidiarity, and decentralism; (3)
enabling the convertibility of national currencies; (4) abandoning central
planning on the national level; and (5) discarding “economism,” that is,
not limiting integration to the economic level and avoiding the neglect of
cultural prerequisites for integration beyond economics and politics.

Ropke’s five principles add up to a roadmap both for national economic
policies and for the necessary steps to initiate and sustain integration of
potential national partners. An additional question is posed by the political
forms into which those five principles can be sustainably implemented. For
these political forms, Ropke’s notion of “true internationalism” is of spe-
cial relevance, that is, the belief that Europe’s diversity can only be pre-
served if—in contrast to the negative reading of Kleinstaateres outlined in
Sect. 5.2—integration classifies this historical heritage of diversity as an
asset and finds forms to capitalize on it (Sally 1994, pp. 470—4). Such a
position emphasizes the principle of subsidiarity, and Ropke’s own notion
of subsidiarity and decentralism profited from his exchange with represen-
tatives of Catholic social teaching and their notion of subsidiarity formu-
lated in the pontifical encyclicals: “It is gravely wrong to take from
individuals what they can accomplish by their own initiative and industry
and give it to the community. It is also an injustice, grave evil and a distur-
bance of right order to assign to a greater and a higher association what a
lesser and subordinate organization can do” (Pius XI 1931, paragraph 79).

In this worldview, trust in the individual, one’s natural embeddedness
in small decentralized units, and the problem-solving capacities of such
units are able to capture Europe’s uniqueness (Kenney 1955; Warneke
2013, pp. 44-7). And it is on those lower levels where integration must
start: “European disintegration, like charity in the English proverb, began
at home, and the reintegration of Europe’s economy must likewise begin
at home, i.e. within each individual nation” (Ropke [1945] 1959, p. 228).
If the nation-state featured in Ropke’s five principles, this happened for
pragmatic reasons, given the nation-state’s being the principal arena of
democratic deliberation of the age:

[...] the nation in its political organization is partly too large and partly too
small. Too large for the evolution of genuinely free and neighbourly com-
munal life and for true and permanent integration, which is able to exist
without degenerating into nationalistic self-intoxication of mass-
consciousness. Too small for those intellectual, political and economic
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relations which today can only flourish satisfactorily in an international com-
munity. (Ropke [1945] 1959, p. 45)

This set of principles of economic and political integration are elegantly
captured in juxtaposing the future trajectories of Europe as becoming a
“large Switzerland” or a “large France,” and Ropke clearly sympathized
with the former. Two quotations are particularly illuminating. When dis-
carding the notion of the European “superstate,” he diagnosed:

There is unanimity today among socialists and nonsocialists that the unifica-
tion of European nations to an international government is at best possible
in the loose form of a federation similar to the Swiss Confederation which is
preserving the national specificities [...] this federation can only exist if its
economic ordering principle is, like in the case of the Swiss Confederation,
that of a market economy and not that of a bureaucratic economy. (Répke
1951, pp. 288-9)

as well as

This ideal of a centralist nation which arose in the past following the pattern
of France must be overcome, but not through new continental nationalism
and centralism, but instead through a form of unification which corresponds
to the spirit of Europe. This form is federalism which, following the pattern
of Switzerland, is the only one which is able to realize unity in diversity.
(Ropke [1958] 2009, p. 238)

If the evolution of European integration is depicted as oscillating
between those two trajectories of a “large Switzerland” or a “large France,”
Ropke had a self-understanding beyond that of an analyst of these possi-
bilities. For him, “political economy” was not only the traditional name of
economics. Rather, political economists had the obligation to openly
express their value judgments about the various goals and ends of political
processes (Ropke [1942] 2015; Christ 2018). And early European inte-
gration—along with the success of the Social Market Economy in the
young Federal Republic—possessed top priority for the political econo-
mist Ropke. The next section reconstructs his stance on the concrete steps
of integration.
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5.5  WIiLHELM ROPKE AS AN ACTIVIST OBSERVER
OF INTEGRATION

Based on the conceptual foundations and principles outlined above, Ropke
became one of the first genuinely European intellectuals on the issues of
the continent’s economic and political integration. The number of his
journalistic interventions in the different languages of European media, all
the way from the Marshall Plan and the Schuman Plan to Ropke’s passing
in 1966, exceeded 150 (Peukert 1992, pp. 1385-93). Already the rap-
prochement of Jean Monnet and Robert Schuman to France’s neighbors
and especially to the barely one-year-old Federal Republic did not meet
Ropke’s enthusiasm, and he expressed his skepticism in similar terms as he
had voiced critique of the Marshall Plan (Petersen and Wohlgemuth 2010,
pp- 223—4). In the ORDO Jahrbuch he depicted the Schuman Plan’s focus
on integrating the coal and steel industries as a “textbook-like example” of
“the economic logic of international central planning” (Ropke 1951,
p. 289). First, he assessed this attempt at integrating the essential indus-
tries as hardly compatible with the status of most national economies as of
1950, which were not structurally prepared for integration due to the
continuous predomination of foreign exchange controls and protection-
ism, as well as isolationist economic and fiscal policies (Schiiller 1950)—
policies already identified by Ropke as the hindrance for a long-term
success of the Marshall Plan beyond alleviating some short-term hard-
ships. Second, he emphasized his apprehension regarding the coordinat-
ing mechanisms endowed by the Schuman Plan to the new “autorité” and
the likelihood of its management of the coal and steel industries to become
a new device of supranational central planning (Ropke 1951, pp. 289-90).
At the same time, he expressed his skepticism about the new European
Payment Union as proposed in 1950: Like the Marshall Plan and the
Schuman Plan, in Répke’s view it would not be conducive to abandoning
the underlying structural problems of the national economies, here espe-
cially the foreign exchange controls and the non-convertibility of national
currencies (Ropke [1952] 1962, p. 180; 1954, p. 78).

On the way to the Treaty of Rome, Ropke remained a skeptic: Neither
the European Coal and Steel Community (ECSC) nor the negotiations
which in 1957 led to the establishment of the European Communities,
especially the European Economic Community (EEC), were received
enthusiastically by him (Warneke 2013, pp. 107-19). Ropke opposed the
Common Market as embodied by the EEC for a number of reasons. His
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apprehensions were especially the persisting non-convertibility of the cur-
rencies, the potential of the EEC to develop protectionist tendencies
toward the rest of the world, and the potential for supranational central
planning in the EEC’s organs (Ropke 1957, pp. 176-82). All those risks
which he attested to the young EEC were assessed by him as much less
pronounced in the competing project of the European Free Trade Area
(EFTA), and thus Ropke’s clear preference for EFTA over EEC: The risk
that the EEC could become a protectionist bloc possessed the serious
external potential not only to threaten the Transatlantic relations, but also
to evolve internally into a centralist political entity which he called the
“colossal state” (Ropke [1957] 1958a, pp. 20-21). The tendency toward
such a superstate could counteract most of the five principles outlined in
Sect. 5.4, resulting in Ropke’s succinct warnings about the threats inher-
ent in the EEC. In addition, he warned that EURATOM, as another
European Community, could become “the ideal ground for the thriving
of'a combination of technocracy and economocracy” and thus be captured
by experts on the field of technology and economics (Ropke 1958Db,
p. 31). These experts embodied Ropke’s skepticism of centralization in
economy and society, while constituting the very opposite to his ideal of
integration outlined in Sect. 5.4, an ideal aiming at a political entity con-
stituted by the principles of federalism, subsidiarity, and decentralism. To
reproduce Ropke’s specific rhetoric contained in these warnings, three of
them (many more are contained in Petersen and Wohlgemuth 2010) are
reproduced here: “Europe should not become an altar to which the mar-
ket economy may be sacrificed” (Ropke [1957] 1958a, p. 29), and “What
was supposed to be mortar and was praised as such, turned out in reality
to be dynamite” (Ropke 1959, p. 88), as well as “It is very difficult for an
economist to be a good European and to simultaneously have the reputa-
tion of a good European” (Ropke 1955, p. 1).

A final source of apprehension regarding the nature and potential of
ECSC and EEC was Ropke’s assessment of the relationship of European
integration to the General Agreement on Tariffs and Trade (GATT). In a
recent widely discussed history of neoliberalism, Ropke is depicted as a
principal defender of GATT as the institutional anchor in the postwar
world, on which he posed his hopes for a comeback of multilateral inter-
national trade in line with his pre-1914 ideal (Slobodian 2018, pp. 182-93).
Ropke and the Austrian economist Gottfried Haberler (1900-1995) are
depicted in this narrative as “the universalists” whose aim was the estab-
lishment of multilateral international trade, so that any regional bloc like
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the EEC was a threat to multilateral trade due to the aforementioned fears
about such blocs’ protectionist potential. In contrast, a younger genera-
tion of economists and lawyers represented by Erich Hoppmann
(1923-2007) and Ernst-Joachim Mestmicker (*1926), called “the con-
stitutionalists,” saw the EEC as a project in which regional integration
could be deepened beyond GATT’s focus on trade, initially incurring the
protectionist potential vis-a-vis the rest of the world, but hoping to later
scale up Europe’s level of integration to the global level (Slobodian 2018,
pp- 202-10).

To summarize these and other pronouncements of Ropke, he can be
described as an activist observer who, more than just expressing skepti-
cism, was fighting for his notion of “true internationalism.” He saw the
potential of integration in overcoming the war-related ruins of foreign
exchange controls, non-convertibility, and central planning on the national
level by instituting a supranational framework—but of the EFTA, not of
the EEC type. He saw the potential of integration to bring European
nations together—if the process allowed for the necessary time for cul-
tures to approach each other and slowly create a common identity. He saw
the potential of integration for reintroducing market economy principles
in line with the pre-1914 order instead of central planning and interven-
tionism—if this process was not conducted top-down by experts aiming at
centralization, but instead bottom-up by citizens and federal political units
bound by the principles of federalism, subsidiarity, and decentralism.

Ropke’s overall approach to integration has been succinctly summarized
by the motto “liberalism from below” (Sally 1999, pp. 48-51).

5.6 Lupwic ERHARD AND ALFRED MULLER-ARMACK:
FUNCTIONALIST OR INSTITUTIONALIST INTEGRATION

This section enhances the picture by introducing two fellow ordoliberals
of Ropke who belonged to the same generation and were formative for
the process of early European integration. Like Ropke, they were econo-
mists by education, and unlike Ropke, during the postwar years, they
found a new vocation and primary role, despite academic credentials and
continuing publications, in the political domain: Ludwig Erhard
(1897-1977) and Alfred Miiller-Armack (1901-1978). Once Miiller-
Armack coined the concept “Social Market Economy” in 1946-1947
(Mdller-Armack 1947; Siebert 2005, pp. 24-37), Erhard became the
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political entrepreneur who, after the June 1948 reforms of introducing
the new DM currency and liberalizing numerous prices, became the inter-
national symbol of the Social Market Economy as the concept behind the
German economic miracle (Erhard 1958, pp. 10-36; Berghahn 2015).
Erhard served as minister of the economy of the Federal Republic from
1949 to 1963 and as federal chancellor from 1963 to 1966, while Miiller-
Armack served as a top official in Erhard’s ministry from 1952 to 1963.

When drawing a comparative picture of the different German positions
in those first decades of European integration, Erhard and Miiller-Armack
occupy a curious in-between position, between Répke on the one hand
and the position of the German foreign ministry on the other. Erhard’s
and Miiller-Armack’s approaches can be captured by the notion of “func-
tionalist integration,” while their foreign ministry colleagues favored
“institutionalist integration” (Warneke 2013, pp. 124-5). Essentially, the
main difference is the degree of willingness to pass the autonomy of lower
political entities in the integration process to overarching institutions,
which become increasingly dominant players in this process. Institutionalists
show a higher willingness to build such overarching institutions, like the
EEC Commission, while functionalists assert that removing interstate hin-
drances to trade (first-degree integration) and enabling the movement of
labor and capital (second-degree integration) are possible via case-by-case
intergovernmental agreement on those different functions of integration.
Along with diplomats like Heinrich von Brentano, Walter Hallstein, and
Carl Friedrich Ophtils who were more inclined to follow an institutionalist
approach, it was above all Konrad Adenauer who shared it and saw in it an
indispensable tool to put the Franco-German relationships into solid insti-
tutional forms (Miiller-Armack 1971, pp. 69-76, 111-20).

On the way to the Treaty of Rome, a tension within the federal cabinet
surfaced since Erhard opposed the institutionalist approach by summariz-
ing its risks under “the catchword of ‘harmonization’” and the tendencies
toward a “bureaucratically manipulated Europe” and “supra-national diri-
gisme” (Erhard 1958, pp. 213-6,[1959] 1962). Miiller-Armack’s account
of these inner-German tensions and of the negotiations with the European
partners clearly indicate the significant width of integration ideas that
attempted to set and shape the agenda, as well as the number of critical
moments in which negotiations were at the brink of failure due to issues
like the harmonization of policies, or specific sectoral privileges demanded
by individual negotiating states. The fact that Walter Hallstein became the
first president of the EEC Commission should certainly not be interpreted
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as an indication that only a decade after the end of the war, the position of
the Germans was in any sense an easy one. During these years preceding
the signing of the Treaty in March 1957, the cohesion between Ropke,
Erhard, and Miiller-Armack was still largely preserved, which was visible,
for example, in their joint trip to the US in 1955 (Miiller-Armack 1971,
pp- 95-6). But once the Treaty was finalized and signed, Ropke and
Erhard clashed (Hennecke 2005, pp. 209-16): Despite its theoretical
imperfections, Erhard defended the political compromise reached in
Rome and found Ropke’s rhetoric in his extremely harsh public pro-
nouncements and publications in the months after Rome, especially his
address at Aktionsgemeinschaft Soziale Mavktwirtschaft (Ropke [1957]
1958a), inappropriate. In correspondence, Erhard warned his intellectual
brother in arms that the alternative would have been Erhard’s abandoning
the political domain and leaving the further shaping of the integration
process to forces much more inimical to Ropke’s ideal. He called these
forces “the patent Europeans,” with implicit reference to his opposition to
the institutionalist ideas in Germany and beyond. Ropke accepted this
reminder of the very different roles of the politician and the scholar, but
nevertheless emphasized how, unlike the responsible politician, he as “the
theorist without responsibility for any signature” could and should “put
his weight to the other side and contribute to balancing the car in the
curve” (Hennecke 2005, pp. 212-3).

Summarizing these tensions, Erhard’s positions, especially during the
early postwar years, were close to Ropke’s and aimed at a subsidiarity-
based Europe where nation-states successively transitioned to ordoliberal
economic policies and respected multilateralism as embodied by
GATT. And yet, Erhard increasingly understood that integration was
above all a political process and required acknowledging the entangled
nature of economic and political reasoning, so that only a certain degree
of'one’s theoretical ideals could be reached within the constraints of nego-
tiations. Such constraints included the geopolitical impasses of the oppos-
ing projects of EEC and EFTA, as well as the overarching geostrategic
project of Adenauer and de Gaulle which buried Erhard’s and Miiller-
Armack’s hope that the UK-centered EFTA could merge with the
EEC. Ropke suspected that, in his final decision about the essence of EEC
to be a common market and not a free trade area, Erhard trusted Miiller-
Armack instead of Ropke. Indeed, Miiller-Armack’s stance was character-
ized by a pragmatic liberalism: He chose to be the moderate who balanced
the different German positions and those of the negotiating partners
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(Warneke 2013, pp. 177-90). In the final analysis, the scholar Ropke
could afford to cling to his ideal of the pre-1914 order and castigate any
deviations from this “first-best,” while in the course of the 1950s Erhard
and Miiller-Armack transitioned from the principles-focused logic of aca-
demia to the compromises-focused logic of the agora, and correspond-
ingly adopted a reasoning which often accepted the “second-best.”

5.7  CONCLUSION: SWERVING TOWARD A “LLARGE
SWITZERLAND”?

The ordoliberals conducted an openly normative analysis of the potential
trajectories which the European project could take that went beyond the
mere identification of such trajectories (Bliimle and Goldschmidt 2006).
They conjectured how during its constant re-ordering in the decades to
come, the project would oscillate between the visions of a “large
Switzerland,” that is, a politically decentralized entity which is economi-
cally integrated internally as well as non-protectionist externally, and a
“large France,” that is, a politically centralized entity which is economi-
cally integrated internally but protectionist externally. The explicit prefer-
ence of the ordoliberals for a “large Switzerland” shaped the integration
process until their leaving the public domain during the 1960s. But how
about today’s Europe? Can ordoliberal reasoning, as outlined in this chap-
ter, inform politicians and especially citizens in the forthcoming years,
years which will be largely dedicated to overcoming the multiple crises of
the EU outlined in the introduction?

Since Jacques Delors’ presidency of the European Commission
(1985-1995), it is difficult to overlook a persistent movement on the
“large France” trajectory, despite the lip service to the principle of subsid-
iary in numerous articles of the European treaties. The transformation
from EEC to EU, the introduction of the euro, the increasing accumula-
tion of competences in Brussels, and the increasing preference for bilateral
trade agreements in potential conflict with the World Trade Organization’s
multilateralism are clear indications of this movement on the “large
France” trajectory. Brexit will most probably lower the political relevance
of those who favor federalism, subsidiarity, and decentralism even more.
And yet, Brexit and the other crises also constitute an opportunity. As with
integration in Sect. 5.3, a look at the etymology of crisis is illuminating;:
Among other things, krisis describes the situation of a crossroads where a
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decision about the forthcoming direction has to be taken. If Europeans
switch mentally to the positive connotation of crossroads and away from
the negative connotation of crash and disaster associated with a crisis, the
multiple crises of our times can turn productive.

Indeed, the institutional inertia of the “large France” movement over
the past 35 years is substantial, and a sudden swerve in a different direc-
tion, as required by many who employ revolutionary rhetoric vis-a-vis the
EU, can easily let the European project derail. Nevertheless, if the citizen
learns to appreciate the benefits of Europe a la “large Switzerland,” espe-
cially if living the principle of subsidiarity becomes a widespread practice
by systematically placing political processes as closely as possible to the
citizen, Europe can transform over a number of years. It can regain much
of the lost legitimacy, reconfigure the levels of its decision-making pro-
cesses, and come closer to what has always been its crucial advantage in the
eyes of European liberals: capitalizing on its diversity and harnessing
decentralized decision-making as an indispensable laboratory for learning
what humane combinations of liberty and order are (Feld 2012). Given
the fundamental “order uncertainty” (Kolev 2020, pp. 43—4) of our age
generated by the combination of globalization and digitalization, such
learning in decentralized laboratories has become even more valuable than
it was in the decades discussed in this chapter.
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CHAPTER 6

Hayek’s Europe: The Austrian School
and European Federalism

Dalibor Rohac and Alberto Mingardi

6.1 INTRODUCTION

Although the efforts of modern classical liberals revolve primarily around
an intellectual agenda for the domestic reform of institutions and policies
leading to a reduction in the size, scope, and discretionary powers of the
state, it is impossible to dissociate them from questions of the interna-
tional economic order. The connection between the two was particularly
vivid to the founding generation of the Mont Pelerin Society (MPS), an
association that reunited liberal scholars and reinvigorated the intellectual
movement, which then enjoyed the heyday of its influence during the
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Thatcher and Reagan years. Among MPS’ founding figures, a number of
prominent thinkers were vocal proponents of international federalism: a
program that would simultaneously push for the decentralization of states,
while embedding them within a supranational framework that would curb
their capacity to wage war and engage in protectionist and mercantilist
policies.

When the Walter Lippmann Colloquium, a precursor to the Mont
Pelerin Society, convened in Paris in August 1938, the most pressing items
on the agenda included countering the excesses of nationalism, militarism,
and the rise of totalitarian ideologies, which were dragging Europe into
war. The agenda of the meeting thus included sessions on the “co-existence
of liberal and totalitarian economies,” “economic and psychologic policy
of liberal states toward totalitarian ones,” “economics of war,” “economic
policy of liberal states between themselves,” and other pressing questions
of international political economy (Hartwell 1995, p. 21). The attendees
included the polymath Michael Polanyi (1891-1976), Austrian econo-
mists Ludwig von Mises (1881-1973) and Friedrich von Hayek
(1899-1992), and Jacques Rueff (1896-1978), the future advisor to
President de Gaulle, as well as Wilhelm Ropke (1899-1966) and Walter
Eucken (1891-1950), the doyens of German “Ordo-liberalism,” the
group of scholars that paved the way for the German “economic miracle.”

The founding meeting of the Mont Pelerin Society in April 1947,
which also included key figures of classical liberal thought in America,
such as Milton Friedman (1912-2006), Aaron Director (1901-2004),
and Frank Knight (1885-1972), featured sessions on “The Future of
Germany” (Ropke opened the discussion) and “Problems and Chances of
European Federation”—the discussion was opened by Bertrand de
Jouvenel (1903-1987). The meeting, which already revealed significant
fault lines within liberal thought—including on questions of social and
cultural conservatism and the proper role of government within the econ-
omy—took place at a time when the contours of the postwar international
order were still uncertain. Communist parties, heavily supported by Stalin,
were on the rise in Western Europe, the Marshall Plan was still months
away, and the prospects of another conflict or a Soviet takeover of the
continent were far from hysterical.

Not only were classical liberals of the time preoccupied by questions of
international order, many shared a common outlook of how international
affairs ought to be organized among free societies. Instead of unfettered
sovereignty for nation-states, a rules-based system transcending national
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boundaries needed to be devised to curb the destructive and protectionist
capabilities of nation-states.

This chapter explores, through the writings of Friedrich Hayek, Luigi
Einaudi (1874-1961), and Ludwig von Mises, the reasons that led classi-
cal liberals to converge on the idea of international federalism and the
goals that such federation would accomplish, as well as the practical attri-
butes of its functioning. The choice of these three classical liberal thinkers
is not accidental. In spite of different career trajectories and political sen-
sibilities, the three shared the lived experience of a European continent
tormented by the demons of nationalism, witnessing the undoing of the
extraordinary achievements of the “first age of globalization,” which was
brought to an end in 1914.

Hayek moved from Vienna to London in the early 1930s, well before
the Anschluss. He was a member of the Federal Union, the British federal-
ist association created in 1938 which set up the Federal Union Research
Institute, where classical liberal ideas on federalism were at least briefly
discussed (Rosenboim 2014; Milani 2016). The context was one in which,
with Europe once more becoming a theater of war, it became clear that
what happened in Versailles at the end of WWI was “a misunderstanding”:
“Liberal Englishmen and Americans ... were saying, People who are self-
governing are likely to be governed well, therefore we are in favor of self-
determination; whereas their interlocutors were saying People who live in
their own national states are the only free people, therefore we claim self-
determination” (Kedourie [1960] 1985, p. 133).

Self-determination, which was supposed to free European people from
unjust government, led to even more national conflicts in the German-
speaking world and, ultimately, to WWIL.

Einaudi, nowadays best known as the first president of Italy
(1948-1955), wrote extensively on international matters. Because of his
political role and also of his influence on Ernesto Rossi (1897-1967), one
of the authors of the Ventotene manifesto For a Free and United Europe,
Einaudi is sometimes acknowledged as a founding father of the European
Union (EU). An applied economist by training, he was for his entire life a
vocal participant in the public debate. He began writing for newspapers in
his youth and took part in the public debate for his whole adult life. His
personal prestige was such that, in 1946, after the fall of Fascism and
Italy’s liberation from Nazi occupation, he became in rapid succession
Governor of the Central Bank, Treasury Minister, and Head of State. One
of the hallmarks of postwar Italy was the rejection of protectionism, which
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Fascism had pursued under the name of “autarky,” for a full-fledged com-
mitment to European integration, with Einaudi as perhaps its most vocal
advocate.

The case of Ludwig von Mises is also telling. A product of Viennese
intellectual ferment of the early years of the twentieth century, Mises never
experienced the same degree of academic recognition as Hayek, who went
on to receive a Nobel Prize in economics. But Mises inspired Hayek’s
work and was at the forefront of the so-called economic calculation debate
in the 1920s and 1930s, which focused on the feasibility of a centrally
planned economy.

Both Hayek and Mises have become, however, iconic for slightly differ-
ent strands of the classical liberal movement: Hayek more palatable to a
broader audience within the social sciences and more engaged with
research across social sciences, Mises more intransigent, more consistent
in the eyes of his admirers, nothing but a doctrinaire to his critics and
opponents. By the time Mises left Austria for Switzerland and later, under
dramatic wartime circumstances, for the United States, he already had a
history of working for the leading voice of the Paneuropean Movement,
the Count of Coudenhove-Kalergi (1894-1972). Just like in Hayek’s and
Einaudi’s case, it was the wartime period that led him to articulate his
views of international federalism more fully.

All three rejected the notion that socialism and nationalism were polar
opposites or “that National Socialism was not socialism, just something
contemptible” (Hayek 1994, p. 102). In practice, as witnessed by the
three throughout the interwar period, nationalism and socialism went
hand in hand. Their embrace of European federalism was a response to
that experience.

6.2  Woy A FEDERATION?

There were several, mutually connected objectives that these classical lib-
erals were hoping that an international federation in Europe would accom-
plish, all of them connected to Hayek’s realization that “one of the main
deficiencies of nineteenth-century liberalism was that its advocates did not
sufficiently realize that the achievement of the recognized harmony of
interests between the inhabitants of the different states was only possible
within the framework of international security” (Hayek [1939] 1948,
p. 270). These were not abstract concerns, but rather they involved the
very pressing question of how the conflicts of the first half of the twentieth
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century and the rise of totalitarian ideologies could be stopped. Hayek’s
response was that maintaining and deepening the economic interdepen-
dence of European societies not only was conducive to economic prosper-
ity but also reduced the risk of nationalist, beggar-thy-neighbor policies and
of conflict. Sustaining such an economic policy regime, in turn, involved
restraining the power of nation-states by setting up a dedicated suprana-
tional authority.

The first and most pressing of the aims of liberal “international federal-
ists” involved the sheer survival of free societies, especially the smaller
geopolitically vulnerable ones. This arose with urgency as the war in
Europe was ending and it was becoming obvious that Stalin’s ambition
was the incorporation of the entire Eurasian landmass into a Soviet-
dominated political order. In his first book published after his arrival in the
United States, Omnipotent Government, Ludwig von Mises (1944 ) argued
that “if the Western democracies do not succeed in establishing a perma-
nent union, the fruits of victory will be lost again.” For the small citizen-
ries of Europe in particular, such as the Dutch, the Danes, or the
Norwegians, “the alternative to incorporation into a new democratic
supernational system is not unrestricted sovereignty but ultimate subjuga-
tion by the totalitarian power” (Mises 1944, pp. 255-56). In 1919, Mises
had warned of the consequences of the punitive terms of the Treaty of
Versailles (Mises [1919] 20006).

Secondly, the end of the war brought about a reckoning with the cul-
tural and moral fallout of Germany’s descent into tyranny and barbarism
in the 1930s. The horrors of Nazism were such that Hayek, alongside
others, harbored doubts about the prospects of Europe as a continent of
civilized nations. In his talk to the Political Society at King’s College,
Cambridge University, he stated:

Whether we shall be able to rebuild something like a common European
civilisation after this war will be decided mainly by what happens in the years
immediately following it. It is possible that the events that will accompany
the collapse of Germany will cause such destruction as to remove the whole
of Central Europe for generations or perhaps permanently from the orbit of
European civilisation. It seems unlikely that, if this happens, the develop-
ments can be confined to Central Europe; and if the fate of Europe should
be to relapse into barbarism, though ultimately a new civilisation may
emerge from it, it is not likely that this country would escape the conse-
quences. The future of England is tied up with the future of Europe, and,
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whether we like it or not, the future of Europe will largely be decided by
what will happen in Germany. Our efforts at least must be directed towards
regaining Germany for those values on which European civilisation was built
and which alone can form the basis from which we can move towards the
realisation of the ideals which guide us. (Hayek [1944] 1992, p. 201)

What was to blame for Germany’s experiment with barbarism was not
simply the political dynamics of the interwar period and the appeal of Nazi
ideology. Hayek was inclined to agree with Ropke that National Socialism
was an extension of the much earlier project of Germany’s political con-
solidation and militarization—and therefore that “the victors should not
regard Bismarck’s creation of a highly centralised Germany as an irrevers-
ible fact, and that, if Germany is ever to fit as a peaceful member into the
European family of nations, it will be necessary partly to undo Bismarck’s
work and to reconstruct Germany with a decentralised and truly federal
structure” (Hayek [1945] 1946, p. 12).

International federalism was a holistic project as it involved not just
binding European nations into a larger political unit but also decentraliz-
ing them, especially Germany, for whom Hayek envisaged a gradual resto-
ration of its political self-governance in exchange as it succeeds in building
democratic federal institutions “retaining in the end no more control over
the individual state than corresponds to the minimum power of a federal
government” (Hayek [1945] 1946, p. 13). To succeed, this policy of
domestic decentralization had to “be supplement[ed] by the enforcement
of complete free trade, external and internal, for all these German states”
(Hayek [1945] 1946, p. 13). Indeed, Einaudi also maintained that the
idea of a federation was in itself “the opposite of subjugating the various
states and the various regions to a single centre” (Einaudi 1945a).

The third aim of international federalism, to ensure the existence of a
regime of free trade, was directly related to the overarching objective of
securing peace. Peace requires a free economy and trade as well as an effec-
tive international order of law and the abolition of national sovereignty.
Whatever scheme for political interstate union, Hayek admonishes, “would
not last long unless accompanied by economic union” (Hayek [1939]
1948, p. 258). Thus, an interstate federation should “do away with the
impediments as to the movement of men, goods, and capital between the
states and render possible the creation of common rules of law, a uniform
monetary system, and common control of communications” (Hayek
[1939] 1948, p. 255). Economic union is important because it extends
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the order of market-based cooperation across national borders, creating
material incentives for peaceful coexistence. In contrast, when left to their
own devices, nation-states are conflict-prone since “all conflicts of inter-
ests tend to become conflicts between the same groups of people, instead
of conflicts between groups of constantly varying composition. The peo-
ples are projected in conflicts between states, which hide the reality that
the interests of inhabitants are not always the interests of the nation”
(p- 257). Of course, for Hayek, “one of the virtues of a market system is
that it allows people with very different values to express their desires
through the market” (Caldwell 2003, p. 239), whereas one of the vices of
nation-states is that they transform differences in values into occasions for
conflict.

While the classical liberal tradition of international federalism empha-
sized the need for imposing external constraints on the power of nation-
states, some of its proponents went further and rejected, like Einaudi, the
entire idea “of the sovereign state, of the state which, within its territorial
limits, can make laws regardless of what happens outside those limits” as
“an idol of the formalistic legal mind and does not match any reality.”
Furthermore, Einaudi argues, the concept is ultimately incompatible with
a life in a modern, commercial society:

A thousand and a thousand bonds tie men of a given nation to men of every
other state. The claim to absolute sovereignty cannot be carried out within
the limits of the so-called sovereign state. Men, in modern life dominated by
the division of labour, by the great mechanised workshops, by rapid interna-
tional communications, by the tendency to a high standard of living, cannot
live, if their life is reduced to the limits of the state. (Einaudi 1945b)

Building on Smith’s insight that “the division of labour is limited by the
extent of the market,” Einaudi saw the modern nation-state as basically
anachronistic in the face of a highly internationally integrated, market
economy. Given their sizes, “the modern European states are—economi-
cally—pygmies. Their surface is too small for a genuine division of labour
to establish within their borders” (Einaudi [1952] 1956). Other classical
liberals might not have rejected the nation-state out of hand, but they
understood the need for internationally integrated markets, hence the
need for the European federation.

Both Hayek and Mises argued that the absence of tariffs and free move-
ment of people and capital will “limit to a great extent the scope of the
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economic policy of the individual states.” The Union will become “a one
single market” and “prices in its different parts will differ only by the costs
of transport” (Hayek [1939] 1948, pp. 258-59). Any change in the con-
dition of production in one country will reverberate elsewhere. This
means, for Hayek, that government interventions aiming at interfering
with the price system and subsidizing production with “monopolistic
organisation of individual industries” will soon cease to be at the disposal
of governments (p. 259). They will certainly be able to support particular
groups of producers, but “they will have to do so by direct subsidies from
funds raised by ordinary taxation” (p. 259), instead of limiting consumers’
choices through tariffs or other forms of protectionism. However, because
differences in economic policy and interventions enacted by countries cre-
ate trade frictions, a genuinely integrated European (or global) economy
thus requires either a shared regime of generalized laissez-faire or delegat-
ing the power to regulate and intervene in the economy to the superna-
tional authority, Mises notes: “If a country does not want to abandon
government interference with business, and nevertheless renounces pro-
tectionism in its relations with the other member nations of the new union
to be formed, it must vest all power in the authority ruling this union and
completely surrender its own sovereignty to the supernational authority”
(Mises 1944, p. 267).

Hayek offers an elegant solution to this dilemma by suggesting that
efforts at centrally organized economic intervention would be self-limiting
in a heterogeneous union in which the concentration of benefits and costs
would be more obvious than in more cohesive political units, in which
favors to special interests are often masqueraded as being in the “national
interest.” With great diversity of nationalities and interests and only a
weak sense of community and pan-European pride, it becomes much
more difficult to sell the clamoring of particular pressure groups as the
expression of general or national interest. “Is it likely that the French peas-
ant will be willing to pay more for his fertilizer to help the British chemical
industry? Will the Swedish workman be ready to pay more for his oranges
to assist the Californian grower?” (Hayek [1939] 1948, p. 262).

The absence of national cohesion and a shared public square in an
entity like the European Union in Hayek’s view imposes as a constraint on
interventionism policies of governments. The absence of national cohe-
sion would similarly limit the expansion of the welfare state and other
forms of social protection: “even such legislation as the limitation of work-
ing hours or compulsory unemployment insurance, or the protection of
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amenities, will be viewed in a different light in poor and in rich regions
and may in the former actually harm and rouse violent opposition from
the kind of people who in the richer regions demand it and profit from it”
(Hayek [1939] 1948, p. 263).

6.3  ARCHITECTURE OF A EUROPEAN FEDERATION

The classical liberals’ arguments for an international federation are often
presented in a somewhat abstract fashion—and certainly not a concrete
agenda of institutional reform, with Ropke’s extensive commentary on the
process of European integration as it unfolded in the 1950s being a nota-
ble exception (see Kolev’s contribution to 2020, Chap. 5). The question
of how the federation ought to be organized politically, how powers ought
to be divided between branches, and what checks and balances should be
instituted remains largely orthogonal to the classical liberal project.
However, it is safe to say that classical liberals did not seek to recreate the
nation-state on a larger scale. Instead they scrupulously insisted on apply-
ing the principle of subsidiarity in institutional design. Mises cites
Switzerland and the (early) United States as examples of successful federa-
tions, in which the powers of the central government were tightly limited:
“To the federal government those matters were assigned which went
beyond the boundaries of the states: foreign affairs, defense against for-
eign aggression, the safeguarding of trade between the states, the manage-
ment of the postal service and of customs” (Mises 1944, p. 267).

Likewise, a European federation should thus be vested only with pow-
ers subsidiary to those held by lower levels of government, which cannot
be adequately exercised by nation-states or local governments. Accordingly,
Hayek says,

planning in a federation cannot assume the forms which today are pre-
eminently known under this term; that there must be no substitution of
day-to-day interference and regulation for the impersonal forces of the mar-
ket ... In a federation economic policy will have to take the form of provid-
ing a rational permanent framework within which individual initiative will
have the largest possible scope and will be made to work as beneficently as
possible; and it will have to supplement the working of the competitive
mechanism where, in the nature of the case, certain services cannot be
brought forth and be regulated by the price system. (Hayek [1939] 1948,
pp- 268-69)
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Similarly, for Einaudi, federalism “from an economic point of view
means assigning to the federal authority certain economic tasks strictly
defined in the constitutional document of the federation ... it is necessary
to reduce to a minimum absolutely necessary the number of tasks assigned
to the federation from the beginning” (Einaudi 1945a). Such tasks include
the regulation of transport, commerce with foreign states, and the freeing
up of trade within the boundaries of the federation. They thus aim basi-
cally at reducing transaction costs: for this reason, he also foresaw a com-
mon currency. It is worth remembering that he also thought that “the
abolition of the sovereignty of individual states in monetary matters” is
good in itself.

Whoever remembers the bad use that many states had made and make the
right to coin money cannot doubt the urgency of removing them from such
a right. It was essentially reduced to the right to falsify the currency ... The
devaluation of the Italian lira and the Deutsche Mark, which ruined the
middle classes and fed the malaise of workers, produced the gangs of unem-
ployed intellectuals and troublemakers who gave power to dictators. If the
European federation takes away from the individual federated states the pos-
sibility of coping with public works by making the ticket press groan, and
will force them to provide for them only with taxes and voluntary loans, it
will have, for this only, accomplished something great. (Einaudi 1945a)

Hayek too takes it as a given that a federation would have to use a com-
mon monetary unit. Perhaps, a system of fixed exchange rates could be
introduced, similar to the gold standard. Presciently, he notes, that

It appears doubtful whether, in a Union with a universal monetary system,
independent national central banks would continue to exist; they would
probably have to be organized into a sort of Federal Reserve System. But, in
any case, a national monetary policy which was predominantly guided by the
economic and financial conditions of the individual state would inevitably
lead to the disruption of the universal monetary system. (Hayek [1939]
1948, p. 259)

In any event, the thrust of the federation’s powers ought to be nega-
tive, “preventing individual states from interfering with economic activity
in certain ways” without necessarily holding also the “positive power of
acting in their stead” (Hayek [1939] 1948, p. 267). Still, Hayek and Mises
were under no illusions about the tension that existed between their vision
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of international federalism and the reality of government involvement in
the economy as it existed in their time.

Hayek’s hopeful prediction that federal-level interventionism would be
self-limiting was based on the presence of incentives against economic
interventionism, resulting from the internal diversity of the federation.
Mises, however, saw those as “not unsurmountable” (Mises 1944, p. 268)
and pointed to the experiences of Switzerland and the United States,
where the combination of widespread economic interventionism and
absent interstate trade barriers “[shifted] the political center of gravity to
the federal government. Seen from the formalistic viewpoint of constitu-
tional law, the United States and the Swiss Confederation may doubtless
still be classified as federations, but in actual fact they are moving more
and more toward centralization” (Mises 1944, p. 268).

6.4 Has THE EU BEEN A CrAssiCAL LIBERAL PROJECT?

Contemporary Euroskepticism on the political right shares a lot with
Mises’ prediction that the “international body for foreign trade planning
would be an assembly of the delegates of governments attached to the
ideas of hyper-protectionism” (Mises 1944, p. 250). While the European
project, as it evolved since the 1950s, was definitely a classical liberal enter-
prise, but one that reflected a variety of interests and ideological outlooks,
there have been aspects of the European integration process that do con-
firm Hayek’s prediction “that the integration of previously sovereign
nation-states in Europe would reduce the capacity of states to regulate the
capitalist economy and to burden it with the costs of an expensive welfare
state” (Scharpf 2010, p. 239).

The liberalizing role of the European project has to do in large part
with the role played by the European Court of Justice in upholding the
precedents created by cases such as Dassonville, which effectively prohib-
ited countries from using regulations that have the same effects as tradi-
tional forms of protectionism. “All trading rules,” the Court decided,
“enacted by Member States, which are capable of hindering, directly or
indirectly, actually or potentially, intra-Community trade are to be consid-
ered as measures having an effect equivalent to quantitative restrictions”
(European Court of Justice 1974). Likewise, in the Cassis de Dijon case
(European Court of Justice 1979), the Court effectively laid down mutual
recognition of standards of safety, health, environment, and consumer
protection among countries of the European Economic Community as
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the basic operating principle of the single market. The Single European
Act was a highly complicated piece of legislation, with consequences that
went far beyond just economic integration (e.g. covering questions of vot-
ing procedures, the European Commission’s powers in areas of environ-
mental, social, and regional policy), yet at its heart its purpose was to
assure the free movement of goods, people, services, and capital
(Gillingham 2003, pp. 228-58). The 1980s and the 1990s also saw the
rise of the European Commission’s role as an authority on competition
policy. From a classical liberal perspective, its scrutiny of mergers between
large private actors might be seen as objectionable, its role in curbing state
aid to national champions and breaking up publicly owned monopolies in
network industries has been an unmitigated success—likewise has its role
in deregulating the airline industry and dismantling barriers to the integra-
tion of financial markets across Europe. State aid rules are a unique feature
of the EU legal framework. With a few exceptions, they ban any discre-
tionary intervention from member states that may result in a distortion of
the commerce between or within the member states themselves. The rela-
tive rigidity in their enforcement in the past few decades has been a pri-
mary ingredient in the attempt to create a level playing field across
European firms. As a result of the EU’s commitment to the single market,
a number of product and service markets in Europe, most prominently
airlines and telecom, seem more competitive today than in the United
States (Gutiérrez and Philippon 2019).

It is of course true that the operation of the single market is shaped by
bargains struck between national governments, which have not aban-
doned their penchant for economic interventionism, as well as by the
regulatory activism of the European authorities (Reho 2016, pp. 32—40).
That does not detract from the fact that the single market is the closest
example to a genuinely integrated economy one can find outside of actual
unitary states. Furthermore, it would be a significant error to disregard the
role of the European project in meeting two of the original aims of inter-
national federalism: preventing the continent from becoming captured by
totalitarian powers and bringing Germany back into the community of
civilized nations. In both of those instances, economic integration went in
tandem with the defense umbrella provided to the continent by the United
States, while effectively disarming Western Europe for the duration of the
Cold War. However, the complementarity between a common framework
of security and economic integration was obvious to the founding genera-
tion of the contemporary classical liberal movement. However much the
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European project might fall short of classical liberal prescriptions, it is
worth remembering Mises’ stark articulation of the problem the federa-
tion was meant to address: “Let us not forget that such a union must be
established if any peace scheme is to work. The alternative to the realiza-
tion of a union of the Western democracies is a return to the ominous
conditions prevailing from 1918 to 1939, and consequently to new and
still more dreadful wars” (Mises 1944, p. 271).
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CHAPTER 7

The Monnet Method and the Obsolescence
of the EU

Jobn R. Gillingham 111

Might one be permitted—at least by way of introduction—to ask zot how
“academic scribblers end up enslaving practical men” but rather how
“practical men enslave academic scribblers.” The founders of the two
institutions that eventuated in the European Union (EU)—the European
Coal and Steel Community (ECSC) of 1952 and the European Economic
Community (EEC) of 1958—were senior civil servants and diplomats
rather than intellectuals or economists and the motivation behind their
work had less to do with any particular theory than with shared experi-
ence, above all that of the still recent world war. Grand ideas hardly entered
into the picture—be they those of a Keynes, a Hayek, or a Répke. Further,
no overarching intellectual rationale has shaped the subsequent history of
the EU, which is one of fits and starts resulting from the interplay of exog-
enous circumstances and the weird dynamics of a self-serving bureaucracy.

One still wonders whether the origins of the EU should be traced back
to the founding of the ECSC or that of the EEC. The latter grew out only
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in part from the former. Although memories of WWII were uppermost in
the concerns of the men who organized both institutions, their motiva-
tions differed, as did the character of the institutions that emerged from
their respective sets of negotiations. The fit between the two somewhat
different traditions—the former basically statist in inspiration and the lat-
ter mainly market-oriented—has always been less than perfect.

The inception of “European integration,” as the term is customarily
understood, will forever be associated with the extraordinary personage of
Jean Monnet. Monnet was the author of the famous 1950 Schuman Plan
and the architect of the institution based upon it, the ECSC. He was no
theorist but something suz generis, a brilliant international political opera-
tive driven by a single-minded pursuit of his vision, European unification.
He would also inspire a bureaucratic cult that survived him. Although
much ink has been spilled in discussion of the supposed “Monnet
Method,” there was in truth no single such thing, unless it was to work
behind the scenes through well-placed policy-makers loyal to him person-
ally. He had little use for democracy other than to provide a veneer of
legitimacy for institutions of his design.

Monnet was a senior government official with the unique distinction of
having worked on behalf of France, Great Britain, and the United States
in each of the two great armed struggles of the last century. Perhaps no
single individual could claim more experience as a manager of war econo-
mies. He was in fact the indispensable statesman of the post-WWII years,
the only person both with a design for the future and in a position to
implement it.

Monnet’s immense reputation went long unchallenged but now must
be examined critically. His grand projects, though well-intentioned, in fact
posed both short- and long-term threats to representative government
and economic growth. Moreover, his lasting legacy was a rigid mindset—
an institutionalized and pervasive pattern of thinking about the phenom-
enon of European integration—that has ossified over time and obstructs
discussion not only of alternatives to the present EU (and EMU) but of
ways to reform it. The EU/EMU is thus becoming an anachronism whose
malfunctioning is wreaking damage on the causes it purports to serve, and
whose days are almost assuredly numbered.

Obsessed, in 1950, with the question of French security rather than the
economics of heavy industry, Monnet designed the European Coal and
Steel Community as a narrowly conceived sectoral institution for the pub-
lic regulation of only a single branch of production, the traditionally car-
telized heavy industry of Western Europe. This required restricting
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competition rather than promoting it. Although in the event the ECSC
was a diplomatic and public relations triumph, it was no less an economic
failure. The mines never pulled out of their long-term decline, and the
new foundries of Europe would be built along coastlines instead of inland
regions like the Ruhr in order to access cheap overseas sources of combus-
tible. The dreaded German Verbundwirtschaft (the tied-in, trustified
economy whose English vernacular is simply “The Ruhr”) turned out to
be a bogeyman—an artifact of the past, a victim of economic and techno-
logical change. Economically and strategically, the importance of coal and
steel would, furthermore, rapidly decline in the nuclear age.

The unraveling and dissolution of the ECSC in the late 1950s did not
frustrate Monnet’s vaulting ambitions, as manifest spectacularly in his dra-
matic proposal, which failed in 1954, for a European Defense Community
(EDC) organized around a full-scale new Euro-army of nationally inte-
grated units; this was an initiative far more sweeping than anything since
brought to bear in European high politics. His scheme also included pro-
visions that would have resulted in a European version of the military-
industrial complex then forming in the United States. Monnet even
drafted plans for a future European Political Community which, if ever
realized, would have more closely resembled neo-authoritarian govern-
ments like Putin’s Russia than the parliamentary democracies that still
exist in the West.

With the EDC debacle alive in memory, Monnet was excluded from a
new round of European negotiations of the so-called six signatories of the
Treaty of Rome, which led to the formation of the EEC in 1958 and the
eventual EU. He influenced these talks chiefly through the French delega-
tion. The overarching purpose of the Messina negotiators was, of course,
to construct an institution that could prevent the recurrence of the terrible
warfare that threatened the survival of European civilization. This required
applying the lessons of the American war economy to European recon-
struction. An obvious one was that sheer size—bigness—was critical to the
recent war’s outcome. Called for was political and economic reorganiza-
tion on a continental scale, which presupposed both political reconcilia-
tion between France and Germany and the creation of markets broad and
deep enough to capture the economic benefits of the new war-winning
production methods and breakthrough technologies.

The immediate aim of the Messina parties from Italy, Germany, and the
Benelux nations was modest, sensible, and forward-looking: to create a
single customs area and a Common Market that would reinstate Germany
as the economic motor of Europe’s economic growth. To clinch the
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necessary deal, however, they had to give way to the other party, France.
The result was a patchwork founding treaty in the form of a liberal frame-
work agreement which, for better or worse, left different developmental
paths open.

The Treaty of Rome included various awkward concessions to the
French, some of eventual importance, others of little significance. One of
them enshrined a special role for France in Africa (Eurafrica). Another was
the creation of Monnet’s questionable special project for Euratom, an
independent executive authority conceived as a rough counterpart to the
American Atomic Energy Commission, which, however, unlike the US
agency but in line with his strategic priorities, combined statutory military
as well as civilian functions. Neither of these ideas had much traction in
the eventual politics of integration.

The story was different with regard to a third demand of the French
negotiating team, a price-support scheme for farmers. Like the ECSC a
protectionist scheme, what emerged from the talks became the Common
Agricultural Policy (CAP), which henceforth would become by far the
largest item in the EU budget and, as a powerful lobby, the most impor-
tant source of the organization’s political strength. It still poses the major
impediment to trans-Atlantic free trade.

It also set an important precedent. The only other noteworthy project
of the first twenty years of the EU’s history was the Davignon Plan, an
ambitious dirigiste modernization scheme for eliminating excess capacity
in the European steel industry by means of a public super-cartel. As a
result of it, the minimill revolution, which transformed much of the
American steel industry, would bypass Europe. The Davignon price-
support Plan should share the blame with the American steel dinosaurs for
creating a bitter legacy issue in US-EU economic diplomacy.

Such EU programs as these, and many others like them, both realized
and abortive, were characteristic of decades in which, regardless of the
specific term one uses—be it organized capitalism, industrial policy,
planisme, or whatever—corporatism reigned in economic policy-making
at both the national and European levels and on both sides of the Atlantic.
Now, many years later, it seems to be enjoying a desperate revival.

For the first two decades of its existence, the EEC remained largely a
paper project. It contributed little to the economic growth of the 1950s
and 1960s, but thanks to the emotional appeal of the European Idea could
count on the blessings of an uninformed public. Such a “permissive con-
sensus” would disappear once the EU became a serious player in European
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politics. This happened after the ambitious “re-relaunch” initiated by the
neo-Monnetist, Jacques Delors, in the mid-1980s, which raised great
hopes of federal union only to let them down later. The failure of the gro-
tesque European constitutional project launched in 2005, followed by the
current decade of economic misery caused by the deeply flawed single
currency debacle, has brought the EU to the sorry state of the present.

It is hardly surprising that the public remains ignorant of the workings
of the Brussels administrative machinery. It has sweeping pretentions but
little actual power and is operationally opaque. An early confrontation
between the EU’s executive, the Commission, and President de Gaulle
resulted in a crushing defeat of Brussels—gave a de fircto veto to each of
the member states—and condemned the executive authority to two
decades of frustration. Brussels’ tireless campaign to centralize authority
in Europe’s so-called capital city also encountered dogged resistance from
national business interests and bureaucracies, as well as labor unions.
Sovereignty would remain firmly vested in the member states.

In the absence of both political accountability and a robust constitu-
tional framework, the fledgling Eurocracy soon began to metastasize into
congeries of agencies, committees, councils, boards, authorities of one
kind another, projects, special purpose entities, and quangos, many of
them not treaty-based. While most such aspirational bodies were mere
shells, others of little initial importance would subsequently develop into
powerhouses. For example, the European Court of Justice, set up to serve
as an administrative tribunal, nowadays has the trappings of a supreme
court. Its technically binding though predictably prejudicial judgments
are today the EU’s most powerful lever of influence.

Navigation of the euro-institutional maze presents a daunting task.
Often described as a work in progress, and thus immune to definitive judg-
ment, a meaningful description of the Brussels governance structure con-
tinues to elude scholars. The EU lacks essential attributes of statchood,
according to the German public intellectual Josef Joffe, and in particular
has no legitimizing foundation document equivalent to the American
Constitution or, for that matter, to the unwritten British version of one. It
is obvious that the EU is neither a genuine nation-state nor a true interna-
tional organization but merely a hybrid transnational institution resting on
murky legal foundations and with an ill-defined operational sphere.

Resorting to analogy, Joffe (2017) likens the EU organism—its struc-
ture, formation, and function—to that of a coral reef, something that is
not a vegetable but not quite an animal, which grows under water but is
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only partly visible from the surface, is shapeless, and provides a living envi-
ronment for species of small sea creatures like minnows and crabs: in other
words, the diverse multitude of persons who cohabit under the rubric
“European.” It also shelters large beasts, the predators (presumably lob-
byists and bureaucrats) who feed on them. Joffe might have added to his
trope that coral reefs can only survive in special environments, lack mobil-
ity, and are—as their distressing disappearance makes evident—very fragile.

The EU has never had enough money or muscle to build a mass con-
stituency with a vested interest in the growth of the welfare state. Instead,
its power has expanded by dint of a Eurocratization process—the subsidiz-
ing of a powerful new hardcore intellectual policy-making elite, sur-
rounded by soft-core outriders in the press, academia, and the chattering
classes that still can be easily mobilized to influence the political process.
Particular importance in this respect attaches to the Monnet-inspired
think-tank, the Action Committee for the United States of Europe, many
of whose prominent alumni, among them Valery Giscard d’Estaing and
Helmut Schmidt, would later figure as keepers of the flame.

The clamorous voices of this institutionalized intellectual lobby have
drowned out nearly all others and led to profound misunderstanding of
the European integration process. This is not the place to attack this dom-
inant quasi-official orthodoxy—those interested in the subject can read
my books—but merely to state that its main conclusions, as propagated in
the academic literature and much of the media, are widely off the mark
and have led to basic—and very damaging—misconceptions.

The EU has not developed teleologically into a political union or any-
thing like one. Its operations are hardly efficient and effective. It has not
strengthened but undermined the legitimacy of representative govern-
ment and done almost nothing to strengthen the welfare state. It is no
agent of progress but a drag on it and is replaceable. And, as now evident
to even the fiercest advocates, the EU is failing badly. Its would-be saviors
should therefore be at least open to considering institutional reform
instead of defending an untenable status quo.

An analysis of an important episode in the early history of the EEC/
EU—ofa path not taken—may shed light on a possible solution to present
problems. Running parallel to the Messina negotiations that resulted in
the Treaty of Rome and the EEC was another set of talks, led despon-
dently by Britain, for a Free Trade Area (FTA). Whereas the EEC was
designed as a customs union with a common external tarift, the FTA pro-
posal merely eliminated tarift barriers between member states. A salient
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potential difference between the two was that whereas the EEC made
provision for a political executive and restricted membership to the ECSC
Six, the FTA was open to all Marshall Plan nations and had no explicit
political objectives.

The skirmish lines in the competition between the EEC and the FTA
were not clearly drawn. Contemporary European public opinion, to the
extent that it can be fathomed by the surveys made at the time, favored
“going with Britain,” rather than “going with the Germans,” a preference
marked most clearly in France. While a bystander to both sets of talks, the
United States encouraged The Six from behind the scenes and in effect
favored diplomatic rapprochement over economic liberalization.

What sealed the fate of the FTA was a decision of the German
Chancellor, the Francophile Konrad Adenauer, to override the preference
of his economically liberal Minister of Economics Ludwig Erhard and
come down in favor of the EEC. Also critical was the lack of effective
British advocacy, especially the failure to argue the case for the FTA on
economic principle, proving the British to be no less bound by the reign-
ing corporatist orthodoxy than any of the others.

The single most important dissenter to the conventional wisdom policy
was the Federal Republic’s Economics Minister Ludwig Erhard. Erhard
had been an odd duck in the Third Reich, a staff economist in an organi-
zation representing consumer interests. His political rise in postwar
Germany was unscripted. He owed his prominence to the extraordinary
success of the 1948 currency reform, a policy still revered as the symbolic
birth act of the Federal Republic.

Erhard was a thoroughgoing free trader, whose then almost heretical
policies proved that a unilateral absence of tariffs on imports could indeed
trigger an “Economic Miracle.” His approach derived from a specifically
German school of thought, ORDO-liberalism, which regarded competi-
tion as essential both to democracy and to the breakup of the state capital-
ist system inherited from the Nazis. Like the leading light of the ORDO
school, Wilhelm Ropke, Erhard aspired to a future Germany that would
resemble “another Belgium”—economically strong but militarily weak.
This was a notion Germany’s neighbors could only have applauded.

An FTA victory in the contest with the future EU would have altered
Europe’s future. It would have been a more inclusive and representative
organization than the EEC, would not have been bound by a Franco-
German duopoly or built on the state-corporatist traditions of the trans-
Rhenish powers, and would have been more open to competition as well
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as, in general, economic liberalization. Such a free trade area almost surely
would have more closely resembled the conditions posited by Friedrich
Hayek, in his seminal article, “The Economic Conditions of Interstate
Federalism,” than the course actually followed.

Hayek argued that open markets and political union go hand in hand—
are both co-dependent and co-evolutionary—and that the absence of
trade barriers prevents an identity of economic and political interests. The
interplay of representative institutions and untrammeled competition
reduces the power of governments to make economically discriminatory
policy. The weakening of state authority in a federal union, it follows,
would result in the devolution, through the marketplace, of decision-mak-
ing to the regional and local level, where a bottoms-up approach would
encourage innovation, stimulate growth, and invigorate democracy. This,
then, is the liberal integration project that was not to be because of the
dead weight of past practice and the institutional politics of the EEC/EU.

If an FTA-like organization is to revive the integration process in the
future, it will have to wrest ownership of the term “integration” from EU
orthodoxy, separate the study of'it from the Brussels institutions, and con-
sider more broadly how the process has really developed. One could do
worse than to begin with Gottfried Haberler’s (1964 ) inaugural address in
1963 as president of the American Economic Association, “Integration
and Growth of the World Economy in Historical Perspective.”

According to Haberler, there was nothing essentially new about post-
WWII integration; rather it represented the most recent of three great
waves in a long-term trend, the first of which took place at the national
level beginning with the trade expansion of the eighteenth century, the
second of which occurred internationally, through free trade in the nine-
teenth century, and the third of which is associated with the increasing
economies of scale, which began after 1945.

Haberler took comfort in the fact that world trade had grown at a
record rate of 6% annually in the 1950s and 1960s. He attributed these
gains to the removal of direct and indirect “shackles” dating from the war
as well as the restrictive regulations of the 1920s and 1930s. He concluded
that (up to 1965) “the quantitative eftects of trade on worldwide integra-
tion and liberalization have been much greater than those of the much
more discussed and advertised regional schemes [of the predecessors of
the EUJ” (Haberler 1964).

Haberler’s concept of integration as an historical and international phe-
nomenon opens the way to a more sophisticated appreciation of those
powerful forces and trends that brought about a closer union of Europe’s
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peoples in the 1950s and 1960s. The list is long, exogenous rather than
EU-specific, and it includes the interaction of both “hard” and “soft”
power, but it can only be, in effect, penciled in at this point. It includes the
Cold War threat of nuclear annihilation; the organizational context of
international institutions that sprung from the Marshall Plan and NATO;
and the Americanization of European taste, fashions, values, and culture.

Driving it were advanced technologies supported by new business insti-
tutions like the London euro-dollar market, the multinational corpora-
tion, and the big international American banks. Such developments in
turn stimulated European imitation. In brief, the rise of a new consumer
economy during the prosperous “twenty glorious years” of the 1950s and
1960s far outweighed the integrative importance of any single European
institution, the same is true today and will continue to be so tomorrow.

The most powerful motor of integration is, as Haberler emphasizes,
marketplace competition: its force can be temporarily thwarted but ulti-
mately—and short of catastrophe—not be bottled up. Itis a lesson the EU
must learn if the decline of Europe is to be held in check as the world
enters into a new era of high technology and competition with China. The
obsolescence of the EU has long been evident, but no new design for it
has been forthcoming or is palpably emerging from what the Columbia
historian Adam Tooze (2019) calls the crude “calculus of power and
material constraints”—nor likely will it in the absence of the big ideas that
one associates with great thinkers like Hayek or Keynes. In the meantime,
one could do worse than to re-examine the FTA alternative for insight
into how Europeans might retrieve what is at once most honorable in the
EU’s history and which at the same time provides a welcome response to
the formidable challenges of the present and future.
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The Evolution of the European
Project in the 1980s: How
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CHAPTER 8

The Re-launching of European Integration
in the 1980s, Ideas and Policies

Jacques de Larosiere

Two major developments (or undercurrents) have deeply affected the
EEC in the 1980s. First, was the global move toward deregulation, which
is in part the result of Thatcher’s and Reagan’s policies: Price and exchange
controls were removed throughout the advanced world, financial markets
became more open and integrated and the “Washington consensus” took
hold. This consensus was, in particular, based on two, in my view ques-
tionable, beliefs: Financial market integration is favorable to economic
growth and is better achieved through the “lightest” possible regulation,
and markets are basically rational and tend to return rather quickly to bal-
ance when they get too far from fundamental values. Second, was the
breakdown of the Soviet Empire in 1989.

The first structural move (deregulation and worldwide integration of
financial markets) was a challenge for the EEC. Countries like France,
which had a long tradition of exchange controls—French political parties
(be they socialist or conservative) have always been tempted by diri-
yisme—had to adapt and align their financial policies and regulations to
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their more “open” neighbors, such as the UK, Germany, and Northern
European countries. For the Community as a whole, the move toward
deregulation accelerated the “internationalization” of European markets
and their integration into the “Atlantic” world.

Paradoxically, deregulation—which was not in the main EEC tradi-
tion—became a factor of European integration: a new “paradigm” had
been established. And the independence of central banks—as well as mon-
etarism—Dbecame a common objective. In a way, the UK—newcomer after
1973—had won the debate between liberalism and dirigisme.

German unification had also a major impact on the EEC. The tradi-
tional “Franco-German couple” still kept its r7aison d’étre, but its balance
had changed. Germany was no more a “diplomatic dwarf”: it had recov-
ered influence and clout: it had become “more central” in the couple.

So, the situation had changed: the “traditional” European Economic
Community was abandoning most of its administrative controls, reducing
its deficit spending policies, timidly moving into supply-side policies and
embracing inflation targeting, while the champion of a dynamic “social
liberalism”—Germany—was getting more prominent and UK was doing
well (notably productivity-wise).

Jacques Delors, President of the Commission (1985-1994), took
advantage of the opportunities offered by this new environment. He threw
his weight into “more European integration”: A policy leading to a com-
prehensive single market to be achieved by 1992 under a “social and cen-
tralized” inspiration—more than a free trade objective. He played an
important role in the creation of a European Monetary Union (Delors
1989). The—half-baked—idea was that an integrated common market
had to be accompanied by a common currency. But this Delors architec-
ture produced negative reactions especially in the UK. His three mottos
were: competition that stimulates, cooperation that reinforces, solidarity
that unites. In February 1986, an enlarged 12-member Europe, with the
addition of Spain and Portugal, signed the Single Market Agreement
which was a breakthrough, if only for introducing a majority-driven pro-
cess of decision making in Europe.

One could argue that the EEC had embraced the deregulation and
free capital market consensus—even Mitterrand to a large extent, after
“le tournant de In riguenr.” But the global increasing indebtedness was
getting out of control, while structural weaknesses—combined with
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expensive social safety nets—especially in a number of non-core EU
countries—were becoming the source of grave vulnerabilities which
appeared later on.

In a way, the EEC-EU had had eyes bigger than stomach. Many impre-
cisions have remained: let me give a few examples. The name of the game
in terms of the Single Market was convergence of national vequlations, but
in fact, legal options and national barriers still offered member countries a
wide freedom to keep national rules—this was one of the reasons for the
2009 Financial Supervision Report, which I chaired.

Economic policy convergence was supposed to be the cornerstone of the
Maastricht Monetary Union. But, in fact, convergence was weak and only
really started, because of market pressure, ten years after the beginning of
the euro. (Those ten first years of divergence were the cause of the 2010
sovereign crisis. )

Solidarity mechanisms have proven to be weak and not sufficient to help
a more balanced adjustment system within the EMU between creditors
and debtor countries: Present imbalances in the Union are far from being
only created by “bad behavior from the southern periphery.” Little by
little, the more or less implicit “common view” led to vather diffevent inter-
pretations between the Commission and some member states (on social and
financial solidarity, fiscal policies, stronger centralized norms, etc.) This
resulted inevitably in future, dramatic reactions and divergences among
states. More generally, the way the Commission works—by trying prag-
matic ad hoc compromises between member states, while not being able in
many cases to refer to a common strategic anchor—leads inevitably to
opportunistic moves and to ambiguity, or even contradictions, between
words and facts.
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CHAPTER 9

Evaluating Mrs. Thatcher’s Reforms: Britain’s
1980s Economic Reform Program

Patrick Minford

The aims of Margaret Thatcher’s reform program were to cure the “British
Disease” of the 1970s: low growth, high inflation, and high unemploy-
ment. It had two main elements: “monetarism” (namely monetary policy
and complementary fiscal policy to defeat inflation) and “supply-side pol-
icy.” This last in turn consisted of two main components: labor market
flexibility to reduce unemployment, and the reduction of barriers to entre-
preneurial activity (taxes and regulations), to raise productivity growth.

These reforms were deliberately sequenced for practical political rea-
sons—see Minford (1998) for more details on these policies.

Monetarism and the defeat of inflation came first. Then, starting in her
second term, Mrs. Thatcher embarked on her supply-side program, which
would then also occupy her third term. A key element that helped her in
the supply-side reforms was that, inflation having been defeated, demand
policy was reasonably free to support them.
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9.1 TuE MONETARIST PROGRAM

The program to defeat inflation, then running at close to 20%, was formu-
lated as a “gradualist” one, following advice from Milton Friedman
(explained in Friedman 1980). It would reduce both the growth of £M;
(a proxy for bank credit) and the fiscal deficit as a share of GDP—the latter
included (against Friedman’s advice) to ensure credibility of the monetary
target, as emphasized in rational expectations models. In the event, “the
best-laid plans gang agley” and both these targets were substantially over-
shot, as Figs. 9.1 and 9.2 show. The recession was the cause of the over-
shoot in both. The deficit (measured here by the public sector borrowing
requirement, PSBR) surged as welfare benefits rose and revenues fell with
falling GDP and rising unemployment. Bank credit and so £M;, the cho-
sen indicator, grew rapidly as firms hit by falling receipts borrowed heavily
from the banks to stay in business; the Bank of England, which was
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Fig. 9.1 PSBR/GDP 4 quarter average. (Source: Adapted in simplified form
from Minford 1998, Fig. 4.5)
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Fig. 9.2 Annual percentage growth in £M;. (Source: Adapted in simplified form
from Minford 1998, Fig. 4.6)

opposed to monetarist policies, lent supportively to the banks to facili-
tate this.

Faced with these overshoots, the government could have abandoned
the policies and accepted defeat. However, instead Mrs. Thatcher pressed
on, insisting that the money supply and budget deficits would be curbed
to ensure the defeat of inflation, whatever the short-term pain. The main
focus was on fiscal policy: the fiscal stance was tightened in the 1981 bud-
get to boost policy credibility. As long-run interest rates came down, it
also permitted a cut in interest rates on the grounds that monetary condi-
tions as measured by money supply indicators other than the chosen one
were in fact rather too tight—see Fig. 9.3 of M,.

As is well known, the critical 1981 budget attracted strong criticism in
the famous Times Letter from 364 economists: The mass of UK econo-
mists, who generally opposed the policies, preferring price /wage controls
and demand stimulus, argued that the policies would create long-running
recession, with little if any effect on inflation (Booth 2000).
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Fig. 9.3 M, growth. (Source: Adapted in simplified form from Minford 1998,
Fig. 4.10)

However, they were wrong, as Fig. 9.4 of inflation shows. By the end
of 1982 inflation had fallen below 5%. Furthermore, growth in 1982
picked up sharply, signaling the end of the recession. Unemployment
stayed high, but it became plain that this was not through lack of demand,
but because of supply-side problems in the labor market: real wages were
being held at unrealistically high levels by unconditionally provided unem-
ployment benefits and powerful unions. Also manufacturing productivity
was low, after years of subsidies and loose control of credit. It became clear
that the supply-side program must be ushered in.

9.2 THE SurpLY-SIDE REFORMS, PART ONE: LABOR
MARKET FLEXIBILITY

The first part of the program was focused on labor market flexibility. The
unemployment benefits /wage ratio was curbed; eligibility for these bene-
fits was made conditional on proper search, to be monitored in job market
interviews at the benefit office under a “Restart” review. Union strike



9 EVALUATING MRS. THATCHER’S REFORMS: BRITAIN’S 1980S ECONOMIC... 101

1961
{L]
1981
1991
19497

Fig. 9.4 RPI inflation—all items. (Source: Adapted in simplified form from
Minford 1998, Fig. 4.3)

powers were cut back: strikes would be permitted only after a full mem-
bers’ ballot and only over the pay/conditions of members—no “second-
ary action” would be allowed, that is, strikes by other workers in suppliers
or customers of the employing firm. Strikes in breach of these laws would
not be protected against tort contract violation by existing “union immu-
nities” (these allowed unions to “induce contract violation” legally); so
civil court action against unions over illegal strikes could and did lead to
large-scale damages and fines. These measures proved to be highly effec-
tive in curbing strikes and lowering incentives to avoid job search—see
Figs. 9.5 and 9.6. Figure 9.6 on the benefit/wage ratio relates to the basic
benefit for a low-paid worker where unemployment was concentrated. In
addition, there was an earnings-related supplement for higher-paid work-
ers; this was abolished in 1982. Strong conditionality on paying benefits
was also introduced in 1986 under the “Restart” process. Figure 9.7
shows both actual unemployment and the estimates from the Liverpool
supply-side model of the UK for the natural /equilibrium unemployment
rate emerging from these reforms. It can be seen that by the end of the
1980s both actual and equilibrium unemployment had fallen greatly.
Actual unemployment was to rise again sharply at the start of the 1990s,
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Fig. 9.5 Working days lost in strikes. (Source: Adapted in simplified form from
Minford 1998, Fig. 5.2)
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Fig. 9.6 Benefits—excluding earning-related supplement—relative to real wages
(1980 = 100). (Source: Adapted in simplified form from Minford 1998, Fig. 5.3)
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as a result of recession associated with UK entry into the European
Exchange Rate Mechanism in 1990, a serious policy mistake. But other-
wise unemployment has been on a steady downward path to its latest rate
of around 2% on the benefits-claimant measure used here.

9.3  THE SurrLy-SIDE REFORMS, PART Two: IMPROVED
ENVIRONMENT FOR ENTREPRENEURS

For entreprencurial firms seeking to raise productivity, regulative interven-
tion in the labor market, via union powers and social intervention (labor
rights), was a major issue in pre-Thatcher Britain. Hence the labor market
flexibility reforms just examined also constituted an important element in
the improvement of the entrepreneurial environment. The other main ele-
ment involved taxes on entrepreneurs: notably the top marginal income
tax rates and corporation tax on SMEs.

It has proved difficult to find evidence of causal linkages between such
business disincentives and productivity growth. There have been many
studies showing that there is a statistical link between the two, but causa-
tion cannot be demonstrated by such studies (Minford et al. 2007).
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Fig. 9.8 Manufacturing productivity in Germany and the UK, 1948-79. (Source:
Adapted in simplified form from Minford 1998, Fig. 3.9)

Figure 9.9 on UK manufacturing productivity growth and its comparison
with West Germany shows the way relative productivity surged in the UK
after 1979, as compared with the poor post-war performance up to 1979
(Fig. 9.8). But we need serious causal analysis to establish a link with the
reforms.

In recent research (Minford 2015; Minford and Meenagh 2020) evi-
dence of causation has been established. A model of the UK economy in
which regulatory costs affect productivity growth is simulated to generate
behavior of GDP and productivity, as well as other economic variables
over the period from 1970 to 2009. If this model is a correct representa-
tion of the UK then the behavior of the economy we actually observed in
this period should be accounted for by these simulations. This work finds
that one cannot reject this hypothesis statistically with 95% confidence.

First, we may inspect the data on tax and labor market regulation
(LMR) in the UK over this period of the Thatcher reforms. In the left
panel of Fig. 9.9 are three series: the top marginal income tax rate, the
small company corporation tax rate, and LMR (mainly reflecting union
laws). In Panel 2 are two series representing different weighted combina-
tions of these, Tau(1l) and Tau(2). For the main results Tau(1), which
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Fig. 9.9 Manufacturing productivity in Germany and the UK, 1979-95. (Source:
Adapted in simplified form from Minford 1998, Fig. 3.9)

equally weights LMR and the top marginal rate, is used; however. the
results are robust to using Tau(2), which replaces the top marginal rate
with the corporate tax rate.

The method of testing involved here is indirect inference, checking
whether the simulated behavior of the UK economy growth model was
the same as its actual behavior. In this instance the behavior is relationships
of output, productivity, and the tax/regulation variable. It turns out that
the hypothesis the simulated behavior is the same as the actual has a p-value
of 0.18, well above the 0.05 rejection threshold. Figures 9.10, 9.11, and
9.12 illustrate how similar the actual behavior and the average simulated
behavior is for these variables; this underpins the similarity of the actual
and the simulated relationships between them.

This work represents something of a breakthrough in the longstanding
debate over causal evidence in this area. The specific effect of a sustained
ten-year 5% rise in the measure of intervention (equivalent to a rise in the
effective tax rate) on growth is for a fall in growth of 1.5% a year over two
decades—about 30% in total. Over the 1980s the intervention measure
(Tau in Fig. 9.9) fell between 5% and 20%, depending on which measure
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Fig. 9.10 Data on tax and labor market regulation (LMR) in the UK during the
Thatcher reforms. (Source: Minford and Meenagh 2020, Fig. 2)
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Fig. 9.11 Match of average simulated output to actual productivity. (Source:
Minford and Meenagh 2020)
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Fig. 9.12 Match of average simulated output to actual output. (Soxrce: Minford
and Meenagh 2020)

one uses: the effect on the growth rate of productivity could have been
between 1.5% and 6% therefore. This is a substantial eftect.

94 A NOTE oN THE Poritical. ECONOMY OF MRS.
THATCHER’S REFORMS

One of the apparent puzzles of the Thatcher reforms is how they came to
be politically possible, given the largescale forces arrayed against them. For
a start, big business, as typified by the Confederation of British Industry
(CBI), was against monetarism with its elimination of easy credit and the
end of the associated devaluations. It was also against union reform, since
unions acted as an effective entry barrier to new, especially SME, firms.
Meanwhile of course unions and the political left were against the reduc-
tion in wage inflation and the curbing of union powers. The Tory party
was split, with “one-nation Tories” opposed to the reforms, on all these
grounds. This created a constant fear of leadership challenge within the
Thatcher government. In response to this threat, Mrs. Thatcher put key
economic portfolios in hands of trusted allies—Howe, Lawson, Ridley,
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and Tebbit. Her opponents, lacking economics expertise, found it hard to
challenge this group on economic grounds.

The main support for Mrs. Thatcher came from the skilled working
class, whose interests manual unions undermined, by pushing up manual
wages and disrupting production at the expense of profits and so skilled
wages. Adding to this support, the defeat of inflation was extremely popu-
lar: inflation, with its effects in redistributing resources to those lucky or
smart enough to do well from inflation, had become highly unpopular.
The other central policy of “bringing unions within the law” was also
widely acclaimed.

However, the key element that buttressed Mrs. Thatcher’s position was
Tory Party compromise, faced with the threat of a far left-wing Labour
government under Michael Foot. (A close parallel with today’s recent
threat of a Corbyn government.) Hence, the secret of the reforms’ feasi-
bility and success was the willingness of the Tory Party to maintain its
power, to back the reform program and combine with its “new working
class” support base. One of the main intermediaries between the Tory
one-nation group and Mrs. Thatcher was William, later made Lord,
Whitelaw, who explained these realities to his old-guard friends. In record-
ing her gratitude to him for his efforts and loyalty in buttressing her gov-
ernments, Mrs. Thatcher much later remarked, “Everyone needs a Willie.”
Needless to say, in spite of the ensuing hilarity, it was not a joke, and
indeed jokes were not her style—rather she made remarks that were barbed
with wit as when after a dinner celebrating the TEA’s 50th anniversary in
2005 when speaking last after a long line-up of men she remarked slightly
testily, “The cock may crow but it’s the hen that lays the eggs.”

9.5 CONCLUSIONS

The reform program of the Thatcher governments is widely regarded as a
success story in curing the 1970s ailments—inflation, slow growth, and
rising unemployment—of the British economy, then “the sick man of
Europe.” They began with UK monetarism, and followed with labor mar-
ket reforms, and finally with the reshaping of taxes and government spend-
ing to help the rebirth of an entrepreneurial economy. The early monetarist
phase was meant to be gradualist but mistakes delivered a very sharp
squeeze; as people understood that the policy regime had changed, infla-
tion fell far quickly and growth recovered. The labor market reforms
brought down unemployment by raising work incentives; aided by falling
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tax rates the environment became propitious for entrepreneurs, raising
productivity growth. Margaret Thatcher was able to assemble the support
for this ambitious agenda to succeed politically against many opposing
interests, because of the ability of the Conservative party to unite its tradi-
tional middle-class constituency with the newly emerging, aspiring skilled
working-class constituency, which had a strong interest in these reforms.
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CHAPTER 10

The Rocky Road to European Monetary
Union: A German Perspective

Otmar Issing

10.1 TuE TrRAUMA OF 1945

To understand the German attitude toward European integration one has
to go back to 1945. The disaster of the Nazi regime and WWII had not
only caused a total collapse of the economy but even destroyed any sense
of national and moral identity. Luckily for Germany—until 1990 these
considerations refer to West Germany—emerging tensions between the
Allies and the Soviet Union created an interest in her recovery.

(Western) European integration, which started in 1950 with the
Schuman Plan, and reconciliation between the former “arch-enemies”
brought Germany into the camp of democracies. Atlantic ties and
European integration established the political basis for Germany’s astound-
ing recovery. There was no Wirtschaftswunder, but the implementation of
a market-friendly economic order and the introduction of the Deutsche
Mark in 1948. For the first time in two generations, Germans enjoyed the
benefits of a stable currency.
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With her growing economic success, Germany soon together with
France became a leader in European integration. Isn’t it astonishing that
in 1958 the first president of the European Commission was a German,
Walter Hallstein?

10.2  FEArrLy INITIATIVES FOR EUROPEAN MONETARY
Union (EMU)

In December 1968, the European Summit in The Hague decided to
establish a group tasked with drawing up a proposal for an economic and
monetary union. In autumn 1970 the Werner Group, named after the
prime minister of Luxembourg who chaired it, presented a report that
essentially contained a plan for establishing economic and monetary union
in three stages. A short time afterward, it was considered that this project
should be completed over a period of ten years. For the whole process, see
Tietmeyer (2005) and Szisz (1999).

This overambitious aim was doomed to fail from the outset. The fol-
lowing period was marked by turbulence in foreign exchange markets.
Attempts to stabilize exchange rates in Europe via the introduction of the
“snake” had no lasting success. In Germany, the “economistic view” dom-
inated, which held that the (premature) fixing of exchange rates without
lasting convergence inevitably creates tensions that ultimately generate
sudden, major exchange rate changes (Issing 2008). Convergence of
monetary policy is a key requisite, but wage policy and fiscal policy have
also to adapt to the regime of fixed exchange rates. This view was also
shared by economists from other countries. In contrast, the “monetarist
view” was popular in France. In a nutshell, the argument is: Once exchange
rates are fixed, convergence of monetary policy is more or less bound
to follow.

The former German Minister of Economic Affairs and Finance Karl
Schiller was a strong supporter of the economistic view. Chancellor
Helmut Schmidt was close to the French position and, together with
President Giscard d’Estaing, fostered the project of a new exchange rate
system. On the back of their initiative, the European Monetary System
(EMS) was established and came into effect on March 13, 1979.

The EMS is characterized as follows:

e The European Currency Unit (ECU), a currency basket, was for-
mally the center of the system.
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e Exchange rates were fixed between the member currencies (the
parity grid).

e Compulsory interventions were correspondingly tied not to the
ECU but to the parity grid.

For Giscard and Schmidt, the EMS was a project going far beyond the
merits of an exchange rate system (Szasz 1999). As it turned out, the ECU
played a much more limited role (e.g. as a unit of account). It soon became
apparent that the EMS was a system founded on its strongest currency—in
short, it was a “DM bloc” (Issing 2008).

It didn’t take long before the new system came under heavy strain. The
second oil price shock of 1979-1980 exerted strong price pressure, which
represented a great challenge for macroeconomic policy. Not least because
of the negative experience of the first oil price shock, when inflation rose
sharply, this time the Bundesbank decided to nip inflationary pressures in
the bud. As a consequence, Germany escaped from the “Great inflation”
(Issing 2005). In comparison to the US, for example, the credible com-
mitment of the Bundesbank to its goal of price stability spared Germany a
repetition of the sequence of inflation and stagflation that had marked the
period after the first oil price shock (Issing et al. 2013). Within the EMS,
the Bundesbank became the leader in the fight against inflation. Those
countries that were unable or unwilling to join in this disinflationary pro-
cess were forced into repeated devaluations of their currencies after their
attempts to defend parities had reached crisis point. The other members
faced a de facto choice: either follow the monetary policy of the Bundesbank
or devalue their currencies.

10.3 GERMAN REUNIFICATION: A DRAMATIC SHOCK

The Wall, which had divided Germany into a democracy with a market
economy in the West and a communist dictatorship with a planned econ-
omy in the East, fell on November 9, 1989. German monetary union was
established less than a year later, on June 1, 1990, and political union
achieved on October 3 of the same year. This was a unique historical event.
Economically, it implied a dramatic shock. The macroeconomic dimen-
sion is marked by Germany transforming from a net exporter of capital
with a corresponding current account surplus into a large net importer of
capital with a deficit in the current account. Between 1989 and 1992, the
swing in the current account amounted to almost 150 billion DM, which
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was roughly 5% of pan-German GDP (see Issing 1993). The swing in the
trade balance was over 100 billion DM, which implied an increase in real
imports of almost 30%. In the first years of this period the number of new
cars imported rose by more than 75%—which implied a substantial posi-
tive real shock to some partner countries.

Germany’s reunification had turned almost all economic relations
upside down. Huge budget (and off-budget) deficits were just one conse-
quence. The rapid increase in the share of public expenditure of GDP
within a few years, from 46.5% in 1989 to (roughly) 54.5% in 1993, prob-
ably gives an overall impression of the dimension of the macroeconomic
shock. However, for the people of the former German Democratic
Republic (GDR), the new regime represented an unprecedented chal-
lenge that is still ongoing today—but this is another story.

I had joined the Bundesbank in October 1990 and it was my responsi-
bility to present the monetary target for the next year. My first initiative
was to warn my staff that this was no time for business as usual. As a con-
sequence, the first and fundamental question was whether the Bundesbank
should stick to its so-far successful strategy. Monetary policy is always
exposed to uncertainty. But this was a case of sailing in uncharted waters
(Issing 2005). Introducing the DM in the still existing GDR was a logisti-
cal masterstroke. However, the generous conversion of Ostmark holdings
into DM led to a 15% increase in the money supply. The national product
of the former GDR (estimated with a high degree of uncertainty) implied
that a noninflationary increase in the money stock of only 10% would have
been warranted. Besides, how would the new citizens of this united
Germany adjust to the new regime? What were the consequences for
potential output growth, for the velocity of money circulation? And finally,
should the Bundesbank keep its normative inflation rate of 2% unchanged?
These three elements for deriving the monetary target were all marked by
high uncertainty.

To summarize: Despite the unusual dimension of the shock caused by
German unification, the Bundesbank decided that abandoning the strat-
egy of monetary targeting might be interpreted as a sign of surrender to
these huge challenges.

The Bundesbank had always followed a strategy of “pragmatic mone-
tarism” (Issing 1996), which implied that it would not resort to extreme
measures to keep the growth rate within the announced range. The focus
was on the medium term and specifically on keeping price developments
in line with the stability mandate. This strategy came under extreme strain
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when fiscal deficits rose dramatically, wages soared, and inflation (in West
Germany) rose above 4%. The target for the broad monetray aggregate M;
in 1992 was 3.5 to 5.5%. But M; increased in the first quarter of 1992, for
example, by an annual rate of 9% (Issing 1992a). Against the background
of persistent inflationary risks and the acceleration of M; growth, the gov-
erning council had raised both the Lombard and discount rates by 0.5
percentage point each to the record level of 9.75% and 8% in December
1991. The Bundesbank’s determination to defend price stability, even in
such a unique historical situation, saved Germany from a potential loss of
credibility in the stability of the DM. Inflationary expectations remained
under control and long-term interest rates stabilized. In the course of the
following years, M; growth returned to the target range and price increases
gradually moderated. This is the domestic side.

This period caused extreme strain on the EMS. The huge turbulences
in foreign exchange markets in 1992 and 1993 with dramatic realign-
ments—the DM appreciated by more than 30% against the Italian lira—
put even the achievement of the Single Market at risk.

Such extreme turbulence could have been avoided if other countries
had agreed to a timely realignment of exchange rates. The mandate of the
Bundesbank to maintain price stability was clearly a domestic one. Yet, the
Bundesbank’s policy also carried a positive European dimension. As was
earlier explained, the DM played the role of an anchor for price stability
within the EMS. A monetary policy of the Bundesbank temporarily
neglecting its stability mandate until the shock of unification had been
mitigated—as had been suggested also in Germany—would have been a
dangerous signal for the future monetary union. The DM acted as an
anchor also during the convergence process toward EMU (see Issing and
Masuch 1992). Without this role, it would have been impossible for the
European Central Bank to start its monetary policy in an environment of
price stability with an implied transfer of credibility from the Bundesbank
to the new European institution. “Not least in this respect, there is no
conflict in the Bundesbank's policy between the fulfillment of its national
tasks and its international, in particular European, commitments”
(Issing 1992b).
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10.4  GERMAN REUNIFICATION AND EUROPEAN
MONETARY INTEGRATION

There exists a widespread belief that giving up the DM was the price that
had to be paid to gain approval for German reunification from its partners.
It is certainly true that not all European governments were happy about
the idea of German reunification. The French President Mitterrand was
among the skeptics—to say the least—and the British Prime Minister
Thatcher openly opposed such plans (Tietmeyer 2005, p. 139). It cannot
be denied that German reunification raised concerns about a much more
powerful Germany now representing a much higher population; previ-
ously the three largest countries were roughly equally populated. Against
this background, giving up such a precious national asset as the DM was
seen as a strong sign of Germany’s willingness to become even more
closely bound to Europe. Chancellor Kohl, in particular, repeated this
mantra time and again. He saw German reunification and further European
integration as “two sides of the same coin” (Tietmeyer 2005, p. 140).

However, preparations for monetary union had started well before the
fall of the Wall. They began with initiatives in France in January 1989 and
in Italy in February 1989, followed by a personal memorandum by the
German Foreign Minister Genscher, which came as a surprise to the
German government as well as the Bundesbank—for a history of these
events, see Tietmeyer (2005) and Szdsz (1999). A month later Finance
Minister Stoltenberg, in cooperation with the Bundesbank, gained control
of the development. His memorandum of March 15, 1989, documented
the traditional German “economistic position,” emphasizing the impor-
tance of reducing inflation and budget deficits as well as liberalizing capital
movements between partner countries before considering monetary
integration.

The Committee of Central Bank Governors and the Delors Group pre-
sented reports on a future European Central Bank and a common cur-
rency. After numerous consultations, the European Council, at its meeting
of June 26-27, 1989, in Madrid, decided to initiate the first stage of the
European Economic and Monetary Union in 1990 by liberalizing the
movement of capital.

There is no doubt that the decision to move toward European mone-
tary union was taken before the fall of the Wall. Ultimately, German reuni-
fication added momentum to a journey that had already begun.
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10.5 CoNCLUSION

As was previously explained, the DM played a dominant role within the
EMS and other countries had to either follow the policy of the Bundesbank
or devalue their currencies from time to time. To stick to the course of the
Bundesbank was seen as beneficial in countries like the Netherlands and
Austria. For France it was hard, and in the longer run unacceptable, to
have its monetary policy “made in Frankfurt” (at that time by the
Bundesbank). The DM was even characterized as Germany’s “nuclear
weapon.” Since all attempts to share the responsibility for monetary policy
with existing national currencies had failed, France finally accepted the
idea of a European central bank and a common currency. As it was clear
that Germany would insist on a statute for the future European central
bank based on independence and priority for price stability, all participat-
ing countries finally signed such a statute in Maastricht, at a time when
their national central banks did not enjoy independence.

A kind of a strong mental reservation in France is expressed in the
words of President Mitterrand in a television debate on September 3,
1992, in the run-up to the French referendum on the Maastricht Treaty:
“La Banque Centrale, la future Banque Central ... elle ne decide pas ...
Les techniciens de la Banque Centrale sont chargés d’appliquer dans la
domaine monétaire les décisions du Conseil Européen, prises par les douze
Chefs d’Etat et de Gouvernement, c’est-a-dire par les politiques qui
représentent leurs peuples ...” (Issing 2008, p. 59).

Concerns in Germany were of a very different nature. The Bundesbank
expressed its satisfaction that the statute of the future European central
bank was largely in line with the Bundesbank’s recommendation. The
bank emphasized that the convergence criteria should be strictly applied in
the selection of countries that would qualify. The Bundesbank also insisted
on steps in the direction of a political union. But this is another long story.
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Our Current Predicament
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CHAPTER 11

The Euro in Perspective

Jobmn B. Taylor

Just before the introduction of the euro, I was invited by Otmar Issing to
come to Frankfurt to discuss the problems of monetary policy with a new
currency. Otmar Issing often recalls that discussion, and I can say that it
was fascinating to have had the chance to offer some advice on that visit,
but also to be at the first “ECB and Its Watchers” conference in 1999 and
at several later ones. Today, two decades later, I want to consider the euro
in perspective—both an historical and a global perspective—based on
what we have experienced in the years since then, but without the special
changes brought on by the pandemic that began in 2020.

11.1 SUCCESSES

Many successes have been rightly associated with the introduction of the
euro and the creation of the European Central Bank (ECB). Early on, the
ECB handled communication and transparency issues very well. That was
certainly an area of concern of mine 20 years ago, when the diverse com-
munications strategies of many national central banks, with different
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languages and widely different traditions, had to be carefully taken account
of and integrated. Issing (2014) reviews the impressive innovations: the
press conferences—including the introductory statement, questions and
answers, public projections by the staff, and good connections with aca-
demics and banking economists through the watcher conferences. This
was an amazing accomplishment, and much has been copied by other
central banks, including the US Federal Reserve System (the Fed) as it
now too uses post-meeting press conferences. Transparency and clear pol-
icy communications are hallmarks of economic systems that emphasize
economic freedom.

The ECB has also been a voice for structural and market-based reforms
in individual countries. Indeed, this is another good example of the idea
that underlies this volume, that economic ideas are often more embraced
by international bodies than by institutions in countries.

And while the euro has not become as much of an international cur-
rency as many had hoped, the ECB has gained respect as a transnational
institution in Europe, perhaps more than the European Parliament and
the European Commission.

From the beginning, there was of course the concern that a single cur-
rency regime could be a determent to economic stability compared to a
flexible exchange rate regime, but there were few empirical studies which
“attempted to evaluate the effects of fixed vs. flexible exchange rates ...
while dealing with expectational issues and capital mobility, both of which
are widely viewed as crucial to exchange-rate behavior. Policy advisors,
therefore, have had to rely on the ambiguous theoretical studies or on
intuitive judgments” (Taylor 1993).

For this reason, in Taylor (1999a), I used an estimated multi-country
model to calculate the quantitative impact on economic stability of a move
from a flexible exchange rate between Germany, France, and Italy to a
fixed exchange rate as in a single currency. The loss was there, but impor-
tantly not so large that it could not be offset by sound fiscal policy with
automatic stabilizers.

For this approach to work, however, the new monetary policy had to be
systematic and rule-like. In a paper, “What the European Central Bank
Needs to Do” (Taylor 1999b), I argued that the ECB should follow a
rules-based monetary policy so that a rules-based fiscal policy could be
more easily constructed and followed.

However, as time went by and the years turned into decades, one could
see actions and reactions which represented deviations from rules or
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strategies, and these have resulted in a move toward a more intervention-
ist, less market-based institution. I will give empirical evidence of this
move based on my research and that of others focusing on the years from
2003 to 2006 and from 2014 to 2018. To be sure, I am not referring to
the famous “Whatever it takes” comments, but rather to specific monetary
policy actions.

11.2  TuEe PEriop LEADING Ur TO THE GLOBAL
Fmvancrar Criasts: 2003-2006

That there were large deviations from rules-based policy in the years
2003-2006 leading up to the global financial crisis was shown empirically
in research by Ahrend, Cournede, and Price at the Organisation for
Economic Co-operation and Development (OECD 2008). Figures 11.1
and 11.2 summarize their results. The scatter plot in Fig. 11.1, which is
drawn from their 2008 paper, shows, on the horizontal axis, the deviation
from the Taylor rule in the eurozone countries. It was quite large for some

Change in housing investment as a percentage of GDP, 2001q1-2006g4

y = 0.051x - 0.058
R?=0.828 @ IRL

-2 T T T T T 1
-20 0 20 40 60 80 100

Sum of diffrences between IRS and Taylor, 2001g3-2006q4

Fig. 11.1 ECB: Deviations from rules-based policy and housing investment.
(Source: OECD 2008)
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Fig. 11.2 ECB: Deviations from rules-based policy and housing loans. (Source:
OECD 2008)

countries, especially Greece, Ireland, and Spain. Figure 11.1 also shows
housing investment and thus the relationship between housing investment
and the deviation from the rule. Figure 11.2 shows the relationship
between housing Joans and the same deviation over the same period.

Both Figs. 11.1 and 11.2 show a strong positive relationship between
interest rate deviations from a rule-like policy and the housing market.
The deviations are largest in Greece, Ireland, and Spain, and these are the
three countries with the largest booms in both housing investment and
lending according to the OECD data. According to Ahrend (2010,
p. 19) “below Taylor’ episodes have generally been associated with the
build-up of financial imbalances in housing markets.”

Germany is on the other side of the scatter, with interest rates closer to
the rule and much more modest developments in housing. Of course,
within the eurozone, there is only one policy interest rate, but that rate
was too low for macroeconomic conditions in some countries. Even within
the “one-size-fits-all” framework of the eurozone, it appears that the rate
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could have been nearer the middle and thus higher. More recent evidence
confirms this as I show later in this chapter.

Additional empirical research by Jorda et al. (2015) further examined
the eurozone countries during this period, and it yielded similar results.
They found that

common monetary policy administered by the ECB meant that for some
countries monetary conditions would be ‘too loose,” whereas for some oth-
ers they would be ‘too tight.” Booming economies would be encouraged to
grow, slumping economies to decline, resulting in greater real economic
instability ... Prima facie, the events in the eurozone in the 1999-2008 pre-
crisis phase seem to conform to this narrative. (Jorda et al. 2015, p. 9)

Figures 11.3, 11.4, and 11.5, featuring data from their paper, show their
key findings. Figures compare three eurozone countries—Ireland, Spain,
and Germany—over the period from 1999Q1 to 2008Q1. Figure 11.3
indicates that the ECB interest rate was too low for conditions in Ireland
and Spain as measured by the Taylor rule throughout this period. In con-
trast, in Germany the interest rate was quite close, perhaps a bit on the high
side, to what such a rule would say.

Figure 11.4 looks at mortgage lending as a share of GDP for these
three countries. It shows that mortgage lending grew much more rapidly
in Spain and Ireland compared with Germany, much as one would expect
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Fig. 11.3 ECB: Deviations from rules-based policy—Taylor rules and actual
policy interest rates (% per year): Ireland, Spain, and Germany. (Soxrce: Jorda et al.
2015, Fig. 6). (Color figure online)
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ratio (%): Ireland, Spain, and Germany. (Source: Jorda et al. 2015, Fig. 6). (Color
figure online)
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from the interest rate difference. Figure 11.5 shows housing prices in the
three countries, confirming the association of interest rate deviations from
policy rules and housing price inflation pointed out by Ahrend et al.
(2008). The authors write, “These data provide some support to the
hypotheses, often asserted in analyses of the eurozone crisis, that periph-
ery countries experienced an exogenous monetary easing which went on
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to fuel credit and housing price boom and bust cycles—ending in eco-
nomic crises and output disasters for countries like Ireland and Spain.”

More recent evidence comes from the Annual Report of the German
Council of Economic Experts (2018). Figure 11.6, which is drawn from
the Report, illustrates the findings. For four countries—Germany, France,
Italy, and Spain—the charts in Fig. 11.6 show each country’s policy rule
and a range of interest rate settings around that rule. It also shows the
actual interest rate of the ECB—the main refinancing rate—and a euro-
zone rule for the ECB.

As summarized by Wieland (2019), “Taylor rules for France, Germany,
Italy and Spain suggest ECB policy too easy for Spain (a lot), Italy and
France during boom years prior to financial crisis.” In contrast the rate for
Germany is close to what the policy rule for Germany would suggest. The
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Fig. 11.6 ECB: Deviations from rules-based policy in four countries. (Source:
2018,/19 Annual Report of the German Council of Economic Experts). (Color
figure online)



128 ). B. TAYLOR

Report confirms the findings of Ahrend, Cournede, and Price (OECD
2008) and Jorda et al. (2015), though it does not go on to consider the
effects on housing.

One might ask, what caused these deviations? A possible explanation,
which I favor, is that there is an international contagion of monetary pol-
icy actions from one central bank to another, including deviations from
rules-based monetary policy. Other empirical results—some of which are
contained in Ahrend, Courneéde, and Price (OECD 2008) and Jorda et al.
(2015)—show that there were deviations of interest rates from policy rules
in other countries during the period running up to the crisis. The conta-
gion is often due to exchange rate considerations.

Note that in Fig. 11.6 the policy rate for the ECB is somewhat lower
than the policy rule for the whole ECB. Figure 11.7, presented at
the European Central Bank Conference on “Globalisation and the
Macroeconomy” in 2007 (Taylor 2007a), shows why this may have occurred.
It indicates that there is a correlation between the Fed and the ECB. The
blue line shows the deviation of the ECB policy rate from the Taylor rule

= Daviation explaned by federal fund rate ~ Total deviation from euro policy rula
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Fig. 11.7 Eurozone deviations from policy rule 2002-2005: a possible explana-
tion. (Source: Taylor 2007a). (Color figure online)
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with inflation measured as the four-quarter rate of change in the harmo-
nized index of consumer prices.

A regression of this deviation on a constant and on the US federal funds
rate shows a statistically significant coefficient on the federal funds rate of
0.21. The plot of the fitted values from this regression is shown by the red
line in Fig. 11.7. Thus, a good part of negative residual (policy rate below
the rule) at the ECB is “explained” by the federal funds rate being lower
than normal. The connection illustrates the international contagion of
monetary policy deviations.

There is, of course, much evidence that the federal funds rate was too
low for too long in that period. Jarociriski and Smets (2008), in research
conducted at the ECB, found evidence of the Fed’s “easy monetary pol-

icy” and that this policy “contributed to the boom in the housing market
in 2004 and 2005.” (See also Taylor 2007b.)

11.3  LARGE-SCALE ASSET PURCHASES
AND THE EXPLOSION OF RESERVE BALANCES: 2014-2018

To explore deviations from rules-based policy in more recent periods, we
must recognize that the ECB has been using two separate monetary policy
instruments in recent years: the policy interest rate and the size of the bal-
ance sheet. In Taylor (2019), I examined the balance sheet of the European
Central Bank as well as the Federal Reserve and the Bank of Japan. The
purchase of financial assets by these banks has been financed by increases
in central bank liabilities, mainly “reserve balances.” In addition, the ECB,
and ecach of these other central banks, sets its short-term policy inter-
est rate.

For the ECB and the two other central banks, the monetary policy
framework thus includes six different policy instruments: the balance sheet
items (R for reserve balances) Rg, Ry, and Ry, and the short-term policy
rates (I for interest rate) Ig, Iy, Ij, where the subscripts indicate Europe
(E), the United States (U), and Japan (J). Figure 11.8 shows the path of
reserve balances in the ECB along with the exchange rate through January
2019. Note that there is a strong correlation between reserve balances and
the exchange rate. In particular, the figure shows the weakening of the
euro against the dollar after the large-scale expansion at the ECB.

Figure 11.9 shows the actual paths of reserve balances for the Fed and
the Bank of Japan along with the ECB. The scale for reserve balances is
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shown on the right-hand vertical axis measured in units of the local cur-
rency—millions of dollars, hundreds of million yen, and millions of euros.
The lowest line in the figure is the exchange rate between the dollar and
the euro.

The Fed started large-scale asset purchases of US Treasuries and
mortgage-backed securities in 2009. These purchases, called quantitative
easing (QE), were financed largely with reserve balances. This expansion
of reserve balances in the United States was followed by an expansion by
the Bank of Japan at the start of 2013. Soon thereafter, the ECB started
increasing reserve balances. In other words, there is a positive correlation
between reserve balances in these countries.

Various policy statements by central bankers are consistent with these
time series: following the global financial crisis and the start of the US
recovery, the yen significantly appreciated against the dollar as the Fed
extended its large-scale asset purchase program financed with increases in
reserve balances. The yen appreciation became a key issue in Japan. Lead
by Haruhiko Kuroda, the Bank of Japan implemented its own quantitative
easing, and a depreciation of the yen followed. The subsequent moves by
the ECB toward quantitative easing were also due to concerns about an
appreciating euro. At the Jackson Hole conference in August 2014, Mario
Draghi spoke about these concerns and suggested quantitative easing,
which soon followed. This shift in policy was followed by a weaker euro.

While the correlations show a close association between the policies in
the different countries, there are also statistically significant exchange rate
effects in estimated regressions of exchange rates on reserve balances, as
reported in Taylor (2019). The regressions show that an increase in reserve
balances by the ECB causes the euro to depreciate against the dollar.
Similar effects are seen in other countries.

11.4 CoNcCLUSION

Looking back with perspective of the two decades since the euro and the
ECB were created, one sees successes and developments that are consis-
tent with the principles of economic freedom: the emphasis on transpar-
ency and clear communications about monetary policy, the very goal of
price stability, the frequent endorsement of structural and market-based
reforms in member countries, principle that automatic fiscal stabilizers and
sound budget policy are key complementary parts of macroeconomic pol-
icy, the encouragement of open capital markets, and the notion, as
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expressed by Mario Draghi (2016), that “We would all clearly benefit
from ... improving communication over our reaction functions ....”

These favorable developments contrast with actions that are less consis-
tent with the principles of economic freedom and which are often observed
in national institutions in Europe. One explanation for the developments
is that many of these same ideas underlie the thinking of central bankers at
many other central banks around the world and that central banks tend to
follow each other as they endorse such ideas.

However, accompanying these favorable developments, as I see it, has
been a deviation from rules-based policy and strategies, an increased use of
discretionary interventions, and a resulting uncertainty about what the
reaction function is. These interventions may have delayed the move to
more classical liberal policies in other areas of economic policy.

These less-favorable developments have been rationalized by many fac-
tors, such as the effective lower bound on interest rates or changes in the
transmission mechanism of monetary policy. But the research presented
here shows that the actions and reactions relate more to international fac-
tors which have been a source of these deviations. Ironically, therefore,
international influences and pressures that have led to policies more con-
ducive to economic freedom may also have led to policies less conducive
to economic freedom. If so, this is yet another reason for a rules-based
reform of the international monetary system.
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CHAPTER 12

Dealing with the Covid Debt Overhang

Agnes Bénassy-Quéré and Francesco Giavazzi

Economic forecasting is famous for being extremely difficult. In times of
COVID, the economic outlook crucially depends on the evolution of the
pandemic and on the eventual development and deployment of a vaccine.
The best that economic forecasters can do is to draw scenarios.

According to a not too unlikely scenario, a vaccine could be available in
2021. After the vast majority of the population has been vaccinated, the
pandemic would disappear. According to one view, assuming COVID-19
is not replaced by COVID-20 or any COVID-20s, life would recover very
much like pre-crisis: after all, the dramatic terrorist attacks of the last two
decades did not have long-lasting effects. People are eager to enjoy their
lives. And even with lower GDP Europe will remain a relatively prosper-
ous region in the world.
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An alternative view suggests that the experience of the long lockdown
could have changed habits and priorities with significant effects on indus-
trial structure. Just think about university teaching, which is unlikely to
abandon at least some online teaching, or business travel, most of which
has been proven useless. How long-lasting the effects of the 2020 pan-
demic will be on consumer habits will determine the shape of the recession
and its legacy.

12.1  V-SHAPED OR A SWOOSH?

What will the post-COVID-19 recovery look like? “V-shaped” or
“Swoosh-shaped”? This is a crucial question: for companies that are
rewriting their investment plans for the coming years and for governments
and central banks that are calibrating the economic policy that will accom-
pany the recovery.

Here again there are two different views among economists. Larry
Summers (2020) leans toward the V-shape. At the end of 2020, he said,
we will remember the pandemic just as, at Christmas 2001, we remem-
bered September 11: we had already forgotten about it. Paul Krugman
(2020) also thinks along these lines.

On the opposite side, Barrero et al. (2020) think that the recovery will
be slow because it will require a large reallocation of capital and labor:
from sectors that after COVID will disappear to sectors that instead will
enjoy a boom. These reallocations take time: trying to accelerate the
recovery would mean preventing them, at a very high cost—we would
have wasted COVID’s opportunity. Understanding who is right has huge
implications for businesses and economic policy actors alike. Betting on
the wrong outcome would mean, for a company, either prolonging an
unsustainable situation or missing an unrepeatable opportunity. The same
applies to economic policy actors. Who is right?

Pagano et al. (2020) analyze option prices and find evidence in favor of
a slow recovery. Looking back, and checking for traditional risk premium
measures, the chapter documents that already before COVID-19, the US
stock market was rewarding companies with a business model more com-
patible with social distancing, suggesting an awareness of pandemic risk
well in advance of the outbreak of 2020. Looking ahead—and using
option prices in the U.S. stock market up to the end of April 2020 to
measure market expectations after the pandemic began—they find that



12 DEALING WITH THE COVID DEBT OVERHANG 137

this continues to be true after the first COVID outbreak. Over a two-year
time horizon, investors expect the shares of the most pandemic-resistant
companies to produce significantly lower returns than the least resistant:
their relatively low expected returns are the price to pay for lower exposure
to catastrophic risk. These differences are enormous in the case of some
companies. For example, in early April 2020, the expected returns on the
stocks of low-resilience companies such as Royal Caribbean and United
Airlines were around 60% and 40%, respectively, while those of high resil-
ience companies, such as Apple and Microsoft, were between 3% and 4%.
In other words, the market prices of some companies are extraordinarily
low because investors, perhaps thinking of pandemics, consider them
exposed to a very high risk.

What does this have to do with the speed of recovery and its legacy?
The market prices of companies are giving investors the signal to focus on
the most resilient companies and stay away from the less resilient ones.
The market is giving the signal that, for example, cruises on ships with
thousands of passengers crammed on the decks are unlikely to have a
future in their present business model. Ditto possibly for airlines. On the
other hand, the share price of Zoom has doubled in less than six months
because registrations to the platform have exploded. Distinguishing zom-
bies from potential success stories, however, will be difficult. And, of
course, the market may be wrong.

So what? “V-shaped” or “Swoosh-shaped”? If the recovery will be
accompanied by a profound reallocation of production, and therefore of
labor and capital, this will take time, certainly much longer than the alter-
native of returning to a world as we knew it until last year. A slower recov-
ery then, but one that would take us into a more resilient world.
Governments, if they defend non-resilient companies, for example, by
keeping afloat cruise companies whose future depends on their ability to
reinvent themselves, are hindering the transition to a more resilient world.

12.2  DeEBT: THE LEGACY OF THE PANDEMIC

What will be the legacy of the crisis in Europe? Even a fast recovery would
legate a huge amount of public and private debts, both due to the dra-
matic months of shutdowns. A slow recovery would inflate these debts,
the more so if capital and labor need to be massively reallocated. Also, a
prolonged period of high unemployment and an increase in income and
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social inequalities may result in long-lasting disruptions in our already
fragile societies. From the Global Financial Crisis (GFC), we know that
social and political crises tend to lag behind economic disruptions. Here,
we concentrate on the debt legacy.

During the lockdowns, firms have been offered loans, tax deferrals, tax
cuts and short-time employment arrangements. They will re-emerge with
higher debts vis-a-vis tax authorities, banks and markets. On their side,
governments have largely acted as insurers for the private sector. Sovereign
debts will jump by (at least) 15-25% of GDP in 2020, according to the
European Commission’s Spring forecasts.

In contrast, European households, on average, have been compensated
during the lockdowns while being unable to spend their income. Hence,
they have accumulated savings (Fig. 12.1). How they will use these
savings is one of the big unknowns of the recovery. They could:

e Spend on consumption or investment, which would support
the recovery;

-5

= Gross Savings Rate, Housaholds = Mot Lending, General Government (% of GDFP)

Fig. 12.1 Houscholds’ savings and government deficit, euro area. (Sowmrce:
European Commission’s Spring forecasts 2020)
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e Lend to governments and (indirectly) to firms, which would
contribute to keeping interest rates at a low level and to limit the
collapse of investment;

e Invest in equity, which would contribute to repairing corporate bal-
ance sheets and help those that need to change their business model;

e Be asked to pay higher taxes, which would help governments cope
with additional costs but with a negative impact on the recovery (see
the experience of the GFC’s aftermaths).

Although the COVID crisis has translated into a mixture of supply and
demand shocks, the net effect so far has been deflationary; hence the read-
iness of the European Central Bank (ECB) to increase its purchases of
sovereign debts. Assuming that the Pandemic Emergency Purchase
Program (PEPP) will be carried out as planned, governments will be able
to issue more debt at constant, very low interest rates. Hence, it will be
crucial to channel private savings to private consumption and investment.

Incentivizing households to spend will not be easy until the situation
has stabilized on both health and employment fronts. Hence (1) govern-
ments will have again to spend more in order to restart the economy, and
(2) it will be crucial to find a way to channel part of households’ savings
to corporate equity while (possibly) limiting the risk for the households.

This issue so far has not been much debated. What we wrote earlier
about the uncertainty in separating resilient from non-resilient firms sug-
gests that equity investment could be risky: the possibility of betting on
zombie firms is high. In this area, governance will be key and the presence
of government-sponsored equity could be risky since governments tend to
be biased toward defending jobs, as opposed to defending workers who
might need to find a new job. Good governance should guarantee the cor-
rect division of labor: governments should concentrate on protecting
workers hit by reallocations. Independent managers should be entrusted
with the choice of surviving firms, trying to avoid creating a mass of zom-
bie firms.

12.3  DEALING WITH THE PANDEMIC LEGACY DEBT

After zombie firms has been dealt with, the balance sheets of surviving
firms repaired and the economy restarted, in a scenario of no major new
pandemic outbreak until a vaccine is introduced, EU member states will
be left with a legacy of sovereign debts. Most of these debts will be national
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sovereign debts, the remainder being issued by the European Union (EU)
according to the program (Next Generation EU, or NG-EU) proposed by
the Commission. (Some debts are also to be issued at EU or euro area
level on behalf of individual member states, through the SURE program
and the European Stability Mechanism pandemic credit line.) For a while,
a large part of this debt will be kept in the balance sheet of the ECB. But
what to do over the medium term?

In thinking about this issue, it is important to keep the pandemic legacy
debt issued since the Spring of 2020 separate from the debt inherited from
the past. Only the former arises from the response to a common shock.
This distinction is important because many proposals have been tabled to
address the debt inherited from the past. This debt, however, is the result
of country-specific shocks and country-specific policy responses to such
shocks. Dealing with it by avoiding some form of mutualization is difficult
and, in any case, it is a very different problem (see Vihridld 2020).

So, let us consider pandemic legacy debt (see also Soros 2020). The
optimal way to deal with a shock such as the COVID-induced pandemic
is to spread its cost onto future generations, in a similar way as after a war.
There are different ways of doing this. The first one is through the issu-
ance of perpetual bonds, that is, debts that will never be repaid and pay a
fixed coupon forever. As argued by Giavazzi and Tabellini (2020), this
solution is safe since the government only needs to pay the interest and
never faces rollover risk. The problem with this first solution is that such
“consols” would probably have to offer a relatively high interest rate in
order to compensate investors for the duration risk (see Corsetti et al.
2020). A second possibility to deal with the cost of the COVID crisis is
through the issuance of standard, redeemable debts to be rolled over
indefinitely or over a very long period. Depending on the maturity of the
debts issued, this second avenue will create rollover risks, but it will benefit
from current very low interest rates.

The trade-off between the cost of the debt and the rollover risk could
be overcome if an institution committed to buy these bonds and roll them
over indefinitely. It has been suggested that the ECB could play this role.
However, keeping an inflating balance sheet forever would reduce the
ability of the ECB to control a possible resurgence of inflation. To avoid
this, the ECB could sterilize its bond holdings by issuing central bank
bonds (and destroying central bank money). The question is whether the
ECB is the right place to transform risky assets into safe assets. As argued
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by Paris and Wyplosz (2014), another institution such as the European
Stability Mechanism could play this role as long as its own borrowings are
backed by a safe, common revenue (Péris and Wyplosz suggest that the
member states waive their seigniorage revenues which would then pay the
interests on the common debts).

The Commission’s proposal to finance its NG-EU plan goes in this
direction: the plan is to borrow by issuing EU bonds at relatively long
maturities in order to finance targeted investments in the member states
and to back the borrowing at least partially by own resources. The fact
that the program will be temporary does not necessarily involve that the
debts will have to be repaid. They could be rolled over at little risk if
backed by a common, permanent revenue stream. It could even be argued
that these common debts should not be repaid for the sake of financial
stability: the banking sector would be more stable if it could hold more
EU, “safe” assets and less national debts the value of which may diverge in
periods of financial stress.

What about the debt issued by individual member states since the start
of the pandemic? So far, they have largely been purchased by the ECB: by
the end of the year 2020 the ECB’s PEPP program will have bought
roughly 1.35 trillion-euro worth of bonds (11.3% of eurozone GDP),
mostly sovereign bonds issued by eurozone states. The ECB has announced
its willingness to roll over maturing bonds until inflation recovers solidly
toward the “close to 2%” objective. Hence, as long as inflation remains at
a low level, these debts will be rolled over.

What if inflationary pressures arise? If inflation comes along with a
resumption of growth in the euro area, then debt sustainability will be less
of'a concern, and reducing the ECB’s holdings will not be too difficult. In
a stagflation scenario, though, the ECB would be in a very difficult position.
This is where a Politically Acceptable Debt Restructuring in the Eurozone
(PADRE)-like permanent debt exchange system would be helpful.

12.4  CONCLUSIONS

The recovery from the dramatic COVID crisis is still full of unknowns.
What is sure, though, is that national governments will emerge from the
crisis with a new pile of debts. The latter will be benign as long as interest
rates remain close to zero (or if the recovery is strong enough for GDP
growth to exceed the interest rate) and if there is stable demand for these
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debts even at very low rates. Central banks will undoubtedly play a key
role. In the euro area, the challenge is to consolidate the fiscal and politi-
cal institutions so as the ECB can be stabilizing while acting within its
mandate. The “Next Generation” plan of the European Commission can
be understood as a major step in this direction.
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CHAPTER 13

Globalization and Its Critics

Leszek H. Balcerowicz

There is a massive literature on globalization (e.g. see Bordo 2017).
Therefore, I limit my comments on this fundamentally important process
to a bare minimum (Sect. 13.1). Instead, I focus on the criticisms of
globalization. Section 13.2 distinguishes three points of view of this
process: economic, political economy, and moral. In Sect. 13.3 I briefly
discuss crude anti-globalism of the nationalistic and utopian variety. Then
I move to more sophisticated versions of the discussions of globalizations
focusing on what I perceive to be lack of clarity, misconceptions, or out-
right fallacies. Section 13.4 deals with trade globalization and Sect. 13.5
with financial globalization. In Sect. 13.6, I formulate some final observa-
tions and recommendations.

13.1 (GLOBALIZATION AND ITS COMPONENTS

In the most general sense, the process of globalization consists in increas-
ing contacts (including contracts) among individuals and organizations
from various countries. In this sense it is the opposite of isolationism.
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Economic globalization is reflected in the growing integration of markets
(Bordo 2017). In each period there is a level (state) of globalization as
measured by various ratios, for example, world exports to global GDP or
the migrant population to the world population. Globalization is usually
divided into:

e Trade globalization, that is, trade in material products;
e Financial globalization, that is, flows of capital;
e International migration.

One should add globalization of communication, that is, increased flow
of data which distinguishes modern globalization, with the invention of
the telegraph and later information and communications technology
(ICT), from the whole history of mankind until the nineteenth century.
An interesting question is to what extent can this technology replace face-
to-face contacts between people from various places (Baldwin 2016).

Another addition is the globalization of services, that is, goods, the
production of which cannot be separated from their consumption.
Therefore, the globalization of services has to be contained (until recently)
in other flows:

e Many services are contained in the goods which are moved
across borders.

e Foreign direct investment (FDI), that is, part of financial globaliza-
tion, creates firms in foreign countries which offer services for busi-
ness (e.g. consulting or accounting) or for consumers, for example,
McDonald’s.

e Consumers of services move to foreign countries (interna-
tional tourism).

e Providers of certain services, for example, construction workers,
move to another country for a certain period of time.

e Modern improvements in ICTs enable the growth of tele-services,
whereby a producer (e.g. a surgeon) performs the services at a
distance. Therefore, ICT allows the spatial separation of production
and consumption.

Finally, it is useful to see which components of globalization are most
closely related to technology transfer, which is the most important driver
in closing the gap between the less and more developed countries. Massive
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empirical research indicates that this role is played in particular by exports
and imports of manufactured products, by the immigration of skilled peo-
ple, and by the FDI, as opposed to “pure” financial flows, especially those
that finance increased government spending or the housing booms.

Therefore, in analyzing the growth prospects for the respective coun-
tries one should consider not only the overall scale but also the composi-
tion of the globalization flows they receive. But remember that the scale
and composition of those flows depend on the institutional systems and
policies of the receiving countries.

13.2  THREE POINTS OF VIEW ON GLOBALIZATION

Globalization is analyzed and assessed from three points of view: (1) eco-
nomic, (2) political economy, and (3) moral (ethical).

The economic analysis aims in general to explain the socioeconomic out-
comes, for example, growth, stability, poverty, (un)employment, and
inequalities. This is also its main task with reference to globalization.
Massive economic research has shown that trade isolationism, present in
the socialist (non-market) economies and in the distorted, quasi-statist
market economies, has been very costly in terms of foregone economic
growth and thus lower standard of living of millions of people (O’Rourke
et al. 1996; Wolf 2004). One should remember that many professional
economists had advocated socialism, that is, the replacement of private
ownership by the monopoly of state ownership and the replacement of the
market by central planning (Balcerowicz 1995). It should not be forgot-
ten that the statist doctrine of import substitution was until recently a part
of mainstream economics, and it was supported by the World Bank (Wolf
2004). The present discussion on the economics of trade globalization
also often suffers from the lack of clarity, wrong assessments, and some-
times wrong recommendations. I will come to this issue in Sects. 13.3,
13.4,and 13.5.

The political economy analysis aims at explaining political outcomes by
linking them to various more or less probable causes, including socioeco-
nomic outcomes. One should be very careful in drawing general conclu-
sions from specific cases, for example, from the present political backlash
against trade globalization in the US under the then candidate and now
former President Trump. I think that political outcomes are probably
more difficult to explain than economic ones because of a larger role of
chance factors (including the appearance of special individuals) in the
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former case than in the latter. Besides, even if one can convincingly link
the anti-globalist political outcomes to import competition (and that is a
biy “if”—see later), there remains a basic question: what would be the
policy recommendations?

The moral analysis should not be confused with moralizing. The moral
analysis deals with the moral standards of judging various outcomes,
including those that are—rightly or wrongly—linked to globalization. All
too often economists—and even more other social scientists—focus on
the people whom they regard as globalization’s “losers” in developed
economies and disregard the beneficiaries of globalization in poor coun-
tries (not to mention the winners in the developed states). Such a focus is
a display of nationalistic ethics.

Universal ethics, on the contrary, considers the consequences of global-
ization for all groups in the world and especially for the poor. And the
gains for the latter from the reforms which have opened the way to global-
ization have been huge. As Fig. 13.1 shows, the poor gained the most
from trade as their consumption patterns are focused on tradable goods,
for example, food and manufactured goods, and to lesser extent services:
in moving away from autarky to trade, the relative prices of goods con-
sumed by the poor, such as food, fall more. The gains from opening to
trade are estimated at 63% for the 10th percentile of the income distribu-
tion and 28% for the 90th percentile. The poor gain the most in each of
the 40 countries modeled: the sample for Fig. 13.1 consists of 27 EU
member states, Turkey, the US, Canada, Brazil, Japan, Korea, Taiwan,
China, India, and Indonesia.

As can also be seen in Fig. 13.2,in 1981, 42% of the world population
lived at $1.90 (2011 USD, PPP) and only 11% in 2013. This is despite the
fact that world population increased during this time by 59%.

Finally, there is a utopian ethics which demands that people be guided
by altruism in their mutual interactions and condemns markets, including
the global ones, because they rely on the self-interest of the buyers and
sellers. Needless to say, it is a display of irrationality, of deep ignorance
about evolutionary psychology and history, and it is an offense against
common sense.

It is interesting to note that the proponents of nationalistic and utopian
ethics share the same slogans. For example, they criticize free trade in the
name of “fair trade”—even though they give various meanings to this
expression.
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Fig. 13.1 Distribution of unequal gains from trade—deviations are relative to
the median individual; solid line is the average. (Source: Fajgelbaum and Khandelwal
2016, Fig. 5). (Color figure online)
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Fig. 13.2 World population in poverty and not. (Source: World Bank). (Color
figure online)
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I know very well that the nationalistic ethics is much stronger in politics
than the universal one. But this is not an argument in favor of the academ-
ics who strengthen this bias by bashing globalization in the name of
defending globalization’s “losers” in rich countries and who disregard its
beneficiaries in the poor ones. At the minimum, they should not pretend
to represent a moral high ground, and they should not be regarded as such
by other people.

13.3  CRrUDE ANTI-GLOBALISM

Crude anti-globalism appears in two forms: the anti-capitalist propaganda,
based on utopian ethics and on a complete disregard of economic history
and of analytical economics—it usually appears under the label of the
“left”—and the nationalistic propaganda, which is based on nationalistic
ethics and targets foreigners as migrants or producers of imported goods,
and usually belongs to the “right.”

The main representatives of the crude anti-globalism stem from outside
mainstream economics, even though some professional economists lend
credibility to this phenomenon by focusing on those who are considered
the losers in the developed world and on the inequalities ascribed to trade
globalization.

Martin Wolf (2004) has brilliantly exposed the logical and empirical
fallacies of crude anti-globalism. The main ones include the following: (1)
propositions to replace the globalized world with one consisting of many
self-sufficient units; (2) advocating replacing capitalism with “something
nicer”; (3) claiming that globalization destroys national states and democ-
racy: (4) demonizing multinational corporations; (5) claiming that global-
ization is responsible for mass destitution by fostering increased inequality
within and between nations; (6) blaming globalization for the destruction
of the environment, and the like.

I will now deal with more sophisticated versions of anti-globalism
(which sometimes border the crude form). However, I would like to stress
that crude anti-globalism, with its false simplicity and emotionally loaded
accusations, is a dangerous phenomenon which, for those very reasons,
enjoys mass popularity. In that, it resembles the previous quasi-religious or
nationalistic movements: Communism and Fascism. Therefore, the pro-
ponents of reason and of a liberal order should unmask the fallacies of
crude anti-globalization in the mass media, as the propaganda which does
not meet a strong response tends to win.
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13.4  TRADE GLOBALIZATION

In discussing trade globalization, one should consider two types of institu-
tions and policies (for short: policies): those which determine the scope of
a country’s openness to trade (Policy 1) and those which influence the
individuals’ possibilities and incentives to adjust to new opportunities and
threats, including changes that are linked to trade opening (Policy 2).
Socioeconomic outcomes result from various factors. One of the analytical
challenges is to isolate the impact of trade opening from that of other fac-
tors, especially of technological change (Autor et al. 2015) which, in turn,
depends on countries’ institutional systems: there is no good substitute for
extensive and equal economic freedom within the framework of the
rule of law.

Socioeconomic outcomes influence politics even though there are
many other factors. Figure 13.3 depicts these and other interactions. I will
use it to discuss the impact of globalization on the less developed coun-
tries first and then on rich economies.

In speaking about trade globalization, one must consider the demise of
socialism, first in China and later in the former Soviet bloc. This has
opened the way to the market reforms in these countries, including the
liberalization of trade (Fig. 13.2). There can be little doubt that these
liberal reforms were hugely beneficial to societies in the former socialist
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countries. For counterexamples, look to North Korea, Cuba, and
Venezuela (Fig. 13.4).

The increase of exports (and imports) of the post-socialist economies
depended not only on their radical institutional change but also on the
appearance and spread of ICT-based products and services, invented in
the developed countries. This technology has allowed a rapid develop-
ment of global value chains (Baldwin 2016). This is an example of the
interaction between radical institutional change in former socialist econo-
mies and modern technology stemming from the West in driving trade
globalization. The largest beneficiaries on the exporting side have been, of
course, China and, in Europe, Poland. Russia has increased its dependence
on the production and exports of oil and gas.
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Fig. 13.4 Exports of post-communist economies pre- and post-transition and
selected other exporters. (Source: own calculation; UNCTAD; FRED (only for
current 2009 USD conversion). *For Czechia and Slovakia the year is 1993
instead of 1992 due to the dissolution of Czechoslovakia. Note 1: “All EU-11
CEE” stands for all 11 EU post-Communist economies. These have high GDP
export shares as they are mostly small open economies, and exports are high within
the EU. Note 2: Declines in world export share of the UK, France, and Germany
are in line with a general decline in export shares of high-income economies from
84% in 1992 to 67% in 2016. Note 3: Russian exports increased, but they are
mostly composed of raw materials. UN COMTRADE database shows that the
share of minerals, metals, vegetables, foodstuffs, and wood in Russian export stood
at 81% in 2016 (63% in 1995). According to the Harvard Atlas of Economic
Complexity the diversity and ubiquity of Russian exports between 1995 and 2016
has fallen. (Color figure online)
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The socioeconomic outcomes in poor globalizing countries depended
not only on the scope of their trade opening (Policy 1) but also on their
Policy 2, which determines the extent to which resources move in response
to trade liberalization.

Here it is interesting to compare China and India (Fig. 13.5). As one
can see, the structural shift from agriculture to manufacturing (proxied by
the increase of urbanization) has been much larger in China than in India.
The difference is mostly due to the fact that India has had much stronger
barriers to spatial and occupational mobility: poor infrastructure, poor
education, heavy subsidization of agriculture, and very restrictive labor
laws which discouraged private firms from hiring new people (Kazmin
2014). This is an example of how bad Policy 2 limits the gains from trade
globalization for the poor. Urbanization has been much larger in China,
contributing to better economic performance.

I will now move to political outcomes which one can link to the open-
ing of the economy in the poorer countries. It appears to me that there
have been very few protests against the results of this systemic institutional
change, either in China or in Eastern Europe. This is in contrast to anti-
globalization protests in the rich countries.

Let me now use Fig. 13.3 to discuss the socioeconomic outcomes and
political reactions to trade globalization in developed countries. In this
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Fig. 13.5 Urbanization and economic performance in China and India. (Source:
World Bank for urban population, openness, and tariffs; Total Database (May
2017) for GDP statistics. Note: The accuracy of official Chinese GDP data is dis-
puted; therefore, we show both official and alternative figures. Alternative data has
been calculated from Harry X. Wu and the Conference Board China Center 2014).
(Color figure online)
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case, Policies 1 refer to the trade liberalization and other market reforms
in poorer economies, and the trade agreements concluded between them
and the rich economies, for example, North American Free Trade
Agreement. Policies 2 and outcomes in Fig. 13.1 refer to the developed
countries.

What strikes me is that the popular and academic discussions about the
outcomes linked, rightly or wrongly, to trade globalization are recently
dominated by the negative issues (messages), especially regarding the
increase in income inequalities and the related topic of the globalization’s
“losers.” This seems to be truer for the US than for Europe, where the
negative news focuses more on immigration. There are two main issues
related to trade globalization in the developed economies: (1) the role of
import competition and technological change in producing outcomes
criticized as negative by some observers and politicians and, more impor-
tantly, (2) the role of policies which determine the individuals’ adjustment
(Policy 2).

The relative role of import competition versus ICT-related technologi-
cal change is subject to intensive empirical research. Without going deeper
into this literature, I would like to note that job losses occur in the non-
tradable sector, too, and therefore, they cannot be ascribed to import
competition, for example, Uber, or automation of clerical functions. And
much of the increased imports from less developed countries include
intra-industry trade within the expanded global value chains, made possi-
ble by the ICT and IT technology, developed in the rich countries (Baldwin
2016). Therefore, the increased import competition results from the
interaction of the market reforms in the less developed countries, espe-
cially China, and modern technology from the rich countries. These devel-
opments, as I already mentioned, have provided enormous benefits to the
poor in the poorer part of the world (and to many people in the richer part
of our globe). But, in the West, the popular discussions and the political
debates focus on globalization’s “losers” and on inequalities within the
rich economies.

However, it is not most important that the popular focus on the “los-
ers” and on inequalities often wrongly attributes these phenomena to
import competition, disregarding the role of modern technology. What
matters more is that the only type of lastingly growing economy is a mar-
ket economy with a lot of competition, including that based on
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innovations. And market competition always produces some winners and
some losers, at least in the relative sense (see the Schumpeterian “creative
destruction”). Backlash against trade globalization is, therefore, just a
manifestation of an old phenomenon—a protest against competition. In
the Middle Ages, when the economy was shackled by monopolies, compe-
tition was morally condemned. The market revolution which started in
the West in the early nineteenth century has changed this norm: the “cre-
ative destruction” due to market competition has stopped being perceived
in general as morally reprehensible. Recent attacks against import compe-
tition and globalization resemble the old morality.

However, the most important observation regarding the negative out-
comes ascribed, rightly or wrongly, to trade globalization is this: job losses
related to competition in general (including trade globalization) depend
not only on the extent of opening (Policy 1) but also on the institutions
and policies which determine the adjustment, that is, the possibilities and
incentives faced by the affected individuals to move to other occupations
and/or to better locations (Policy 2). The intense competition, a basic
determinant for long economic growth, combined with policies that limit
individual adjustment, is bound to produce many more losers that the
same competition coupled with a better institutional and policy environ-
ment for individual adjustment.

An economically and morally sensible conclusion is to improve Policies
2 instead of bashing import competition or other forms of market
competition.

If the institutional environment for individual adjustment to increased
import competition (and competition in general) is weak, there is a grow-
ing pressure on the part of the losers to limit competition, rather than to
improve Policies 2. To what extent this pressure is translated into Policies
1 depends on the details of the political situation and on the kind of indi-
viduals operating in politics. It appears to me that the recent protectionist
tendencies in the US, present among both the Republicans and the
Democrats, are due to the fact that the people who perceive themselves as
losers have had a strong presence in swing states. The increased political
importance of the losers is not so typical of other democratic countries.
But, of course, it is very unfortunate that such a situation has appeared in
a country that is globally important and that used to be a global leader in
external liberalization.
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13.5  FINANCIAL GLOBALIZATION

The number of fallacies in the discussion of financial globalization exceeds
that regarding trade globalization, even though there are some common
elements. Especially, (1) blaming both globalizations for the negative
outcomes, which are caused, in fact, by wrong policies, and (2) disregarding
the benefits from good globalization policies, that is, those that allow
for external liberalization and the individuals’ adjustment to new oppor-
tunities and threats.

Financial globalization is often associated with financial crises which, in
turn, are blamed on market capitalism and especially on its financial sector.
However, the deepest crises occur in the non-market regimes, which, by
necessity, display a heavy concentration of political power (socialism). The
reasons for this are clear: rulers without external constraints can launch
and implement disastrous policies, almost totally crowding out legal mar-
kets (Fig. 13.6 and Table 13.1).

Therefore, the most important safeguard against the deepest crises
consists in the division of powers within the society, which includes not
only the checks and balances within the state but also private ownership
and markets.

It is very superficial to blame the financial crises under capitalism on the
markets. Contrary to the textbook presentation, these crises are not a phe-
nomenon that occurs regularly across countries and time. The opposite is
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Fig. 13.6 The Great Leap Forward: population and GDP per capita, before and
after. (Somrce: Maddison, Statistics on World Population, GDP and Per Capita
GDP 1-2006AD). (Color figure online)
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true: the incidence of financial crises has been very uneven, which strongly
suggests that the differences in countries’ policies are a deeper determi-
nant of financial crisis (see Selgin 1997; Calomiris 1993). And such poli-
cies have been identified: they generally distort the behavior of the financial
markets by encouraging excessive lending and borrowing, that is, fiscal
and private credit booms. These policies include excessively low interest
rates (due to interest rate subsidies or low central bank rates), “too big to
fail” policy, tax regulations which favor borrowing relative to equity capi-
tal, overgenerous deposit insurance, and the like. Various combinations of
these and other policies were also behind the recent global financial cri-
sis (GFC).

A financial crisis becomes global when it includes a globally important
economy, which nowadays is the US. However, even though the recent
GEFC is called “global,” its impact has been far from uniform: certain
countries were affected much more heavily (e.g. Spain, Ireland, and
Greece) than others (e.g. Germany and Poland). The popular metaphors
“contagion” and “domino effect” are misleading: countries’ vulnerabili-
ties to external financial shocks differ, and this depends again on their
institutions and policies. One can distinguish two types of financial crisis,
which take the form of the boom-bust episodes: the financial-fiscal and the
fiscal-financial. In the former case, there is a real estate boom at the start
which turns into the bust, causing a recession which spills over to public
finance (the deficit explodes). Examples include Spain, Ireland, and the
UK (Fig. 13.7 and Table 13.2).
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Fig. 13.7 The dynamics of the financial-fiscal crisis
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In the case of fiscal-financial crisis, at the beginning there is a fiscal
boom which, when it bursts, spills over to the financial sector, that is,
affects the banks which have financed the government borrowing spree.
The best example here is Greece until 2010 (Fig. 13.8 and Table 13.3).

Even though the deeper causes of the financial crises include various
faulty policies, one cannot deny that the risks of various disturbances in a
financially interconnected world are higher than in a world where coun-
tries are financially isolated from each other. However, these risks have to
be compared with the huge gains due to financial globalization, provided
the right institutions and policies are in place.

Institutions in the host countries determine not only the amount of the
incoming financial flows (Policy 1 in Fig. 13.1) but also their composition
(Policy 2).

As noted in Sect. 13.1, FDI is, from the point of view of economic
growth, the most important financial inflow because of its strong link to
technology transfer. However, only some countries get large amounts of
FDI: those with institutions and policies which respect private property
rights and create a reasonable expectation that sudden policy reversals will
be avoided. Very large economies like China can attract, for a certain time,
large amounts of FDI even if these fundamentals are weak.

Some other financial inflows, for example, portfolio capital and interna-
tional bank lending, are less strongly linked to the host country’s eco-
nomic growth. This is especially true if these inflows finance mortgage
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spending, government
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— The fiscal problems
sector

government consumption)
sometimes. sometimes
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Fig. 13.8 The dynamics of fiscal-financial crisis
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credit or fiscal booms. However, one should remember that these excesses
are largely due to various combinations of bad policies rather than the
inflows themselves.

13.6 FINAL REMARKS

Let me finish with some observations and recommendations: the global-
ization process depends on the policies in the respective countries, espe-
cially for larger ones, and on other factors, especially on technical change.
One should focus on policies so that they don’t reverse the degree of
countries’ external opening and that their institutions allow for a better
adjustment by individuals to new opportunities or threats. The globaliza-
tion process may slow down if the technical change mutates the distribu-
tion of profitable locations of economic activity in the world, or because of
the inevitable slowdown in China (Bordo 2017; Eichengreen 2016).

In discussing the outcomes ascribed to globalization one should distin-
guish the symptoms from the causes. Globalization is too often blamed for
the results of bad policies, especially those which hamper individuals’
adjustment to new pressures and those which encourage them to take
excessive risks.

Crude anti-globalization, based on the nationalistic or utopian ethics, is
very demagogic. However, it should not be neglected because the emo-
tional irrationality appeals to many people and, therefore, can have dan-
gerous political consequences.

In defending the achieved level of globalization one should appeal to its
beneficiaries who would become losers if policies turn to trade protection-
ism, and this is especially relevant for the US. The European Union can
and should play a central role in defending free trade in the world: at the
same time, it should resist the protectionist pressures within its own
Single Market.
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CHAPTER 14

The Great Recession and the Future
of the EU

Edmond Alphandéry

As we are witnessing in Europe the unraveling of recent phenomena, such
as the rise of populism and nationalism or the widening divide between
different views on issues such as migration or the desirable degree of inte-
gration of the European Union (EU), it has become all the more clear that
the power of ideas voiced through the channel of public opinion has a
huge impact on the course of the European construction. This observa-
tion applies to the dynamic of the Economic and Monetary Union (EMU):
a good illustration appears in the evolution of the eurozone in the after-
math of the great recession.

The traditional Anglo-Saxon analysis of the mechanisms inherent to the
eurozone rests on the theory of optimum currency areas, which proper
functioning implies integration of markets of goods and services, together
with cross-border mobility of factors of production, labor and capital. Had
this dominant doctrine prevailed in the 1990s when the EMU was
launched, the euro would not have existed. There can be no doubt that
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the eurozone is not an optimum currency area. With hindsight however,
it is worth examining how this currency which was created ex nihilo was
able to work in spite of built-in weaknesses—which revealed themselves in
broad daylight with the great recession—and why we have good reasons
to hope that the euro is now on the right track.

I will start my analysis with this observation: a currency area can be
viable over time even if it does not comply with the criteria of optimum
currency areas. [taly before the euro, which was far from being an optimal
currency area between North and South, is the most quoted case, but the
zone franc, which has been de facto integrated to the eurozone since 1999,
provides an even more telling example: the parity between the franc CFA
and the euro is totally fixed, and its value has not changed since its devalu-
ation in January 1994. No other currency area is more heterogeneous and
distant from an optimum currency area than the zone franc in its relations
with the eurozone. And yet countries of the zone franc remained unscathed
by the great recession and its aftermath from which some European mem-
ber states severely suffered. In fact, after the 1994 devaluation, macroeco-
nomic imbalance procedures—similar to those put in place during the
euro crisis—had been carried out and implemented by the French Treasury,
which led these countries to abide by domestic and external disciplines
that protected them from being engulfed into the euro crisis.

14.1 A Look Back AT THE ORIGINS
OF THE EUrRO CRISIS

The facts and figures of the periods before, during and after the great
recession show interesting features. During the first decade of the euro
(1999-2008), the eurozone registered apparent “good” economic per-
formance and the existing divergences did not comply with what one
would have expected. Peripheral countries, Ireland, Greece—which
entered the eurozone on January 1, 2001—and Spain, emerged as better
performers than the three main economies: Germany, France and Italy
(Fig. 14.1).

Similarly, the ratio of investment to GDP is better in Spain and Ireland
than in France and Italy, while Germany is posting the lowest figure
(Fig. 14.2).

During this period, the rate of employment also behaved rather well in
peripheral countries: unemployment in Ireland remained low—the lowest
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Fig. 14.1 Real growth of GDP (Y /Y as %) from 1999 to 2010: Germany, France,
Spain, Italy, Portugal, Ireland and Greece. (Somrce: Datastream, Eurostat,
NATIXIS)
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Fig.14.2 Total investment (as % of nominal GDP) from 1999 to 2010: Germany,
France, Spain, Italy, Portugal, Ireland and Greece. (Source: Eurostat, NATIXIS)
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Fig. 14.3 Unemployment (in %) from 1999 to 2010: Germany, France, Spain,
Italy, Portugal, Ireland and Greece. (Source: Datastream, Eurostat, NATIXIS)

rate—while Spain was the country where it decreased the most.
Furthermore, Italy saw its rate of unemployment fall by nearly half from
1999 to 2009, and in Greece, it decreased from 11% in 2001, the year of
its entry in the eurozone, to 8% in 2009. In contrast, Germany’s rate of
unemployment did not fall below 6% (Fig. 14.3).

Clearly, the euro acted as a catalyst for convergence to peripheral coun-
tries that were lagging behind before the introduction of the European
currency. In 2008, before the burst of the Great Financial Crisis, the euro
could be perceived as a boon in terms of performances as well as of con-
vergence between member states. Nevertheless, we realized later on that
policymakers had not paid enough attention to three weaknesses that sur-
face from the data: (1) current-account imbalances, (2) surge in banks’
credit and (3) build-up of excess confidence.

First is the state of current-account imbalances. During this period, in
peripheral countries current-account deficits increased in Greece and
Spain, remained large in Portugal and started to deepen in Ireland in
2005, up until the financial crisis. In the meantime, Germany was record-
ing increasing surplus. Should we blame a country for accumulating deficit
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which is the consequence of its high economic growth and high level of
investment (generating an excess aggregate demand)? In a full-fledged
currency area such as the US, current-account imbalances between states
do not matter since capital markets allow a permanent adjustment between
investment and saving through cross-border financial flows. Such was the
prevailing analysis among policymakers concerning the eurozone at that
time. I remember visiting French Treasury officials in order to raise my
concerns over the current-account deficit being the sign of a lack of com-
petitiveness of the French economy, while the current account of the
whole eurozone was regarded in fact as the relevant figure.

We have to concede though that better-integrated capital markets—as
a result of the European currency—can in principle allow a member state
to post a higher level of investment relative to its domestic saving. It risks
nonetheless having to bear the painful adjustment set in motion to restore
macroeconomic equilibrium in case of a loss of confidence, as it happens
in any currency area which is ruled by the mechanisms of fixed exchange
rates. In the case of the euro area, even if foreign exchange market between
eurozone member states has de facto disappeared, loss of confidence in
the stability of the macroeconomic equilibrium in any member state leads
to an outflow of capital and therefore to a crisis on its financial market.

In member states where this imbalance had been fueled by high fiscal
deficits such as Greece, Portugal or Italy, sovereign bond markets were the
first targets under attack (Fig. 14.4).

The surge in banks’ credit was the second weakness of this pre-financial
crisis period: it led two peripheral countries, Ireland and Spain, to enter
into dangerous mortgage bubbles. Even though these bubbles were part
of a larger phenomenon (i.e. the “subprime crisis” in the US), one can
hardly deny that with the EMU, the process of integration of capital mar-
kets contributed to their emergence through lower interest rates than
would have prevailed, had the euro not existed (Fig. 14.5).

Last but not least, the build-up of excess confidence was a third feature
of this pre-euro crisis period: with the emergence of the European cur-
rency, preexisting country risk premia started to crumble, leading to a
dramatically rapid reduction of spreads in member states’ interest rates and
to their full convergence. As already noted, in a full-fledged currency area,
this convergence is quite normal: it is the result of fully integrated capital
markets. However, in the first decade of the euro, “homogeneous” per-
ception of risks across member states did not correspond to the true risks
which in fact were borne by investors. Some countries had too high levels
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Fig. 14.4 Current-account balance (as % of nominal GDP) from 1999 to 2010:
Germany, France, Spain, Italy, Portugal, Ireland and Greece. (Source: Datastream,
NATIXIS)
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Fig. 14.5 Loans to houscholds (Y/Y as %) from 1999 to 2010. (Sowmrce:
Datastream, Central Banks, NATIXIS)
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Fig. 14.6 Interest rate on ten-year government bonds (as %) from 1999 to
2010. (Source: Datastream, NATIXIS)

of debt (Italy, Greece), in others either fiscal deficits were much higher
than the average or banks’ credits had dangerously increased (Spain,
Ireland). In addition to that, most peripheral countries were also posting
high and rising current-account deficits (Fig. 14.4). Such a convergence in
interest rates was hardly sustainable: any external shock capable of drawing
investors’ attention to excess of confidence in a member state’s financial
equilibrium could put its financial market into trouble: this is precisely
exactly what happened in the aftermath of the Great Financial Crisis
(Fig. 14.6).

14.2  THE GREAT RECEssioN, EMU AND THE POWER
OF IDEAS

The great recession triggered a triple asymmetric shock on the eurozone:
on real economies, on fiscal stances and on financial assets, sovereign
bonds in the first place. Concerning the evolution of real growth of GDP
(Fig. 14.1), the trough’s magnitude in 2009 varied from -4% to -10%,
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without any divide between peripheral countries and core countries:
Ireland was the most affected, while Spain and even Greece had to bear a
less painful stroke. The German economy was unexpectedly severely hit.
Asymmetry of the shock’s impact appears more clearly in the aftermath of
the great recession: Greece fell into a severe and protracted contraction of
its economy no later than 2010. The Irish economy started to recover that
very same year, to become the success story of the eurozone’s return to
economic growth after 2013. In this process, Spain’s rebound was second
to Ireland, while France and—even worse—Italy were lagging behind.
These disparities come out of discrepancies in terms of resilience as well as
(we will see later) of member states’ reactions to the crisis.

The second shock out of the great recession was borne by member
states’ finances. According to the motto coming from the International
Monetary Fund (IMF), as well as from many pundits and policymakers,
countries should increase their public spending in order to avert the risk of
falling into full depression (Fig. 14.7).

Member states responded with more or less enthusiasm (Table 14.1):
fiscal impulse was more pronounced in France and Spain than in Germany
and Italy burdened by a high level of public debt.
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Fig. 14.7 Fiscal deficit (as % of nominal GDP) from 1999 to 2010. (Source:
Datastream, Forecasts NATIXIS)
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Table 14.1 Assessment of the fiscal policy stance according to different entities
(percentage points of potential GDP)

2008-2010  2011-2015 2016-2017  2008-2017 Potential growth
(2008-2017)

Germany

IMF 1.7 -2.0 0.5 0.2 1.3
OECD 1.5 -1.5 0.5 0.5 1.2
OFCE 2.0 -2.0 1.1 1.2 1.4
Spain

IMF 6.6 -7.2 0.5 -0.2 1.0
OECD 52 -6.9 1.5 -0.2 1.0
OFCE 7.4 -8.4 0.1 -0.9 1.0
France

IMF 2.2 -3.2 0.1 -0.9 1.0
OECD 1.7 -2.8 -0.5 -1.6 1.1
OFCE 3.1 -4.5 -0.1 -1.5 1.3
Ttaly

IMF 1.1 2.7 0.8 -0.8 -0.1
OECD 0.7 -2.6 1.5 -0.5 -0.1
OFCE 1.2 -3.6 0.5 -1.8 -0.3
UK

IMF 1.3 -1.7 -1.6 -2.0 1.3
OECD 1.5 -1.4 -2.7 -2.6 1.3
OFCE 39 -3.3 -2.3 -1.7 1.6
Us

IMF 55 -5.9 0.9 0.5 1.6
OECD 4.5 -5.7 0.2 -0.9 1.7
OFCE 7.1 -6.5 0.6 1.2 1.5

Sonrces: IMF (World Economic Outlook, October 2017), OECD Economic Outlook (November 2017),
Calculation by Observatoire Frangais des Conjonctures Economiques (OFCE)

With the deepening of the euro crisis, the introduction by European
authorities of a more compelling fiscal framework led to an abrupt turn-
around in member states’ “fiscal stances” which became contractionary
(Table 14.1). At the same time the monetary policy of the European
Central Bank (ECB), after the launch of a second wave of quantitative eas-
ing (QE) by the US Federal Reserve (the Fed) in 2010, appeared as being
relatively too restrictive. The ensuing outflow of capital from the euro area
strengthened the value of the European currency, which reached a higher
level than it would have been in the absence of this Fed’s QE. In the con-
text of the euro crisis, while many economies were fragile, the “policy
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Fig. 14.8 Government debt (as % of GDP) from 1999 to 2017. (Source:
Eurostat)

mix” of the eurozone in its fiscal and monetary dimensions, far from being
anticyclical as it should have been, became procyclical.

Lastly, what I would call an asymmetric “shock of confidence” hit the
financial markets. In the aftermath of the great recession and in the wake
of the euro crisis, spreads between member states’ interest rates began to
widen; country risk premia reappeared. Due to a loss of confidence in its
fiscal policy, Greece registered the largest spread increase. Severely hit by
these shocks, most peripheral countries entered into crises fueled by out-
flows of capital from the periphery to the core of the eurozone (Fig. 14.8).

To address this turmoil, the ECB reshaped its monetary policy in three
steps: the famous “whatever it takes” of Mario Draghi, the creation of a
new instrument (the so-called Outright Monetary Transactions) and the
launch of QE in March 2015. Monetary policy from procyclical became
anticyclical (Fig. 14.9).

On the fiscal side, European authorities responded by setting up the
“economic semester” and also by the “macroeconomic imbalance proce-
dure”: two major steps toward better coordination and convergence of
economic policies of member states. Furthermore, the euro crisis led to
more solidarity among member states, a major dimension of any currency
arca: the European Financial Stabilization Mechanism (EFSM) followed
by the European Stability Mechanism (ESM) was created in order to help
countries in trouble under conditionalities.
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Fig. 14.9 Euro/dollar exchange rate (1999-2018). (Source: Tradingeconomics.
com, OTC Interbank)

Jean Monnet famously said that “Europe will be forged in crises, and
will be the sum of the solutions adopted to solve these crises”: this shock,
which violence was unmatched in the history of the European construc-
tion, worked as an incentive for Europe to move forward and progress.
Debate on these new orientations which at its origin had been essentially
technocratic became a source of political bickering. Opposition came not
only from the Euroskeptics but even from the pro-European camp.

I will illustrate the impact of the power of ideas on the fate of the
European currency through the events that unfolded in Greece, France
and Italy at the end of the euro crisis and thereafter in the years 2015-2017.

In Greece in January 2015, the radical left party “Syriza” won the par-
liamentary elections. On June 30, the country defaulted to the IMF. Prime
Minister Tsipras decided to call for a referendum to reject the deal with
creditors. The ensuing “no” vote led to a major liquidity crisis. Tsipras had
then the choice between sticking to his ideological position which would
have ended with Greece leaving the eurozone (as proposed by his finance
minister), or changing foot by making an economic and financial U-turn.
He had to take into account the fact that the majority of the Greek people
wanted to keep the euro and, hence, in a few days, the decision (taken
reluctantly) to act in conformity with creditors’ demands and to abide by
the discipline and rules of the European Union.
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The French presidential election of May 2017 gives another illustration
of people’s attachment to the European project. At that time there was a
large concern of a possible Marine Le Pen’s victory, and hence of a risk of
France exiting the euro (the pillar of her platform). This led to fears of a
major crisis, with the potential to threaten the existence of the European
currency itself. Just before the first round of the presidential election, I
entered the fray, although modestly, by publishing an op-ed in Le Figaro
titled “The Euro Exit: A Foolishness.” A press campaign ensued. In the
famous TV debate when Emmanuel Macron attacked her on the euro, she
proved weak and confused. The French concluded that an exit from the
euro would lead to chaos. It resulted not only in Le Pen’s defeat but
also—even more strikingly—in the “Front National” dropping the exit of
the euro out of its political platform.

I end with Italy: it is interesting to observe that after the French elec-
tion, the two populist and fundamentally Euroskeptic movements pre-
ferred to avoid campaigning on leaving the euro. Furthermore, when the
League and the Five-Star Movement presented a government with a noto-
riously anti-euro finance minister, they were confronted with a veto from
the president of the republic and forced to accept finance and foreign
ministers who were pro-Europeans. Once again, the political checks and
balances played in favor of the euro, because the Italian people were aware
that the economic and social price to be paid for leaving the European
currency would be huge and that at the end of the day the place of Italy
was to be in the European Union.
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