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Overview

Nazaré da Costa Cabral, José Renato Gongalves, and Nuno Cunha
Rodrigues

Abstract In this chapter (‘Overview’), a global outlook of the Book The Euro and
the Crisis is provided. It starts with a general description of the purposes of this
academic project, lead by the Center for Research in European, Economic, Finan-
cial and Tax Law of the University of Lisbon, to which the Editors—Nazaré da
Costa Cabral, José Renato Gongalves and Nuno Cunha Rodrigues—are linked as
researchers. Then it proceeds with a description of each of the subsequent chapters,
distributed along four parts, respectively entitled: Part 1—The Eurozone as a (non)
Optimum Currency Area; Part 2—A monetary union relying on fiscal policy
coordination: achievements, shortcomings and future perspectives; Part 3—New
perspectives for macroeconomic stabilizers in the European Union; Part 4—A
Budgetary Union as a way-out of the EMU crisis: is it possible?

1 General Description

The Centre for Research in European, Economic, Financial and Tax Law
(CIDEEFF) of the University of Lisbon was created in 2014-2015 as a university
research centre with the aim of monitoring and addressing the academic work
(especially the guidance of Doctoral and Post-Doctoral Theses), along with func-
tioning as an academic production hub, through the medium of books, articles,
working papers and organization of conferences and other themed events, that are
capable of contributing to the advancement of the social sciences, especially in the
field of Law and Economics. CIDEEFF, under the general coordination of Professor
Eduardo Paz Ferreira, is composed of researchers that are mostly University pro-
fessors, post-doctoral researchers who have a reputation in scientific and academic
planning in their areas of expertise—areas that form the basis of the Centre. These
specialised areas correspond to research groups, each led by a principal researcher.
One of these groups, Group 4, is entitled “Crisis, Public Policies, Fiscal Policy and
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the Euro” aiming to conduct studies on the origins and consequences of the the
financial crisis that the Eurozone has faced in recent years, and evaluate the
effectiveness of the responses adopted in Europe (from 2008 until the present).
Within the framework of these objectives, three of CIDEEFF’s members, Nazaré da
Costa Cabral (main researcher for Group 4), José Renato Gongalves and
Nuno Cunha Rodrigues (both deputy directors of CIDEEFF and members inte-
grated within Group 4) conceived the idea of organising the Collective Book
presented here.

The response to the call made by the Organisers/Editors to renowned academi-
cians and experts in European affairs was immensely positive. The authors (with
different nationalities and affiliated to prominent academic or sectorial institutions)
accepted the challenge to analyse the effects of the recent crisis and evaluate some
possible answers to the gridlock that is currently being faced by the Eurozone and
the European Union, concerning both monetary policy and the budgetary (and
fiscal) policy arms. The ‘Brexit’ decision, in the 23 June 2016 referendum, can be
seen as a consequence of the fundamental contradictions and insufficiencies
concerning the construction of the E(M)U building, and highlights the fact that
this is a vital moment to discuss truthful reforms, not mere cosmetic changes,
concerning those two framing arms. In fact, this wary political outcome reinforces
the uncertainty that has surrounded the E(M)U project, particularly since 2007.
What is more, it is precisely this uncertainty that justifies the timeliness of such
academic research and discussion, such as the Book presented here. The result is an
interdisciplinary work that embraces economic, financial and legal perspectives,
although including linked items previously selected to ensure the global coherence
of its analysis. The main objectives have been largely attained (not to say
surpassed), with the result being a unique and high quality publication that will
certainly provide an important academic contribution to the debate about the future
and viability of the Euro and of the European integration project as a whole.

In Part I, the authors were invited to discuss, through taking into consideration
the history of the E(M)U and its recent evolution, whether the main Optimum
Currency Areas (OCA) conditions fail to apply in the case of the EMU (departing
from Mundell’s conditions—flexibility in prices and wages and factor mobility)
and, if so, which improvements can be made. In this stance, a characterisation of the
EMU is implied as a territory of different and divergent economic structures and the
way in which the successive enlargements have reinforced this divergence, ulti-
mately preventing the construction of a truthful and complete OCA. The conse-
quences of this imperfect construction are of a different nature, and the last
(current) financial and debt crisis has highlighted some of its aspects, notably the
remaining fragmentation of the European financial markets, despite the implement-
ation of a single monetary policy.

In Part II, the authors were challenged to discuss the political and economic
foundations of the European Monetary Union and to discuss the current monetary
policy framework, also explaining the nature of the relationships between the single
monetary policy and fiscal policy since the creation of the EMU. They were also
invited to discuss the design of the fiscal policy coordination system and notably to
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explain the historical background of the Fiscal Compact and its economic rationale.
Another topic brought to light was whether the occurrence of ‘debt-restructuring
procedures’ in some Eurozone member countries may curtail fiscal coordination
within the area. Debt restructuring economic effects (for the respective Member
countries and for the Eurozone as a whole) have also been examined, and
it was analysed their legal and financial conditions and ethical implications
(on reputational grounds, bearing in mind future sovereign risk assessment).

In Part III, the authors were asked to discuss and to verify, in the current
scenario, the accuracy of the optimistic idea that prevailed in the conception of
the E(MM)U, notably in the Report ‘One Market, One Money’ (1990), that a
monetary union would minimise the occurrence of adverse shocks, and that asym-
metric shocks in particular would become less frequent. Departing from existing
problems concerning the practical implementation of monetary and fiscal policies,
some instruments of macroeconomic stabilisation can be identified as a way to
improve the E(M)U’s future performance. These stabilisation devices can work as
private insurance mechanisms—as the creation of the Banking Union has been—or
as government insurance instruments against asymmetric shocks as is the case with
debt pooling funds or the proposed European Unemployment Insurance scheme.

Finally, in Part IV, the authors were instructed to analyse the reinforcement of
the Budgetary policy arm within the E(M)U, with eventually the creation of a
(complete) Budgetary Union in the EU. They were invited to look at European
national experiences of fiscal federalism (fiscal relationships between different
levels of Government), and to discuss the transposition of Fiscal Federalism
insights to the EU scenario, with specific drawbacks able to be anticipated on either
normative or on political grounds in the aforementioned transposition. Another
issue in this stance, and departing from the existing system of EU budget resources,
is the reinforcement of tax harmonisation and tax assignment in the EU, particularly
future perspectives concerning income taxes. Furthermore, fiscal federalism
enhancement should also involve the development of a system of grants, not only
as a way to prevent or to address cyclical shocks but also as a way to overcome
horizontal fiscal gaps between EU Member States (e.g. economic convergence),
thus helping to create a new environment for long run, sustained economic growth.

2 The Structure of the Book

Part I opens with Joseph Stiglitz’s chapter, The fundamental flaws in the Euro Zone
framework, where the author starts by sustaining that the fundamental flaws of the
Eurozone, rather than being due merely to fiscal profligacy of some of its Members
(even though this factor cannot be neglected) are first and foremost related to
market failures within the zone. The main prescriptions of the neoclassical type
fail to apply here because there was not sufficient Government intervention to cope
with these failures: notably, free mobility of labour without a common debt
issuance and free mobility of capital without tax harmonisation leads to an unstable
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and inefficient allocation of these same factors. Furthermore the author refers to the
wrong conception of the European monetary policy, mostly focused on price stabili-
zation, and this has explained the late and weak response given by the European
Central Bank to the severe economic downturn suffered by peripheral European
countries from 2009 onwards.

For Annette Bongardt and Francisco Torres, in their chapter entitled EMU as a
sustainable currency area, conditions for sustainability should rely on a preference
convergence within a gradual, learning process, and reflect a perceived need for
creating ownership of reforms at a national level, through a process of slow-moving
convergence of preferences in institutions. Structural reforms relying on individual/
national responsibility are required not only to give credibility to the adjustment
programmes (and the crisis has reinforced them as legal commitments based on the
principle of conditionality), but most of all because these reforms are a condition
for sustainable growth. Reforms should lead Europe to a new paradigm of economic
growth, sustained on the idea of environmental protection, notably through the
promotion of private green investments. In this domain, EU harmonised environ-
mental regulation (and a new role for taxation) should be able to provide a push for
EU green innovation and cost-efficiency.

On the other hand, as mentioned by Sergio Rossi in the chapter entitled A
structural-reform proposal for a two-speed European monetary union, the EMU
is not yet an optimum currency area for various other reasons, notably because the
ECB does not work as a European Treasury able to support fiscal policy across the
Euro area, by purchasing government bills, bonds, and treasuries in the primary
market. Considering the information provided in the course of the TARGET
2 payment system, notably when exhibiting ‘different euros’ that effectively exist
within the Euro Area, the author advocates that this system can eventually assume a
new role regarding the institution of a two-speed monetary union. This structural
reform within the monetary union would transform the euro into a truly interna-
tional currency, and at the same time would contribute to economic and financial
stability and restore an idea of cohesion and solidarity among Member States,
which are, as noticed, constitutive principles of the European integration project.

In the two following Chapters—the first, from Francesco Mongelli, Georgios
Papadopoulos and Elisa Reinhold, with the title Are Euro Area economic structures
changing?, and the second from Joao Sousa Andrade, Adelaide Duarte and Marta
Simdes, entitled Differences in human capital and openness to trade as barriers to
growth and convergence in the EU—the topic of convergence/divergence between
member countries is brought to light. The former addresses the fundamental
economic transformation that has occurred in the Member States, starting even
before the E(M)U was launched, notably considering the contribution given to the
economy, in terms of gross value added, by certain economic sectors, such as
industry, construction and the public sector. Furthermore, the findings concerning
the effects of the recent crisis over these economic sectors, which are different for
different E(M)U countries, seem to provide a new argument to the new geography
theory, according to which by promoting trade and factor mobility, deeper integra-
tion will produce new economies of scale, activity specialisation and economic
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agglomeration, ultimately leading to regional disparities and economic divergence.
The latter, on the other hand, relying on a regression approach, examines the growth
and convergence process of 14 EU member states over the 1960-2014 period. The
results confirm that different human capital/trade regimes correspond to different
growth performances due to technological catch-up, external competitiveness, the
weight of tradable goods, physical capital accumulation, government size and
public debt.

In the final Chapter of Part I, entitled Has the euro any future as part of secular
stagnation?, Francisco Louca, based on Larry Summers’s idea, discusses the
reasons for the Euro’s failure and the political and economic alternatives to this
failed project. The ‘exit’ hypothesis (notably for small and poor countries as is the
case with Portugal) is analysed and the main implications (advantages and losses)
are investigated. In Louga’s opinion, permanence in the euro—which notwithstand-
ing everything would be the best solution—will only be possible if based upon a
new dimension of solidarity amongst Member States and above all on the basis of a
different vision for democracy.

Part IT also departs from Democracy (or the lack of it in the European construc-
tion). The two initial Chapters—from Luis Maximo dos Santos, entitled The
European Monetary Union: political motivation and from Pierre-Alain Muet,
entitled The great recession of 2012-2014: the monetary union challenged by
national egoisms—converge in the idea that a project—the construction of a
monetary union—that began by being ‘political’ in its essence (politically
sustained), has been progressively captured by national egoisms that the late crisis
ended up by exacerbating. Today, the EMM)U is facing this fundamental contra-
diction: when it requires more political support (both at the national and European
levels) it is confronted with growing national-wide scepticism and (democratic)
rejection—and again the ‘Brexit’ solution is quite elucidative about the current
‘state of the art’. The European political leaders are now facing these two (real or
apparent) opposing demands: on the one hand, to internally respond to voters’
expectations, notably by addressing the increasing fear caused by the integration
process itself (the side effects of openness and of free movement); on the other
hand, to positively respond to the challenge of deeper integration both on economic
and political grounds.

Sometimes, policy-type insights can be counter-productive. The ‘Deficit Exces-
sive Procedure’, implemented by the Stability and Growth Pact—SGP and lying
behind the Fiscal Compact framework, is illustrative about this. Since its inception,
the SGP has shown itself to be weakly enforceable in certain cases (for certain
countries) and strongly binding in others (or at least menacing). The menace of
sanctions has greatly depended on political motivations and on the current balance
of power existing within the European institutions rather than on the natural
capability of the SGP to be enforceable. Furthermore, the inherent complexity of
its analytical tools, notably GDP data and the notion of structural balance, has
fostered some political manipulation. Ansgar Belke, in his chapter entitled The
Fiscal Compact and the Excessive Deficit Procedure—Relics of bygone times?,
puts—in his own words—a finger in this wound. In his view, the road to a
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sustainable ‘economic governance’, through fiscal federalism in conjunction with
an incentive-compliant banking union, should lead to market-based interest rates
able to provide a better incentive and sanction mechanism than the ‘Excessive
Deficit Procedure’ has proven to be.

In the following Chapter, Yannis M. Ioannides proposes A Conceptual Frame-
work for Reforms versus Debt in the Context of a Fiscal Union within the European
Monetary Union. The author adds this unique insight from International Economics
to explain relationships between integrated economies in the presence of debt,
claiming that size matters (e.g. the dimension of the population) for decision-
making purposes, and notably explains the way in which a small country’s funda-
mentals affect its bargaining power, especially over a full range of fiscal policy.
The equilibrium model here presented helps for instance to frame the ‘Greek case’
(a small indebted economy in a monetary union) and the negotiating impasse with
the European institutions and the other member States, during the peak of the 2015
political crisis.

Debt, sovereign debt, and debt renegotiation have definitively entered the
European political agenda; Greece, in particular, has managed over the successive
adjustment programmes to renegotiate the terms and conditions of its debt payment.
Sérgio Gongalves do Cabo, in his Chapter entitled Sovereign debt restructuring in a
monetary union: the case of the euro area Member States discusses the legitimacy
and suitability of debt renegotiation procedures. The author starts out by analysing
the concept of debt restructuring and its modalities, and then addresses its main
implications and drawbacks. In Cabo’s view, restructuring “public debt is at the
antipodes of economic policy co-ordination and convergence of euro area Member
States sharing a common currency”, representing “a major failure of the
decentralized economic governance system that underpins the single currency.”
Furthermore, on the other hand, alternatives already exist—notably the path that
was opened by the European Stability Mechanism considered as an embryo for a
European Treasury and for EU joint issuance of public debt.

Macroeconomic stabilisation is at the heart of the current academic and political
EU debate. Part III starts with two Chapters related to the monetary policy arm, and
particularly with a characterisation and assessment of the European Central Bank
(ECB) policy in the aftermath of the 2007 crisis. Both Fritz Breuss in his
Chapter The Crisis Management of the ECB and Anténio Mendonga, in a chapter
entitled Unconventional monetary policy of the ECB and the international eco-
nomic and financial crisis: efficiency versus exhaustion, refer to the justification for
the adoption of ‘quantitative easing’ measures, notably after 2012, and the main
economic and financial shortfalls that can be attached to them.

Further in this stance, Nazaré da Costa Cabral in the Chapter entitled The
Eurozone’s Private and Governmental Shock Absorbers: Current Setup and Future
Prospects proceeds to identify and investigate the respective categories within the
two main types of shock absorbers—private and governmental shock. As for
private shock absorbers (that imply the reinforcement of ‘market forces’ within
the E(M)U), the author indicates certain measures that are intended either to ensure
the completion of the internal market or to address sectorial market fragmentation,
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as is the case with the creation of the Banking Union. As for governmental shock
absorbers, the author then distinguishes between macro stabilising measures that
can be implemented outside the EU’s budget (e.g. the creation of a new ‘Debt
Agency’ or the institution of a new ‘European unemployment insurance scheme”’)
and those measures that can be adopted through the current EU budget, with it being
stressed though that, for this latter case, significant changes in the design of tax
assignment criteria and rules for the allocation of funds would be required.

The preceding Chapter introduces the two subsequent and closing ones. In fact,
from the so-called private shock absorbers, the implementation of a Banking Union
is considered to be the most important (albeit incomplete) political decision after
the crisis and, among the so-called government insurance mechanisms, the creation
of a European unemployment insurance scheme is now already, following aca-
demic contributions, being discussed and assessed on an institutional basis (by the
European Commission and the current Slovakian European Presidency). The
Chapter written by Nuno Cunha Rodrigues and José Renato Gongalves, entitled
The European banking union and the Economic and Monetary Union: the puzzle is
yet to be completed, and the one by Miroslav Beblavy, Karolein Lenaerts and Ilaria
Maselli, entitled The (future) European unemployment insurance and its role as an
automatic stabiliser present the advantages, risks, and main drawbacks that can be
found, respectively, in the Banking Union and in the new unemployment scheme—
both, in their own ways, aiming to act as macroeconomic stabilisation devices.

The ultimate subject of the debate around the reform of the E(M)U concerns the
eventual creation of a Budgetary Union. Is it possible? Is it strictly necessary? The
decentralisation experience on a national basis can be elucidative both on economic
and political grounds regarding the ‘promises and perils’ involving the federalist
path. In the first Chapter of Part IV, entitled Achieving accountable governance and
structural reforms—lessons from the crisis in Europe, Ehtisham Ahmad and
Giorgio Brosio assess administrative reforms made following the crisis in selected
countries—e.g. Spain, France and Denmark. The evidence presented shows that
with the exception of Denmark, the restructuring of government levels and numbers
has proved difficult. The Chapter highlights pure normative-economic (i.e., achiev-
able scale economies) and political economy arguments, and how they can be
transposed by other fiscal federal experiences (as is the case with the EU).

In fact, the idea of fiscal federalism relies on a central budget of a sufficient
dimension and making use of a standard set of revenues (taxes) and expenditures
able to fulfil conventional fiscal functions—notably, allocation, redistribution and
macroeconomic stabilisation. It is commonly recognised that the EU’s budget does
not have the conditions or dimension to be assigned to these functions. In the
subsequent Chapter, entitled The financing of the European Union Budget, Herman
Matthijs precisely explains and quantifies the evolution of the EU budget
(concerning the respective main sources of financing) and refers to its main and
persistent transparency and adequacy problems. These problems, as indicated, can
condition or prevent a future increase or enlargement. In the subsequent Chapter,
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entitled Toward a Closer Union in Europe: Elusive Mirage or Reality within
Grasp?, George Kopits, departing notably from the theoretical insights of Fiscal
Federalism literature, investigates the two main branches of the EU budget, the
revenue side and the expenditure side, and then explores the prospects and tasks for
further political and fiscal integration—in line with well-known guiding principles,
such as subsidiarity and solidarity. Last but not the least is the Chapter entitled The
scope for a budgetary union in the European monetary union, where Oscar Bajo-
Rubio and Carmen Diaz-Roldan discuss the macroeconomics of a monetary union
focusing on the scope for coordination of budgetary policies. Using public deficit as
a policy instrument, they proceed to identify the full cooperation of fiscal policies
with a budgetary or fiscal union and to show to what extent the fully coordinated
fiscal action of the Eurozone members should be complemented with fiscal disci-
pline, a zone-wide system of transfers, or an automatic mechanism to ensure the
stability of the Eurozone.



Part I
The Eurozone as a (non) Optimum
Currency Area



The Fundamental Flaws in the Euro Zone
Framework

Joseph E. Stiglitz

Abstract Europe has not done well in the years since the 2008 crisis, with a double
dip recession and a recovery far slower than that of the US from whence the crisis
came. Among the key reasons for this dismal performance is the euro, or more
precisely, the structure of the Eurozone, the institutions, rules, and regulations that
were created to ensure growth and stability of a single currency amongst a diverse
set of countries—and the failure to do some of the things (like the establishment of a
common deposit insurance system) that should have been done. The paper
describes how Europe created a divergent system, with increasing disparities
between the richer and poorer countries, and the role of certain beliefs, prevalent
at the time, but since questioned, about what makes for good economic
performance.

The euro was a political project, conceived to help bring the countries of Europe
together. It was widely recognized at the time that Europe was not an optimal
currency area.' Labor mobility was limited, the countries” economies experienced
different shocks, and there were different long-term productivity trends. While it
was a political project, the politics was not strong enough to create the economic
institutions that might have given the euro a fair chance of success. The hope was
that over time, this would happen. Bur, of course, when things were going well,
there was little impetus to “complete” the project, and when a crisis finally occurred
(with the global recession that began in the United States in 2008) it was hard to
think through carefully what should be done to ensure the success of the euro.

I and others who supported the concept of European integration hoped that when
Greece went into crisis, in January, 2010, decisive measures would be taken that

Excerpt of the chapter “Crises: Principles and Policies: With an Application to the Eurozone
Crisis,” in Life After Debt: The Origins and Resolutions of Debt Crisis, Joseph E. Stiglitz and
Daniel Heymann (eds.), Houndmills, UK and New York: Palgrave Macmillan, 2014. Permission
granted by the Author and rights acquisition to the Publisher.
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would demonstrate that the European leaders at least understood that further actions
would be needed to enable the euro to survive. That did not happen, and quickly, a
project designed to bring Europe together became a source of divisiveness.
Germans talked about Europe not being a transfer union—a euphemistic and
seemingly principled way of saying that they were uninterested in helping their
partners, as they reminded everyone of how they had paid so much for the
reunification of Germany. Not surprisingly, others talked about the high price
they had paid in World War II. Selective memories played out, as Germans talked
about the dangers of high inflation; but was it inflation or high unemployment that
had brought on the political events that followed?

Greece was castigated for its high debts and deficits, and it was natural to blame
the crisis on excessive profligacy, but again there was selective memory: In the
years before the crisis bit Spain and Ireland had low debt to GDP ratios and a fiscal
surplus. No one could blame the crisis that these countries faced on fiscal profli-
gacy. It was thus clear that Germany’s prescription, that what was required were
stronger and more effectively enforced fiscal constraints, would not prevent a
recurrence of crisis, and there was good reason to believe that stronger con-
straints—austerity—would make the current crisis worse. Indeed, by so manifestly
showing that Europe’s leaders did not understand the fundamentals underlying the
crisis—or that if they did, by manifesting such enormous resistance to undertaking
the necessary reforms in the European framework—they almost surely contributed
to the markets’ lack of confidence, helping to explain why each of the so-called
rescue measures was viewed as only a temporary palliative.

In the remainder of this section, I describe several of the underlying structural
properties of the Euro Zone that, if they do not make crises inevitable, certainly
make them more likely to occur. (What is required is not so much the structural
adjustment of the individual countries, but the structural adjustment of the euro
framework.) Many of these were rules that reflected the neoclassical model, with
the associated neoliberal policy prescriptions, which were fashionable (in some
circles) at the time of the creation of the euro. Europe made two fundamental
mistakes: first, it enshrined in its “constitution” these fads and fashions, the
concerns of the time, without providing enough flexibility in responding to chang-
ing circumstances and understandings. And secondly, even at the time, the limits of
the neoclassical model had been widely exposed—the problems posed, for instance,
by imperfect competition, information, and markets to which I alluded earlier. The
neoclassical model failed to recognize the many market failures that require
government intervention, or in which government intervention would improve the
performance of the economy. Thus, most importantly from a macroeconomic
perspective, there was the belief that so long as the government maintained a stable
macro-economy—typically interpreted as maintaining price stability—overall eco-
nomic performance would be assured. By the same token, if the government kept
budgets in line (kept deficits and debts within the limit set by Maastricht Conven-
tion) the economies would “converge,” so that the single currency system would
work. The founders of the Euro Zone seemed to think that these budgetary/macro-
conditions were necessary and essentially sufficient for the countries to converge,
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that is, to have sufficient “similarity” that a common currency would work. They
were wrong. The founders of the Euro Zone were also focused on government
failure, rather than market failure, and thus they circumscribed governments,
setting the stage four the market failures that would bring on the euro crisis.

Much of the framework built into the Euro Zone would have enhanced effi-
ciency, if Europe had gotten the details right and if the neoclassical model were
correct. But the devil is in the detail, and some of the provisions, even within the
neoliberal framework, led to inefficiency and instability.

Free mobility of factors without a common debt leads to the inefficient and
unstable allocation of factors. The principle of free mobility is to ensure that factors
move to where (marginal) returns are highest, and if factor prices are equal to
marginal productivity, that should happen. But what individuals care about, for
instance, is the after-tax returns to labor, and this depends not only on the marginal
productivity of labor (in the neoclassical model) but also on taxes and the provision
of public goods. Taxes, in turn, depend in part on the burden imposed by inherited
debt. Treland, Greece and Spain face high levels of inherited debt. In these coun-
tries, the incentive for outmigration, and is especially so, because that debt did not
increase to its current levels as a result of investments in education, technology, or
infrastructure that is, through the acquisition of assets, but rather as a result of
financial and macro-economic mismanagement. This implies migration away from
these highly indebted countries to those with less indebtedness, even when marginal
productivities are the same; and the more individuals move out, the greater the
“equilibrium” tax burden on the remainder, accelerating the movement of labor
away from an efficient allocation.” (Of course, in the short run, migration may have
positive benefits to the crisis country, both because it reduces the burden of
unemployment insurance, and as the remittances back home provide enhanced
domestic purchasing power. Whether in the short run these “benefits” to migration
out-weight the adverse effects noted above is an empirical question. The migration
also hides the severity of the underlying downturn, since it means that the unem-
ployment rate is less, possibly far less, than it otherwise would be.)’

Free mobility of capital and goods without tax harmonization can lead to an
inefficient allocation of capital and/or reduce the potential for redistributive taxa-
tion, leading to high levels of after-tax and transfer inequality. Competition among
jurisdictions can be healthy, but there can also be a race to the bottom. Capital goes
to the jurisdiction which taxes it at the lowest rate, not where its marginal produc-
tivity is the highest. To compete, other jurisdictions must lower the taxes they
impose on capital, and since capital is more unequally distributed than labor, this
reduces the scope for redistributive taxation. (A similar argument goes for the
allocation of skilled labor.) Inequality, it is increasingly recognized, is not just a

Interestingly, this problem has long been recognized in the theory of fiscal federalism/local public
goods. See, for example, Stiglitz (1977, 1983a, b).

3By the same token, if some of the burden of taxation is imposed on capital, it will induce capital to
move out of the country.
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moral issue: it also affects the performance of the economy in numerous ways
(Stiglitz 2012).

Free migration might result in politically unacceptable patterns of location of
economic activity. The general theory of migration/local public goods has shown
that decentralized patterns of migration may well result in inefficient and socially
undesirable patterns of location of economic activity and concentrations of popu-
lation. There can be congestion and agglomeration externalities (both positive and
negative) that arise from free migration. That is why many countries have an
explicit policy for regional development, attempting to offset the inefficient
and/or socially unacceptable patterns emerging from unfettered markets.

In the context of Europe, free migration (especially that arising from debt
obligations inherited from the past) may result in a depopulation not only of certain
regions within countries but also of certain countries. One of the important adjust-
ment mechanisms in the United States (which shares a common currency) is
migration; and if such migration leads to the depopulation of an entire state, there
is limited concern.* But Greece or Ireland are, and should be, concerned about the
depopulation of their countries.

The single market principle for financial institutions and capital too can lead to
a regulatory race to the bottom, with at least some of the costs of the failures borne
by other jurisdictions. The failure of a financial institution imposes costs on others
(evidenced so clearly in the crisis of 2008), and governments will not typically take
into account these cross-border costs. That is why either there has to be regulation
by the host country (Stiglitz et al. 2010), or there has to be strong regulation at the
European level.

Worse still, confidence in any country’s banking system rests partially in the
confidence of the ability and willingness of the bank’s government to bail it out
(and/or to the existence of institutional frameworks that reduce the likelihood that a
bailout will be necessary, that there are funds set aside should a bailout be
necessary, and that there are procedures in place to ensure that depositors will
be made whole). Typically, there is an implicit subsidy, from which banks in
jurisdictions with governments with greater bailout capacity benefit. Thus, money
flowed into the United States after the 2008 global crisis, which failures in the
United States had brought about, simply because there was more confidence that the
United States had the willingness and ability to bail out its banks. Similarly, today
in Europe: what Spaniard or Greek would rationally keep his money in a local bank,
when there is (almost) equal convenience and greater safety in putting it in a
German bank?> Only by paying much higher interest rates can banks in those
countries compete, but such an action would put them at a competitive

“Some see an advantage: buying influence over that country’s senators because less expensive.
SThe exit from Spanish banks while significant—and leading to a credit crunch—has been slower
than some had anticipated. This in turn is a consequence of institutional and market imperfections
(for example, rules about knowing your customer, designed to limit money laundering), which
interestingly the neo-classical model underlying much of Europe’s policy agenda ignored. There is
far less of a single market than it is widely thought.
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disadvantage; and the increase in interest rates that is required may be too great—
the bank would quickly appear to be non-viable. What happens typically is capital
flight (or, in the current case, what has been described as a capital jog: the surprise is
not that capital is leaving, but that it is not leaving faster). But that sets into motion a
downward spiral: as capital leaves, the country’s banks restrict lending, the econ-
omy weakens, the perceived ability of the country to bail out its banks weakens, and
capital is further incentivized to leave.

There are two more fallacies that are related to the current (and inevitable)
failures of the Euro Zone. The first is the belief that there are natural forces for
convergence in productivity, without government intervention. There can be
increasing returns (reflected in clustering), the consequence of which is that coun-
tries with technological advantages maintain those advantages, unless there are
countervailing forces brought about by government (industrial) policies. But
European competition laws prevented, or at least inhibited, such policies.®

The second is the belief that necessary, and almost sufficient, for good macro-
economic performance is that the monetary authorities maintain low and stable
inflation. This led to the mandate of the European Central Bank to focus on
inflation, in contrast to that of the Federal Reserve, whose mandate includes growth,
employment, and (now) financial stability. The contrasting mandates can lead to an
especially counterproductive response to a crisis, especially one which is accom-
panied by cost-push inflation arising from high energy or food prices. While the Fed
lowered interest rates in response to the crisis, the continuing inflationary concerns
in Europe did not lead to matching reductions there. The consequence was an
appreciating euro, with adverse effects on European output. Had the ECB taken
actions to weaken the euro, it would have stimulated the economy, partially
offsetting the effects of austerity. As it was, it allowed the US to engage in
competitive devaluation against it.

It also meant that the ECB (and central banks within each of the member
countries) studiously avoided doing anything about the real estate bubbles that
were mounting in several of the countries. This was in spite of the fact that the East
Asian crisis had shown that private sector misconduct—even when there is mis-
conduct in government—could lead to an economic crisis. Europe similarly paid no
attention to mounting current account balances in several of the countries.

Ex post, many policymakers admit that it was a mistake to ignore these current
account imbalances or financial market excesses. But the underlying ideology then
(and still) provides no framework for identifying good “imbalances,” when capital
is flowing into the country because markets have rationally identified good invest-
ment opportunities, and those that are attributable to market excesses.

SEven the World Bank has changed its views on industrial policies; yet views about industrial
policies are to a large extent enshrined in the Euro Zone’s basic economic framework. See Lin
(2012) and Stiglitz and Lin (2013a, b).
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EMU as a Sustainable Currency Area

Annette Bongardt and Francisco Torres

Abstract EMU’s governance framework was incomplete at its inception. Its
institutional fragilities allowed for the building up of competitiveness and fiscal
disequilibria in some Member States during its first 10 years and left the Eurozone
unprepared to cope with the sovereign debt crisis. While some of those weaknesses
have been addressed in response to the crisis EMU’s governance framework
remains incomplete to date and therefore vulnerable to adverse market and
political-economy pressures. This chapter argues that EMU—or at least the mem-
bership of individual countries—will not be sustainable without national adjust-
ment capacity and willingness to implement economic reforms. Those reforms are
also a pre-condition for promoting sustainable growth and hence a credible crisis
exit strategy. Although EMU’s resilience could still be guaranteed through other
mechanisms in the absence of sufficient national adjustment capacity, notably a
banking union with an orderly state bankruptcy regime, even if feasible it would
mean a rather different model of European integration.
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1 Introduction

At Maastricht, Economic and Monetary Union (EMU) membership was made
conditional on the fulfilment of entry criteria that would test whether (or show to
those opposing EMU or too large an EMU, that) there was a ‘sufficient’ prior
convergence of preferences with regard to both inflation and budgetary and fiscal
discipline. As in the case of the creation of the European Monetary System (EMS)
before, a number of institutional questions remained open in order to allow for the
establishment of a timescale for the creation of EMU. Moreover, besides the need to
allow for the establishment of a timescale to implement EMU, its Maastricht
blueprint could not have been complete for a variety of reasons, notably the
idiosyncrasy of the European construct, which had no parallel in previous experi-
ences. To be sure, that incompleteness had been pointed out at the time by
academics (Giavazzi and Wyplosz 2016), policy makers and politicians but mem-
ber states could only agree on the lowest common denominator, hoping for prefer-
ences to converge (Torres 2009)." Open questions primarily concerned how to
enforce the convergence/stability (entry) criteria once countries had joined EMU
and how to further coordinate budgetary and various other policies in order to
guarantee EMU’s sustainability. The fiscal (entry) criteria were complemented in
1997 by the establishment of the Stability and Growth Pact (SGP) with regard to the
post-entry period. They did not however address institutional and economic gaps in
the criteria identified by some economists for an optimum currency area (OCA).
Still, endogenous developments could have improved matters over time (see
Corsetti 2010; De Grauwe and Mongelli 2005; Torres 2009).2

Unlike in the case of a common monetary policy, where national central banks
had been made independent as EMU qualifying criteria, there was no parallel
establishment at the national level of enhanced fiscal rules or national institutional
fiscal arrangements in future Eurozone member countries. As a result, the moni-
toring of fiscal policies and debt accumulation was not effective: the SGP did not
function satisfactorily as a fiscal disciplinary device, as its legalistic approach failed
when the European Commission faced national arguments of “special circum-
stances” (Giavazzi and Wyplosz 2016). No Eurozone institutional mechanisms

!Jones et al. (2016) argue that the incompleteness of EMU was both a cause of the euro crisis and a
characteristic pattern of the policy responses to the crisis.

Traditional OCA theory states that the condition for a country to surrender its monetary autonomy
and join a monetary union is that the (microeconomic) efficiency gains must outweigh the
macroeconomic costs of participation. These factors are dependent on the characteristics of the
country in question. OCA theory has tended to focus on the stabilization policies (the macroeco-
nomic costs) of a monetary union, namely the loss of the exchange rate as an adjustment
mechanism. For an analysis of the role played by OCA theory in the process of European monetary
integration, see Krugman (1993), Mongelli (2008, 2010) and Eichengreen (2014). For a critical
appraisal (namely of the unreliable role of the exchange rate or of labour mobility as adjustment
mechanisms) as part of the more recent transatlantic debate on EMU as a non-OCA, see
Schelkle (2016).
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were put in place for a systematic detection and correction of private sector
imbalances, because those imbalances would be subject to—and thought to be
taken care of by—creditor discipline. As Giavazzi and Wyplosz (2016) note, the
European Central Bank (ECB) had frequently expressed frustration with govern-
ments that were not fiscally disciplined and with financial markets that did not price
public debts accordingly® but its warnings went ignored. In addition, creditors
allowed private imbalances and debts in some cases to reach unsustainable levels.

In 2000, at the Lisbon European Council Member states also committed to an
economic reform agenda. Under the heading of the Lisbon Strategy (2000-2010),
common EU objectives and benchmarks were established for member state perfor-
mance, which were to be gauged against agreed targets. The Lisbon Strategy was
above all driven by international competitiveness concerns and the objective to
make the internal market deliver economic results (growth and employment;
sustainable development) in a globalized world economy, rather than by monetary
union requirements. Of course, to the extent that structural reforms and economic
liberalization promote price and wage flexibility, the Lisbon economic agenda
would also contribute to a better functioning of the monetary union.

The way the Lisbon strategy and its successor, the Europe 2020 Strategy, were
set up was conducive to preference convergence within a gradual, learning process,
and reflects a perceived need for creating ownership of reforms at the national level,
through a process of slow-moving convergence of preferences on institutions
(Bongardt and Torres 2013b). The implementation of their commitments came to
hinge on soft coordination rather than being effected through the Community
method. Given that instruments remained a national competence, the convergence
of preferences relied on member states’ willingness and capacity of putting best
practice and mutual learning to good use. Enforcement relied on public and peer
pressure, exerted via benchmarking and ranking of member states’ performance
(Bongardt and Torres 2012). Yet, by and large public opinion in member states
failed to take ownership of reforms and exert pressure with a view to institutional
modernization, and peer pressure was largely ineffectual and official ranking
abandoned.

The remainder of this chapter is organised as follows. The next section shows
how EMU incompleteness allowed for the building up of macroeconomic imbal-
ances throughout its first decade. Section 3 examines how the crisis brought to the
forefront additional demands on the economic union part of an incomplete EMU.
Section 4 focuses on the need for and importance of creating ownership of reforms
at the national level. Section 5 argues the case for a sustainable growth strategy with
structural reforms at the national level as a pre-condition for a credible exit strategy
and a durable recovery. Section 6 operationalizes that strategy. Section 7 concludes.

3Barta and Schelkle (2016) address this lack of support from markets (rating agencies) in disciplin-
ing budgetary policies during EMU'’s first decade. Eijffinger et al. (2015) argue that markets had
behaved in a rational manner, taking the no bailout clause as unreliable from EMU’s inception. Risk
weights on sovereign debts of euro members were also set at zero by the official sector.
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2 EMU’s First Decade: The Building Up
of Macroeconomic Imbalances

Despite a rather successful first decade by many accounts, EMU’s incomplete-
ness—rooted in an incomplete institutional model beyond monetary policy—
implied persistent institutional fragilities and allowed for building up (financial,
fiscal and competitiveness) disequilibria. The lack of national reforms in some
member states also contributed to growing intra-EMU macroeconomic
imbalances.*

In the EU, the increase in economic integration to a monetary union had brought
about a qualitative change, in which different member state conceptions of the
mixed economy (with its different state-market relations), when in contradiction
with additional monetary union requisites on the economic side, became no longer
sustainable. Albeit to different degrees, member states—especially those which
were to experience severe problems later on in the sovereign debt crisis—failed
(some of them significantly) to internalize what living in a monetary union meant,
let alone to internalize the challenges posed by globalization, and delayed long-due
reforms. Any proposed remedies—as it were, even more so under time pressure—
would necessarily be more ‘intrusive’ in member state affairs. After all, a country’s
permanence in EMU requires the compliance with those commitments it made
under constrained decentralization, needed to sustain EMU.

The combination of the absence of market pressure during EMU’s first decade—
when financial markets failed to differentiate between the sustainability of public
debt and external imbalances among participants—and non-binding and not
enforceable commitments in the case of the Lisbon Strategy and binding but not
enforceable rules in the case of the SGP contributed to the procrastination of some
of those (economic and institutional) reforms. The same holds true for the
announced objectives (various times voted in national and European elections) to
which various governments and political parties had subscribed and which were
poorly implemented. It is therefore hardly surprising that economic policy coordi-
nation, effected through the Lisbon Strategy and the SGP, failed to deliver during
EMU’s first decade.

The combination of those two factors—the lack of national reforms in some
member states, in conjunction with the incapacity of financial markets to distin-
guish between Eurozone sovereigns—paved the way for increasing intra-EMU
macroeconomic imbalances. Apart from its weak enforcement, the Lisbon Strategy
also lacked any specific EMU dimension to address the increased interdependencies
between members of a monetary union.”

“Most EU countries had failed to internalize the established common objectives of fiscal (SGP)
and economic and social governance (the Lisbon and Europe 2020 Strategies).

SWith the launch of EMU’s second phase in 1994, the nature of European integration changed, as
developments in any member state could have a much greater impact on the others (Mongelli
et al. 2016). The crises have been illustrative in this regard.
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3 The Crises and Additional Demands on Economic Union

3.1 Towards a ‘Genuine EMU’?

EMU’s incompleteness in the economic union part left its (financial, fiscal and
economic) governance institutions unable to encompass increasing policy
interdependence, let alone capable of dealing with the cumulative effects of the
financial and sovereign debt crises.® EMU institutions, already affected by the
2008-2009 global financial crisis, were unable to deal with the sovereign debt
crisis that began in 2010.”

Although the EU moved towards increased coordinated financial supervision in
response to the 2008/2009 global financial crisis, it was insufficient. However, in
the sovereign debt crisis the large negative spillovers, originating in the economic
part of the union where there had been insufficient financial, fiscal and economic
policy coordination and domestic adjustments to prevent macroeconomic instabil-
ity and imbalances, affected the monetary side (Torres 2015). They came to put at
risk even the survival of the monetary union. The sovereign debt crisis thereby
added urgency to the completion of the economic union side of EMU. Member
States responded by seeking to address the causes of the crisis, namely banking
sector fragilities, budgetary disequilibria and competitiveness differentials between
member states. In order to curb spillovers into the monetary sphere, in particular in
the Eurozone, it was most urgent to break the feedback loop between weak banks
and over-indebted sovereigns.

The advances in economic governance were triggered in the crisis through
successive steps, prompted by the need to ensure the survival of EMU in the light
of market pressure. Different measures meant to strengthen fiscal discipline and
economic coordination have come to address some of EMU'’s fragilities since 2010
as a result. These responses, together with the creation of the European Stability
Mechanism (ESM) as a permanent rescue fund, new arrangements for financial
regulation and supervision and better tools for macro-prudential supervision, argu-
ably reduce the risk of future crises and strengthen the capacity of crisis manage-
ment.® However, and although those incremental steps add up over time and foster

As Bini-Smaghi (2016) points out, Eurozone governance combines a centralization of compe-
tences in policy areas such as monetary policy and now banking supervision (the responsibility of
the ECB) and competition policy, state aid and external trade (the responsibility of the European
Commission) with a form of “constrained” decentralization in other areas, such as fiscal and
structural policies.

"There were neither financial backstops for stressed sovereigns or strained banks nor for counter-
ing sudden stops in financial flows (Mongelli et al. 2016).

8 A brief summary of the measures taken since 2010 to strengthen EMU’s resilience is presented in
Juncker et al. (2015a). See also Mongelli et al. (2016) and the European Commission Fact Sheet on
“The EU’s economic governance explained” 28 November 2014, http://europa.eu/rapid/press-
release. MEMO-14-2180_en.htm
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further integration, a “complete EMU” seems always beyond reach (Jones
et al. 2016; Pisani-Ferry 2016).

The various versions of the EU Presidents’ Reports (Van Rompuy et al. 2012;
Juncker et al. 2015a, b) seek remedy for the fact that the functioning of an economic
and monetary union, as compared to a stand-alone economic union, makes addi-
tional demands on the economic side (notably on labour, product and financial
markets with regard to flexibility and coordination requirements), which were
previously unaccounted for. To make EMU sustainable they advocate the necessity
to respond to the Eurozone crisis by completing its economic union part. That
means creating a ‘genuine EMU’ (GEMU) with a banking union, an integrated
budgetary framework, an integrated economic policy framework and enhanced
democratic legitimacy and accountability of EMU governance.

Thus far the process of creating new institutions and mechanisms has displayed
significant political and institutional resilience to the crisis. Nevertheless, efforts to
create a ‘genuine EMU” have only made limited progress. Considering GEMU’s
three economic strands, fiscal integration did not progress much since 2011
although financial integration (banking union) advanced substantially (to what
can be denominated a half banking union). As far as enhanced democratic legiti-
macy and accountability of EMU governance is concerned, the institutional steps
taken during the crisis appear not to be significant. However, a non-negligible
informal bottom-up process of political integration is occurring through the sub-
stantially increased politicisation of multi-level governance (Torres 2015).° Among
GEMU’s four strands, it was the integrated economic policy framework that has
progressed the least during the crisis (Mongelli et al. 2016; Bongardt and Torres
2016); it is also still far from the level required to sustain EMU.

The various Presidents’ reports recognize that policy adjustment in the Eurozone
cannot rely on macroeconomic policies alone. Economic integration would have to
be pursued along the lines of creating stronger incentives for structural reforms in
low-productivity countries. This would help the Eurozone better meet the economic
requirements of a currency union by improving the overall stability of EMU to
macroeconomic shocks. However, the proposal of creating incentives for promot-
ing structural reforms for member states, such as a system of national reform
contracts to be signed with EU institutions in exchange for financial support (Van
Rompuy et al. 2012), seems not to have gathered the necessary political support
across member states and was abandoned.

Against the background of an integrated economic coordination framework
which barely advanced, held back by member state competences, the Five Presi-
dents’ report (Juncker et al. 2015b) proposes building on the Euro Plus Pact, with its
EMU dimension and focus on interdependencies, rather than on the EU-wide
Europe 2020 Strategy. More specifically, they suggest strengthening national

9Still, governments and citizens were not mobilized around a new impetus for European integra-
tion in the midst of the crisis, which in turn raises the question of the longer-term political
sustainability of both EMU and the European Union project (see Jones and Torres 2015 and 2016).
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reform efforts through competitiveness authorities at the national level and, in a
second phase, by moving to a legal base for commitments. This innovation looks
like an attempt to increase ownership and the effectiveness of reforms at national
levels.'?

3.2 Urgent Institutional Challenges to Be Addressed

A growing consensus has emerged on the causes of the crisis (Baldwin et al. 2015)
and also on the fragilities that have to be corrected. It is summarized in Baldwin and
Giavazzi (2016) and includes: completing the missing one-and-a-half pillars of the
currently incomplete banking union; breaking the feedback loop between banks and
their over-indebted sovereigns; securing Eurozone-wide risk sharing for dealing
with Europe-wide shocks and coordinating fiscal policy/national fiscal policies
while reinforcing discipline at the national level; some sort of sovereign debt
restructuring mechanism for the Eurozone in order to redistribute the burden of
legacy debt (“cleaning up the legacy debt problem”); and advancing structural
reforms to push the Eurozone more towards an OCA.

As yet, there is no consensus on the specifics of the additional demands on
economic union with respect to macroeconomic stabilization, notably whether
fiscal policy needs to be centralised (De Grauwe and Ji 2016a, b; Tabellini 2016)
or not (Eichengreen and Wyplosz 2016; Gros 2016). There is also some controversy
on the role of the ECB as a lender of last resort.'' The legacy debt problem seems to
be the most important political obstacle that stands in the way of most of the other
necessary corrections. There are various proposals for a limited set of measures to
be implemented as fast as possible without any need for deepening political or even
economic integration for which there is little appetite today.'? However, all of these
proposals encompass the creation of some fiscal space at the level of the Eurozone
and some sort of (more or less limited) programme of debt consolidation/
restructuring. A second important political obstacle, stressed by Sapir (2016), is
the resistance to creating Eurozone-wide risk sharing for Europe-wide shocks
(which begs increased fiscal integration) for fear that structural weaknesses in

19The proposal of such a legal base in the second phase suggests that the five presidents have little
faith in the delivery of national structural reform through non-binding coordination (Begg
et al. 2015). Sapir and Wolff (2015) propose the establishment of a European Competitiveness
Council composed of national competitiveness councils and the creation of a Euro System of
Fiscal Policy to oversee fiscal debt sustainability and an adequate area-wide fiscal position.
"'See De Grauwe (2013), Eichengreen (2014) and Torres (2013) and Feld et al. (2016) for a
discussion.

2Corsetti et al. (2016) put forward a mechanism to redistribute the burden of legacy debt over time
and only to a minimal extent across countries, not requiring debt mutualisation or a joint debt
guarantee.
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some countries, in particular in the functioning of labour markets, may lead to
structural rather than temporary fiscal transfers.

Today it has become more or less consensual that the one fundamental ingredi-
ent for a sustainable monetary union is banking union (Baldwin and Giavazzi 2016;
Eichengreen and Wyplosz 2016; Gros 2016; Gros and Belke 2016). However, the
question is whether such a banking union can materialise without a fiscal backstop
requiring a significant move towards a fiscal union.

Member states have resisted the centralization of competences on the economic
side of EMU and it is uncertain whether this will change any time in the future. It
nevertheless remains urgent to address those challenges and make the necessary
institutional changes. Independently of those necessary changes, however, it is the
adjustment capacity and the willingness to implement economic reforms at the
member-state level that is crucial for a better functioning monetary union and for
promoting sustainable growth and hence a credible crisis exit strategy.

4 Beyond Institutional Reform: The Need to Create
Ownership of Reforms

Regardless of the completion of a banking union and progress towards fiscal
integration and other necessary changes, any attempts at moving the Euro area
closer to an OCA, or to at least transform it into a sustainable currency area (SCA),
require reforms in areas where competencies have remained national.'® For the time
being, this is therefore only possible through structural reform and adjustment
capacity at the member state level.

Throughout the sovereign debt crisis market pressure surfaced as an additional
source of pressure for increasing lagging member states’ reform efforts. In addition,
conditionality made an appearance through the access to funds for those countries
that were cut off from capital markets for their financing needs. To a certain extent,
this has been a game changer for softly coordinated economic reforms.'* The new
crisis-enacted mechanisms and the conditionality-linked availability of funds have
started to positively affect the implementation of structural reforms. In fact, there
has been an acceleration of structural reforms in laggard countries—including
Greece, at least until 2014—as a result of market and peer pressure and of formal
and informal conditionality (Schmieding and Schulz 2014; OECD 2015).

The relevance of economic reforms rises in a context where fiscal policy is also
constrained by the need to ensure a proper adjustment of the budgetary imbalance,
which is due to the need for an enduring correction of the budgetary imbalance.
This is because structural reform can increase the credibility of the adjustment
programme whereby a more gradual fiscal adjustment can be achieved

3For a discussion of the concept of SCA in contrast to OCA, see Torres (2009).
' Arguably, by buying time for reform the ECB also alleviates market pressure on member states.
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(Bini-Smaghi 2016). As Draghi (2016) emphasizes, even supporting demand is not
just a question of the budget balance, but also of its composition, especially the tax
burden and the share of public investment—that is, fiscal policy can be used as a
microeconomic policy tool in that it can enhance growth even when public finances
require consolidation.

Without efforts by member states to create ownership of reforms, there may
however be a political backlash.

As Gros (2015) and Gros and Belke (2016) show for the case of Puerto Rico,
even a ‘genuine’ economic and monetary union (with a well-functioning banking
union) like the US cannot prevent regional failures. The case of Puerto Rico in the
US bears many similarities with the case of Greece in the Eurozone. Both delayed
over-due reforms and arrived at the brink of bankruptcy. The only difference is that
in the case of Puerto Rico there seems to be little criticism of the US dollar for the
failure and of the US government for lack of solidarity (Puerto Rico is left to the
mercy of the markets). However, Puerto Rico, member of a financially integrated
monetary union, did not put the monetary union at risk. It did not receive any help
from the US either, and entered into default (see Gros 2015). In the case of Greece,
Eurozone partners paid the country’s debts to the IMF (which were over due) and to
the ECB.

The case of Greece has illustrated that, without increased sovereignty sharing,
the new governance framework still remains vulnerable to adverse market and
political-economy pressures. So far Cyprus, Ireland, Portugal and Spain seem not
to have succumbed to the Greek disaster, although the jury is still out also for these
countries as well as for other member states, notably Italy and France. Therefore,
even if macroeconomic stability was to substantially improve, the as yet incomplete
recasting of the governance of EMU leaves it at risk without structural reforms.

One might ask what the implications were if a member state opted for not
honouring its ‘constrained’ commitments to sufficiently reform and modernize its
economy and society to be part of a dynamic economic and monetary union. That
member state should assume the responsibility for its choice of following a different
economic model and do so without putting at risk the Eurozone’s common good of
monetary and financial stability and of other Eurozone members’ budgetary sus-
tainability. That would imply leaving the Eurozone, but Euro exit is not foreseen in
the Treaties; they allow for voluntary exit from the EU but not for Euro exit alone.
The question then becomes whether there is any alternative to make EMU function
regardless of a lack of member state progress on economic reform. It is possible but
requires a monetary union that is no obstacle to an orderly restructuring of the
sovereign debt of one of its members (see Philippon 2015 for a more complete
proposal). It amounts to a credible non-bailout regime. There is also the possibility
of a drastic form of banking union a /a Buiter (2015), which makes it possible to
rescue the banks without rescuing the sovereign. The EU would thereby move
towards US practice. In the above scenarios member states would be free to choose
whether or not to comply with reform commitments. They alone would suffer the
dire consequences (lower living standards and, most likely, a more unfair type of
society) of their political choices (Giavazzi 2015; Phelps 2015).
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In fact, the lack of ownership of economic reform by the national government in
Greece has proven disastrous for the country and has carried a high cost for the
other members of the Union (Bongardt and Torres 2016). In the end Greece, or for
that matter any other EU member state, has the choice between addressing struc-
tural reforms in order to move on to sustainable growth (and, therefore, to a fairer
model of society) or be prepared to continuously deteriorate living standards and
internal social cohesion and quality of life vis-a-vis its partners.

5 A Durable Exit from the Crisis: Sustainable Growth

Apart from EMU resilience, structural reforms are also important for higher
potential growth (Draghi 2015, 2016) and hence for dealing with legacy costs and
with exit from the crisis. Still, whereas appropriate structural reforms are growth
enhancing in the long run, they often fail to bring about immediate benefits (IMF
2015), while causing frictions at a high political cost when they collide with
entrenched interest groups or affect vulnerable social groups. The common objec-
tives put down in the Europe 2020 Strategy have, with the sovereign debt crisis,
come to encompass increasingly salient political and distributional issues, not only
in but also between member states. The enforcement, under market and peer
pressure and conditionality, of objectives to which the member states already
committed risks being perceived as intrusive as competencies have remained
national.'”

If one is concerned with long-term sustainability, a sustainable growth strategy
with structural reforms at the national level is a pre-condition for a credible exit
strategy and a durable recovery. According to the ECB (2015), the smooth func-
tioning of EMU warrants growth that is sustainable in the long run, which implies
that any economic recovery from the crisis needs to be durable. Sustainable (not
only economically but also environmentally) growth thereby offers both a crisis
exit strategy and adds to the wider benefits from EU integration. As we suggested
elsewhere (Begg et al. 2015), EMU can be sustained both in the more immediate
crisis context and in the long run as part of a political sustainable integration
project, which envisages high-quality growth and respects longer-term budgetary
challenges.

Even on purely economic grounds, economic growth will not be sustainable—
and any recovery not durable—unless environmental damages and resource deple-
tion and long-term, inter-generational effects are internalized; nor would it be
politically sustainable. Any general call for growth (‘whatever kind of growth’),
and one which makes do with sustained rather than sustainable growth, ignores the
economic case for environmental protection and with it environmental constraints

SThis is especially complicated when conditionality in adjustment countries coincides with EU
institution building (Nicolaidis and Watson 2016).
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on growth, let alone the EU’s commitment to a model of development with quality
sustainable growth'® and a moral obligation (towards the less well off and future
generations) of dealing with climate change.'’

The need for long-term sustainable growth for EMU sustainability first of all
begs the question whether it is possible to promote sustainable growth within the
crisis context given a one-fits-all monetary policy and budgetary constraints. As for
monetary policy, it can smoothen cyclical shocks but it is unable to solve structural
problems. The European Central Bank, to which the conduct of monetary policy has
been delegated in the EU, has consistently stressed the importance of structural
reform for EMU’s smooth functioning (see for instance ECB 2015). '8 ECB actions
(just like a more expansionary fiscal policy stance in the Eurozone) can only buy
time for member states to address their structural problems; they cannot solve them.
Structural reforms are therefore a precondition for generating sustainable growth
and for putting countries on a higher potential growth trajectory (ECB 2015; Draghi
2016).

As for budgetary constraints, one should note that a fiscal stimulus (even if
feasible) is a crude instrument. As such it is unlikely to result per se in quality
growth, unless it deals with the causes of competitiveness problems. Incentives for
growth can be provided not only through the level but also and perhaps more
importantly the composition of expenditure and incentives on the revenue side,
notably taxation (Giavazzi and Wyplosz 2016; Begg et al. 2015; Bongardt and
Torres 2016; Draghi 2016).

6 Operationalizing Sustainable Growth

It is probably fair to say that the more immediate concerns with economic results
somewhat eclipsed long-term sustainability concerns and their implications for
future growth in the EU policy discussion (Bongardt and Torres 2013a). This was
more the case after the crisis, when many economists and politicians proposed fiscal
expansions, which risked perpetuating unsustainable consumption and production
patterns. In our view, the need to stimulate domestic demand in surplus countries—
which is not irrespective of the composition of expenditure and taxation, rather the

'®Sustainable development has been an objective of the EU for about three decades (the concept
goes back to the so-called Brundtland report, World Commission on Environment and Develop-
ment 1987). The 2009 Lisbon Treaty goes further, committing the EU to a high level of protection
and improvement of the quality of the environment in the management of the single market (Art.3
(3) TEU).

"In this respect, see the encyclical letter on the environment by Pope Francis (2015) and
Stern (2015).

'¥See Torres (2013) for an explanation of this ‘invasion of other policy domains’ by the ECB: it
became a guardian of EMU given that the EU’s political system per se seemed incapable of
providing timely and consistent solutions.
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opposite—goes hand-in-hand with the need to implement structural reforms in
order to reduce built-up disequilibria in deficit countries. Structural reforms that
modernize the economy are a precondition for a shift to sustainable growth.

The overall European objective of transforming its economy into a low-carbon
green economy produces important economic benefits in the long run, but rather
obviously the cost-benefit balance depends on how well it is implemented in the
shorter term (Bongardt and Torres 2013b). Apart from the adequacy of policies and
instruments, it will also be much conditioned by the characteristics of the EU
Energy Union that is being created. In the crisis context, public opinion in Europe
has been concerned first and foremost with dealing with the effects of the imme-
diate economic crisis, although longer-term environmental concerns have for long
and consistently been among European citizens’ priorities.'® It is important to
communicate that such a dichotomy is unfounded since addressing both can be
mutually reinforcing with regard to economic and political resilience of the
European project.

With regard to the political sustainability of structural reforms, sequencing ought
to be a relevant concern: those reforms that are growth enhancing in the short run
should be prioritized, and private investment encouraged in ways compatible with
fiscal constraints. This will avoid that structural reform and austerity do not mingle
in such a way that it may push countries into problems they did not have.”’ As for
sustainable growth, appropriate taxation and tighter regulation to promote green
investments are a case in point (Pisani-Ferry 2014). The use of fiscal instruments
opens up the perspective of promoting sustainable growth by shifting taxation onto
inefficiencies (like pollution), away from taxing productive factors (such as labour).
Taxes carry a double dividend, in that they provide receipts for the state and
discourage inefficient behaviour.”' The abolition of incentive-distorting inefficient
subsidies (negative taxes), like the ones on coal (IEA 2014), likewise reduces
government expenditure and improves the state of the environment by lowering
carbon emissions. Economic instruments (like taxes and transferable emission
licences) have dynamic efficiency properties, promoting innovation, and provide
least cost abatement of pollution; as such they are very much in tune with the
Europe 2020 goals of (green) growth. In addition, regulation (market rules) can be
used to foster private green investments without incurring fiscal expenditure.
Demanding EU harmonized environmental regulation can provide a push for EU
green innovation and cost-efficiency.? For that it needs to be perceived as part of a

'"Environmental protection and combatting climate change reflect European citizens’ values and
priorities, as Eurobarometer surveys (http://ec.europa.eu/public_opinion/archives/eb/eb82/eb82_
first_en.pdf) have consistently indicated.

2We thank Paul De Grauwe for calling our attention to this point.

2'EU level fiscal instruments require unanimity in the Council of the EU. While member states can
impose taxes or cut subsidies at the national level they will be reluctant to do so if that implies
competitiveness disadvantages in the internal market.

22EU environmental regulation provides for minimum standards with a view to avoiding a race to
the bottom in member state regulation standards. Conversely, demanding EU harmonized
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sustainable growth strategy rather than as constituting red tape. The circular
economy package is a case in point where demanding EU regulation can promote
growth and employment creation (EEA 2015).% Its success will be indicative for
the EU’s resolve in implementing sustainable growth. The same can be said for the
Commission’s European Fund for Strategic Investment, where much will depend
on whether it will be oriented towards long-term sustainable growth.

7 Conclusion

This chapter focuses on the need for national reforms and for completing EMU.
Their importance in the monetary union context derives on the one hand from
market requisites for pushing EMU towards a sustainable currency area and on the
other hand from institutional modernization being a pre-condition for promoting
growth and hence a credible exit strategy from the crisis.

While ECB actions have been buying time they are no substitutes for either the
EU completing the economic side of EMU or for member states to enact economic
reforms. Monetary policy can smoothen cyclical shocks but it is unable to solve
structural problems. It is member states that need to implement long-due structural
reforms. In fact, ECB actions, with all their positive effects, even have the (nega-
tive) side effect to alleviate pressures for reform. Experience has shown the
difficulties in implementing economic reforms without external pressure.

Furthermore, the relevance of economic reforms rises in a context where fiscal
policy is also constrained by the need to ensure fiscal consolidation, as structural
reform can increase the credibility of the adjustment programme whereby a more
gradual fiscal adjustment can be achieved. Fiscal policy can also be used as a
microeconomic policy tool in that, if properly employed, it can enhance (sustain-
able) growth even when public finances require consolidation.

It is true that structural reform has become also more politically charged. The
reason is that economic reform became entangled with austerity in the public
debate, particularly so in countries that underwent (or are still undergoing) adjust-
ment programmes and did not use structural reforms to achieve a more gradual
fiscal adjustment (clearly the case of Greece). What this increased politicization
highlights is the need for creating ownership of reforms. Ownership of reforms can
contribute to more sustainable and high quality growth that in turn also reduces the
need for austerity. Without economic modernization countries will not prosper in an

environmental regulation can be used as an instrument to foster EU green innovation and cost-
efficiency.

Z3The circular economy package, aimed at making the European economy more resource-efficient
by increasing recycling levels and tightening the rules on incineration and landfill, was withdrawn
by the Juncker Commission in December 2014 amidst wide-ranging concerns and protests, among
which EU environment minsters, MEPs, NGOs.
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economic environment in which competitiveness factors changed significantly
notably due to globalization, let alone be able to deal with crisis legacy costs.

Ownership and implementation of structural reforms are hence a precondition
for generating sustainable growth and for putting countries on a higher potential
growth trajectory. It will also increase the acceptance of economic reforms against
the background of wider benefits from EU integration.
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A Structural-Reform Proposal for a
Two-Speed European Monetary Union

Sergio Rossi

Abstract This chapter presents a structural-monetary reform to transform the euro
into a factor of European integration rather than representing a straightjacket for
member countries that are suffering from the crisis without any likelihood to
resolve it. This requires transforming the European Central Bank to make it become
a settlement institution for those national central banks that participate in the
TARGET?2 system, enabling those member countries that are suffering most from
the crisis to reintroduce their own national currencies for their domestic payments.
This will transform the euro into a truly international currency, thereby providing
for both an orderly working euro-area payments system and the possibility to steer
domestic interest rates policy with the aim of contributing to economic as well as
financial stability. Such a structural-monetary reform will be instrumental in
enhancing at both economic and institutional level the integration of euro-area
countries, with a view to do justice to the original project of European union.

1 Introduction

This chapter presents a structural-monetary reform to transform the euro into a
factor of European integration rather than representing a straightjacket for member
countries that, at the time of writing, are suffering from the crisis without any
likelihood to resolve it in a foreseeable future. The next section recalls that the
European Monetary Union (EMU) is obviously not an optimum currency area
(OCA), as it has become plain after the euro-area crisis burst at the end of 2009.
As a matter of fact, this area lacks both international labour mobility and fiscal
transfers that would make it similar to the United States with regard to the OCA
criteria pointed out by Mundell (1961), among others. An ancillary but relevant
issue refers to the ‘optimal policy-mix’ for such an area, which is so only if there
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exists a Treasury—empowered to tax and spend—opposite the relevant central
bank (Kenen 1969, 45-6). The third section elaborates on this, explaining that the
euro-area governance should be improved in light of the critical issues pointed out
by OCA literature and largely noticed after the eruption of the euro-area crisis. This
implies transforming the European Central Bank (ECB) into a settlement institution
for all those national central banks (NCBs) that participate in the Trans-European
Automated Real-time Gross-settlement Express Transfer (TARGET?2) payments
system across the euro area, enabling those EMU member countries that actually
are suffering most from the crisis to reintroduce their own national currencies—to
be used by their residents for the payment of all their transactions. This will
transform the euro into a truly international currency, thereby providing for an
orderly working euro-area payments system and the renewed possibility to steer
domestic interest rates policy with the aim of contributing to economic as well as
financial stability both within and across the euro-area member countries. The
fourth section expands on this to explain that such a structural-monetary reform
will be instrumental in enhancing at both economic and institutional level the
integration of euro-area countries, with a view to do justice to the original project
of European union, which is indeed encapsulated in article 3, paragraph 3, of the
Treaty on the European Union (TEU).! This will imply a transfer of some taxation
powers to a supranational Treasury, the issuance of eurobonds by it, as well as a
fiscal equalisation mechanism that supports those countries or regions most in
trouble, particularly when the performance of the global economy is affected by
an asymmetric shock or a severe financial crisis—two events that have become
more likely to occur frequently as a result of economic globalisation.

2 The EMU Is Not an Optimum Currency Area

The official political reason to adopt a single European currency in 1999 was that
the euro was expected to increase trade as well as economic convergence between
euro-area member countries. A reduction in transactions costs elicited by
abolishing exchange-rate volatility between an array of different currencies and
the external constraints resulting from euro adoption by would-be EMU member
countries were meant to spur both economic growth and the countries’ ‘competi-
tiveness’, particularly as regards ‘catching-up’ EMU countries with respect to
Germany—whose foreign trade was also going to benefit from the process of
European monetary unification. To support these arguments on scientific grounds,
many economists referred to OCA literature, both as concerns the original Mundell
approach and with a view to so-called ‘endogenous’ OCA criteria (see Frankel and
Rose 2002). At that time, however, an increasing number of authors were pointing

! According to article 3, paragraph 3, of the TEU, the European Union (EU, including the EMU)
“shall promote economic, social and territorial cohesion, and solidarity among Member States”.
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out that the EMU was not an OCA in light of Mundell’s (1961) analysis as well as
considering many other criteria brought to the fore in the aftermath of that analysis
(see for instance McKinnon 1963; Kenen 1969). As a matter of fact, when the EMU
project was being discussed at EU level, as well as when the euro replaced a number
of national currencies in 1999, the then would-be EMU member countries were not
forming an OCA: neither international labour mobility, nor national economic
structures and performance were up to the task—as argued for instance by
Dahrendorf (1997), Echinard (1999), and Hankel et al. (2001). Further, the
so-called convergence criteria enshrined in the 1992 Maastricht Treaty were ignor-
ing real economic performance focusing just on some nominal magnitudes with no
theoretical argument in economic analysis justifying the (in)famous limits for the
public sector’s debt and deficit with regard to Gross Domestic Product (GDP)
(Wyplosz 1991; Buiter et al. 1993; Pasinetti 1998).

The most difficult OCA criterion to be met is clearly labour mobility across
national boundaries. Even after the euro-area crisis burst in 2009, the geographical
mobility of EMU workers remained very low in comparison to the United States.
As the European Commissioner for Employment, Social Affairs and Inclusion
observed in an official speech, “approximately 8.1 million EU citizens work and
live in another Member State today, representing 3.3 % of the total EU labour
force” (Andor 2014, 1). Since Andor gave his speech, the situation on this front has
been worsening: rather than increasing as a result of the persistent euro-area crisis,
international labour mobility across the EU has been reduced below 3 % of the total
EU labour force. This is particularly dramatic within the euro area (Barslund
et al. 2015). As a matter of fact, “the [EMU] economic and financial crisis has
affected mobility patterns by redirecting flows away from the periphery, thus
showing the limits to the potential of labour mobility within the current
eurozone—largely due to the negligible mobility of nationals from large countries
hit by the crisis. Second, east-west mobility has not been fundamentally affected by
the [EMU] crisis, and ten years after the eastern enlargement the number of East
Europeans living in [the] EU15 should be of no overall concern” (Barslund
etal. 2015, 1).2

In light of the very tiny share of international labour mobility across the EMU,
which is a mark of the euro-area lack of ‘optimality’ as a currency union, there
should exist some mechanism for fiscal transfers from the best-performing member
countries to those EMU countries whose economic performance is worst, in order to
make the euro area viable—as this occurs, for instance, in the United States, where
a fiscal equalisation system is in place with regard to the different unemployment
rates across the federation of US States with a view to reduce the gaps in this respect
between them. In fact, the euro area lacks to date such fiscal transfers, which further
corroborates the argument that considers the EMU not an OCA at all. Indeed,

ZEUI5 refers to the 15 member countries of the EU before the EU enlargement in 2004, It includes
Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the
Netherlands, Portugal, Spain, Sweden, and the United Kingdom.



36 S. Rossi

Draghi (2014, Internet) pointed this out in a speech at the University of Helsinki,
when he explained that a monetary union needs permanent fiscal transfers to be
viable over the long run: “[i]n all national economies, permanent transfers take
place from richer to poorer regions; from more densely populated to more sparsely
populated areas; and from those better endowed with natural resources to those less
endowed. This is true in the United States, where those transfers occur through the
federal budget. It is true within Germany, within Italy, within Finland. Fiscal
transfers, so long as they remain fair, often help cement social cohesion and protect
against the temptation of secession”. In the same speech, Draghi also observed that,
in the current institutional set-up of the euro area, where there are no public (fiscal)
transfers across its member countries’ borders, their role has been carried out by
private capital flows from rich to poor countries, until the euro-area crisis erupted at
the end of 2009. In particular, German banks were more than happy to lend to Greek
(public and private sector) agents a large part of those savings that corresponded to
the German trade surplus, in order for the Greek economy to pay for its net imports
from Germany and further inflate the trade imbalances between these two countries
(Rossi 2013, 2015). There is, nevertheless, an important difference between a
mechanism of fiscal transfers and private capital flows between EMU member
countries: the latter flows come with the obligation to reimburse the relevant (public
or private) debts, which are also charged with interest payments and the relevant
spread (see Rossi and Dafflon 2012), while fiscal transfers are unilateral flows
without any interest payment associated to them.

In this regard, another major difference is striking—and in fact was already
pointed out before the euro changeover (see for example Rossi 1997, 328). Contrary
to the US Federal Reserve (Fed), which must and does support the US federal
government policy by purchasing government bills, bonds, and treasuries on the
primary market, the ECB does not support fiscal policy across the euro area—both
as a result of its own statutes and because, so far, there is no European Treasury in
front of it. Actually, the so-called ‘dual mandate’ of the Fed, which ought “to
promote effectively the goals of maximum employment, stable prices, and moder-
ate long-term interest rates” (Board of Governors of the Federal Reserve System
2014, Section 2A) also through continued purchases of government bonds, must be
considered, particularly by political leaders in “peripheral’ EMU countries, in order
to revise the statutes of the ECB so that the latter has a similar mandate for the euro
area as a whole. This will be necessary at the latest when the EMU will set up a
European Treasury, with the power to tax and spend, as recalled by Bibow (2016).
Only then, indeed, will the EMU move in the direction of becoming an OCA as
explained above. So far, in fact, it represents a hybrid (hence a heterogeneous)
currency area, because it has a single European currency by name without the
necessary settings, both at institutional and at structural-monetary level, which
would make it an OCA, or at least a viable and resilient monetary union. Let us
expand on this in the next section.
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3 The Euro Must Become the Common Currency of EMU
Member Countries

Despite the appearances, the euro, as it stands, is not the single European currency
that the EMU member countries’ residents can use to settle any domestic or foreign
debt in the euro area. In fact, in spite of the singleness of their denomination, the
euros actually issued in two different EMU member countries remain heteroge-
neous, as long as their national payment systems are not really integrated into a
homogeneous monetary space. To be sure, the TARGET2 payments system lacks
payment finality between the national central banks involved thereby (Rossi 2013).
This is so, because the ECB does not act—to date—as a settlement institution for
the participating national central banks, contrary to the logic of money emission and
the orderly working of any payments infrastructure. A simple look at Fig. 1 suffices
to grasp the structural-monetary problem at hand.

In each country, there is a Real-Time Gross-Settlement (RTGS) protocol used by
local payment systems, to process large-value payment orders and settle them
finally by the end of the day if not earlier than that (see Rossi 2007, 64—79). This
protocol is run by the payment infrastructure’s owner, and implies the emission of
central bank money always and everywhere, in order to pay finally any debt
positions between participating financial institutions, notably commercial banks.
As a result, the national central bank (NCB) is a technically necessary institution
that issues the means of final payment that banks need to settle their debts during or
at the end of any banking day. Using Keynes’s image in his Treatise on Money,” the
central bank is at the centre of the banking system, as the sun is at centre stage of the
solar system, around which planets (banks) gravitate. This two-tier banking system
existing within each EMU member country provides for a domestic monetary order,
as it makes sure that all payments are finalised, that is to say, each of them leaves
the seller of commercial or financial items with no further claims on the buyer
(Goodhart 1989, 26). By contrast, between any two euro-area countries, to date,
payments are not final for the countries concerned, as they leave the ‘receiving’
country with a claim on the set of TARGET?2 participating countries (see Rossi
2013). Indeed, as Fig. 1 shows, the ECB is not acting as the central bank of NCBs—
which is what one would expect considering the economic logic of payments, as
explained above—since the TARGET2 payments system implies two tiers rather
than three: the first and second tiers are those of domestic payments systems,
implying commercial banks (first tier) and the NCB (second tier). Now, instead
of representing the third tier by itself, the ECB is part of the second tier in
TARGET?2, because it does not issue the means of final payment that NCBs
would need to settle their debt across the TARGET2 system finally. The
European Central Bank (2007, 34) explained this unequivocally: “[c]ross-border
TARGET[2] payments are processed via the national RTGS systems and

3“The typical modern banking system consists of a sun, namely the central bank, and planets, which,
following American usage, it is convenient to call the member banks” (Keynes 1930/1971, 8).
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Fig. 1 The two-tier
payment infrastructure of
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exchanged directly on a bilateral basis between NCBs”. This means that, “[o]nce
the sending NCB has checked the validity of a payment message and the availabil-
ity of funds or sufficient overdraft facilities, the amount of the payment is debited
irrevocably and without delay from the RTGS account of the sending credit
institution and credited to the Interlinking account of the receiving NCB”
(p. 35).4 If so, then the ECB does not act as a settlement institution between the
NCBs involved, as it issues no units of (central bank) money for such a settlement to
occur. As a result, the payment is just promised, not final, for the relevant countries,
although their residents pay, and are paid, finally, when there is an international
transaction across the euro area whose result is recorded by TARGET2. This
explains why, so far, the structural-monetary problem of TARGET2 has remained
unnoticed, even though various authors have been proposing different explanations
for the mushroom growth of TARGET?2 imbalances as a result of the euro-area
crisis (see Rossi 2012a for analytical elaboration on this point).

To address the lack of TARGET2 payment finality at international level, a
structural-monetary reform must be designed and implemented. Contrary to the
arguments raised notably by Sinn and Wollmershéduser (2012)—who attribute the
origin of TARGET?2 imbalances to profligate government spending in the euro-area
‘periphery’—and those pointed out by Buiter et al. (2011), De Grauwe and Ji
(2012), and Westermann (2012)—who consider TARGET?2 imbalances the result
of capital flight in the aftermath of the euro-area crisis—the origin of these

“The “Interlinking account™ is an account that each NCB holds within the Interlinking mechanism,
which designates “the infrastructures and procedures which link domestic RTGS systems in order
to enable the processing of inter-Member State payments within TARGET[2]” (European Central
Bank 2011, 58).
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imbalances is structural rather than behavioural. It is thus necessary to go beyond
agents’ forms of behaviour to understand and eradicate the problem structurally.

Waiting for the ECB to play the technical role that it should play as the central
bank for euro-area NCBs, let us consider setting up a two-speed EMU: on the one
hand, there are a number of countries willing and able to continue using the euro as
single currency, but on the other hand there might be some countries, such as
Greece, Spain or Portugal, that could benefit from the possibility to reintroducing
their own national currencies because this will be instrumental in improving their
economic performance considerably, whilst making sure that all their international
payments are final for the countries concerned (a major advance with regard to the
current situation, as explained above). Let us consider a stylised case, involving two
countries, say Germany and Portugal, epitomising in turn those countries that use
the euro as their single currency and those other countries using the euro as their
common currency.’

Suppose that a Portuguese firm imports some equipment from Germany, for an
amount of x euros. In the current TARGET2 payments system, the payment of this
transaction as regards the Portuguese importer and the German exporter is final but
gives rise also to a debt—credit relationship between the two NCBs involved
thereby: the Banco de Portugal (the Portuguese NCB) has a negative balance in
TARGET?2, while the German NCB has a positive balance in TARGET2, both for
an amount of x euros. Unless German savers—or German banks in their place—
purchase some commercial or financial items from the Portuguese economy up to
this amount, the relevant imbalance in TARGET?2 remains. It records therefore the
promise of payment delivered by Portugal (the country as a whole, represented by
the Banco de Portugal) to the set of TARGET?2 participants, among them Germany
still having to receive the object of that payment—namely, a produced output,
delivered by the originator of the promise of payment (to wit, Portugal). To avoid
such a payment deficit (Machlup 1963, 256) between the paying and the receiving
countries (in our stylised case Portugal and Germany respectively), the NCB of the
country where the payer resides must split its books into two departments, thereby
reintroducing in fact its domestic currency (the Portuguese escudo, PTE) for its
agents’ transactions (Table 1).

As Table 1 shows, the Banco de Portugal enters the relevant payment for the
import in two separate departments, one recording the result of this payment in
national currency, while the other records the result of the same payment in euros—
which thus becomes a common currency for the Portuguese economy with regard to
its trade with other EMU member countries. This is enough, but instrumental, in
order for Portugal to recover its monetary sovereignty, that is to say, the capacity for

SNote in passing that the large majority of economists, politicians, journalists, and central bankers
do not distinguish, conceptually, a single currency from a common currency, using these two
expressions as if they were synonymous. The mistake in this regard is plain, if one considers the
famous analogy between ‘money’ and ‘language’ (see Tobin 1992). If English is our common
language in this chapter, this is not our single language, as each of us can speak different
languages, say French and Portuguese, particularly with one’s own friends and family.
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Table 1 The result of a cross-border payment from a non-euro EMU member country

Banco de Portugal

Domestic department External department

Assets Liabilities Assets Liabilities
Bank B1 (importer) External department Domestic department Bundesbank
+z PTE +z PTE +x euros +x euros

Note: we assume that z PTE = x e