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PREFACE

I MOVED FROM EUROPE to the United States a few months before the euro became the common money of eleven proud, old, nation states. I returned to work in the Financial Times’s London office in January 2009, shortly before the single currency was hit by a crisis that was dramatic in its own right and would be turned into an existential one by a series of tragic policy mistakes. If I had felt a little twinge of sadness at watching Europe’s grand monetary experiment only from a distance in its first, seemingly successful, decade, I was granted a ringside view of the near-death experience that followed. For five years I wrote the FT’s editorials about the eurozone sovereign debt crisis, in the course of which I gained the insights and developed the views that appear in the following pages. (These views, to be clear, should not be attributed to the FT but are mine alone.)

There are many people without whom this book would not have come about.

The most important is my wife Ana Marambio, whose simple question ‘Why don’t you write your book now?’ at a stroke made everything possible. She supported me taking time off work, provided the space that any creative effort requires, and met the inevitable frustrations along the way with the tolerance and patience of a true life partner. I dedicate Europe’s Orphan to her.

Two colleagues at the FT have been – and continue to be – particularly influential on my thinking and writing. One is David Gardner, who first recruited me to the paper and with whom I had the pleasure and privilege to work very closely in the leader-writing team. I could write at length about David’s deep knowledge, exceptional clear-sightedness and beautiful writing, but I will sum it up simply by saying that he taught me what good journalism is. Then there is Martin Wolf, who is so much more than an economics commentator and with whom every conversation is illuminating. Martin’s willingness to engage with my ideas over the years is testimony to both his intellectual open-mindedness and his personal generosity.

I owe a great deal to the FT more broadly, and in particular to Lionel Barber, its editor. Not only did he entrust me with the job of being the paper’s economics leader writer during the global financial crisis, but his acquiescence to my going on leave in 2013–14 allowed me to concentrate on the book project. Thanks also to James Lamont, the managing editor, and John Thornhill, the deputy editor, for facilitating my leave. The FT’s decision to put me in charge of a new daily economics newsletter upon my return has kept my ideas about the euro sharp. Regular readers of Martin Sandbu’s Free Lunch will no doubt recognise many of the ideas in the following pages.

Once I had decided to write the book, I had the good fortune that Sophie Lambert from Conville & Walsh wanted to represent me. A wonderful agent, she believed in the project from when it was little more than a sentence-long statement of a provocative idea. She has been the encouraging supporter that makes such a difference for a writer throughout the process – including when, during much of 2014, it seemed the eurozone crisis and any interest in a book about it had become things of the past.

A grant from the Norwegian government’s Finansmarkedsfondet provided crucial financial support during my book leave, and I want to record my deep gratitude for the help. In the context of this support I gave several presentations to policy communities in Norway, which helped me formulate early ideas. I thank Morten Staude and Birger Vikøren for making this possible, and seminar participants at the Ministry of Finance and Norges Bank for their comments.

The book could not have found a better home than Princeton University Press. Everyone on the publishing team – and it really has the inclusive spirit of a team – has been impeccably professional and helpful. My editor Sarah Caro in particular has been tireless. She edited the first version of the manuscript with that elusive combination of firmness and tact – the book is much better as a result. Caroline Priday, Hannah Paul, Kathleen Cioffi and Andrew DeSio have all helped to bring the project from idea to reality, and then into public consciousness. The great professionalism of Sam Clark and Ellen White at T&T Productions has made the production process smoother than I ever thought it could be.

Dan Devroye, Catherine Fieschi, Philippe Legrain and my FT colleagues Tim Harford, Robin Wigglesworth and Giles Wilkes all read parts of the book and provided great feedback. Princeton also received five anonymous reviews of the manuscript. The reviewers’ encouragements and comments made for a greatly improved final text. I am very grateful to everyone who gave their time to reading (sometimes rough) drafts.

I have been fortunate to learn from a large number of people. Among other FT colleagues, I’d like to mention fellow leader writers Chris Cook, Jonathan Ford, Ferdinando Giugliano, Peggy Hollinger and Alison Smith; economics editor Chris Giles; and the fabulous corps of European correspondents including Tony Barber, Anne-Sylvaine Chassany, Kerin Hope, Quentin Peel and Peter Spiegel. It is impossible to list all those who have enhanced my understanding in meetings at the FT or across Europe over the years since the crisis started. But even if I inevitably leave some people out, I would like to thank the politicians, officials, journalists and observers who have shared their views with me and who include Peter Altmeier, Gudmundur Arnason, Jörg Asmussen, Michel Barnier, Bertrand Benoit, Lorenzo Bini-Smaghi, Henrik Bjerre-Nielsen, Claire Brosnan, Marco Buti, José Manuel Campa, Nikos Chrysoloras, Panicos Demetriados, Hugo Dixon, Bertrand Dumont, Matthew Elderfield, Henrik Enderlein, Jonathan Faull, Marcel Fratzscher, Otto Fricke, Vitor Gaspar, Tim Geithner, José Manuel González Páramo, Charles Grant, Megan Greene, Daniel Gros, Ulrike Guérot, Luis de Guindos, Chantal Hughes, Steffen Kampeter, Martin Kotthaus, Bruno Maçães, Neil McMurdo, Nikolaus Meyer-Landrut, Mario Monti, John Mourmouras, Dan Mulhall, Álvaro Nadal, Nikos Nanopoulos, Jon Nicolaisen, Simon Nixon, Michael Noonan, Simon O’Connor, Øystein Olsen, Giorgos Papaconstantinou, Alfredo Pastor, Ken Rogoff, Elena Salgado, Andrea Sangiovanni, Wolfgang Schäuble, Matina Stevis, Jan Strupczewski, Simon Tilford, Jean-Claude Trichet, Shahin Vallée, Herman Van Rompuy, Nicolas Verón, Norman Walter, Jens Weidmann, Thomas Westphal, Thomas Wieser, Guntram Wolff and Jeromin Zettermeyer.

I am only one of millions who have been transfixed by the eurozone crisis and the increasingly desperate politics of bringing it under control. But my personal vantage point is somewhat rare. There is a sense in which I, born and bred in Norway and a Norwegian citizen, have no dog in this fight. Norway has twice plumped for contented self-disenfranchisement outside the councils where Europe’s future is made or unmade – but at least that gives it a claim to impartiality. At the same time, my family ancestry is from what Timothy Snyder calls the European ‘Bloodlands’; my mother was born in Poland to a Polish father and a Ukrainian mother, who had met in forced labour in Nazi Germany. That background brings with it a visceral understanding of what European unification – or its failure – means. I know in my bones how much the European project matters.

I did not consciously set out to write a book that combines both attitudes: one of impartiality and one of deep engagement in the European cause. But now that I have finished writing, it looks to me that this is just what the book aspires to. Readers will have to judge if it succeeds.


Europe’s Orphan


ONE

A Giant Historic Mistake?

SPINELLI’S PROPOSITION

THE MOST AMBITIOUS VISION of European unity was conceived in circumstances far more inauspicious than those putting it to the test today. The spring of 1941 was Europe’s darkest hour, and Hitler’s forces looked invincible. The Soviet Union was still allied with Nazi Germany; the United States stood on the sidelines of Europe’s war. To believe that Europe might transcend national division would have taken extraordinary faith in humanity – or great naivety – most of all in the camps and prisons that held the opponents and victims of the continent’s totalitarian regimes.

Yet at that very moment, in an eighteenth-century jail repurposed by Benito Mussolini on a volcanic rock off the tiny Italian island of Ventotene, Italian anti-Fascist prisoners were composing a programme for the political union of Europe after the Nazis’ defeat. One of them was Altiero Spinelli, who would later become a European commissioner, a member of the European Parliament, and leader of the movement for a federal Europe.

In the ‘Ventotene Manifesto’, scribbled on cigarette paper and smuggled out to resistance movements across Europe, Spinelli and his fellow prisoners dismissed the relevance of old divisions between left and right. After the war, he wrote, the dividing line between the forces of progress and reaction would run right through traditional parties and pit those who aimed to restore the order of national sovereignty against those aspiring to a federated Europe:

The question which must first be resolved, without which any other progress is mere appearance, is that of the definitive abolition of Europe’s division into national sovereign states.

The Ventotene Manifesto did not specifically mention the abolition of national currencies. But of all the efforts to dismantle the borders erected between the nations of Europe by two hot wars and one cold, the euro is the most radical answer to Spinelli’s call for an end to the nation state. Rarely if ever has there been a greater voluntary concession of national sovereignty than Europe’s Economic and Monetary Union (EMU), created with the promise of greater prosperity and stability, and a convergence of both status and destiny. There is no better test for Spinelli’s proposition that Europe is best served by ever closer union than the success or failure of EMU.

In response to the eurozone debt crisis, EMU’s leaders have moved towards sharing yet more sovereignty. They have pooled fiscal resources in rescue funds for cash-strapped governments; they have centralised control over policies through the conditions attached to the common funds; they have handed power over their banks to the European Central Bank. But among ordinary Europeans, these moves have generated resigned acceptance at best, and fierce rejection at worst, rather than any Spinelli-like enthusiasm for deeper integration. Many more people say things are going in the wrong direction in the European Union (EU) than in the right one. Those who distrust the EU outnumber those who trust it. Support for the single currency has weakened, as has Europe’s democratic legitimacy. In the euro’s most crisis-hit countries, less than one in four citizens believe that their voice counts in the EU (the exception is Ireland, where 40 per cent do). Only 14 per cent of Europeans say they trust political parties; the numbers are the lowest in the countries worst hit by the eurozone crisis.1

The euro was supposed to strengthen the union between European nation states by allowing the poorer ‘peripheral’ countries to catch up with the richer core, increasing prosperity for all, as well as permanently channelling the growing strength of a reunified Germany into a common European destiny. Instead, the periphery found itself abandoned by financial markets and fell into an economic black hole. The call for more German money put Berlin firmly in the driver’s seat of European policymaking. In the rest of Europe, voters, creditors and debtors alike felt angry and disempowered. Rather than being the crowning glory of Europe’s successful reconciliation, the common currency came to look more like a millstone around the continent’s neck.

Much more is at stake than economic well-being. If a present-day economist had been able to go back in time and warn the Ventotene visionaries that Europe may not be an ‘optimal currency area’, that would have been the least of their concerns. Seven decades later, Angela Merkel, Germany’s chancellor and Europe’s most powerful politician, described the euro as a ‘community of fate’ in the same German parliament building that once housed the Ventotene prisoners’ ultimate enemies:

Nobody should think that another fifty years of peace and prosperity in Europe can be taken for granted. It cannot. This is why I say: if the euro fails, Europe fails. That must not be allowed to pass. We have a historic duty to protect by all means within our reach Europe’s work of unification, which our forefathers set in motion more than fifty years ago after centuries of hatred and bloodshed. None of us can foresee the consequences, were we to fail.2

It would be naive to think that grand sentiments alone drive our leaders’ decisions at times of crisis. But we should not be so cynical as to dismiss all their lofty rhetoric as cheap talk. Consciously or not, echoes of Spinelli’s vision resonated through some leaders’ minds when they conceded sovereignty to an extent unimaginable only a few years earlier.

The prospect of successful deeper integration in Europe depends not only on the euro’s material success but also on a more fundamental fight over its political merit. Tragically, the policies now being pursued, ostensibly to make the euro work better, are grinding away the public support needed to achieve that goal. No pooling of sovereignty can save the euro if its users are left thinking the euro is not worth saving.

Since the crisis, this battle of ideas has been dominated by the sceptics. As the euro’s detractors see it, the single currency has already been put to the test and failed. A striking number of the euro’s supposed friends have unwittingly strengthened their case.

VINDICATION OF THE SCEPTICS?

Downing Street might seem an unlikely home for European federalism, but in the summer of 2011, David Cameron and George Osborne, the British prime minister and his chancellor, urged their euro area counterparts to ‘get a grip’ on the economic crisis by moving decisively towards sharing tax revenues and budget powers. If Britain’s leaders channelled Spinelli, they did so in plain self-interest: the eurozone sovereign debt crisis was shattering their hopes of an export-led recovery at home. Even so, their intervention gave up a long-held foreign policy tradition of opposing any European configuration of power without the United Kingdom at the top table. Their lack of visible consternation at doing so demonstrates that they truly believed this was necessary for Europe’s monetary experiment not to end in disaster. Osborne’s pithy diagnosis was that a ‘remorseless logic’ points from monetary union to fiscal union.3

The ‘remorseless logic’ view is shared by many economists and policymakers, both within the eurozone and outside it. The general claim is that without some way of sharing economic resources, a monetary union is eventually bound to experience financial instability or economic depression, to the point where it will break-up. The broad inspiration for this view is the ‘optimum currency area’ (OCA) theory pioneered by Robert Mundell (who, interestingly, has strongly supported EMU) half a century ago.4 The theory compares the benefits of monetary unification to those of using the exchange rate to maintain full employment in the face of economic disturbances. An OCA is a region in which the loss of this tool is outweighed by the gain of having fixed prices between countries. That will be the case when full employment can be achieved to a sufficient degree without exchange rate adjustments, e.g. through price and wage flexibility, easy displacement of workers and/or capital between regions of different economic fortunes, or private or government transfers between countries to insure against idiosyncratic economic disturbances. Those arguing in the OCA vein tend to doubt the presence in the eurozone of the required price/wage flexibility or worker/capital mobility, and therefore conclude that there is a need for some form of ‘fiscal union’ to cushion against unsynchronised swings in the economy. And for fiscal transfers to be politically acceptable, a ‘political union’ is also needed to establish shared control over how fiscal transfers are used.5

To create the euro without a fiscal transfer mechanism and a political union to govern it was ‘a giant historic mistake’, Harvard economics professor Kenneth Rogoff has said, and many other prominent commentators have made a similar assessment.6 Some of those who thought the euro was a bad idea nevertheless take the ‘remorseless logic’ as a reason to push integration further rather than winding it back. As Martin Wolf puts it, creating the euro ‘is the second-worst monetary idea its members are ever likely to have. Breaking it up is the worst.’7 For hardened eurosceptics, the ‘remorseless logic’ leads to the opposite conclusion. Seeing deeper integration as either unachievable or as compounding the damage already done, they predict and even encourage the dismantling of the single currency. One of the more eccentric encouragements was a £250,000 prize offered by Lord Wolfson in 2012 for the best proposal to manage an exit from the euro. Others are more serious. A determined group of German academics have made it their cause célèbre to take the eurozone’s anti-crisis policies, which they see as covert transfer mechanisms, to the German constitutional court. In the summer of 2015, German finance minister Wolfgang Schäuble broke a taboo by proposing that Greece should ‘temporarily’ leave the euro if it could not pass the policies its creditors demanded. Most sinister is the rise of fringe parties that make undoing the single currency a main rallying point. In Germany, the new Alternative für Deutschland (Alternative for Germany) party won seven seats in the European Parliament in May 2014. The neo-Fascist Front National is now France’s biggest party. The comedian Beppe Grillo’s protest party Movimento Cinque Stelle (Five Star Movement) commands up to a quarter of the Italian electorate for its anti-politics and anti-euro platform.

One might have expected those committed to European integration to stand up for the euro’s merits against these condemnations. But what is their reply to the sceptics who want the euro gone or diminished? That if the euro fails, Europe fails; that letting the euro disintegrate would do more harm than good. This is true, but in political terms it amounts to a discreet parricide of the euro’s founders by their successors. To say we must stick with the euro now that we have come this far, or all hell will break loose, is to say it would have been better not to have set out on this route to begin with. By capitulating to the view that design flaws in the euro caused the crisis, leaders gain a useful decoy for their own unforced policy errors but at the cost of their ability to formulate good policies and of voters’ willingness to accept them.

The moves towards closer integration have been justified by the refrain: ‘there is no alternative’. Through gritted teeth and holding their noses, political leaders have cajoled stunned electorates and bullied wary parliaments into lending money to crisis-hit neighbours (in creditor states) or accepting the disenfranchising conditions that come with the loans (in debtor states). Voters have been told there is no alternative but catastrophe to the financial rescues that shuffled loans in the hundreds of billions between governments, to draconian policy conditions extracted from the recipients of those loans, to a ‘fiscal compact’ that enshrines in international law German standards of fiscal discipline, or to new powers for Brussels to tell member states how to organise their economic affairs.

The currency bloc’s official agenda is more of the same, even if the will to go through with it waxes and wanes. The road map to ‘genuine’ economic and monetary union, drawn up by the EU’s highest officials at the behest of national leaders, accepts Osborne’s remorseless logic in fact if not in name. It envisages, for example, that the single currency will be endowed with ‘an appropriate fiscal capacity’. The plans have also endorsed the idea that countries should sign contracts that would legally prevent them from having second thoughts about reform promises, in return for more financial aid. The president of the European Central Bank has called for centralised powers over euro countries’ structural economic policies.8 These are all building blocks of fiscal and political union. But they labour under the paradox of their own justification: that more powers must be unified to fix the damage unification has already wrought. That argument is not only unconvincing, it is also dangerous.

A POLITICS OF BLACKMAIL

Eurosceptics get many things wrong, most of all their inability to imagine that people could ever adopt European as well as national identities. It is as if they do not merely disagree with Spinelli, they cannot even understand him. What eurosceptics lack in imagination, however, they make up for in tactical political instinct from which the supporters of closer union would do well to learn.

The sceptics have long lambasted the EU’s centralising trajectory as undemocratic and illegitimate. They charge that the euro rode roughshod over Europeans’ resistance to giving up national sovereignty. European leaders do indeed have a disturbing tendency to harangue their peoples, sometimes through repeated referendums, until they make the right choice. The French approved the Maastricht Treaty with the thinnest of margins; the Danes only voted yes after they first voted no. The 2004 treaty on an EU constitution was rejected by referenda in both France and the Netherlands and had to be repackaged as the Lisbon Treaty (about which the two recalcitrant electorates were not asked to express an opinion).

The charge of illegitimacy is not wholly warranted – there is no authority in Brussels, Strasbourg or Frankfurt that was not vested there by democratic governments accountable to their national electorates. Still, making light of the need for popular consent is now exacting a price. The success of protest movements in many countries reflects a blowback against the political hubris with which European integration was pursued and a reaction against a political class that has presided over economic catastrophe. The former may be stronger in creditor states and the latter in debtor states, but either way, the management of the euro has unplugged classic wellsprings of populist protest.

Swathes of popular opinion object to the governing elite’s chosen direction of travel. In creditor Europe, growing fatigue with financial aid is extinguishing the early willingness to help out neighbours in trouble. In debtor Europe, voters are hard put to say whether they resent the subordination to foreigners more than they despise their own political class. But the more that European politics concentrates on how to balance creditors’ and debtors’ interests, the more the trade-off itself – money from creditor states in return for control over debtor states – is taken for granted. Europe’s politicians have almost without noticing it translated an economic conflict between classes (creditors and debtors) into a political conflict between nations. This cannot but undermine the broader solidarity the euro was meant to embody – a term, incidentally, which in the stultifying idiom of EU negotiations has been impoverished into a synonym for ‘subsidy’.

As if it were not enough for Europeans to be told they are trapped in an imperfect monetary union that must be fixed, the substance of the alleged fix is the exact opposite of what they were promised when the euro was launched. Deficit countries were offered prosperity and equality with Germany; instead they have faced economic decline, social despair and political disempowerment. The Germans, and their fellow surplus countries, were promised they would never need to subsidise others, and even secured a treaty article they thought outlawed such subsidies. While the eurozone’s rescue policies have largely survived legal challenges, it is clear that both political promises have been broken. If Europeans feel betrayed by the euro, it is because everything they are told about it implies that they have been.

This offers anti-European populists and extremists prolific recruiting conditions, while renouncing any positive argument that mainstream political forces could use to counter them. The guardians of the single currency have had nothing to offer beyond trying to beat voters into resignation. But pushing for greater integration on the basis that the first time round we did not try hard enough will erode what solidarity and aspiration to unity remains in Europe. This is not the politics of common purpose; it is the politics of reciprocal blackmail. The logical destination is that the euro’s governing elites follow in the direction they are driving their voters, and increasingly question whether monetary union is worth it. The bitterness of the Greek–German stand-off in the summer of 2015 sharply foreshadowed this future of disunity.

To break free from politics of blackmail, the first step must be to correct the misperception that there is no alternative within the euro. Unsettling that view is needed to open up a political space for those who want to achieve greater European unity through genuinely voluntary pursuits of mutual interests and not simply because they have their backs to the wall. That is the purpose of this book.

THE DISOWNED CURRENCY

By arguing that there is no alternative to their policies, lest the euro fails, eurozone leaders have produced a useful decoy for their own mistakes. But since the ‘remorseless logic’ endorses the notion that the euro was designed with dangerous and unsustainable flaws, these leaders have by the same token relegated their common currency to the status of an inconvenient foundling. Hard to love, quietly wished away by many, and all but impossible to expel, the euro has been disowned by its own kin. The loftiest aspiration Europe seems able to muster for its own creation is that a thorough reform of its character will make something good of it yet. But just as an orphan inconveniently dumped on its relatives arouses resentment and guilt rather than love, an orphaned euro cannot inspire loyalty or affection. Citizens of democratic societies expect to be authors of their collective destiny, not aimless elements of remorseless logic. The more often Europeans are told they have no choice, the more their resentment towards the euro will grow.

This book refutes the claim that there is no alternative, within the euro, to greater transfers of resources and more tightly centralised control over national policy autonomy.9 It rejects the supposedly remorseless logic as being neither remorseless nor logical. Instead it aims to show that the disastrous political and economic experience of so many eurozone countries was caused by policymakers’ entirely avoidable errors. The structure of the euro, as a monetary union without a fiscal union, did not force their hand: they retained alternative policy options that would have had much better results, economically and politically, than the ones they actually pursued. Had leaders made better choices, worries of a currency break-up would never have been awakened.

There are two ways in which the allegedly flawed structure of Europe’s monetary union is blamed for a crisis that first erupted in US mortgages. One is its role in creating the crisis: because of their monetary union, so the charge goes, European economies racked up greater risks in the 2000s boom than they would have done had they kept their individual currencies. The other is in how it unfolded: whether or not the euro made a crisis more likely, it stands accused of taking out of policymakers’ hands the best tools with which to fight it. Most of the rest of this book is devoted to the latter claim, but first, Chapter 2 addresses the former. It outlines the main ways people argue that the euro sowed the seeds of disaster and concludes that these arguments do not stand up well to scrutiny. Our best guess is that the excessive debt and credit build-ups that have been at the heart of the eurozone’s near-death experience would have happened in much the same way without the euro.

In any case – and this is the theme of the rest of the book – the crisis was not preordained to develop the way it did because of the euro’s construction. To make this argument, the next part of the book retells the main episodes of the sovereign debt crisis and shows that at key points, eurozone leaders made mistakes not because the euro left them with no alternative, but because of misguided ideas about what was needed – above all the idea that debt restructuring must be avoided at any cost. Chapters 3 and 4 tell the stories of the Greek and Irish sovereign debt panics and the two countries’ ‘rescues’ at the hands of the eurozone. In both cases, the unwillingness to write down debts – of a sovereign in the former case and of private banks in the latter – was a key consideration, which in turn entailed further mistakes, both economic and political. The sanctification of debt into something that must be respected above all else led to unnecessarily severe fiscal consolidations and credit droughts. Politically, it required the suspension of national democratic autonomy.

If the book delves deeply into these two particular experiences, it is because far from being special cases, they set the precedent for broader policies. Chapter 5 explains how the intellectual principles behind the eurozone’s approach to Greece and Ireland were generalised to guide policy in 2010–11 towards larger countries and to the currency union as a whole. The result was a disaster: a self-inflicted second recession, a poisoned politics, and a gratuitous existential threat to the euro itself. The costs of these mistakes are still being paid in ongoing economic suffering, political ill will and uncertainty. Chapter 6 tells the story of how the eurozone’s leadership redeemed itself in 2012–13, though only very partially, by moving from an abhorrence of sovereign and bank debt restructuring to an embrace of both – from ‘bail-out’ to ‘bail-in’.

The idea that underpins all these chapters is that this move could and should have happened sooner, more fully and more firmly. Chapter 7 offers the reader a dive into the alternative history in which the eurozone did the right thing from the beginning. As a denunciation of past mistakes and an admonition for future policy, it shows that restructurings could have been managed in ways that were as orderly as the bail-outs that actually took place, if not more so, and with much greater fairness. Europe’s economic well-being and political health would have been vastly better as a result.

The final part of the book looks ahead. Some of the biggest questions raised by the euro – including its irreversibility (or not) – remain unsettled. Even so, the book’s last four chapters aim to offer a modest guide to the future. Where is Europe’s currency union headed now? Which course should it stake out? Chapter 8 defines the eurozone’s three main economic challenges: completing the shift in policy attitudes from bail-out to bail-in to improve financial stability; vigorously boosting aggregate demand and preventing it from ever becoming so deeply deficient again in the future; and focusing in the long term on productivity rather than obsessing over export competitiveness. Chapter 9 reflects on the political imperative of establishing a coalition among eurozone countries and institutions that can achieve the economic goals just listed and articulate an alternative to the transfers-for-centralised-control paradigm that is driving voters to political extremes. Chapter 10 asks the taboo question that nevertheless matters to the future of Europe: doesn’t the United Kingdom belong in the euro?

A book that sets out to refute claims about the euro’s inherent flaws risks seeming overly defensive, so Chapter 11 concludes with the positive case for the single currency: reminding us what the euro is good for. The rest of this chapter, meanwhile, briefly tells the story of the euro’s birth.

THE OVERLAPPING GOALS OF MONETARY UNIFICATION

Before taking on the accusations against the euro, we must recall why countries adopted the common currency in the first place. Today, the idea that the euro is fundamentally flawed is so widespread that it is hard to imagine how Europe’s old and jealous nations could ever have embarked on history’s largest voluntary cessation of sovereignty. It is often said that EMU is the unsustainable product of a single commanding political vision that overruled any misgivings. It would be closer to the truth to say the problem was one of too many distinct (if overlapping) visions.

These overlapping motives have to be understood against the economic upheaval from which Europe was emerging in the late 1980s when, after several aborted attempts, a renewed push for monetary unification was gathering strength. The Bretton Woods system of fixed exchange rates, which had defined monetary stability in the postwar era, had unravelled in the early 1970s, causing lasting trauma to Europe’s political economy. In the decades that followed, European finance ministers were on a Sisyphean quest to regain the monetary stability of the Bretton Woods years.

One country did retain its monetary moorings: Germany, whose inflation was low and whose Deutsche Mark became not just an international reserve currency but the political symbol of the West German people’s quietly recovered self-confidence. Their central bank, the Bundesbank in Frankfurt, was admired at home, feared abroad and trusted everywhere. Germany’s neighbours quickly realised that achieving stability in an economically open world meant they needed to track as closely as possible whatever monetary policy was set in Frankfurt. The alternative was to be forced, whenever financial markets smelled blood and picked off weaker currencies one by one, into serial devaluations and the high inflation and loss of international purchasing power that this produced – unless the Bundesbank itself could be implored to support exchange rates that the markets no longer found credible. Either way, the monetary independence so mourned by the euro’s critics today revealed itself in the 1970s and 1980s as little more than the freedom to do what Frankfurt wanted.

Politically intolerable as this was for the rest of Europe, it was from Germany that the decisive impetus for currency union came, a fact often forgotten today in Germany itself. Hans-Dietrich Genscher, West Germany’s liberal foreign minister for nearly twenty years, relaunched the momentum for monetary unification after earlier false starts by calling for a single currency in 1988. It may seem ironic today that Genscher’s reason for wanting a single currency was to secure economic stability – a shelter from the ravages of fluctuating exchange rates and soaring inflation in many countries. But in light of the push for a single market in financial services – one from which Germany, that fount of surplus savings, stood to benefit significantly – the violent currency swings of the post-Bretton Woods years were a serious obstacle.

Meanwhile, for Germany’s partners – France above all – monetary union promised an end to the humiliating inferiority of their own currencies to the Deutsche Mark, the anchor of Europe’s financial system which it seemed necessary yet never quite achievable for the others to tie themselves to.

Greece, Spain and Portugal had joined the European Communities (as they were then called) in the 1980s. For these newly restored democracies of southern Europe monetary unification was both a means of exiting a cycle of inflation, depreciation and low productivity growth so as to catch up with their economically more advanced neighbours, and a powerful emblem of their elevation to a higher political status. Their accession to the euro would prove they had joined the ranks of Europe’s stable democracies for good, and that any return to their bad old ways – politically or economically – had been institutionally bricked up.

Then the Berlin wall fell, opening the prospect of a truly unified Europe. This did not fundamentally transform the motives for currency unification; rather it updated them. With a reunified Germany, the fear of German dominance – de facto if not intentional; economic if not political – was even stronger than before. A single currency came to be seen as the solution to Europe’s old ‘German problem’ of one country being too big and mighty to be kept in check in a stable balance of powers. For Germany, meanwhile, melding the Deutsche Mark into a larger common currency helped to reconcile its neighbours to reunification. Not that they could really have stopped it. But Genscher and Helmut Kohl, the chancellor, had no desire to undo decades of building a ‘European Germany’. Jacques Delors, then European Commission president, once said: ‘Kohl sensed his partners’ unease. He knew that economic and monetary union gave him an instrument to calm them down. And so he used that instrument.’10

A more general political wave also carried the project forward. The European Community was fresh from the success of making good – more or less – on the promise of the 1957 Rome Treaty to create a single market for goods and services. This paved the road for the euro in two important ways. One was the economic logic of complementing the single market with a single currency: ‘one market, one money’, as the slogan went. The other was political: the achievement of the Single European Act meant that the political momentum for unification – the spirit of Spinelli – was strong.

Neither argument, of course, provided conclusive reasons for replacing national currencies with a single international one. Currency union is not a sine qua non for a prosperous trading relationship – but it does help.11 Political momentum is also far from self-justifying. The feeling that progress towards an exalted vision is possible does not necessarily mean the vision is one that ought to be pursued.

It would be frivolous to call the euro a lowest common denominator – the extraordinary pooling of sovereignty that currency union involves went beyond the limits of what many would have thought possible. But a common denominator it certainly was (perhaps the highest rather than the lowest). Conversely, no single idea could on its own make a conclusive case for the euro. A reduction in economic volatility does not inspire enthusiasm in the hearts of the average citizen. Nor does the idea of counterbalancing Germany’s power in post-cold war Europe. Had the euro not seemed to serve a number of different political imperatives simultaneously, it would never have been born.

A CURRENCY DESIGNED BY ECONOMISTS

It is sometimes said that the euro was a political project that ignored economics. But economic thinking was central to the creation of the euro. The group charged with designing the common currency was made up largely of technocrats. Although it was chaired by Delors, whom no one would mistake for an apolitical bureaucrat, it comprised the governors of the all the EU’s national central banks. Central bankers are, of course, political animals, but they also pride themselves on their economic expertise. They were, moreover, the ones with the most to lose from monetary union, since the key function of the national central banks they headed – setting monetary policy – would cease to exist. Though collectively they would regain this power as members of the Governing Council of the common central bank, they would also be left exposed if the project turned out to be a failure. If anyone had an incentive to find reasons against monetary union, it was the Delors committee. Yet its report – the euro’s blueprint – ensured that the political motives enumerated above doubled up as genuine economic considerations as well.12

The most obvious economic effect of the euro is the elimination of exchange rate fluctuations. Currency volatility has real economic costs. It discourages international trade and investment by making their profitability more uncertain. It makes cross-border financial flows potentially more destabilising. It is in the nature of exchange rates to change violently and excessively. In part this is because, when prices and wages take time to react to changing economic circumstances, exchange rates, which can adjust instantaneously, overcompensate relative to their long-term equilibrium.13 Double-digit appreciations or depreciations within a period of months are not unusual, and such large, rapid changes in relative prices disrupt the economies that suffer these swings. A sudden shift in relative prices does not have to be enormous before it completely undermines a previously solid business plan. The measures that people can take to shield themselves are costly. Hedging against currency risk – that is, buying insurance against exchange rate swings – adds another cost of doing business, and is in any case only available for short periods or at a high price, especially for the smaller businesses that create the most jobs. Alternatively, businesses can simply avoid activities that are sensitive to exchange rates, but that makes the economy more closed to international trade than it could ideally be. ‘One market, one money’ was not merely a catchy slogan – it contained a respectable economic logic.

Monetary union also brought the promise of better macroeconomic policy. Since for many, monetary stability in practice required shadowing the Bundesbank, much of Europe was originally bound to a policy that was designed to suit only Germany. A pan-European central bank would instead choose the best policy for all. Moreover, the Delors committee’s central bankers – reclaiming collectively some of the power they were to lose individually – ensured that the new European Central Bank (ECB) would inherit the Bundesbank’s independence from political control as well as its single-minded focus on keeping inflation at bay. The French had never warmed to the idea of central bank independence and a narrow focus on inflation, but this was the condition set by a German government confronted with grumbles about the currency project at home. And for the countries most plagued by high inflation and volatile exchange rates, German-style monetary stability was attractive in its own right.

It is worth noting in retrospect how workaday these benefits can seem. While monetary union was an enormous political undertaking, the direct economic consequences it promised – in brief, better business conditions through more predictable prices and cheaper credit – were rather pedestrian. These ambitions hardly matched the calibre of the Ventotene Manifesto.

There was, however, one big economic aspiration: that membership of the euro would encourage governments to undertake policies to improve productivity. Competitive devaluation – letting the exchange rate fall to shift demand from other countries’ exports to one’s own goods and services – would now be a thing of the past. Without resort to this quick fix, it was hoped, laggard economies would be forced to put in place genuine productivity improvements to improve long-term growth, rather than just address slowdowns with temporary demand boosts that did nothing to improve the economy’s capacity.

This indirect effect was the only route by which the euro was ever going to solve Europe’s real economic problems, which were not at their root monetary. Whether an economy thrives or stagnates in the long run is only partially determined by the currency and monetary regime under which it operates. The desire for more stable exchange rates was an eminently reasonable one, and eliminating volatility took one foot off the brake on the engine of growth. Making the engine run faster was, however, an altogether different thing. By creating better conditions for trade and capital flows, it was hoped that the euro would broaden the opportunity and, over time, intensify the need for its member economies to become more productive.

MISPLACED MISGIVINGS

Monetary union obviously presented economic risks as well as opportunities. The euro’s founders were far from blind to them, though their vision may be said to have been partial. Not so much because they were unimpressed by OCA theory, which by then had failed to keep up with decades of macroeconomic understanding,14 but because they were concerned to the point of obsession with the implication of leaving fiscal deficits and debts in the hands of national governments.15

Fiscal policy in one economy influences economic activity in the economies it trades with because national aggregate demand fluctuations spill across borders through the trade balance. Capital movements can amplify this interdependence as well as create interdependence on their own. Since investors treat different governments’ bonds at least partly as substitutes, one government’s decision to alter its borrowing directly influences the cost of credit to others, in addition to any monetary and credit consequences of the aggregate demand repercussions through trade.

As a consequence of these spillovers, uncoordinated fiscal policy is inefficient, since national governments decide their budgets without taking into account the economic costs (or benefits) to other countries. More generally, a lack of coordination makes it difficult for the region as a whole to have the right size of fiscal deficit or surplus. This is not a problem caused by monetary union but a consequence of economic integration generally, though a single currency makes it more important to address. The problem is far more general than suggested by the cliche of a profligate government exporting instability to others. Indeed, imprudently large deficits in one country can be beneficial to trading partners whose domestic demand falls short of supply; and insufficient deficits (or excessive surpluses) can cause damage in the same situation. A good case can be made that these two patterns characterise the most significant spillovers in the eurozone’s first decade and a half. Before the crisis, public- (and private-) sector deficits in other euro members helped sustain Germany’s exports while domestic demand stagnated there; after the crisis, fiscal consolidation by Berlin held back the already sickly aggregate demand in the eurozone as a whole. In the run-up to the euro, however, only the spillovers from excessive deficits were a politically salient concern.16

Deficits aside, the stock of public debt was a preoccupation in its own right. The fear was that if a state within a monetary union ran into difficulties refinancing a large debt burden, others might prefer to bail it out rather than let it default. Foreshadowing the feeling of blackmail that would sour eurozone politics in 2010, the European Commission warned that in such a situation ‘markets cannot be expected to behave as if solidarity across Community Member States were completely ruled out, since concerns for solidarity are integral to the philosophy of the Community’.17 The unstated assumption – that it would be more pressing for EMU members to show such solidarity than for the rest of the Community (i.e. non-euro EU countries) – is crucial for how events were to unfold. This is a strange assumption, however. No one has ever suggested that in the pre-euro area, ‘solidarity’ (i.e. subsidies) was the required response to a government having to reduce the real value of its debt by the then commonly used method of printing money. Why was there a greater need for ‘solidarity’ to help it avoid a debt reduction through default? Here was an unquestioned moral premise about monetary union – that the prospect of a member defaulting on its debt should be avoided as a matter of joint responsibility, in a way that a country’s inflating away its debt had never been. It would play a big role in the decisions made for Greece in 2010.

Amid the general momentum towards making the single currency a reality, the especial pessimism on these issues was striking.18 This came above all from Germany, which saw itself as most likely to have to pay for the lax public finance practices of other countries if their deficits threatened stable prices or their debts made them ask for financial aid. Attention was focused disproportionately on the costs of excessively loose policy, to the neglect of the potential harm from excessive tightness. The risks of deficits and debts in the public sector were feared while the risks of those in the private sector were disregarded. The concern was more with financial outcomes themselves than with the deeper economic ailments of which they were the symptoms. All this incoherence would be on vivid display during the crisis.

The proposed solution was single-minded too in its disproportionately legalistic approach, which was to prevent a problem by proscribing it. The Maastricht Treaty was fitted with a prohibition on monetary financing of government budgets as well as the so-called no bail-out clause. The latter was a politically significant misnomer. It prohibits the assumption of a member state’s liabilities by others – it makes it illegal, in other words, to treat the obligations of one as the obligations of all after the fact. That still leaves room for voluntary intergovernmental lending, which the eurozone resorted to when the sovereign debt crisis exploded in 2010.

Maastricht also created a ‘stability and growth pact’ (SGP) of supposedly mandatory public finance conditions to govern a country’s entry into the euro and its behaviour once admitted. Among the rules were prohibitions on deficits above 3 per cent and public debt levels above 60 per cent of annual national income. The rules were never applied all that stringently before the crisis. Belgium, Italy and Greece were all admitted with debt levels far above the limit. As for the deficit rule, Greece barely met it thanks to some creative accounting. And Germany of all countries saw to it that the pact was definitively defanged by breaking the deficit ceiling with impunity in 2004. The lesson drawn by Germany’s policymaking establishment – as much, perhaps, because of its own violation of the pact as those by others – was that it needed to be more strictly enforced.

As a set of entry criteria, though applied with a great deal of latitude, the SGP did some good in motivating the more incontinent of Europe’s public treasuries to regain a measure of self-control. Before the single currency’s 1999 launch, deficits fell, public debt tapered off, and inflation slowed down abruptly in the countries that had been most plagued with these ills of economic mismanagement. The reward, in the form of lower interest rates, followed swiftly. Investors found monetary unification credible, even if many academic experts on OCA theory did not.

EUROPE’S ECONOMIC DRIFT

The disproportionate focus on public finances was understandable, and not just because of German sensitivities. When the single currency was being designed, the public debt stocks of most of its prospective members were on a sharply upward trajectory. In the decade to 1990, their average public debt-to-gross domestic product (GDP) ratio doubled, as Figure 1.1 shows.
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Figure 1.1. The rise of public debt, 1981–2000.

Source: EC Annual Macroeconomic Database.



This development followed the economic earthquakes of the 1970s – the collapse of the Bretton Woods system of fixed exchange rates and Opec’s quadrupling of oil prices – which marked the death of the post-war period of monetary stability and fast progress in productivity.19 In its place came a new era of volatile prices and fitful, unevenly distributed growth. The result was a slow undoing, that is still continuing, of the great levelling that happened during social democracy’s heyday in what the French call les trente glorieuses – the three decades after the war in which the West rose from the ashes and when, for the first time, all its castes and classes rose together.20 (See Figures 1.2 and 1.3.) Rather than curing this economic ailment – admittedly no easy task – most European governments indebted themselves much faster than their economies grew in order to fund increasingly expensive welfare states.
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Figure 1.2. The return of income inequality.

Source: World Top Incomes Database.
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Figure 1.3. Europe’s slowing productivity growth.

Source: OECD.



It was clear that maintaining prosperity by rapidly rising state indebtedness could not go on forever. But it is difficult – and can be counterproductive – to remove the symptoms without addressing the underlying causes. What were these causes? Angela Merkel often makes an observation that reveals much about the German mindset around European economic policy: ‘If Europe today accounts for just over 7 per cent of the world’s population, produces around 25 per cent of global GDP and has to finance 50 per cent of global social spending, then it’s obvious that it will have to work very hard to maintain its prosperity and way of life’, she likes to say, adding ‘All of us have to stop spending more than we earn every year.’21 Merkel’s numbers are striking, suggesting an imbalance that cannot possibly be sustained. ‘We do not want a German Europe,’ says her finance minister Wolfgang Schäuble, ‘but we want a Europe that can compete… [Europe’s] strategy aims to overcome imbalances by improving the competitiveness of all eurozone countries.’22

Clearly Europe’s redistributive systems and public welfare provision are more generous than those in any other region on earth. But that has nothing to do with whether the region is ‘competitive’ enough against other parts of the world. As Paul Krugman pointed out decades ago, economies are not like companies, for which competitiveness is (or should be) a requirement for profitability, and without which they (should) go out of business. A country does not go ‘out of business’. The question is simply: can it offer enough exports to the world for what it wishes to import; or, in financial terms, can it pay its bills.23

The eurozone as a whole pays for what it consumes – and then some – and has done since the euro’s birth. To think that Europe is not selling enough abroad is to be blinkered by mercantilism. And even in countries that did live beyond their means during the boom and were struck by the sovereign debt crisis when it stopped, loss of export competitiveness was not the central factor it is often made out to be, as Chapter 2 will show.

If Europe’s social model is under economic pressure, it is not because of ‘competitiveness’. Rather, it is because of productivity – how much each hour of labour or each unit of capital produces in absolute terms, regardless of whether it is more or less than other countries. European productivity is not keeping up with the cost of welfare states having to respond to ageing and costlier medical provision. The productivity predicament is not confined to the old world – in the United States, too, productivity has slowed sharply since the 1970s and only temporarily rebounded in the 1990s. The response to this situation of trying to maintain living standards with the aid of debt has been broadly shared too, as Raghuram Rajan has persuasively argued.24 The United States also applied the credit card palliative, trying to make the fruits of prosperity available even if prosperity itself was elusive. The main difference with Europe lay in who was using the credit cards. In Europe, it was governments that increased their borrowing from the 1980s on, and several had not kicked the habit before the global financial crisis hit. In the United States, policies encouraged the private sector to do the same, particularly in the 2000s through ballooning mortgage debt used to fund living standards that borrowers could not actually afford.25 Some European countries followed the US example. Instead of old-style government deficit spending (which, however, persisted in Greece and to a lesser extent elsewhere), the Spanish and Irish economies, for example, were inflated through private credit bubbles.

The euro had the great misfortune of being born into the greatest private credit bubble of all time. This made it possible for the eurozone economies to postpone their reckoning with accumulated public debts and to allow new private debt mountains to build up. Later, it also afforded them a post hoc ergo propter hoc argument: blaming the euro for their mess. But rather than being a consequence of monetary union, Europe’s credit binge was merely the local outbreak of a global disease: an unholy bargain between governments and financial markets to enjoy credit-driven but unsustainable growth – from the United States and the United Kingdom to Iceland, Spain and Greece.26 The next chapter explains why the single currency should not be held responsible.


TWO

Before the Fall

A HONEYMOON FOR THE SINGLE CURRENCY

NOTWITHSTANDING THE PRE-EURO MISGIVINGS, for a blissful decade the magic was working. The doubts hovering over the marriage between eleven national currencies – which quickly became twelve with the addition of the Greek drachma in 2001 – gave way to a honeymoon period.

Germany got the stability it wanted: from the single currency’s birth until financial market turbulence started in 2007, eurozone-wide inflation averaged 2.05 per cent, barely above the ‘below but close to 2 per cent’ the ECB set as its target. The other countries got their longed-for monetary policy parity with Germany, symbolised in France’s case by its successful battle to install French central bank governor Jean-Claude Trichet as president of the ECB after a truncated inaugural term for Dutchman Wim Duisenberg.

For most of Europe, the 2000s were good economic times. After initial gripes about price gouging when marks, francs and lira were converted into the new coinage, the public’s scepticism was soothed by a consumption boom. Growth rates were solid, though no higher on average than in the years preceding the euro’s birth. While some economies were expanding fast, others, like Portugal and Italy, flatlined. Economic well-being nonetheless increased markedly in the new monetary union and across Europe as a whole. Jobs became more plentiful – especially in the peripheral catch-up nations – and unemployment dropped. Even if growth did not necessarily accelerate after the national currencies were welded together, people made the most – and then some – of what growth there was. Consumption (and often investment) in most countries was growing faster than before – sometimes much faster. However cool citizens had been toward the euro beforehand, it was now summertime, and the living was easy. (See Figures 2.1 and 2.2.)
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Figure 2.1. GDP growth before and under the euro.

Source: EC Annual Macroeconomic Database.



Too easy, as is now clear. The fact that in many countries consumption was accelerating even if income was not proves that their booms were bought on credit, just like that of the United States and many non-euro countries within Europe. But a boom does not feel less good for being debt-fuelled, and it temporarily shielded the single currency from any serious recriminations from the public. As for the elites, self-congratulation was the order of the day. In light of what was to come, Trichet’s celebratory speech for the euro’s tenth anniversary in January 2009 today sounds naive:

In recent months we have seen another benefit of the euro: the financial crisis is demonstrating that in turbulent financial waters it is better to be on a large, solid and steady ship rather than on a small vessel. Would Europe have been able to act as swiftly, decisively and coherently if we did not have the single currency uniting us? Would we have been able to protect many separate national currencies from the fallout of the financial crisis?1
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Figure 2.2. Domestic demand before and under the euro.

Source: EC Annual Macroeconomic Database.



The best times, however, eluded one important country. Germany entered the euro in a state of economic malaise, burdened by high unemployment and the cost of reunification. In the early 2000s, a social democratic chancellor, Gerhard Schröder, pushed through the ‘Hartz plan’ that shook up the labour market with reforms that are today used as an example of what the crisis-hit countries need to do. The truth is more complex: decentralised bargaining and deunionisation prepared the ground for the Hartz reforms to boost economic activity.2 German growth benefited from the tailwinds of a favourable international economy, and the increasingly flexible labour market encouraged businesses to hire. The result was faster growth on the back of rising exports. But the weakening of workers’ protections also changed what sort of work was available. Job growth came in the form of precarious and part-time employment. There were more jobs, but their greater precariousness kept wages down. Adjusted for inflation, German hourly wages did not rise at all in the euro’s first decade.3 While good times were rolling over the rest of Europe, German consumption was turgid (see Table 2.1).

Table 2.1. Wage and consumption growth in Germany.

[image: Image]

Source: Dustmann et al., Journal of Economic Perspectives 28(1): 167–88 (Table A2).

Since German workers were not benefitting from this export boom in terms of higher wages, where did the profits end up? They were largely salted down in German banks, which found few better uses for their increased funds than lending them out abroad. German wage repression, then, was an important source of the credit flows that were soon to destabilise the newly minted currency union. Germany’s trade surplus with the rest of the eurozone ballooned as workers’ consumption stagnated, while trading partners, drenched in credit, imported Mercedes cars like never before.

THE EURO AND THE GENESIS OF THE CRISIS

Most of this book is devoted to refuting the claim that the euro tied policymakers’ hands so that they could not properly handle the financial crisis. Monetary union undeniably shaped the form the crisis would eventually take, but it is simply not true that the euro was either a straitjacket or a burning house whose owners had thrown away the key, both metaphors that are frequently thrown around in the policy debate.

In this chapter my aim is the more limited one of suggesting that the euro played at most a minor role in how the crisis arose in the first place. There is a widely shared view that the structure of the monetary union made a crisis more likely. The factors invoked to blame the euro include the destabilising effect of a single interest rate for the entire eurozone; the misalignment of real exchange rates when nominal exchange rates could no longer adjust; the ability to run current account deficits that were too large and lasted too long; and, finally, the fact that debt was accumulated in a currency that could not be printed at will by national central banks. In what follows, I argue that all these factors have been commonly misunderstood. In each case, either the supposed problem is less of a problem than is often thought or it would have been just as likely to occur without the euro.

ONE SIZE FITS NONE

In August 2012, with Spain heading into a second recession, the socialist deputy Francisco González Cabaña wrote the following on his blog:

For a while now we Spaniards have got used to living with the prima de riesgo [risk premium] which has, from being a complete unknown, turned into our daily bread. Its rises, its falls, its effects on our everyday life have become the daily concern of our conversations.4

The Spanish were not unique in their newfound appreciation of capital markets. In Ireland in late 2010, one would not be surprised to overhear conversations about bond spreads between people that nobody would mistake for finance professionals. Throughout Europe’s crisis-hit periphery, financial sophistication was spreading almost as fast as the market fluctuations to which people now gave the attention they normally reserve for things on which their lives – or in this case, their livelihoods – depended.

Before the unthinkable happened and financial markets closed their doors on one European state treasury after another, these spreads and risk premia had been a non-issue. Not only had they not imposed themselves on the consciousness of ordinary citizens, they had as good as disappeared from financial markets themselves. In the euro’s early years, sovereign spreads narrowed to vanishing point. For the first time, the government in Athens was paying the same rate to borrow as that in Berlin. (See Figure 2.3.)

Early on, this was taken to be a good thing. With the euro, other countries saw Germany’s credibility rub off on themselves. Today, it is seen as a problem. The euro is accused of artificially engineering a ‘one-size-fits-all’ interest rate for countries that differ in the monetary conditions that their specific circumstances call for. In a simple mechanical sense, this is true. The ECB sets a single set of policy interest rates to keep average inflation across the eurozone under control. But average price stability camouflages the widely varying inflation rates in the national economies of the eurozone. Only Belgium saw its prices rise at about the eurozone average pace. France averaged a 1.78 per cent annual rate in the pre-crisis euro years (from its inception up to December 2007); Germany’s rate was 1.57 per cent. Austria and Finland recorded similar below-average rates. In the periphery, meanwhile, prices leapt ahead. Italy’s average pre-crisis euro inflation was 2.3 per cent, while Greece and Ireland recorded 3.4 per cent and Portugal and Spain were not far behind.

Unless the business cycles of member economies are perfectly synchronised, the common ECB rate is not what each of the national central banks might ideally have chosen as most appropriate for their domestic economy. Academic research suggests that ECB interest rates during the boom were generally appropriate for European core economies on average, which means they were somewhat too tight for Germany and far too lax for the periphery.5

Such a mismatch between the common rate and local conditions may have been increasingly destabilising over time. In a country at the height of its economic cycle (such as Spain), an insufficiently high interest rate makes inflation rise, which lowers the real interest rate even further. (The real interest rate adjusts for the way inflation erodes the purchasing power of the borrowed amount by the time it is repaid.) That reinforces the original boom by encouraging yet more credit-driven spending. Conversely, in an economy that is depressed compared with the currency union average (such as Germany), the excessively high common rate leads to lower demand and thus lower inflation – which raises the real interest rate and makes the relative sluggishness yet worse.6 (See Figure 2.4.)
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Figure 2.3. Sovereign bond yield spreads. A. Convergence in eurozone countries. B. Convergence in non-eurozone countries. Source: ECB.



The unification of monetary policy, this critique concludes, was a source of instability because it made nominal borrowing costs across the union the same, which pushed already-diverging economic cycles further apart. The euro was based on the premise that one size fits all, when in fact one size fits none. That does indeed sound like a structural flaw.

But the logic runs up against two inconvenient facts. The first of these is that, as the popular obsession with yield spreads during the crisis so vividly illustrates, nominal borrowing costs were not always the same in all countries. From 2009 spreads exploded, even though the ECB continued to set a single set of policy rates for all eurozone countries. A one-size-fits-none interest rate can hardly be a self-destructive structural flaw of the euro if interest rates can as a matter of fact come in many sizes.

If having a single central bank interest rate could not stop borrowing costs from diverging during the crisis, it was arguably not a necessary ingredient in their earlier compression. Before the crisis, sovereign bond yields converged toward German levels even in countries that did not join the euro and showed little indication of ever doing so. The average spread of British interest rates over German ones fell from 2.32 in the fifteen years up to 1998 to 0.48 in the fifteen years following it. The Swedish spread fell from 2.88 to 0.20; the Danish one from 2.34 to 0.21. (See Figure 2.3.)

What drove the compression in borrowing costs and their subsequent divergence? Non-financial businesses, consumers and even governments do not borrow money at central bank’s main refinancing rate. Only the banking sector has access to that. There is many a slip between central bank cup and real economy lip, and the rates paid by end borrowers vary with the willingness and ability of private lenders to extend credit to them. The internal workings of financial intermediaries such as banks, and the policies and regulations that govern this intermediation, matter as much as monetary policy decisions. From the late 1990s, banks and other financial institutions throughout the world – not just in the eurozone – engaged in an enormous ramp-up of lending which governments did little to restrain. More than anything, it is this global credit bubble that is to blame for the compression of borrowing costs everywhere, inside the euro and outside it. If financial markets priced a loan to Athens as if it were as safe as one to Berlin, this was because financial actors got caught up in a hunt for returns in which they abandoned any sensitivity to risk.


[image: Image]

Figure 2.4. Real borrowing costs. A. Cheaper loans with the euro. B. Just as cheap outside the euro. Source: Eurostat.



The euro is sometimes blamed for this because it removed Greece’s ability to devalue, thus protecting international lenders from exchange rate risk. But if markets’ generosity towards Greece did indeed reflect a rational response to lower exchange rate risk, they should have reacted just as rationally to the greater risk of default once Athens could no longer print its own money to service debt. That means they should have differentiated between high-debt, high-deficit borrowers like Athens and medium-debt, low-deficit ones like Berlin. But they did not. Claiming that lending practices would have been less reckless without the euro attributes a rationality to investors that they did not actually display in the eurozone or elsewhere. Their irrational exuberance would have led them to neglect the risk of devaluation outside of the euro as surely as they neglected the risk of default inside of it.

Euro membership did not remove the ability of policymakers to rein in these excesses, despite what is often claimed. True, national central banks in the currency union could not set their own policy rates to offset market exuberance, but we should be sceptical about how much monetary independence there ever was to be had in a world of free capital movements. Academic research shows that even with floating exchange rates, smaller central banks track bigger ones to a surprisingly large extent7 and financial cycles in smaller economies are strongly determined by monetary policy in the biggest ones.8 Small countries’ freedom to use central bank rates to smooth financial cycles is greatly exaggerated. The ineffectiveness of monetary independence was, after all, a big reason why countries joined the euro in the first place.

Moreover, national authorities have tools other than the official interest rate for restraining credit. Nothing in the euro’s structure would have stopped Irish and Spanish authorities from limiting lending by banks headquartered in their countries, had they wished to do so. They could have imposed heavier capital requirements or stricter collateral policies, made bankruptcy laws more favourable to debtors, even taxed banks in proportion to their overreach. Lending by foreign-based banks could have been addressed by rules on resident borrowers: it was entirely possible for national authorities to pass laws limiting how detached mortgages could become from incomes or historical house prices, for example. And it goes without saying that profligate governments like Greece’s could have chosen to borrow less, and seemingly prudent ones like Spain’s and Ireland’s could have saved even more to offset private sector overborrowing. In short, there were plenty of tools available to control the credit bubble.9 The eurozone’s more sluggish economies, for which the ECB policy rate felt too tight, could have used national policy measures to loosen credit conditions to stimulate demand. To blame the euro’s design for the mispricing of credit is to dress up national failings as national impotence.

THE ‘EXPORT COMPETITIVENESS’ CONUNDRUM

If it is wrong to blame the euro for the compression in borrowing costs, the compression nonetheless happened. And since governments failed to use the available policy tools to moderate the divergent economic cycles, inflation rates consistently differed between countries, as discussed above. The fact that prices in peripheral economies outpaced those in the core has been taken to show that the euro generates ‘competitiveness’ problems. When countries that had little tradition of cost discipline were welded to countries that had a lot of it – above all Germany, which put that experience to use with the Hartz reforms – it had to go wrong, or so the argument goes. It is an argument that comes in different versions, with different moral tinges. Some blame the dissolute countries of the periphery for neglecting the cost competitiveness of their exports, pricing themselves out of global markets. Others put the onus on Germany for undercutting the rest of the eurozone through policies that held wages down when competitors could no longer respond by devaluing. Either way, the euro gets blamed for divergences in export competitiveness because the nominal exchange rate can no longer offset them.

Countless charts of how real exchange rates and labour costs diverged after the introduction of the euro have been used to illustrate this export competitiveness argument. The real exchange rate measures how much goods and services cost in one country compared with another, taking into account both the prices in local currency and the nominal exchange rate. Inside the euro, of course, the nominal exchange rate becomes irrelevant – a euro is a euro – and only relative local price levels matter. Compared with trading partners outside of the eurozone, the real exchange rate is affected by the euro’s moves against other currencies. As Figure 2.5 shows, the real exchange rates of the peripheral countries took off relative to the core during the boom.

It is important to note, however, that higher price and wage inflation in the periphery is not necessarily bad. The poorer members of the euro were those with the greatest potential for catching up economically – indeed it was hoped that the euro would help bring this about. If tighter economic integration resulting from the euro led to increased productivity in traded goods and services, and more so in the poorer countries than in the more mature economies, then one would expect to see higher inflation in the former than in the latter for entirely benign reasons. Economists call this the Balassa–Samuelson effect, according to which productivity gains in the traded sector (whose prices are largely set in international markets) push up prices, wages and investment returns in the non-traded sector too, as the gains are spent across the economy. The result would be higher economy-wide inflation rates in the growth period, but rather than signs of trouble these could be the marks of success.10

This benign interpretation would only be warranted, however, if the higher wages were really paid for by greater economic output per worker or per hour of work. This was not the case. Where prices and wages rose the most, they also grew faster than productivity. This is clear in the evolution of unit labour costs. The unit labour cost is how much an individual company, industry or entire country pays the labour engaged in producing one unit of the output in question. At the industry level, for example, one can measure the unit labour cost in car manufacturing, which would be the total wage bill for the labour involved in making a single car. When calculated for the whole economy, it is defined as the wage costs spent in producing one unit of aggregate real economic output: a euro-worth of inflation-adjusted GDP.11
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Figure 2.5. A. Real effective exchange rates. B. Unit labour costs.

Sources: A, Bank for International Settlements via St. Louis Fed; B, OECD.



As Figure 2.5 shows, the unit labour costs of Greece, Ireland, Spain and Portugal diverged dramatically from Germany’s in the euro’s first decade. This is often taken to mean that workers in these countries received wage increases far beyond what could be justified by more efficient production. The euro’s critics conclude that, as a result of this, the exporting sectors in the periphery countries priced themselves out of foreign markets by the time the crisis hit.

But this conclusion does not fit the facts. While the peripheral countries’ economy-wide labour costs did indeed rise, there was nothing wrong with their export performance. Greece’s exports grew as fast during the boom as Germany’s; Spain’s and Ireland’s as fast as Austria’s. As Figure 2.6 shows, each periphery country’s share of global merchandise exports was roughly the same in 2007 as it was in 2000 (with the exception of Ireland, which was shifting toward a more service-based economy at the time). Spain’s and Portugal’s market shares slipped a little, but that was because their exports happened to be concentrated in sectors and markets that grew more slowly. Adjusting for the fact that they had been dealt a worse hand in terms of what they exported, these two countries actually held on to market share better than Germany.12
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Figure 2.6. The Periphery’s export performance.

Source: EC Annual Macroeconomic Database.



So there is simply no sign of an export underperformance in the periphery’s traded goods sectors. How can this be reconciled with the steep growth in unit labour costs? The answer is, by measuring them separately for the sectors that produce traded goods and services (manufactures and such services as tourism, for example) and those that are not traded (such as public services and construction). Doing this reveals that the traded sectors of the peripheral economies did not in general experience excessive inflation. The cost increases blamed for these countries’ supposedly poor export performance occurred in activities that are not sold abroad at all. Blaming the euro for deteriorating export competitiveness in the periphery is to blame it for a problem that did not occur.

THE EURO’S LOPSIDED CAPITAL FLOWS

What did occur was that wages and prices in the public and non-traded sectors went up very fast in the periphery. This was, however, a symptom not a cause. It reflected a borrowing binge to pay for imports, not a withering away of exports.

The eurozone as a whole was neither a net importer nor a net exporter in the boom years. Even if a global net capital glut from China and commodity-producing countries inundated the world economy in the early 2000s, capital flows in and out of the eurozone were roughly matched; on a net basis, Europeans lent largely to one another. But within the eurozone, it mattered hugely who lent to whom. Money flowed from the hard-saving core of the monetary union – above all Germany, but also the Netherlands, Austria and Finland – largely but not solely to the union’s poorest member states. German savings and Dutch North Sea gas windfalls were being recycled into Greek and Portuguese consumption and Irish and Spanish housebuilding. (Italy, it is often forgotten, was no longer living much beyond its means, but its past history of doing so meant that its budget surpluses before interest expenses were more than eaten up by debt service.)

It was not simply that the euro inaugurated a shopping spree for imported goods. In several periphery countries, the increased borrowing in the 2000s replaced steep losses of foreign income in the 1990s. In 1990, Ireland, Greece and Portugal received more than 5 per cent of their national income in transfers and remittances from abroad. By the time the euro was introduced, these were drying up. Rather than adjusting to this one-off fall in purchasing power, the extraordinary financial loosening that happened at the same time as the euro came into being allowed the countries to stave off a reckoning by substituting foreign credits for the lost income. While net trade balances (exports minus imports) deteriorated somewhat, much of the borrowing took place simply to maintain pre-existing trade deficits to which the countries were accustomed.

This borrowing showed up in increasingly lopsided current account balances. A country’s current account measures the difference between the resources it produces every year and those it uses to consume or invest – it is the best measure of whether an entire economy is living within its means. Current account deficits need to be financed by foreign capital (or by running down foreign savings). But the capital flows that cover the deficit can take place entirely between private hands. That was largely the case everywhere in the eurozone except Greece, whose government continued to run substantial deficits throughout the boom to fund public sector wage and pension increases.

The largest current account deficits, and thus the most cross-border loans, were racked up by Greece, Cyprus, Portugal, Spain and Ireland, in that order. (See Figure 2.7.) It is no coincidence that these were the countries that ended up receiving eurozone rescue loans. What they had in common was not excessive public borrowing but large-scale borrowing by the economy as a whole. (See Figure 2.8.) Public finance numbers were therefore a poor guide to the risk posed by excessive credit flows. Madrid and Dublin, two of the sovereign borrowers worst affected by the subsequent market panic, ran smaller deficits and had less debt than Berlin. Even if Germany and France had not rendered it toothless in 2004, the stability and growth pact would not have sounded the alarm about Spain or Ireland.
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Figure 2.7. Macroeconomic asymmetries in the eurozone.

Source: Eurostat.
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Figure 2.8. Private debt bubbles.

Source: Eurostat.



The fact that private credit accounted for most of the intra-euro capital flows and that some governments borrowed little does not, however, mean public finances were run responsibly. The huge credit bubble presented Europe’s highly indebted states with a windfall, but they chose to consume it away, ending the boom with more public debt than at the beginning. The Greek and Portuguese let their public debt stocks continue to grow in step with their economies or faster. Even Germany and France let their debt-to-GDP ratio rise from about 60 per cent in 1999 to about 65 per cent in 2007. Other governments looked superficially more frugal, but even as they were shrinking their public debt they were presiding over huge increases in private debt. This is true of Spain and Ireland inside the eurozone and of the United Kingdom outside it. And wherever the private sector enjoyed a debt-fuelled boom, the government should have taken more seriously its responsibility to counter it aggressively. Surpluses should have been built up in good times to cushion the blow when the economic cycle turned.

Here lies the main cause of the eurozone crisis: huge flows of capital, which came to a sudden stop in 2009–10 and knocked the receiving economies to the ground. To blame the euro for this, we must presuppose that the credit flows would have been smaller without it. Large current account deficits and balance-of-payments crises, however, are hardly unique to the eurozone. They recur through history like visiting plagues of internationally mobile finance. And there are two important reasons to think that the euro is less to blame for the build-up of debt than is commonly thought. The first we have already mentioned: membership of the single currency did not render governments powerless to mitigate or influence the credit flows. The second is that very similar build-ups of debt happened outside the eurozone as well.

On the eve of the crisis, Estonia, Latvia and Lithuania all recorded current account deficits as large as Greece’s; Bulgaria’s was even bigger. These countries pegged their currencies to the euro (the Baltic countries have now adopted it), but gaping current account deficits could also be found in Iceland and Turkey, which did not. Since huge capital flows into these countries happened without euro membership, there is little reason to think things would have been different for the peripheral euro members if they had stayed out. One could argue that it was a mistake for non-euro countries to fix their currency to the euro. But if that is so, it is a mistake that the hypothetically non-euro Greece, Ireland or Portugal would have been equally likely to make. The same reasons that made these countries join the euro in the first place would have motivated them to peg to it (or to the Deutsche Mark if the euro had never seen the light of day) as their second-best alternative. And in any case, capital rushed into floating-rate countries as well.

It is likely, therefore, that the countries that borrowed too much inside the euro would have acted in much the same way had they been outside it. Consider this thought experiment: if Greece had not been a member of the euro, would markets not have offered it cheap finance? Given how lenders were throwing money at American house-buyers with no income, or Icelandic banks with no investment record, it is hard to believe that they would, uncharacteristically, have had qualms about lending to a European government with no continence (or to the country’s local banks, which in turn could have funded the government). With or without the euro, cheap money would have been as available to the eurozone rim states as it actually was for countries outside of the euro. Easy credit reflected the global desire of money managers to shift enormous amounts of capital out of the world’s economic centres, not the composition or even the existence of Europe’s monetary union.

Besides, we should qualify how much of a problem current account ‘imbalances’ are. When investors estimate risks responsibly, monetary unification probably does encourage money managers to invest across borders in greater amounts and at lower rates than they would if national currencies persisted. But if the risks are indeed responsibly estimated, large capital flows need not be a bad thing. The word ‘imbalance’ implies something that cannot be sustained. But current account deficits that fund productive investments are a tool for economic catch-up and growth, which make debts easier to service and balance-of-payments crises less likely. ‘Asymmetries’ is a more neutral, and better, word.

In an integrated regional economy like Europe’s, it is improbable that every country is able to offer just the right investment opportunities to match the country’s own savings. Countries that want to save more than they invest need to find a productive outlet for their savings. Countries that can productively invest more than they are willing or able to save must find funds from the outside. And so long as the funds that flow across borders are invested well, such flows can benefit lenders and borrowers alike. Indeed, large asymmetries are not only compatible with efficient economic development but they can be vital for making it happen: Norway’s current account deficit reached 14 per cent of GDP in the late 1970s, but the capital it imported enabled it to build up one of the world’s largest oil industries.

That is why the goal of lifting the constraint on poorer European countries’ balance of payments was the right one – even if the constraint returned with a vengeance in the crisis. Allowing capital to shift more easily between countries was the point. Faster development of the periphery thanks to excess savings from the core was the promise of the euro. If the promise failed, it was not because of the credit flows themselves but the use to which they were put. In Spain and Ireland they financed housing projects that would never be worth what was spent on them; in Greece, Portugal and Cyprus they were not invested at all but rather squandered on public spending that felt good while it lasted but produced no permanent benefit. The result was that one part of the eurozone sank with frightening speed into grotesque levels of indebtedness to another part, centred on Germany and other northern members.

The form of capital flows matters as well how they are invested. Why did Bulgaria, which ran up larger current account deficits in the 2000s than Greece, exit its crisis swiftly, whereas Greece remained in crisis in 2015? A good case can be made that it was because Bulgaria’s foreign financing largely took the form of foreign direct (equity) investment rather than bank loans or bond sales. Since this form of capital exposes the investor more directly to the failure or success of the investment, it may have encouraged better investment of the proceeds. But even if it did not, it made a sudden stop more manageable. Since equity investors, unlike creditors, cannot demand their money back, a balance-of-payments crisis puts less of a squeeze on an economy that has funded itself with equity rather than debt flows.13 A similar point can be made about much of central and eastern Europe, whose capital inflows largely came as private capital between headquarters and local subsidiaries of foreign banks. These banks could manage the crisis in less disruptive ways than a panicked bond market.14

The failure to channel funds to productive uses during the boom, or even to encourage safer forms of capital than debt, was not unique to the eurozone. There, like elsewhere, it resulted from the meeting of reckless borrowers with irresponsible lenders in a collective haze of punch-drunk optimism, blessed by poor national policies for resource allocation. To blame this on monetary unification is a backhanded compliment if ever there was one: it assumes far too much about what a currency regime by itself determines. The responsibility remains with national governments, which could have directed the capital to productive investments but failed to do so.

LOSING THE PRINTING PRESS

Even if unsustainable capital flows would have been just as likely without the euro, there is one more argument to be addressed about why a common currency may have exacerbated the risk of balance-of-payments crises. Governments tend to borrow at relatively short maturities (5–6 years on average) and roll over loans when they fall due. But if creditors, for whatever reason, refuse to refinance, they can push even a solvent but illiquid borrower into default – and the fear of this happening can justify their refusal to refinance in the first place. The likelihood of such self-fulfilling defaults may depend on the currency regime. A sovereign borrower with its own currency, the argument goes, always has the whip hand against creditors, because it can print money to honour any payment due. Therefore, it cannot be forced into a default by a self-fulfilling run on government debt in which panicked investors refuse to roll over loans. If, however, the ability to repay depends on access to hard currency, the borrower’s credit-worthiness erodes when that access, rightly or wrongly, is in doubt. There is evidence that eurozone membership – which means giving up the printing press – increases the scope for such bad self-fulfilling outcomes.15

I will discuss in later chapters how the sovereign debt crisis was shaped by the inability of sovereign debtors to print money to service their obligations. Here I would like to make three points.

First, that the disadvantage of giving up the domestic printing press is not as stark is it is sometimes claimed. Even a government that can print money to service its debt must weigh the relative benefit of doing so over defaulting on creditors, and the political costs of the exchange rate and inflation fallout that could ensue from debt monetisation might outweigh the costs of default. When this is the case, self-fulfilling runs on sovereign debt are possible even when that debt is issued in a currency the government can print at will. Sovereign default on such domestic debt is, after all, a common occurrence.16

Second, giving up the printing press was a large part of the euro’s attraction for the previously high-interest, high-inflation countries. Part of their goal was precisely to reassure foreign lenders that they would not print their way out of debt any more. One may argue that this was a mistake. But given these countries’ evident desire to trade the money press for Germanic monetary stability, it is likely that they would have tried to achieve the same outside of the euro by issuing more foreign-currency-denominated debt, as many rich-country governments already do in modest amounts (Greece, for example, has had small yen-denominated bonds).

Third, in most cases, the excessive debts built up in the boom were private transactions channelled through banks, and the experience of many non-euro countries is that banks borrowed large amounts in foreign currency.17 If the European periphery countries had stayed out of the euro, foreign-currency-funded banks would have been the biggest buyers of domestic-currency sovereign debt. The possibility of a debt crisis would not, in such a situation, have gone away: it would merely have moved from the public to the private sector, and the ability to print domestic money would not have helped an economy whose banking sector was funding itself in foreign currency. It would have relied on help from foreign central banks to deal with a sudden stop in lending just as much as eurozone economies rely on the ECB.

THE EURO’S INNOCENCE

To sum up: the four main claims that the euro made a crisis more likely do not hold up to proper scrutiny. First, the compression of borrowing costs may have caused economic cycles to diverge – but the euro can hardly be blamed for this since the same phenomenon happened everywhere, and eurozone governments in any case retained (but neglected) the ability to influence domestic access to credit. Second, prices and wages did develop very differently in the core and the periphery, and nominal exchange rates could not offset this. But this did not really happen in the traded sectors, so the euro cannot be accused of destroying export competitiveness. Third, huge intraeuro capital flows permitted current accounts to develop dangerously large asymmetries and finance unsustainable import binges. But this, too, happened outside the euro as much as inside it. In any case, the real problem is not external financing per se but the form it takes and the uses to which it is put, both of which national governments were in a position to influence. And fourth, while peripheral eurozone economies indebted themselves in a currency their government could not print at will, so did many non-eurozone countries through their banking systems. It is likely that the peripheral economies with the most unstable monetary history would have done the same outside of the single currency. Besides, the ability of such countries to print their way out of debt was as likely as not to itself become a destabilising factor in a balance-of-payment crisis; this is why they had chosen to give it up.

All these arguments are about the genesis of the crisis. The euro did, however, undeniably alter the form the crisis took and the way it unfolded. So the bigger question to which we must now turn is: did the euro make the crisis worse because it made it harder for policymakers to handle it? The answer is no: the eurozone’s lamentable performance in the crisis has little to do with inherent features of the single currency and everything to do with a series of unforced errors by its leaders. To see why, the next part of the book chronicles the crisis, starting in Greece.


THREE

Greece and the Idolatry of Debt

THE PROMISE OF EUROPE

GREECE ONLY MAKES UP one-fiftieth of the eurozone economy. The problems it has caused the monetary union, however, are out of all proportion to its size. Greece is where the sovereign debt crisis started; and at the time of writing it is the one eurozone economy where conflagration again threatens. This is not because Greece is a ‘special case’, although the problems it faces are uniquely big. It is, on the contrary, because the handling of Greece is emblematic of the principles that have governed the eurozone as a whole since the financial crisis began. That is why a detailed examination of Greece’s travails is the right place to start a retelling of Europe’s crisis. It reveals just how stubbornly the eurozone has stuck to the goal of trading financial transfers for more centralised power – from the first crisis in early 2010 to the stand-off between Greece and the rest of the eurozone after left-wing radicals won power in Athens in January 2015.

The forerunners of the EU were created in order to secure peace in Europe. But the forms of unification that actually developed were at first largely economic in nature. When the original six members – France, Germany, Italy and the Benelux countries – began to integrate key economic sectors in the 1950s, it was to aid their recovery from the devastation of World War II and to align their commercial interests so as to make economic self-interest inimical to renewed conflict. If the desire to avoid war made the pooling of sovereignty politically possible, the nature of the pooling itself was economic. Commercial logic also motivated the accession of Denmark, Britain and Ireland in 1973.

Greece’s entry to the European Economic Community in 1981, seven years after ridding itself of a military junta, marked an important change. It was underlined in short order by Spain and Portugal, which had also emerged from fascist militarism, and again two decades later by post-communist central Europe. For countries emerging out of the wasteland of dictatorship, the institutional transformation inherent in the European project entailed something beyond market access and a share in the continent’s prosperity. Important though these were, ‘joining Europe’ meant cementing newly recovered democratic foundations and locking in regimes that would be both politically more accountable and economically more responsible than what had gone before. The single currency was the culmination of this ascent. It marked the final graduation to the status of a modern European nation. This must at least partly explain the continued strong support for the euro in all the recent democracies in Europe’s south (and the ambivalence in Italy, whose experience with Fascism ended in 1945).

But Greece failed to modernise itself. It embarked on a huge expansion of its patronage state in the 1980s, just when most of western Europe was busy undoing heavy-handed systems of state economic control that were often captured by special-interest groups. These had worked wonders in the post-war era, but they blocked the sort of reforms other countries found they had to undertake after the economic shocks of the 1970s. In contrast, the Greek state remained organised around networks of patrons and clients. Politicians of the two main parties would heap benefits on powerful special-interest groups (speaking very loosely, public servants for the centre-left Pasok, and the professional classes and the military for the centre-right New Democracy) in return for key electoral support, which ensured a political duopoly centred around a handful of powerful families and reinforced by oligarchic corporate and media sectors. This perpetuated a deeply inefficient allocation of resources and a politicised distribution of jobs and rewards, not to speak of outright corruption.1

Absurd stories from the Greek economy are legion. Licensing requirements for an interminable list of professions have meant that those lucky enough to come by a permit, often through family-based political connections, could rely on high incomes without the inconvenience of pleasing customers or clients. Virtually no new licences for long-haul trucking, for instance, were issued for decades before the crisis. The predictable result was that extant permits were traded for hundreds of thousands of euros, which any aspiring new trucker would have to cough up. More sinister for the economy was that transport from Athens to Thebes cost more than from Athens to Rome, ten times the distance. Similar effects flowed from laws requiring minimum fees (for lawyers and notaries, for example) or profit margins (for pharmacists), as well as geographical restrictions on where and when professionals could practice. As for the public sector, every new government would swell the payroll with its supporters after taking office. Much of the deteriorating fiscal deficit in Athens in the years before the crisis is accounted for by more spending on public sector salaries. All this did away with the incentive to improve products and services, in both the public sector and the protected segments of the private sector. Instead it encouraged people to compete for access to politically allocated privileges – what economists call rent-seeking. Other countries, too, retained such distortions, but none on the same scale as Greece.

I have called these privileges absurdities, but for those on the wrong side of them, a better word is indignities. The greater the benefits for those lucky enough to be inside the favoured groups, the higher the price outsiders need to pay in the form of lower salaries, exclusion from jobs reserved for relatives and acolytes of the powerful, and the ubiquitous fakelaki (the envelopes of cash required to obtain supposedly publicly provided services from, for instance, doctors and teachers). The whole system effectively imposed a giant tax on outsiders to pay for the privileges of insiders. Again, other countries’ laws enforce unfair and inefficient barriers between insiders and outsiders, but Greece has long been the worst offender.

Running an economy this way while trying to catch up with European living standards was unsustainable. Long before the euro, this much was proved by the huge government budget gaps, filled by unfettered money-printing. In 1990, Athens’s deficit reached 15 per cent of GDP, and annual inflation was as high as 24 per cent. Then, just as the lure of euro membership convinced the Greek government to contain its profligacy – both the deficit-to-GDP ratio and the inflation rate fell to about 3 per cent in 1999 – along came the global credit bubble. It temporarily but lethally suspended the fiscal discipline the euro was intended to bring. Greece’s unreformed system of government survived past its natural life only because easy credit once again permitted the state to create the appearance that everyone was benefitting.

A COUNTRY RUNS OUT OF CREDIT

By late 2009, even as the rest of the world was crawling out of recession, it was obvious that Greece faced dire economic challenges. A decade of heady growth had gone into reverse in early 2008, and the sagging economy revealed a fiscal time bomb. Public spending had always exceeded government revenues; with the downturn, the gap became terrifying. George Papandreou’s newly elected government shocked its European counterparts in October 2009 by throwing open Athens’s opaque government accounts to reveal a deficit of 12.9 per cent of national output (later revised to an even more abysmal 15.6 per cent). For every three euros of Greek public spending, one was borrowed rather than raised in taxes, and credit was quickly becoming harder to obtain. As 2009 drew to a close, the government’s total debt reached 130 per cent of the nation’s yearly production.

The counterpart to public profligacy was not, as in some other countries (notably Italy), a hard-saving private sector. The funds financing wasteful government spending were ultimately lent by foreigners, as shown by Greece’s current account deficit, which touched 15 per cent of GDP in 2008. The balance-of-payments constraint refused to vanish as the European Commission had predicted, and an exceptionally painful belt tightening was on the cards. As Chapter 2 explained, this cannot be blamed on the euro. In the non-euro Baltic states drastic spending retrenchments were already underway as balance-of-payments crises led to fiscal crises. Sticking to the drachma would not have spared Greece the cuts that were soon to come.

When the sources of credit began to run dry, the Greek state faced two challenges. One was how to pay for the living standards to which Greeks – particularly those with jobs in public administration or favoured industries – had become accustomed. How to distribute the unavoidable pain was a political problem as much as an economic one – one shared, albeit rarely to the same extent, by almost every European state.

The second challenge was how to service the mountain of obligations to creditors who now reeked of fear. The crucial deadline was May 19, when Athens – already some €25 billion short of meeting its budgeted 2010 expenses – had to repay €8.1 billion borrowed ten years earlier. In normal circumstances, a government issues a new bond to refinance the old one at a similar cost. But by early 2010 bond buyers looked likely to accept new bonds only at prohibitively high interest rates, or not turn up to the bond auction at all. Investors who had hitherto blithely poured money into Greece were now blanching at the sheer scale of the country’s fiscal challenge. Apart from at the end of wars, eliminating double-digit fiscal deficits in a handful of years had never been done before. That was nevertheless what Papandreou’s finance minister, Giorgos Papaconstantinou, promised his counterparts that Greece would do.

But in the financial markets, the gears of self-fulfilling pessimism had already begun to turn. Investors contemplating the possibility that Athens might run out of cash increased the rate at which they would hold its bonds. Every time borrowing costs rose, the amounts Athens would need to save to service its debt were recalculated at ever higher and less realistic levels, prompting prudent money managers to demand yet higher risk premia and give the vicious cycle another spin. It was a colossally high-stakes game of Old Maid, as Keynes memorably described2 the dynamics of financial markets, in which no one wanted to be stuck with investments that all others shunned.

European leaders reacted with incredulity to the scale of Athens’s budget shortfall, and with a sense of betrayal at being caught by surprise. Papandreou and his ministers took the opportunity to air the state’s financial and dirty laundry while they could still blame their predecessors for both the mismanagement and its cover-up. In their counterparts’ eyes, however, the exposure of Greek accounting tricks confirmed suspicions that had threatened Greece’s entry into the euro in the first place. In February 2010, Eurostat, the EU’s statistics agency, declared that the numbers submitted by Athens for years could not be relied on. It also emerged that the deficit had been artificially lowered under the Maastricht threshold through derivatives trades facilitated by Goldman Sachs – itself seen as a villain of the global financial collapse. These revelations strengthened the feeling that the Greeks could not be trusted, regardless of the government at the helm.3

The challenges confronting Papandreou’s government, in domestic politics and international finance, were indisputably gargantuan. But they were Greece’s problems, and Greece is a small country. Its economy makes up 2 per cent of the eurozone whole; it is a backwater of the global financial system. If there was disbelief that Greece could destabilise Europe’s entire monetary union – and with it all of world finance – it is because disbelief was warranted. Indeed there was not enough of it. Eurozone leaders increasingly came to think that they, and not just Athens, were responsible for averting a Greek sovereign default. But what was presented as axiomatic – ‘there is no alternative’ – was in reality a choice to treat the unfortunate problems of one small, mismanaged country as a common threat to all the euro’s users. Why this should be so was a question that should have been posed with greater insistence, for both the cost of financial aid for Greece and the political obstacles to it were massive.

THE DIFFICULTY OF PUTTING YOUR MONEY WHERE YOUR MOUTH IS

A Greek default would, of course, have far-flung consequences: both outright losses for foreign investors and possible repercussions in financial markets everywhere. But these consequences were hardly confined to other eurozone countries. The United Kingdom, in particular, was vulnerable given its large financial industry and the exposure of global banks – of which Britain hosts a disproportionate share – to Greece. When a sovereign rescue was first broached in EU discussions, there was an expectation in continental Europe that the United Kingdom would take part. The United States, too, was keen to avoid upsetting financial markets just as it was nursing its own banks  back to health. But they and others pushed the view that this was ‘a eurozone problem’ and that the euro countries should shoulder the burden of fixing it. Her Majesty’s Treasury in particular worked hard to prevent the Greek crisis from being cast as an EU-wide challenge. That is understandable: it meant non-euro countries would benefit from a solution without having to pay the cost. What is strange is that the eurozone so easily agreed, especially given how high the cost was. Nearly 50 per cent of Greece’s annual GDP was pledged in the first rescue loan; more than 100 per cent when the second is counted in. On top of that came eventual creditor writedowns, and central banks’ purchases of Greek bonds from the market.

Then there were the political costs for all involved. The traditional port of call for a state in fiscal distress is the International Monetary Fund (IMF). But no country resorts to the IMF without experiencing it as a national humiliation. Although the IMF was originally created for west European states with temporary balance-of-payments problems, no such state (except tiny Iceland) had had recourse to it since the 1970s. In the United Kingdom, one of the last rich countries to seek help, the memory of going cap in hand to the IMF in 1976 remains politically potent. For Greece, a recent democracy burdened with both national insecurities4 and statist traditions, the prospect of becoming a ward of the ‘neoliberal’ IMF seemed intolerable.

The humiliation of an IMF rescue was dreaded not just by Greece. Those with a certain idea of Europe – France above all – recoiled at the idea of their monetary union being associated with the kind of banana republic they saw as the stereotypical IMF client. The Italian member of the ECB’s executive board, Lorenzo Bini-Smaghi, warned about the ‘image of the euro’ if the IMF was involved, which would ‘be that of a currency that is only able to survive with the support of an international organization’.5 To keep things in the family, European leaders toyed with the notion of setting up a European Monetary Fund (EMF).

The IMF itself was in a political tight spot: its large emerging-market members, with good reason, resented the idea of helping out countries many times better off than they. Directors representing them, as well as important segments of IMF staff, thought Greece should restructure its debt before any aid could be given – for its own sake as well as for theirs.6

In the event, practical considerations put paid to the idea of Europe taking matters into its own hands. The time and expertise needed to set up an EMF were lacking, and once it became clear that Berlin wanted the IMF’s participation, and that Washington was willing to let it happen, there was nothing Gallic or Hellenic pride could do to stop that happening.

All this shows just how unlikely a rescue loan was until the moment it became a reality. Eurozone leaders hoped to calm the market without having to put their money where their mouths were. As winter turned to spring 2010 they made increasingly expansive statements of confidence that Greece would not default. In February finance ministers offered a vague, unquantified, promise of financial aid for Greece if necessary. In April this had finally been pinned down to a €30 billion rescue loan if necessary, but hedged with reassurances that Athens had not asked for it. Yet every new attempt to cajole investors back to Greece achieved less than the previous one. Even promises of financial support far beyond what would have been imaginable only months earlier were so unequal to the task that investors took them as proof Europe would not bail them out. So what leaders intended as a call to order became the investors’ cue to run for the hills. Greek interest rates continued to rise. The market whose influence Mitterrand and his contemporaries had wanted the euro to domesticate was now calling their successors’ bluff.

THREE GREAT MORALITY PLAYS

By trying to talk markets into submission in early 2010, the eurozone had staked its reputation on Greece not ‘failing’ – that is to say, defaulting on its debt. This bid up the political cost of a Greek default for the other euro countries collectively. Their pledge to prevent it, which they hoped would not be tested, unnecessarily aggrandised the bankruptcy of one country into a failure for them all.

It was still quite possible to say no after saying yes. The loss in eurozone credibility from letting Greece hang would have been manageable. A German veto would have sufficed, which Berlin could have justified under the so-called no bail-out clause of the EU Treaty, dear to German voters. Other countries could blame German recalcitrance. Why did the monetary union nevertheless decide, against all the economic and political odds, to ‘rescue’ Athens from default? Greece’s fate, and the precedent it set, was shaped by the collision of three great political morality plays.

The first was an idea of solidarity, championed in particular by France and the southern European countries. Letting a eurozone government be toppled by a market run was a betrayal not just of a fellow member of the common currency but of the principle that politics, not market forces, must steer the destiny of countries. Pascal Bruckner, the French thinker, has put it well: ‘The idea that the nation’s prosperity is not a pure governmental decision and that private actors can overturn the rules of the economic game unsettles some of our deepest convictions.’7 Denying speculative attacks an arena in which to play was a big part of Mitterrand’s vision for monetary unification and it continues to motivate the French push for ‘economic government’ in the eurozone.

This was solidarity infused with both self-interest and conceit. Several other countries – especially Ireland and Portugal, and to a lesser extent Spain and Italy – sensed nervousness in their own sovereign debt markets. France had its banks to worry about. Of all non-Greek institutions holding Greek government bonds, French banks were the largest national group, with over €20 billion of claims on Athens directly and more than €80 billion at stake in the Greek economy overall.8 There was also offence at the idea that a fellow eurozone member might not honour its debt – ‘honour’ being the operative word, since it reflected national pride as much as hard-nosed interest.

More self-assured countries, in particular Germany, were not unduly worried that a Greek default would bring them shame. In terms of financial self-interest, however, Berlin knew that German banks were vulnerable too, even though their follies had been directed more at Irish and American loss makers than Greek ones. And everyone vividly remembered how the Lehman Brothers bankruptcy had sent the global financial system into cardiac arrest. But Merkel hesitated to endorse financial aid for Athens. A very different morality play governed the analysis in Berlin.

German public opinion saw its government as the guardian against the euro turning into a ‘transfer union’ in which some countries permanently subsidise others. There was genuine uncertainty in Berlin’s austere chancellery building as to whether the courts would accept a financial rescue of Greece. Aside from legal complications, the so-called no bail-out clause captured the political promise on which the euro had been sold in Germany: that it would not have to pay for other countries’ misfortunes or mismanagement.

That promise was not just about shielding taxpayers in richer countries. It was also the manifestation of a broader German view that the monetary union should be one of solid economies. The membership of Greece and Italy, with their history of incontinent fiscal and monetary policy, had always jarred with this vision. Any mutualisation of liabilities, any bailing out of the excessive by the prudent, would encourage continued misbehaviour and, ultimately, instability. Avoiding the economists’ dreaded ‘moral hazard’ had been a German priority from the start. In the years that followed, Merkel would publicly question the wisdom of having let Greece join, given her European policy goal of making the euro a ‘stability union’. By 2015, her government would openly propose Greece’s suspension.

For all these reasons, in 2010 German leaders were at least willing to contemplate a Greek restructuring. There was a natural alliance to be formed between Berlin and the IMF. But the Fund’s French managing director Dominique Strauss-Kahn, widely thought to have designs on the presidency of France, sided with his compatriots’ aversion to debt writedowns in Europe.9

At the same time, Berlin was tied by the European Council’s earlier attempts to talk markets into obedience by vaguely promising that Greece would be helped even though there was no agreement as to how. Then there were the political incentives for Merkel, who despite being the leader of Europe’s greatest power was mostly in a minority in the councils of the EU and the eurozone. One person close to German policymaking has put it thus:

If you go along with the majority you’re on the safe side. If you are the one blocking the decision you can either be a hero (but usually joined by many others) or you’re the villain of the whole story because you are blamed for the consequences. If they are described as catastrophic and there is a very small risk of a catastrophic event then [in terms of] your incentives as a politician it takes a lot of courage to stand up and say I don’t care – it’s much easier to play safe.

If there was one person who could instil fears of catastrophe, it was Jean-Claude Trichet, the imperious ECB president. With the backing of most of his central bank colleagues, he took it upon himself to spur politicians into action. In a momentous European Council on Friday 7 May, Trichet thundered to the assembled government chiefs that their indecision could trigger a market collapse similar to the Lehman crisis. They needed, he insisted, to douse the fire by putting enough money on the line to remove any doubt about the ‘sovereign signature’ of all eurozone governments – something on the scale of the $700 billion that the US government pumped into American banks during the post-Lehman chaos. This compliment to the Americans was returned with strong US lobbying for Trichet’s cause. The view in Washington was that the United States had saved the world by decisively bailing out the banks, and it was now Europe’s turn to bail out its own systemic basket cases. US pressure on the eurozone, and on Merkel in particular, to bail out rather than restructure would be applied on several crucial occasions in the years that followed.10

Trichet should not, however, be understood as appealing merely or even mostly to an economic cost–benefit comparison of a Greek rescue with a sovereign bankruptcy. The former governor of France’s central bank was steeped in the French principle of government’s primacy over markets. As former chair of the Paris Club (the grouping of official creditors to developing countries), he was acutely attuned to the asymmetry between those who can pay their debts and those who cannot. His unwillingness to countenance restructuring – which persisted even after governments belatedly adopted one for Greece eighteen months later – left him trembling with indignation at the thought that not paying one’s debt should be a policy option. This insistence that the ‘sovereign signature’ must be sacrosanct was a piece of political ontology: it was about what sort of country a eurozone member is.11

In the contest between the Gallic call for solidarity against ‘speculators’ and the Teutonic predilection for self-help and just rewards, this third moral idea – the abhorrence of bankruptcy – tipped the balance. Leaders resolved to lend €80 billion to Greece and put up €500 billion more to buttress other states losing market confidence. With IMF participation, the amounts reached €110 billion and €750 billion, respectively. For once, an EU summit went beyond expectations. But in the event, the eurozone was paying up for a policy that would make things worse.

THE COSTS OF COMPROMISE

Nothing happens in the EU except by compromise. To secure Berlin’s acquiescence, two features had to be built into the policy edifice that was hurriedly being erected. One was rhetorical: fiscal aid for Greece could only be justified as a last resort. Merkel’s chancellery needed the rescue policy to be acceptable both to the German constitutional court and to the Bundestag, where many members of Merkel’s own coalition were more sceptical than her about coming to Greece’s aid. To forestall their rejection of an inevitably contested decision, Merkel’s chancellery developed the doctrine of ultima ratio – aid would only come as a last resort to save the common currency.

This had harmful consequences. It committed Merkel’s government to dragging its feet until disaster was on the doorstep. It also meant justifying crisis-fighting policies to the public in terms of there being no alternative, rather than as the considered choice between several possible visions for Europe.

Merkel’s second requirement was that ‘solidarity’ must have its desired effects. Money lent in aid should not be wasted, nor should it help sustain the unsustainable, which would only make more aid necessary in the future. In Greece’s case, money would be lent but on strict conditions of radical policy reforms supposed to ensure that it would be repaid and that Athens would not run into similar trouble again. Thus, along with loans came the ‘troika’, a mission representing the ECB, the IMF and the European Commission. It drew up the policies Athens must undertake, and would scrutinise the government’s compliance at regular reviews before authorising each new disbursement. Their guiding document was the rescue loan’s ‘memorandum of understanding’, a term that quickly became hated in Greece.

German policymakers at the highest level have remained remarkably faithful to this model of cash for control – not just for Greece but for the monetary union as a whole. They consistently express a willingness to go further in the pooling of financial resources – including issuing debt in common – but in return insist that other states must give up significantly more sovereignty. In the words of one, joint ‘eurobonds’ only become thinkable when Brussels can overrule Paris on the retirement age of French workers. Non-German observers often dismiss this as bad faith, a rhetorical delaying tactic to shift the onus away from Europe’s most powerful state. The simpler explanation is that they mean what they say. Finance minister Wolfgang Schäuble’s tireless agitation for a eurozone budget, finance ministry and parliament should be understood through this prism. So should the troika’s introduction – and, in 2015, the converse insistence that Greece should leave the euro if it does not comply with creditors’ demands.

The creditors’ need for reassurance about Greece’s ability to repay was rooted in understandable mistrust. But as a consequence, the policy programme was loaded with contradictions. The deepest one was that between the fundamental need to reform Greece’s political and economic system – of which Berlin rightly perceived that the fiscal crisis was merely a symptom – and the external imposition of policies intended to make reform happen. Overcoming the crisis was not just a question of cutting spending, it would require an overhaul of the entire social model, which could only be done with a deep cultural and political commitment to change. That commitment, however, is nigh-on impossible to generate when the policies to be pursued are decided upon and imposed from the outside. Foreigners have only ever successfully reformed political cultures in cases where a country has been defeated in war – post-war Germany being the prime example. In less extreme circumstances, outside forces can impress on a nation that change is necessary, but the motivation must be forged in the interaction between those who govern and those who are governed – that is to say, in domestic politics. The humiliation of having the troika breathing down their neck was not going to make the Greeks more enthusiastic about putting in place measures they were never keen on in the first place.

Another contradiction was that the eurozone’s rejection of a debt restructuring gave the Greek political class an incentive to drag its feet. Since the eurozone had so clearly demonstrated its fear of a Greek default, it could be expected to cough up even if Athens fell short of its commitments. In due course, each ‘slippage’ on the part of the Greek government was eventually followed by extra money, but only after delays and quarrels that exhausted both sides and the public. There was a degree of complicity here: when people complain that Greece did not do what it promised, recall that the creditors signed off on progress reviews to release fresh loans as many as five times.

This only deepened the mistrust that had motivated the intrusive monitoring regime in the first place. When the troika was later supplemented by a ‘task force’ to ensure that Greek bureaucrats did what they were supposed to, Brussels managed to exceed its usual reputation for a political tin ear by appointing a German as its head. Greek leaders, more concerned with their own political manoeuvring than with the country’s future, mostly did as one might have expected: they framed government policies not as being necessary for the sake of the country but as a burden imposed by their creditors. Domestic political choice was narrowed to the preferred degree of obstructionism against the troika. The Greek people’s opportunity to reshape their destiny as a modern European country instead became the cause for resentment of their creditors.

The concrete upshot of all this was a list of required actions that grew more and more detailed over time. The disempowerment of ordinary Greeks grew in lockstep with the extraordinary degree of troika micromanagement.12 So did their economic suffering. For the political contradiction between demanding policy actions and disempowering the sources of legitimacy needed for them was matched by substantive contradictions in the policy programme itself.

ECONOMIC TRAGEDY

The ostensible purpose of the rescue loan was to tide Greece over until it regained market access, which would supposedly happen once Athens had tightened its belt sufficiently. However, Greece was not locked out of markets because of its admittedly huge deficit but because of its overhang of outstanding debt. Markets will finance even a budget gap of 15 per cent of GDP for a state with no prior liabilities. To lend to a state whose existing debts exceed what it can repay, however, is to throw good money after bad even if it has no deficits at all and merely needs to refinance old debts. In the jargon, the stock of debt is more important than the flow of borrowing. The eurozone’s policy of eliminating the flow (cutting the ongoing deficit) rather than the stock (writing off the accumulated debt mountain) undermined its own stated goal of restoring Athens’s access to financial markets.

Protecting existing debt made it necessary to cut the deficit at a historically unprecedented pace. Most of the rescue lending had to cover repayments and interest, leaving little to fund ongoing government spending. An interest bill originally of some €12 billion per year, which was set to rise in line with growing debt until the budget gap was closed, required Athens to aim for not just balancing its books but running a primary surplus. (The primary surplus or deficit is the difference between government revenues and expenditures before counting interest expenses.) Since the debt was ultimately to foreigners, this meant getting the national economy to a point where as much as 7–8 per cent of GDP would be extracted from it in on a regular basis.13 But history teaches that an economy buckles under such pressure, so that this rate of extraction can destroy the very capacity to produce goods and services to be extracted. In Weimar Germany, whose huge war reparations Berlin should have remembered, the consequence was hyperinflation; in Greece, which could not print its own money, it would be a deflationary depression in which the deficit was cut at the cost of a much heavier debt burden relative to the economy’s size. (See Figures 3.1 and 3.2.) As the IMF has since admitted, the creditors badly underestimated how much spending cuts and tax rises would damage the economy.14
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Figure 3.1. Greece’s gross domestic product.

Source: EC Annual Macroeconomic Database.
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Figure 3.2. Greece’s debt mountain.

Source: EC Annual Macroeconomic Database.



The troika’s policy programme also suffered from a contradiction between honouring old debts and reforms to promote ‘competitiveness’, understood as a fall in prices and wages. But falling prices and wages do not lighten a debt burden fixed in euro; they worsen it. Labour market liberalisation in particular can also reduce aggregate demand and hold back growth in the short term.15 The direct economic downside of such reforms is compounded by their difficult politics. Policies to lower wages, politically difficult at the best of times, are even harder to push through at a time of widespread hardship resulting from extreme fiscal austerity. By insisting on dismantling the collective-bargaining system, the troika also removed a mechanism for forging a consensual and fair distribution of burdens. This was a general pattern: each interest group was left to fight its corner, with the result that too much of the burden fell on those who were the least privileged to start with.16 The protests and strikes, sabotage and violence that ensued in turn harmed economic activity further and delayed any growth the reforms might eventually bring.

There is no doubt that Greece, like many other peripheral eurozone countries, needed to increase competition in both product and labour markets. But the right priority would have been to limit fiscal austerity until reforms had been implemented. Meanwhile, although wage cuts in the public sector were inevitable (they had been inflated far beyond private wages in the credit bubble), the priority for the private sector should have been to make product markets (including the licensed professions, where product and labour are really the same) more competitive before reforming labour markets to push wages down. I include in ‘product markets’ the licensed professions, where product and labour are really the same.

The IMF’s own research – which unfortunately did not seem to find its way to its team on the ground – finds big positive effects from product market liberalisation but only weak and uncertain ones from structural reforms in labour markets.17 It is not hard to understand why that should be so. Product price falls would be associated with increased production as a result of firms competing harder for market share. In contrast, wage falls induced by labour reforms would at first be associated with easier firing rules and less employment, and cause a downward pressure on demand that it would be better to postpone until growth returned. The troika policies did the opposite, and made labour markets more precarious while prices remained rigged above competitive levels – squeezing living standards without expanding production. (See Figure 3.3.) This was compounded by successive Greek governments’ choice to protect existing vested interests – in particular public sector employees and the licensed professions – and shift the bulk of the burden onto the unprotected parts of the private sector, where taxes went up and wages down.

An obsession with ‘competitiveness’ and whole-economy unit labour costs biased the rescue programme towards measures to reduce wages. This was misguided, as we saw in Chapter 2. The cost inflation in the boom reflected capital as well as labour costs, not an increasing share of the economic pie going to workers. Moreover it was mostly confined to the non-traded sector: there never was an erosion of export competitiveness that had to be reversed. The huge current account deficit was largely driven by an import binge. Of course increased exports could help close the deficit, but a lack of cost competitiveness is not what has been holding exports back: despite huge wage cuts in the traded sectors since 2009, foreign sales have barely picked up.
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Figure 3.3. Greek wages squeezed before Greek prices.

Source: ECB, Eurostat.



Rather than cutting wages, the strategy for expanding exports should have aimed to improve the productivity of tradeable goods and services. That would most urgently have required boosting public and private investment, keeping credit flowing, and making it easier to move resources from unproductive sectors to productive ones. The memorandum policies actively harmed the former two: leaving the debt overhang in place forced cuts to public investment, while the deep recession and continued uncertainty over public finances paralysed Greek banks. A deep, policy-inflicted credit crunch made it harder for companies to avail themselves of whatever flexibility was being gained in labour markets.

The result of all this has been a double tragedy: the shattering of Greece’s aspirations to both democracy and prosperity.

The signal fact of the economy is that it is produces less today than when Greece joined the euro in 2001. In the last year of the drachma, 4.1 million Greeks had jobs, some 56 per cent of the working-age population. By 2013 only 3.6 million did – half a million jobs lost in twelve years, and a million down from the peak of 4.6 million in 2008. After a decade of euro membership, the employment rate was lower than it had been at the beginning: just under half of working-age Greeks had jobs.

National income has traced the same rise and fall. In 2001, the country’s GDP was €17,400 per capita.18 By 2008, this had risen to over €20,000, but then slumped back to exactly the same level of €17,400 by 2012. And this record understates the true fall in Greeks’ living standards. Even as the economy has shrunk, the share of it now needed to service foreign debts leaves a yet smaller disposable income for residents to consume. (See Figure 3.4.)

By 2014 Greece was bouncing off the bottom – thanks to a temporary pause in austerity and better global economic conditions. The economy was quickly submerged again, however, by renewed uncertainty and radical liquidity shortage in 2015. The social debris from a destruction of productive capacity unparalleled in peacetime European history remains wherever you care to look: in the middle classes’ descent into poverty, in the emigration of those who can secure a job abroad, in the growing number of people taking their own lives, and in the stirring of hatred for foreigners – both poorer immigrants thought to prey on impoverished Greeks and rich Germans blamed for the country’s economic collapse. Average incomes have fallen by nearly 40 per cent. A third of households have annual incomes below €10,000; almost half rely on a pension as the main or only source of income.19
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Figure 3.4. Greece’s consumption catch-up unravelled.

Source: EC Annual Macroeconomic Database.



Solidarity, prosperity and democracy: on each of the three values European integration was meant to secure, Europe has fallen short, and nowhere more so than in Greece. Whatever the loan agreed against all odds in May 2010 was meant to achieve, it was surely not this.

THE ALTERNATIVE THAT COULD NOT BE NAMED

If the eurozone’s record in Greece is to count as a ‘rescue’, we are entitled to wonder from what fate Greeks were delivered by this supposed salvation. Virtually the entire eurozone policymaking elite asserted there was ‘no alternative’ except to leave the euro. But there was: eurozone leaders who huddled together in May 2010 could have endorsed a sovereign writedown. That a managed restructuring of Greece’s public debt was feasible is clear from the fact that one was successfully completed two years later.

By summer 2011, the Greek economic collapse was making the debt less rather than more sustainable, and a return to markets seemed more distant than ever. In return for agreeing to a second round of official refinancing, Germany insisted that private creditors would have to take losses on their remaining holdings of Greek debt. This ‘private sector involvement’ was carried out in March 2012 without a glitch. At the stroke of a pen, debts with a face value of €100 billion disappeared. But that was too little, too late. Billions of private investors’ claims had already been paid back in full. By February 2012, Greece owed about €110 billion to eurozone governments and EU institutions (including central banks) and €20 billion to the IMF, out of a total debt of some €350 billion. When the markets first closed their doors on Greece, virtually the entire debt of (then) some €300 billion had been in private hands.

The belated restructuring shows just what an opportunity was wasted by not daring to restructure at the outset. Chapter 7 analyses in detail how a more courageous policy would have played out. The following paragraphs simply give an idea of the magnitudes that could have been saved.

Suppose that the early months of 2010 had been spent designing a private sector restructuring that suspended redemptions and debt service. Freed of a €12 billion-a-year interest burden, Athens would only need to finance new primary deficits. Assuming Greece had stuck to its actual primary deficit reduction path, it would have needed about €25 billion over the following five years.20 That financing requirement compares to a total of about €230 billion in the first two rescue packages combined, plus another €50–€80 billion or so being negotiated at the time of writing.

The lesson to draw is not that an immediate restructuring would have allowed the same austerity with less official financial aid but that it would have created room for a slower pace of deficit reduction while still requiring much less financial aid.

Eliminating the deficit more gradually – for example to reach primary balance by 2015 instead of 2013, but with the same front-loaded cuts in 2010 – may have required a total official financing package of about €40 billion.21 Greece would have been lent over five years a third of what it was offered over three in the first rescue – and that would have got the job done. This counterfactual, moreover, is conservative to a fault: it does not allow for the economy performing better than it did by being squeezed significantly less. From the slower but probably more successful schedule suggested here, a depression may still have resulted – but it is likely that tens of thousands more Greeks would have kept their jobs, and hundreds of thousands fewer fallen into poverty.22

These simple calculations ignore two important questions. One is what one would have done with the suspended debt. It could, in theory, have been written down to close to zero. But while restructuring sovereign debt is not as radical as Europe made it sound in 2010, a complete writedown would have been virtually unprecedented. Some portion of the debt would no doubt have remained – to be serviced at some point in the future. But much could be done to avoid a looming overhang, such as stretching the maturities out evenly over thirty or fifty years or even longer, and above all by linking debt service to the level and growth rate of GDP. This would have prevented debt service from counterproductively eroding the ability to pay, since it would be payable only (or predominantly) when the economy was doing well.23 It took five years before this idea was put on the table by the left-wing government elected in January 2015 – only to be dismissed out of hand by eurozone governments that had, by then, become Greece’s biggest creditors by far.

The second question involves the Greek banks, which a restructuring would have bled dry of capital. In 2010 Europe was still wedded to the doctrine that governments must ultimately pay to prop up banks. When the eurozone, two years too late, wrote down some of Athens’s debt, a €40 billion bill for recapitalising Greece’s banks was passed on to her taxpayers. That doctrine was always flawed, and would soon cause great damage in Ireland, as the next chapter recounts. Anticipating that argument, Greek banks too could have been restructured at the outset. This would have hurt their creditors, but it would have kept banks lending and minimised the credit crunch and its impact on growth, all without adding to government debt.

Some will say it is going too far to suggest that the eurozone could have freed itself from not just one but two taboos in one go (restructuring the debts of both the sovereign and private banks). They will conclude that the capital needed to keep the Greek banking system alive would always have had to come from the government. This, of course, concedes the point that ideological opposition to debt restructuring made things worse for Greece. But even including extra money to make banks whole after a sovereign writedown, the total amount Greece would have needed from its creditors could still have been significantly less than the financial support that has actually been given.

AN ESCAPE FROM THE EURO?

What about that other alternative, ‘Grexit’, the ugly name for Greece’s exit from the single currency? Early on in the crisis, if the eurozone’s political leaders mentioned Grexit at all it was to underline the unavoidability of their policies: the alternative was too horrible even to contemplate, was the argument. If not quite a reductio ad absurdum, it was a reductio ad horribilem. They were right about this: at least for the eurozone as a whole, the departure of any member would cast a permanent shadow over all the others. This would have been an invitation to financial markets to speculate on who would be next – a return to precisely the monetary precariousness (but even worse) which, for France in particular, the euro was intended to overcome. Only in 2015 would some eurozone governments openly suggest Grexit might be the least bad option.

But since long before then, a large corps of professional economists and economic commentators, incongruously flanked by insurgent populist politicians, have taken the reductio to work the other way.24 They think that the social and economic consequences of policies designed to fix the currency union’s problems mean the euro is maintained at the cost of keeping Greece – and perhaps other members – shackled in depression. In this view ‘Grexit’ is the key to recovery, not a monster with which to scare the children. ‘They saved the eurozone; they just forgot to save the people’, one US commentator has scoffed.25 More moderate critics accept that undoing the euro would now be costlier than keeping it together – but they express regret (and sometimes Schadenfreude) that Europe went down this track at all.

The calls for Grexit seem not to go away. So it is worth asking: how exactly is Greece supposed to benefit from leaving the euro, or from never having joined it in the first place? The previous chapter showed that there is little reason to think that the debt build-up (and the associated real exchange rate misalignment) would have been avoided in the bubble years even outside the euro. The argument, therefore, must hinge on how much euro membership incapacitated Athens when the balance-of-payments crisis broke out.

The immediate effect of ‘Grexit’ would have been a plunge of the new drachma, multiplying the burden of Greece’s debt (taken out in euros) relative to its tax base (now in devalued local currency).26 A default would have been impossible to avoid. Those who think the euro is bad for Greece may reply that such a default would have been a thoroughly good thing. That may be true, but then why not just default within the euro – what is bought by leaving the single currency as well? A within-euro default would be less destabilising than default-with-devaluation. The latter would drastically alter the status of most private-sector debts as well, even those that were perfectly payable before. And just establishing which debts should or should not be redenominated would cause huge legal and economic disruption. Formal restructuring is better than default-through-devaluation because it targets the relevant overstretched borrowers instead of effectively writing down all debts indiscriminately.

What if Greece had never joined the euro at all? Domestic debts denominated in drachma could then conveniently be inflated away. But even if drachma-denominated debt would, in such a situation, be spared formal default, the required amount of inflation would still mean a hugely destabilising redistribution – in favour of the government in particular (since the point would be to mimic a sovereign default), but also between private creditors and debtors wholly unrelated to the government’s problems.27 It was precisely these sorts of distortions Greece and other countries wanted to put behind them by joining the euro. And, as Chapter 2 argued, it is highly unlikely that all or even most debts would be drachma-denominated. The banks, in particular, may well have funded themselves with euro debt.

So much for the ‘stock’ problem of accumulated debts. That leaves the ‘flow’ problem. Outside of the euro too, of course, the huge gap between Greece’s imports and its exports would have to be closed in a balance-of-payments crisis. Indeed, it would have to be closed more abruptly than within the euro, since less financial aid would presumably have been available. Grexit advocates’ most important argument is that it would be easier if Greece left the euro: the ability to devalue would allow Greece to price itself back into export markets and reduce imports faster.

To this there are three things to say, apart from the fact that Greece never priced itself out of export markets to begin with (see Chapter 2). First, devaluation does not always work in practice. As I discuss further in Chapter 10, sterling plunged in 2008 but the UK trade deficit did not narrow, while Spain’s exports boomed despite the lack of currency flexibility. And despite a sharp internal devaluation – Greek private sector wages have fallen by 20–30 per cent relative to other European countries – exports have barely picked up. It is reckless to advocate the chaos of currency break-up without explaining how Grexit would change whatever makes Greek exports unresponsive to cost cuts now.28

Second, even in theory, devaluation ‘works’ by making people poorer. In the oft-cited example of Argentina, default and devaluation was followed by growth less because of increased ‘competitiveness’ than because of a highly regressive redistribution of wealth (as well as the lucky strike of a commodities boom). The rich, who disproportionately held foreign assets and redenominated domestic debts, enjoyed a windfall which prompted them to invest domestically.29 In the European context, Grexit would probably make the lure of a foreign wage all the more tempting, and encourage those who can find jobs elsewhere (typically the most productive) to emigrate. Emigration, in turn, would worsen debt burdens and threaten the productivity and export prowess of those who stayed behind.

Finally, if one really wants to shift the cost of domestic production relative to foreign prices, there are ways to do this within the euro. So-called fiscal devaluation can be achieved by raising indirect taxes (which are levied on imported goods as well as domestic ones) and lowering payroll taxes (which only affect domestic production). This increases the price of imports and lowers the cost of exports and domestic import substitutes. This can be done in a revenue-neutral way so as not to undermine public finances, and can be designed to replicate exactly the effects of any desired nominal exchange rate devaluation.30

In short, not only are the alleged benefits of leaving the euro dubious, they are available inside the euro anyway.

KILLING DEMOCRACY IN ITS CRADLE

On a Monday night in late October 2011, prime minister Papandreou announced to his stunned cabinet that the Greek people would be asked in a referendum whether they approved the terms of a second loan programme with eurozone governments and the IMF. The dramatic week that followed sealed the fate of his country as well as of his political career. It cemented most of the errors in the first ‘rescue’. Almost everything that happened in the renewed stand-off between Athens and its creditors in 2015 followed the pattern set in late 2011.

It had been clear for some time that the €110 billion package from May 2010 would not get the job done. The first year had been promising: Athens reduced its deficit by a third (€12 billion, or 5 per cent of annual output) at the cost of a manageable recession. By late 2011, however, the economy was sliding into a depression and Greek society was on the verge of breakdown. A general strike paralysed the economy; parades on the national day were cancelled when protesters hurled accusations of treason against the president and other officials.

In the last days of October, Papandreou’s government had concluded negotiations on a new rescue package with Europe and the IMF. It was an ambitious agreement. The additional money was significant: another €130 billion was offered to Greece on top of the initial €110 billion. Equally important, it gave Greece a second stab at reforms after months of foot-dragging. Above all, the new package included a writedown of debts that Athens still owed to private investors – precisely the approach that had been adamantly ruled out a year and a half earlier. (Chapter 6 describes this change of heart in detail.)

Financial markets and world leaders – just about to gather for a G20 summit in Cannes – were caught off guard by Papandreou’s referendum stunt. It knocked over the political building blocks that had delicately been balanced over a period of months to create a semblance of design for Greece’s hapless economy. As of that Monday night, all bets were off – and not just bets on Greece. A new Lehman moment seemed to loom over the entire global economy. Most worryingly, Spanish and Italian borrowing costs were rising fast.

The reactions came fast and furious. Merkel felt betrayed. French president Nicolas Sarkozy was piqued when his G20 extravaganza was overshadowed by a new eruption of the Greek problem. Like angry schoolmasters, they summoned Papandreou first to Paris and then to Cannes. Joined by José Manuel Barroso and Jean-Claude Juncker, the presidents of the European Commission and of the ‘eurogroup’ of eurozone governments, ‘Merkozy’ bullied Papandreou into agreeing that any referendum had to be not on the terms of the loan, but on the bigger question of whether the Greek people wanted to stay in the eurozone. (They were helped by the fact that Evangelos Venizelos, a Pasok grandee who had replaced Papaconstantinou as finance minister, had his own designs on the top job.)

The verbal manhandling of a small country’s prime minister was not just undignified, it was also a political mistake of deep strategic importance. It consecrated the ‘there is no alternative’ narrative: if Greeks could not be allowed to pronounce on the policy programme without putting in question their place in the euro, the programme had surreptitiously become the de facto precondition for continued membership. The only thing that changed when another Greek prime minister called a referendum four years later was that the surreptitous became explicit. The ECB’s cap on liquidity for Greek banks during the 2015 referendum campaign showed beyond any doubt the willingness to expel from the euro a country that did not toe the line.

Insisting on a poll about euro membership rather than the updated memorandum policies defeated any democratic legitimacy a plebiscite might have generated. As one Greek commentator remarked, ‘one does not present the people with a choice where one option is suicide’. Instead, the preference consistently expressed by the vast majority of Greeks throughout the crisis, and still today, is to keep the euro but reject the troika’s demands. To the extent that the European debate has acknowledged this preference at all, it has been to dismiss it as economic illiteracy, or as a preposterous demand for permanent subsidies by Greeks who want to keep living beyond their means. But this was always wrong – Greece could have stayed in the euro, albeit very uncomfortably, without fiscal support. Why did European leaders remove this option from democratic consideration? In part because they believed their own propaganda that a Greek rejection of the rescue programme would necessitate ‘Grexit’. In part because of something altogether more sinister: a willingness to make this claim true, and force the break-up of the euro in order to force Greece and other recalcitrants into line.

Papandreou dropped his referendum plan. A modicum of legitimacy was instead provided by a parliamentary vote of confidence. Losing the vote would have meant no further financial aid; the ‘no alternative’ narrative that had killed the referendum was enough, just, to carry the day in parliament after Papandreou himself had promised to resign. He was replaced by an unelected technocratic government led by Lucas Papademos, Greece’s erstwhile central banker. It marked the sorry state of leadership in Athens that the prime minister could only win a so-called confidence vote by acknowledging that he no longer enjoyed the country’s trust. And it was a sad verdict on democracy in its historical cradle that a technocratic government was installed, at the behest of outsiders with the connivance of domestic politicians, over the heads of citizens just when political legitimacy was most needed.

DISENFRANCHISEMENT WITHOUT RESPITE

Curiously enough, when the commotion subsided after Papandreou’s departure, the sound and fury turned out to have changed very little. The planned second programme survived intact, and with it the principle of trading loans for belt tightening and ‘competitiveness’ policies. There was one significant difference: Greece’s remaining private sector creditors were pushed into ‘voluntarily’ accepting a debt swap that shrank Athens’s debt burden – but it was too little, too late. After Greek banks were compensated with new government capital for their losses on the writedown, only about one-fifth had been shaved off the face value of Athens’s debt.31

Something else survived, too: the determination to insulate policy choices from any democratic deliberation. It was, at best, an infantilisation of the Greek people at the hands of Europe’s and Greece’s own political elite: until citizens were mature enough to support actions to which there was ‘no alternative’, the correct choice would be made for them. This attitude – not so much the primacy of politics over markets as the dominance of technocracy over democracy – would define relations between Greece and the eurozone on two more occasions in the following years.

The first was after consecutive elections in May and June 2012, when the unelected Papademos government had finished its job of shepherding the debt restructuring through and got some reforms going. The May election wiped out Papandreou’s Pasok, while Syriza – a radical left-wing movement campaigning on rejecting the memorandum – came first. With no party able to form a majority coalition, a rerun election was held six weeks later. Across the globe, a decisive Syriza victory was feared as the catalyst of Grexit, a fear no doubt encouraged by some of its outdated rhetoric, which was of the extreme-left firebrand variety. Few bothered to take note that Alexis Tsipras, Syriza’s leader, was adamant he did not want Greece to leave the euro. And eurozone politicians, as they would continue to do, did their utmost to redefine the choice facing Greek voters to one of whether or not to keep the single currency.

The propaganda may have worked: in the rerun election, Syriza was pipped to the post by the centre-right New Democracy, whose leader Antonis Samaras cobbled together a coalition with the rump of Pasok. In opposition, Samaras had not lifted a finger to help implement the first memorandum, and he, too, had campaigned against the troika demands. Once in office, however, he gave in to eurozone pressure and accepted the troika’s policy programme. Samaras’s elected government embodied the democratic will of Greek citizens little more than Papademos’s technocratic interlude.

Samaras, like Papandreou, dragged his feet on structural reforms but persisted with deficit cutting. By the end of 2013, for the first time in decades, the Greek state kept non-interest spending below its own revenues. In 2014, with interest rates falling around the world, Athens even managed to re-enter bond markets temporarily. But Greece’s ravaged politics turned the winds again. In May Syriza came first in the European election, and in January 2015 it won a snap election recklessly called by Samaras. It was a momentous victory: it marked the first time a eurozone country was ruled by a party that not only challenged the ‘no alternative’ narrative rhetorically, but even seemed to mean it.

It is quite clear what the voters who put Syriza in power wanted: to stay in the euro but to end the troika’s austerity and reform policies, as well as the overlordship of the troika itself. As for reforms, Syriza promised to take aim at the oligarchs controlling much of Greece’s monopolistic economy, while restoring protections for average workers. There was serious reason to doubt that Syriza had either the competence or the coherence to fulfil its promise of a break with the past: it may well offer only a path back to the immiserising clientilism of old. The doubts have only been reinforced by the movement’s bumbling record in office. But what matters more is that Greece’s eurozone ‘partners’ have been doing everything they can to prevent it from trying. Whether Syriza’s policies are good or bad for Greece, the rest of Europe have succeeded in taking the choice out of Greek voters’ hands and into their own.

The main threat by which the eurozone is enforcing their preferred policies is not that of stopping official budget financing. For Greece, the primary surplus means it can get by without more loans if it delays debt service to the troika. Default within the eurozone would be painful but, in itself, manageable. The chokehold by which Europe ultimately coerced Athens into signing up to its demands is on Greece’s banks. These are kept alive thanks to enormous flows of emergency liquidity from the eurozone’s central banking system. When the ECB decided to stop extending these lifelines in June 2015, the banks would no longer have access to cash to meet accelerating deposit withdrawals. The capital controls Greek authorities had to impose as a result meant people could no longer withdraw money from their accounts on demand. Even this need not force an exit from the euro: as Chapters 6 and 7 discuss, judicious controls on capital movements are possible and manageable for some time. In Greece they could even be used to shift the cash-based economy into electronic payments, which would help combat tax evasion. But over time capital controls almost as harmful for economic activity as restricting the circulation of blood is for the human body. The tougher are the limits on liquidity and the longer they last, the greater is the temptation for Athens to start printing its own money.32 In this way it is the ECB’s choice whether to push Greece out of the euro.

The draconian threat to strangle the banking system has only become widely understood by the public after Syriza’s in-your-face challenge to the eurozone consensus. But it is nothing new. The ECB has applied this particular chokehold repeatedly since the start of the crisis. Its willingness to use it to disempower Greek popular opinion was made clear in 2012 when Jens Weidmann, Bundesbank chief and high priest of Germany’s religion of monetary rectitude, used several interviews between the two Greek elections to underline the point that, if a new administration rejected the eurozone’s policy demands, central bank lifelines to Greek banks might stop. Though a two-thirds majority of the ECB’s Governing Council has to agree to limit emergency bank liquidity, Weidmann’s remarks showed that such a vote – effectively on forcing Greece out of the euro – was conceivable already early on in the crisis. In 2015, of course, the Governing Council made good on the threat.33

How the current stand-off between Athens and the other eurozone governments and institutions is resolved will pivot on the ECB’s decisions on liquidity for Greek banks. (At the time of writing, Syriza has seemingly capitulated to the creditors’ demands, despite their landslide rejection in the referendum.) But it would be wrong to see this as a sui generis question for Greece, let alone one that is caused by Syriza’s radicalism. The ECB has applied the same threat repeatedly since 2010, but at first it did so to enforce another taboo. This was a taboo not on sovereign default, but on letting even private banks go bankrupt. And it was not in Greece, but in Ireland.


FOUR

Ireland: The Private Is Political

AN INTERVIEW OUT OF THE ORDINARY

THE LISTENERS WHO TUNED IN to the Morning Ireland radio programme one Thursday in mid November 2010 knew the Irish economy was in a bad state. Even so, the interview with Patrick Honohan, the governor of Ireland’s central bank, was shocking enough to chill their morning coffee.

It was six months after Greece had been subjected to the troika’s tutelage in return for a vast bridge loan, and the eurozone had set up a rescue fund in case other euro states lost access to market funding. Dublin’s deficit was on course to hit an incredible 31 per cent of GDP, most of it due to the cost of bailing out collapsing Irish banks. Rumours were rife that Ireland was about to become the first to apply to the new European Financial Stability Facility (EFSF) for financial aid, which would place Irish economic policy, too, under the troika’s whip. But even with Dublin’s borrowing costs soaring and IMF officials spotted in the capital, one frazzled government minister after another denied that a eurozone rescue was imminent, all the way up to finance minister Brian Lenihan and the Taoiseach (prime minister), Brian Cowen, himself.

Honohan’s interview had come about in an unusual way. Usually it is journalists who chase officials to get them to comment – especially when the topic is as sensitive as whether Ireland would have to follow Greece into the arms of the troika. But Honohan himself had phoned in from Frankfurt, where he was about to sit down with ECB colleagues. Ireland’s top financial technocrat had something he wanted to tell the Irish people, and he was in a hurry.

His message was that the rescue loan was coming. It would be in the tens of billions of euros, he told stunned Irish listeners; he confirmed that much of this would be for the purpose of putting yet more capital into private banks – to put ‘beyond question’ that the government had whatever funds they might need. A ‘substantial outflow of funds’ by foreign institutions from Irish banks had created a need for ‘exceptional funding’ from the central bank, he admitted.1

It was astounding to have a central bank governor announce the country’s helplessness live on air, but even more extraordinary were the ongoing struggles that the interview exposed: struggles between Honohan and the government, between Ireland and its eurozone counterparts (particularly the ECB), and between two ideas about how to resolve Ireland’s crisis.

Honohan’s public intervention came after a lengthy tussle in private. Unbeknownst to the public, ECB officials were urging the government to apply for a rescue loan, a stance Honohan supported and to which he lent all his weight. The night before, he had privately pressured Lenihan to call together the cabinet so it could resolve to apply for an EFSF loan. Lenihan had baulked; the government was determined to avoid the humiliation of a Greek-style rescue. Next morning’s interview, however, masterfully upstaged the elected government. Once the expectation of a rescue loan had been publicly established by someone with Honohan’s authority, rejecting it would have provoked a complete market panic around Ireland and its banks. Within days, the government applied for the rescue. Lenihan, already terminally ill (he would die from cancer less than a year later), sounded a broken man as he recollected his return from Brussels after signing away Dublin’s policy autonomy: ‘No Irish minister has ever had to do this before. Now hell was at the gates’, he said later.2

To bounce the Irish government into its eurozone–IMF rescue loan may have been a victory of competence over bungling – Cowen and Lenihan were responsible for some of the most awful policy decisions of any European country in the foregoing years – but it was also the subjection of representative democracy to technocratic rule. It marked the imposition of a particular view of how to deal with Europe’s sickly banks. Despite being one of Europe’s worst perpetrators of bank bail-outs, Dublin was belatedly creeping towards ‘bail-in’ – the policy of recapitalising banks by forcing their creditors, rather than taxpayers, to absorb the losses their investments had generated. Strong-arming Dublin into the eurozone rescue operation halted this progression back to financial policy sanity.

This was not, of course, how the victors put it. European Commission and ECB officials, Honohan included, remained adamant that the aid was necessary, as was putting more government money into banks to protect their creditors’ investments. And the official narrative has stuck. Here is how the presenter of the BBC’s Hardtalk programme introduced an interview with Honohan in 2014: ‘Three years ago Ireland was a zombie economy, crippled by broken banks and bad debt, kept alive only by an emergency bail-out from the EU and IMF.’3 In fact, the bail-out prevented the writedown that both growth and public finances needed more than anything else.

ONE LETTER AND SIX MONTHS

How, as the Irish put it, did they lose the run of themselves? The country had entered the crisis as the eurozone’s star pupil. When a new Irish ambassador arrived in Berlin in 2009, he was seen as the representative not of an imminent trouble spot but of a government that had just secured a referendum victory on the Lisbon Treaty, which Irish voters had initially turned down.

Seen through the lens of Maastricht, Greece and Ireland up to 2008 were like night and day. While Athens had been the eurozone’s worst fiscal delinquent by a wide margin, Dublin came into the crisis as the single currency’s star performer. Public finances in Ireland were in much better shape than in not only Greece, but most euro countries including Germany. In 2008, the government’s debt amounted to just 25 per cent of GDP; its deficit was negligible.

By 2013, the public debt burden had quintupled, to 124 per cent of GDP. But unlike with Greece, it cannot be argued that lax policing of the stability and growth pact helped cause the problem. None of the things that went wrong in Ireland can be blamed on breaking the eurozone’s fiscal rules, for Dublin satisfied them all. Fiscal irresponsibility did not lead Dublin into a Greek-style policy programme – it was the other way round. By indenturing the Irish taxpayer for the sake of Irish banks’ creditors, the ‘rescue’ programme took the government debt stock from the lowest in the eurozone to one of the highest.

Ireland did share some similarities with Greece, but they were not fiscal. In the 1980s and 1990s Ireland had thrived from EU membership by building up a successful low-tax hub for international manufacturers, taking the ‘Irish tiger’ from being one of the union’s poorest members to one of its richest. But in the 2000s sprightly growth rates came to be driven not by productive business developments but by foreign credit. On the eve of the crisis Ireland’s current account deficit neared 6 per cent – not Greek levels, admittedly, but the model of borrowing one’s way to unsustainable living standards was the same.

The better comparison, however, is with Iceland. The Irish, who will always be rich in humour when all else turns against them, recognised as much in a joke doing the rounds when Iceland’s banking sector spectacularly collapsed: ‘What is the difference between Ireland and Iceland? One letter and six months.’ Like its neighbour to the north, Dublin’s boom had consisted of inflating the country’s lenders with cheap loans from international markets that were then pumped into ever more swollen real estate deals at home. The final destination for this ‘investment’ was down the drain of reckless property development. But the employment and tax revenues this temporarily generated financed fast-growing wages and spending that could not be sustained – including on housing, which inflated the bubble further. In the first eight years of the euro, Irish house prices rose by 155 per cent; in the first decade, public sector wages doubled.4 When the financial crisis hit and cross-border lending between banks abruptly stopped, Irish institutions owed an amount totalling many times the country’s annual national income, while their revenues were plummeting alongside a punctured housing market. The situation was ripe for a balance-of-payments crisis.

The policy pursued by Ireland until 2008 (though the term ‘policy’ is an overly generous term, implying as it does a greater degree of rationality than the facts bear out) was the same as Iceland’s; it is best described as not looking a gift horse in the mouth. The horse in both cases was a rapidly growing banking sector that bankrolled one tax windfall after another. The mouth, as both countries’ leaders would have discovered if they had just been willing to look, was full of sick teeth in the form of extreme risk taking, lack of control and threadbare capital buffers. But they chose not to look, preferring to ride the boom unreined. The high rollers greased politicians’ palms and egos alike, with everything from campaign donations to the sort of lavish private spending that casts glitter over formerly drab surroundings (witness Reykjavik’s rocketing status in both subculture and celebrity culture).

Ireland’s and Iceland’s metastasised banking systems (see Figure 4.1) were extreme, but they were not exceptional. Every European island state has turned itself into a giant hedge fund. After Luxembourg, the top five European countries ranked by the size of their banks’ balance sheets as a multiple of the economy’s annual production are Iceland, Ireland, Cyprus, Malta and the United Kingdom – all of which have banking systems more than five times bigger than the country’s annual GDP. And this is just the most exaggerated manifestation of a broader European addiction to banks.
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Figure 4.1. Not looking a gift horse in the mouth.

Source: Central banks of Iceland and Ireland, Statistics Iceland.



EUROPE’S BANKING ADDICTION

What are banks? At their core, they are a link between savers and borrowers. In their purest form, banks match deposits from those whose resources exceed their immediate spending needs with loans to those with investment projects too big for their own funds. More broadly, they raise funding for the loans they grant from many sources, including bonds sold in financial markets, and invest some of their funds not in loans to households and businesses but in financial securities or with other banks.

Linking those who want to save and those who want to borrow is crucial for economic efficiency and productivity growth. But banks are not the only way to match up borrowers and savers. It can be done through capital markets, where companies raise money from investors by issuing securities such as stocks and bonds. Another alternative are non-bank financiers, such as investment funds or private equity firms, which mimic what banks do well enough to merit the neologism ‘shadow banks’. And new methods are appearing for peer-to-peer-lending, where saver and borrower cut out the middleman altogether.

Ever since Europe invented banking in the late middle ages, Europeans have seemed determined to stick to that method of allocating credit (although Britain makes relatively greater use of capital markets, which it largely invented). If you look at all the financial claims in the European economy, more than half can be found on the balance sheet of banks. Only 12 per cent take the form of company shares; bonds – tradable debt contracts – make up the bulk of the difference. The eurozone is even more lopsided in favour of banks than Europe at large. (See Figure 4.2.)

Comparing these numbers with the United States reveals just how inordinately bank-heavy the Old World is. The total amount of financing in the American economy is comparable to Europe, but the banks’ share of financial claims is only 22 per cent, less than the 25 per cent share accounted for by stock market funding.
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Figure 4.2. Europe’s addiction to banking.

Source: IMF Global Financial Stability Review 2014.



Europe’s love affair with banks makes for gargantuan banking systems, compared with other forms of finance and with the size of the physical economy. The total assets of banks in both the eurozone and the EU as a whole are about three and a half times the regions’ annual GDP. Europe’s top ten banks alone hold assets worth €15 trillion, or 122 per cent of EU GDP; in the United States, that ratio is 44 per cent (and all US bank assets put together only reach 78 per cent of US GDP). The overgrown stature of Europe’s banks looks even worse compared with the financial wherewithal of their individual national domiciles. Each of the biggest European banks has enough debts on its own to match or exceed its home country’s annual GDP.5 A recent expert report to the European Systemic Risk Board – the body responsible for spotting risks to the financial system as a whole – concluded that the banking system has grown to a size where it harms economic activity rather than boosting it.6

So banks and banking weave through the European economy like they do in no other part of the world. We should not be surprised to find them just as entangled with the region’s political fabric. Politicians inevitably take an interest in the institutions that control the flow of credit; they would be negligent not to. But in most of the rich world, and almost everywhere in Europe, the connection between politics and banking go far beyond this. I am not making claims here about outright corruption in which political and regulatory favours are bought and sold, although such claims can be made. The point that matters most is that Europe’s overdimensioned banking sector causes problems for politicians’ ability to distinguish the interests of banks from those of the state, let alone the population.

In many countries banks are institutionally conjoined with the political sphere. Local savings banks such as Spain’s cajas de ahorro or Germany’s Sparkassen and Landesbanken; Italy’s banking foundations; and Dexia, the Franco-Belgian lender to those countries’ municipalities – all these are examples of banking structured so as to function as an extended branch of political power. And whenever an institution has become a political instrument, it is in the logic of power itself to make that institution’s permanence a political goal.

Even where banks are largely owned by private shareholders – as in Ireland before the crash – the tell-tale signs of symbiotic relationships are evident. They can be seen in the banks’ disproportionate investment in their own governments’ sovereign debt7 or in governments’ extreme unwillingness to let one of ‘their’ banks succumb to market forces. Such a muddling of interests is natural, given the social proximity of banking and political elites everywhere. But it gives rise to the intellectual and moral error of confusing what is good for banks with what is good for the country.

TOO BIG TO FAIL

The most insidious route by which this error takes hold of a governing elite is through another conflation, this one between the banking system and the individual banking institutions that constitute it at any one time.

No modern economy can work without a basic well-functioning banking system (though it need not be gigantic in size, as the United States shows). Apart from making decisions about where credit should flow, banks provide the essential means of storing value safely through their deposit accounts, and they manage the electronic payments system. These services are indispensable.

It does not follow that every bank that delivers them is indispensable. On the contrary, a strong banking system is one whose functions are perpetuated regardless of the fate of specific banks. It is useful to draw the analogy with a public utility – which banking should also be, in addition to whatever else it does. While an uninterrupted supply of electricity or water is obviously vital, that does not mean the same power or water companies must always own and operate the plants; indeed, the system is stronger the less power generation and water provision depend on the health of individual operators. If the continuity of essential social functions cannot be separated from the survival of existing for-profit enterprises, bad business decisions by individual companies take entire societies hostage.

Two characteristics of banking make this separation more difficult than in other vital industries. One is that in banking, the finances of the ‘operators’ and the service that is provided are to a large extent the same thing. A bank thought to be insolvent will very quickly lose its ability to carry out any banking functions at all as creditors and depositors hurry to redeem their funds: ATMs can run out of cash, business clients may lose their credit lines, the banks’ trading commitments may not be honoured. Even a suspicion that this is possible can trigger a run on a bank, as the example of Northern Rock in the United Kingdom showed.

This fate can befall even a bank with more than enough assets to cover its debts, since depositors and creditors may demand their money back much faster than assets can be converted into the cash needed to pay them. Without liquidity, a bank can become dysfunctional within days. Normal corporate bankruptcy procedures are far too slow to wind down a failing bank. Long before competing claims on the bank’s assets could be settled, the bank’s operation would have collapsed, causing much bigger damage in the process.

The second complicating characteristic is contagion. If one bank goes down, every other bank suffers from the blow to public confidence. Fears that another bank will be next can be self-fulfilling if depositors or creditors act on it by rushing to pull their money out.

These are the reasons why politicians so often see banks, in the phrase that has penetrated the public consciousness to the point of cliche, as ‘too big to fail’. More accurately (since it goes for small banks too), they see them as being too important to the financial system as a whole to be allowed to fail. A threat to individual institutions is seen as a threat to the system as a whole.

This belief has informed European policymaking from the beginning of the crisis, and policymakers felt confirmed in their conviction by the horrific scenario of the Lehman Brothers collapse (even though Lehman was not a deposit-taking bank – its big role was in the trading of financial securities). When the mega-bank was thrown into the pit of the ordinary US corporate bankruptcy process, it not only killed Lehman’s business instantly but paralysed the global financial system and thrust the world economy into deep recession by upsetting all the expectations on which financial and physical business decisions were made. For years, nobody knew how much – if anything – they would get back from what had once seemed safe investments with Lehman.

But are banks actually too big to fail? It is not beyond the wit of man to set up what are now called ‘special resolution regimes’ for banks. These are emergency bankruptcy schemes that slice a bank up over a weekend to ensure that it can maintain its essential functions. They aim to dispel any self-fulfilling fears that it might not be able to by backing these and only these functions with a sufficient share of the bank’s good assets. Other claimants are then left to share whatever assets are left over, in due time and according to ranks prescribed by law and contract. Their compensation can be shares in the new, healthier bank carved out from the wreckage of the old. In the United States, the Federal Deposit Insurance Corporation (FDIC) has operated such a system for deposit-taking banks since the 1930s.8 As for Europe, a reformed UK Banking Act created a template for such a system as early in the crisis as February 2009.9

What about contagion? A proper resolution regime, while keeping the banking system safe from the losses of an individual business, might trigger fears that other banks with similar problems would be resolved in the same way. But if done according to an orderly process that keeps banking services functioning, bank resolution would not mean the unravelling of the system. The affected banks would be restructured, and new owners would take the old ones’ place, but there is no reason to see this as a societal problem. Common conversions of banks’ debt into shares in new and better banks would simply be the normal course of the banking industry. (Chapter 7 further pursues what a more restructuring-friendly banking system would look like.)

A deep scepticism about banking resolution and restructuring, however, has made European governments drag their feet. It has taken the whip of an EU directive to make governments set up mechanisms to enable orderly resolutions (the Bank Recovery and Resolution Directive, which I discuss in Chapter 6). Years were wasted before Europe grudgingly began to accept that banks should not be protected from market forces. Instead, states have put breathtaking amounts of taxpayer money into Europe’s banks to keep them alive – a total of four and a half trillion euros in guarantees, capital injections and other subsidies in the three years after the Lehman bankruptcy10 – never questioning whether they deserved to survive.

When Irish banks’ loss-making investments caught up with them in 2009–10, each eurozone state was still treating its banks as an extension of itself, to be preserved come what may.

PULLED DOWN BY A HELPING HAND

The most glaring financial excrescence on any European body politic was Anglo Irish Bank. This small-sized lender had challenged larger Irish banks by lending aggressively into the housing bubble. It bore a significant responsibility for the inflating of property values – as well as of the price of its own stock. When house prices started sliding in 2007, Anglo was in the middle of the conflagration as investors took flight and debtors struggled to honour their claims. To camouflage its problems, Anglo gave loans to well-connected business people for them to buy shares in the bank to prop up its market value.

This and other questionable behaviour was possible because of Anglo’s place in what seemed an extraordinary Irish success story. Its overly friendly relations with the government – epitomised by the shoulder rubbing and fundraising between bankers, property developers and Fianna Fáil politicians at the annual Galway Races – had earnt it their loyalty. Anglo’s political capital would be the last of its funds to run dry.

The rankness of the banks’ chummy relations with politicians was particularly intense in Ireland, but the phenomenon exists in other countries, inside and outside the euro. The single currency was not responsible for the lackadaisical regulation that led to overgrown banking systems. While Dublin did not set its own interest rate, all the levers of credit regulation it might wish for were at its disposal. It could have restrained Irish banks’ ability to lend; it could have made it harder for Irish residents to borrow. The government chose not to do any of this.11 There is no reason to think that being outside the euro would have made Ireland behave any less like Iceland, or that the international markets would have been less eager to fund it.

The single currency did, however, shape the country’s options once the game was up. Again, this is not because monetary union robbed it of tools to tackle the crisis. If anything, the euro prolonged the ability to continue making bad choices when financial markets seized up, and the rest of the eurozone piled pressure on Dublin to perpetuate its mistakes. It was Ireland’s peculiar misfortune to have enough rope to hang itself with and to be a member of a club where others expertly tied the knot.

This was the decisive difference between Ireland and Iceland when the world’s banks abruptly stopped lending to one another after Lehman’s bankruptcy in September 2008. Iceland’s financial firms could not be helped. Any regulator would agree that the country’s three big banks, accounting for virtually the entire domestic market, were too big to fail. But they were also too big for Reykjavik to bail out; their hard currency liquidity needs were far beyond the means of Iceland’s tiny central bank. No one should harbour illusions about the quality of Icelandic banking policy before the crisis, but when the crunch came, Reykjavik – left with a choice between chaos and radical change – made a virtue of necessity. It swiftly dismembered the three big banks, separating the domestic from the foreign entries on their balance sheets. The domestic bits were nationalised into new entities to keep banking services functioning for Iceland’s imploding economy. The foreign parts were sent into bankruptcy, chips falling where they might. It was an improvised but orderly act of bank resolution. The old banks were dead, but the system survived. An economy that had been powered entirely by the banks’ lending inevitably suffered a big fall, but banking services remained available and people continued to access their (however shrunken, and no longer internationally convertible) savings and salaries.

If Iceland made virtue out of necessity, Ireland kept evading both necessity and virtue alike. Irish banks were largely funded in Ireland’s own currency – the euro – and could post their assets against cash with one of the world’s biggest central banks. This gave them a seemingly endless lifeline when interbank lending dried up. Moreover, the original health of its public finances encouraged Dublin to think it could restore confidence in the banks by backing them with the public purse. In the last days of September 2008 it did just that. In the same week as Reykjavik owned up to the reality that it must save the country from the sinking banks, Dublin determined that the banks – which, we must remember, had all been private companies – should not face the market storm on their own and instead be steadied by the ballast of a sovereign guarantee. For two years Irish taxpayers would back some €440 billion of private obligations that creditors could cash in at Ireland’s public treasury if the debtor bank defaulted.

The Irish blanket guarantee, amounting to almost three years’ worth of national income, was a folly. But for a while it seemed to do the trick. The outflow of capital from Irish banks temporarily reversed, to the ire of Ireland’s neighbours, who feared Dublin’s lavish guarantee would draw funds away from their own quivering banking systems. But it was really just the most indiscreet expression of a pan-European sentiment: that every government must stop ‘our banks’ from failing. Not all countries issued formal guarantees, but the promise, implicit or explicit, that creditors would be made whole no matter what was universal. (The rating agencies that assess the creditworthiness of bond issuers explicitly recognised this government backing in their ratings of banks.)

The logic behind a guarantee is to tide banks over a temporary market panic. It makes sense when banks’ losses are small, and investors’ self-fulfilling fears risk unnecessarily forcing them into premature bankruptcy. But this logic turns to madness if there are real concerns about whether the bank will ever be able to honour its debts – and it is hard to see why markets would panic if there was not at least some risk of this. When banks are so deep into the swamp of losses that the government cannot pull them out – which becomes more likely the bigger the banking system – a guarantee will only drag the public finances down with them.

That is what happened in Ireland. Its banks posted mounting losses on real estate loans gone sour. It was becoming clear that few if any Irish banks could avoid insolvency without help – but that would trigger the government’s guarantees. The government instead pumped billion upon billion of public funds into what were once private banks in an attempt to keep them standing while collapsing house prices were eating away at their foundations.

It should not have come as surprise, but a guarantee with no credibility was turning out to be worse than no guarantee at all. In its attempt to win back markets’ trust in Irish banks, the Irish government found it increasingly hard to retain their trust in itself. As holders of Dublin’s sovereign debt worried their money would be thrown into the bottomless pit of the banks’ losses, never to be retrieved, a self-reinforcing market panic set in. The rates charged on Irish public debt kept creeping up. In early November, LCH.Clearnet, the main marketplace for Irish bonds, increased the amount of cash that traders needed to deposit for the eventuality of a default. This forced a sell-off by bondholders needing to raise the extra cash, pushing the price even further down.12 Left to its own devices, Dublin would eventually have to choose between its own creditworthiness and that of Irish banks. Trying to have both would secure neither.

ALTERNATIVES

By mid November, despite the government’s protestations, most European observers became convinced that Dublin had no alternative but to turn to the new EFSF, with the Greek-style suspension of sovereignty that this would entail. There was a lot of magical thinking to this consensus, including an almost mystical belief that if government bond yields reached the arbitrary threshold of 7 per cent, the situation became ‘unsustainable’ and Ireland would be forced into a rescue.

In truth, the government’s own finances were not all that precarious. With low original debt, high borrowing costs would be bearable so long as they did not last forever. Moreover, Dublin did not need to borrow for its own spending. As the government was keen to point out, it had cash to cover the deficit for another six months or so. Besides, when the financial aid rescue was later put together, Ireland was made to pour most of its own pension fund into the kitty. That held more than €20 billion, or nearly 15 per cent of GDP. If money was short, Dublin could have raided that reserve on its own; it did not need the eurozone to help it.13

In short, Ireland had a choice. On 12 November 2010, a Financial Times editorial described the considerations that should guide it:

Ireland’s debt yields, which have reached 8.9 per cent for 10 years, are unsustainable. Fortunately, they do not yet need to be sustained… Dublin should keep its cool. Good cash management means the yields are still largely theoretical: the government does not need funding until the middle of next year. But by then it must secure lower yields. Preparing the ground for liquidity support from the European Financial Stability Facility would be smart. Proving that the Irish state is firmly on the path to solvency would be smarter.

The most imminent test is a new budget and four-year budget plan. Ireland has proved its ability to stomach painful fiscal consolidation. It will have to do more. The pain will be for nothing, however, if the state remains exposed to the banking sector. Anglo Irish, that festering stump of a bank, may at last have been amputated. But the government stands by a megalomaniac commitment to the creditworthiness of all Irish banks – which, it must be remembered, were all private companies once.

The Irish are a hardy people, but their state is no Atlas. The growing residential mortgage crisis could bring another bank to its knees. Markets are not crazy to think this is an unbearable contingent liability on the Irish taxpayer.14

This was the situation when Honohan sprung his fait accompli on the government.

Despite the amount of money it had already wasted on the banks, the Irish state was solvent provided it just stopped wasting more. And with enough time, securing the state’s solvency would also fix the liquidity problem caused by the self-fulfilling mechanisms in the markets. The question was how much time. If more was needed than Dublin had ready funds, eurozone liquidity support could buy it. But with no need to go to the markets for at least half a year, this was less urgent than it was made out to be – except for the banks.

The funds with which Ireland could try to ride out the crisis would not allow it to keep carrying the banking sector on its shoulders. The mounting private losses to which Dublin had foolishly exposed itself were precisely the reason why its sovereign solvency was now, entirely unnecessarily, in doubt.

It was looking increasingly possible that Dublin would accept what it had so long resisted, and restructure the banks’ private debt, including perhaps its own guarantees. Such a volte-face would be humiliating, given how strongly the government – the same Fianna Fáil–Green coalition was still in office – had defended the previous policy. It would also be more expensive and riskier than had it been done earlier. Some €30 billion, or 20 per cent of annual GDP, had already been poured into the banks and would be lost in a restructuring. Many bank debts now had government guarantees that would be hard to unwind without casting doubt on the government’s willingness to honour its sovereign debt in full – even as it re-established its ability to do so.

But Dublin was coming round to reality. In October it flexed its muscle against bondholders for the first time, making junior bondholders in Anglo Irish Bank – by now completely state owned – an offer they could not refuse. In a diabolically clever move, the government had junior bondholders vote on a resolution that would reduce the value of the bonds by 80 per cent for those who voted yes, but by 99.999 per cent for those who voted no. Behind this loomed the threat of forcible restructuring, a power Dublin belatedly gave itself by law at the end of 2010. The tough tactics worked: the required 75 per cent supermajority of bondholders in question passed the writedown.15 The manoeuvre saved the taxpayer more than €1.5 billion. That was far less than the almost €30 billion that had been injected into the zombie bank, but it was not an insignificant amount, and it demonstrated the savings that would have been available by restructuring bonds more widely. The operation was later judged unfair in court,16 but it illustrates Dublin’s belated change of heart about whether taxpayers or bank creditors deserved its protection the most, as well as the savings available to a government determined to use all possible tools to minimise the burden on the public finances.

There was no shortage of such tools. Hardball as they may be, ‘liability management exercises’ like the one against Anglo’s junior bondholders do not even amount to bank resolution, as they involve the consent of bondholders (albeit extracted at gun point). Outright resolution – with legally imposed writedowns of senior unsecured bonds – was always a further option, and even the IMF later admitted it was a mistake not to have used it (it says it advocated creditor writedowns at the time but was overruled by the European members of the troika).17

Many misgivings were voiced about such restructuring; none were convincing. The legal framework was not in place to allow for the restructuring of banks, it was said; but nothing stopped the Irish government from introducing it. An off-the-shelf template was available in the United Kingdom’s Banking Act, passed the year before. It was also objected that ‘haircuts’ on bondholders would require the same treatment of ordinary depositors (whose claims were legally ranked the same as, or pari passu with, senior unsecured bondholders). But it would have been simple to introduce ‘depositor preference’ in the pecking order of the banks’ capital structure. The United States did this in the early 1990s, and the European Commission would later tell EU states to do the same. It could have been confined to insured deposits, under €100,000.

Finally, there was the even more radical possibility of cancelling or modifying the temporary sovereign guarantee for the banks’ liabilities. That guarantee was ‘irrevocable’ but only because the law said so – and a law can be changed. Selectively cancelling the guarantees (and proceeding to restructure the bank debt) while honouring all actual sovereign bonds was technically possible – what mattered was how markets would react. The received wisdom had it that the guarantee was as sacrosanct as sovereign debt itself, on the grounds that if creditors on guaranteed private bank debt took losses, they would expect the same with Dublin’s own borrowing. But this argument ignores that it was precisely the guarantees that were pulling Dublin’s credit-worthiness down. There is good reason to believe that markets would have understood where Dublin drew the line and that a convincing case could be made that it would honour its sovereign borrowing even (indeed especially) if it cancelled the bank guarantee.18

The new fund for fiscal liquidity support, the EFSF, had been set up to offer bridge loans to solvent sovereigns in temporary liquidity trouble – exactly what Dublin could make good use of. But the eurozone set an extraordinary condition: that Dublin must desist from reducing its sovereign exposure to the banking sector. On the insistence of the ECB in particular, liability management exercises, let alone more radical measures, would not be applied more broadly, even though they would buttress Ireland’s sovereign solvency. Dublin’s belated tentative moves to correct its erroneous bail-out policy were aborted almost as soon as they were begun.

Why did the government not decline this ‘rescue’ and simply do as it said it would: rely on its own funds for the time being and work to regain market confidence? The significance of human psychology should not be underrated. Ireland’s government was close to the end of its days, on the cusp of losing its parliamentary majority and discredited by the economic catastrophe over which it had presided. It had long since been rendered complacent by years in power; its ability to lead stunted by the shock of its own incompetence. The scale of the Irish tiger’s humbling made it extraordinarily difficult to act tough in Brussels or Frankfurt, where the begrudging atmosphere was a far cry from the money-fuelled bonhomie of the Galway tents.

Fianna Fáil’s excessive machismo at home had emasculated the country abroad. And in addition to an understandable lack of nerve, the eurozone was issuing threats to make the hardiest negotiator blanche.

QUID PRO QUO

By the time the radical idea that capitalism could be applied to banks floated onto the Irish government’s intellectual radar, Dublin was deeply dependent on the rest of the eurozone. And for the eurozone, having Irish taxpayers pick up the bill was more convenient than letting banks pay for their own unaffordable mistakes, as it had been in the Greek case. European decision makers would go to great lengths to stop Ireland from trespassing against the dogma that senior creditors to a European bank must never lose money. Dublin’s belated and reluctant willingness to look at senior bond haircuts was met, in Honohan’s words, with ‘no enthusiasm’ in the rest of the eurozone.19 That euphemism hides a breathtaking threat that Honohan himself had a hand in issuing.

To the extent Dublin still wanted to stand by its catastrophic, open-ended bail-out of banks, it would need external aid. To receive that aid there was, as Honohan put it, a ‘certain amount of quid pro quo involved’. But the most important ‘quid’ was not the budget aid from the eurozone rescue fund agreed in the last weeks of 2010 – which the government in Dublin was, if anything, having forced down its throat. It was what Honohan termed the ECB’s ‘liberal attitude … in regard to the funding of Irish banks’.

A bank on the cusp of failure needs capital of two kinds. First, injections of new equity to replenish legally required capital cushions that losses may have eaten into. This is the bank’s (or its owners’) own money at risk, supposed to discourage excessive gambling with the much larger sums the bank borrows from others. Second, it may need to replace those borrowed funds if its usual creditors get cold feet. A bank’s assets – its loans to households and businesses – are mostly long term (think of thirty-year mortgage loans) and cannot be quickly liquidated, so it needs constantly available sources of borrowing to refinance short-term debts.

For as long as it lasted, Irish banks could count on the government for new equity. For borrowed funds, however, the backstop was the central bank. Just before the blanket guarantee expired in September 2010, investors redeemed large chunks of Irish bank debt, and they kept drawing down their deposits in the months that followed. To cover this, ECB lending to Ireland reached about €100 billion, and half that again was extended in ‘emergency liquidity assistance’ by the Central Bank of Ireland.20 These central bank loans were on the scale of all bank deposits owned by every Irish person and business, or of everything the Irish economy produces in an entire year.

Such central bank dependence is, for sure, a crisis phenomenon. But it was also evidence that the European monetary union worked. Without the eurozone’s orderly system to allow the free movement of euros from one country to another, this degree of capital flight would have caused a massive devaluation and a likely collapse of the banking system. Avoiding that is what a central bank is for: it is its job to lend in the last resort when the private market is in distress. And yet this lending, which should have been a point of pride for the ECB, made Frankfurt queasy in the extreme. The central bank plainly feared it might not get its money back. As long as it stepped into the breach in private funding for Irish banks, the ECB behaved as the systemic public safeguard it is set up to be. But its attitude – akin to saving the banking system while pinching its nose – made it look more like a private banking outfit, and an ultra-conservative one at that. Frankfurt disliked doing its job to the point of betraying its mandate as the central public institution for the whole monetary union.

For what Honohan’s quid pro quo meant, fully spelt out, was that the ECB was demanding concessions in return for the last liquidity lifeline enjoyed by Irish banks. It would only maintain emergency liquidity assistance, the ECB threatened, if the elected Irish government abdicated its authority over how to allocate the losses from the country’s banking bust. And there was nothing indirect about the threats: they were written in black and white in a letter from Trichet to Lenihan – a letter that was secret at the time but that was leaked to the press in November 2014.21

The ECB could legitimately warn it would only lend to solvent banks. But it went much further when it demanded that solvency be restored by making taxpayers pay, rather than making creditors face losses. The ECB was quite clearly demanding specific distributive policy decisions as a condition for doing its job as lender of last resort. A policy of ‘burning the bondholders’, as many in Ireland were now calling for, would mean the end of emergency lending to Irish banks – or so the ECB threatened.22

There is no doubt what would have followed from such an act. Ordinary people – wage earners, pensioners and savers – as well as businesses, small and large, would suddenly not be able to pay their bills, withdraw money or rely on their savings being available for anything from retirement to a house purchase. Only emergency lending to Anglo had avoided this in early 2010. Without it, the financial system would cease to function, and the anticipation of this would accelerate the outcome by triggering an immediate run on the banks. If it went that far, the government’s only way out of an intolerable scenario would be either to impose capital controls on the banks (bans on taking money out) or provide them with another means of liquidity (that is to say, print its own currency). In effect, the ECB’s threat was that it would do its best to force Ireland out of the euro if it did not get its way on a policy decision that was essentially fiscal – about what taxpayers’ money should be spent on.

The ECB’s strong inflation-fighting mandate means it must be cautious when expanding the money supply, especially if the newly printed money leads to losses on its own account. But it was farfetched for the ECB to worry about its exposure to Irish banks. The central bank has better protection against losses than most creditors, since its loans are secured against collateral. If a bank fails, the central bank takes possession of the assets pledged as security (which are worth more than the loan itself to leave an extra safety margin) and sells them on as and when it sees fit to get the best return.

The ECB knew this from experience. When Lehman Brothers failed, the Bundesbank, on behalf of the ECB, was stuck with assets from Lehman’s eurozone operations.23 This may have been an inconvenience – it is always simpler just to get one’s cash back – but collateral guards against risk. In the case of Lehman, the ECB made its money back after selling off the assets that had backed an €8.5 billion loan for around that amount. The ECB’s secured position would have put it ahead of other creditors in any Irish bank restructuring too, limiting its chance of losses.

Moreover, a loss for a central bank is less than meets the eye. Central banks cannot go bankrupt because they can always create money out of thin air. In normal times, this can drive inflation (although Ireland is a tiny share of the eurozone economy, the precedent of printing money to replenish banks’ funding could lead to inflation-fuelling expectations of greater liberality elsewhere). But these were not normal times. Because of the broken banking system, the ECB’s balance sheet has doubled and trebled since the start of the crisis, but the broad money supply has barely managed to tread water. All the ECB’s money printing has at best managed to arrest what would otherwise have been a steep and deflationary monetary contraction.

It is natural to conclude that it was not just its own losses the ECB was concerned about but losses for private banks in other eurozone countries that had put their capital at risk in Ireland.

For the ECB to threaten to go on strike – to stop lending in the last resort – was not an act of financial prudence but one of antidemocratic blackmail against Ireland’s hapless government. But if the ECB used illegitimate means, was Frankfurt at least in pursuit of a defensible cause?

LEHMAN SYNDROME

The ECB’s transgression was only possible because of Europe’s hegemonic consensus that senior claims on banks were untouchable. As with any dogma, this was asserted as self-evident rather than justified by argument. But the professed considerations in its favour crumble under scrutiny. An ideological opposition to restructuring was the fundamental motive behind Europe’s actions in the first two years of the crisis.

Cui bono the protection of profit-seeking private investors? The most powerful parties – above all Germany and the ECB, but also the United Kingdom in this case – had a direct interest in Irish banks’ creditors being made whole. Those creditors included, to the tune of hundreds of billions of euros, the ECB itself, as well as German and British (and to a lesser extent French) banks. But private gain is not a public justification. The ECB had not been lending to Irish banks to do Ireland a favour; it did so because it was its job. Not all ECB staff grasped this. Klaus Masuch, its head of mission to Ireland, told the BBC that the central bank’s lending in the last resort was a ‘privilege’:

People in Ireland were not aware of the enormous support that they get from the Eurosystem. This is a privilege, of course. The partners in the Eurozone also expect that every partner … is doing its own homework.24

While Frankfurt would no doubt prefer simply to get its money back without having to deal with the messy process of selling off collateral, convenience does not legitimate the indenture of an entire people. German and British banks, on the other hand, would have incurred real losses if their unsecured loans to Irish ones were restructured. That would have moved Dublin’s problem of undercapitalised banks onto the German and British governments’ hands. But if that was the problem, the better solution (like with Greece’s creditors) would have been to bail those banks out directly. (Even the Bundesbank was not opposed to restructuring Irish bank bonds, according to its later president Jens Weidmann.25) Instead, the German and UK treasuries bailed them out on the sly – by lending Dublin the money to pay off private Irish bank debts and handing the bill to Ireland’s taxpayers.

One argument heard in the eurozone is that because the Irish government failed to regulate its banks properly, it is right for the Irish government to cover the losses that this made possible. But capitalism is not paternalism, and financial institutions (whether Irish or the foreign ones that lent to them) are not and should not be treated as children whose mistakes are their parents’ responsibility.

Another argument is that there was little to gain by restructuring. By November 2010, most of the damage to Ireland’s public purse had already been done. Many investors had taken the opportunity to pull their money out, and only a small part of the banks’ debt still took the form of senior bonds not backed by collateral or state guarantees. But European pressure did not start only when the rescue package was being negotiated: it had been mounting in step with the increased reliance of Irish banks on central bank support. The right kind of encouragement from Brussels and Frankfurt might have cajoled Dublin into mitigating the mistake of tying its public creditworthiness to the sinking banks. And even after the ‘rescue’, they could have supported treating the state’s own loans differently from guarantees of loans taken up by banks. Instead they insisted that Ireland keep carrying an impossible burden on its shoulders. In any case, to describe the €20 billion of bank debt that was still available for restructuring as ‘small’ is both misleading and offensive to Irish taxpayers stuck with the burden. It may be small compared with the €10 trillion eurozone economy, or the €750 billion firepower of the EFSF. But it would not have been a small share of the €85 billion rescue programme. Writing off €20 billion, or even less, would have saved Ireland up to a third of the money it eventually pumped into its banks, or some 13 per cent of GDP. Far from being small, that is more than the entire fiscal cost of most banking crises in history.

But most eurozone officials were less interested in how many billion euros Ireland could save than in the damage they feared a bank restructuring might cause. Their official argument was that hurting senior creditors in one bank would trigger a run on banks elsewhere, as no senior creditor would any longer feel safe. ‘It would have been a European Lehman’, Honohan later said, expressing the view of many ECB colleagues, of the European Commission and of Timothy Geithner, the US Treasury Secretary. It was impossible, at this time, to have a discussion with European officials on the merits of creditor ‘haircuts’ without quickly butting up against a mention of Lehman. Europe’s entire policymaking community was haunted by – and pressured by Washington to give into – the fear that letting investors in a small Irish bank pay the price of its failure would have the same paralysing effect on the international banking system as when Lehman Brothers went bankrupt in October 2008. The same policymaking community refrained from drawing the obvious further conclusion that, if their view of the systemic risk was correct, it was unreasonable to require Irish taxpayers alone to finance the salvation of the pan-European banking system. Irish officials have consistently, correctly and so far unsuccessfully argued that Ireland ‘took one for the team’, so the ‘team’ should share the burden, ideally by having the eurozone buy out the Irish government’s stake in some of the banks it recapitalised.

In any case, it was a preposterous comparison. Lehman was a global bank, with a balance sheet in the trillions. It was a central hub in the overnight lending market between big banks, and a huge counterpart in the derivatives trade. The bank was at the heart of the world’s financial plumbing. Anglo, by contrast, was a small racket on Europe’s financial periphery, busily and exuberantly losing its investors’ money in the time-honoured way of lending more for houses than they were worth.

Nothing systemic depended on Anglo repaying its creditors in full – unless it was a supposed psychological effect on investors who might think that if it can happen to Anglo, it can happen to any bank. But to think writedowns in one bank, no matter how awfully managed, will sow panic among investors in any bank, no matter how solid, is to slander investors’ ability to distinguish between different businesses.

Investors in bank bonds took a much less alarmist view. ‘Bailing in’ senior bondholders would on average cause banks to pay 0.87 percentage points more to their creditors, studies found at the time.26 That is considerable – it could amount to hundreds of billions a year across all of Europe – but not the end of the world, especially if it led to a safer financial system.

More fundamentally, the contagion argument is simply wrong. We know this because it has been tried, and in each case investors knew better. Two years earlier, the three Icelandic banks had been wound down leaving senior creditors in the red – and the world did not end. And a month before Honohan asserted that touching senior bank bondholders would cause ‘another Lehman’, a European bank did just that with the blessing – indeed at the insistence – of its national authorities. The nation in question was Denmark, whose financial regulator, on deeming the small bank Amagerbanken insolvent and unable to recapitalise itself privately, summarily took it over, wrote down shareholders and junior creditors to zero, and cut senior creditors’ claims by 41 per cent. It all happened over a weekend, and by Monday a new bank was operating normally, with all its client relationships in place and functioning. Small depositors were made whole by the national deposit insurance scheme, as were some guaranteed bonds, for which the government took the bill. No contagion materialised, beyond a small increase in the funding costs of other Danish banks. Just while most eurozone officials claimed the opposite, Denmark proved that investors react to the removal of a public guarantee by marginally adjusting the price they charge for default risk, not by suddenly seeing default looming everywhere.27

Even on self-interested grounds, then, opposing Irish bank restructuring was wasteful; as a policy of general prudence, it set a catastrophically counterproductive precedent of weighing down sovereign finances with private debt burdens. All Europe achieved by its ‘rescue’ of Ireland was to increase the markets’ doubts as to whether sovereign liabilities would be honoured. This policy was rooted not in evidence or principles, but in fear and bias. Like with Greece, a quasi-theological view of debt shaped European decision making, which made a taboo out of restructuring and discouraged any acknowledgement of the fact that debts that cannot be paid, will not.


FIVE

Europe Digs Deeper

DOUBLING DOWN

BY FORSWEARING SOVEREIGN RESTRUCTURING in Greece and bank restructuring in Ireland, the eurozone countries raised the cost of the economic adjustments those two economies had to undergo. Most directly, honouring outstanding external debts in full meant that bigger deficit cuts had to be made elsewhere for a given overall deficit reduction. In addition, banking systems remained paralysingly undercapitalised. The taboo on restructuring meant a bank’s solvency was precariously dependent on its government’s dubious ability to bail it out. With private sources predictably reluctant to fund Greek and Irish banks until all losses had been purged from the system, and the ECB making clear its distaste for doing its job as lender of last resort, the credit crunch deepened for both countries. The economic damage these policies inflicted, together with the erosion of a democratic and autonomous policymaking process, made the job of economic and budgetary restructuring all the harder. The same procedure – with similar consequences – was followed when Portugal, a few months after Ireland, faced rising refinancing costs in bond markets. Under duress from an ECB threatening to cut liquidity to Portuguese banks, Lisbon resigned itself to financial support conditioned on a similar policy programme: radical austerity, structural reforms, a taxpayer bail-out of banks, and the subjection of elected politicians to the troika technocracy.

These policies would have been painful anywhere and under any circumstances. Many of their detailed prescriptions were misguided. Even so, they might have bought more gain for less pain if growth in the rest of the eurozone had accelerated, boosting financial sector confidence and demand for the programme countries’ exports. The eurozone’s intervention into these three small, undeniably mismanaged, economies did not, however, bring the broader crisis to an end. Instead it made it worse. Investors shunned the programme countries more than ever, and as 2010 rolled into 2011, Spain and Italy were having an increasingly hard time of it in the bond markets too. Having based its ‘rescues’ of the first three countries on an erroneous premise, the eurozone was logically committed to doubling down on a strategy that was part of the problem. Rather than admitting mistakes, leaders came to deem the medicine prescribed for Athens, Dublin and Lisbon suitable for the rest of the eurozone too. So long as they held on to their original diagnosis, they could not recognise that the precedents set in the smaller countries were perpetuating the crisis. By letting the same errors govern policy towards the eurozone’s bigger members, its leaders turned what had been a grave crisis into an existential one.

AUSTERE SOLIDARITY: ALL MUST TIGHTEN

There was a time, not long ago, when Germany saw the point of fiscal stimulus, though not as something to talk too loudly about. As late as 2008–9, Berlin joined the rest of the world in unleashing the public purse to turn the slumping global economy around. When world leaders agreed to coordinate fiscal stimulus packages, Germany boosted public spending as a share of its economy more than any other EU country.1

But even before the sovereign debt crisis broke out, Berlin’s selective sotto voce tolerance of fiscal stimulus was giving way to an ever more universal Verbot in response to the deficits that had opened up like crevasses across Europe and beyond. While Berlin accepted eurozone and US pressure for the Greek rescue and the EFSF ‘firewall’ in May 2010, it took the fact that they were needed as a vindication of its long campaign against fiscal profligacy. The Greek experience bolstered suspicions, always strong in Germany, that the euro’s weaker economies could not be trusted to keep their public finances in order, and that this fiscal irresponsibility was why instability was now rocking the eurozone.

Germany saw itself as leading by example. Only a year earlier it had introduced a Schuldenbremse, or ‘debt brake’, into its constitution, which required the federal government to reduce its structural deficit to a hair’s breadth from zero by 2016 and then to keep it there.2 Now Merkel and Schäuble were determined to make genuine fiscal discipline in fellow euro members – even constitutional Schuldenbremsen like their own – the price of German financial support. Recalling (if not quite trumpeting) that Berlin had been one of the first to break the original stability and growth pact with impunity (see Chapter 1), they wanted new rules to be legally ironclad, with financial sanctions automatically imposed on violators, and with the EU’s Court of Justice, not politicians, acting as arbiter. In an effort to avoid making a precedent of the 2010 Greek rescue loan, they also insisted on having the option to restructure the debt of any sovereign in need of rescuing after 2013.

The eurozone’s sudden turn to universal fiscal tightening was of huge economic significance, but its political importance was even greater. It is a mark of Germany’s dominance of Europe that it could prevail over sovereign counterparts who were free to decline the full extent of Berlin’s preferred economic policy. This was not just about the desire of others for German money, though it was that as well: a permanent financial commitment was being sought for when the three-year EFSF expired. But it also reflected an inferiority complex towards a Germany that, from ‘sick man of Europe’ only a decade earlier, was now the region’s indisputably strongest economy, and was powering back from the crisis like no other big European country.

This psychological imbalance weighed on the relationship between Germany and France, the traditional dual motor of European integration. At a Franco-German summit in Deauville in October 2010, Merkel and Sarkozy agreed on a policy package mostly along German lines: rooting and circumscribing the sovereign rescue arrangements in the EU treaties rather than ad hoc arrangements – the EFSF would be replaced by a permanent, treaty-based European Stability Mechanism (ESM); backing fiscal rules with harsher legal enforcement; and making it possible to write down the public debt of a rescued government in the future. The only concession to Paris was that sanctions on budget rule breakers would require agreement by EU ministers, not just the say-so of the European Commission.3

Deauville caused bad blood for a number of reasons. The rest of Europe, small countries in particular, resented having the privately agreed Franco-German pact foisted on them as a fait accompli. The substance, too, was badly received. Most countries thought Germany was crazy to demand treaty change after a string of traumatic episodes where EU constitutional reforms had suffered humiliating referendum defeats in some countries and barely scraped by in others.

The talk of restructuring infuriated states desperate not to spook restive markets whose demand for their own bonds was in doubt. Trichet, in one of the ECB’s many trespasses onto the ground of national fiscal policy, was livid at the softening of sanctions for fiscal indiscipline.4 And – though this is largely forgotten today – many were angry at the whole idea of a permanent rescue fund. Olli Rehn, the commissioner for economic and monetary affairs, railed against the ‘moral hazard’ the existence of such a fund would create, since countries reluctant to reform their economies and fix their finances would now feel the pressure was off.5

As always, European policy was born from compromise, and the Deauville decisions were marginally adjusted to take account of everyone’s main priorities. But for many eurozone countries, and for much of the ECB, the overriding aim was to secure the German financial underwriting of the euro that they perceived as absolutely necessary. That required accommodating the imperative for Berlin and its allies, including the European Commission, to limit the indebtedness that generated this demand. It also required as much control as possible over the money that creditor countries would lend to prop up debtors. The final agreement, moreover, hollowed out the minor French victory at Deauville. Rather than requiring the express support of a majority of ministers, sanctions would now go ahead automatically unless a majority opposed them.

This pattern asserted itself repeatedly over the next eighteen months. In sum, Merkel overwhelmingly got her way not just with Sarkozy but with the rest of the eurozone too. Her quick march through the European institutions – which soon spawned new powers for the Commission to inspect and reject national budgets as well as tougher sanctions for straying from the straight and narrow budget path – culminated in the ‘fiscal compact’, the full name of which is the ‘Treaty on Stability, Coordination and Governance in the Economic and Monetary Union’. It obliges not just eurozone states but almost every EU government, as a matter of international law, to run a structurally balanced budget, and, if its debt is above the Maastricht limit, a big enough surplus to reduce it by 5 per cent every year.

THE EUROZONE’S SELF-INFLICTED SECOND DOWNTURN

These institutional innovations, all favouring tighter fiscal policy, were matched by policy actions. In the first three months of 2009, the eurozone economy had shrunk at a speed corresponding to 10 per cent per year. But even as Europe was joining the rest of the world in a coordinated fiscal stimulus to arrest the economic collapse, it was busily preparing to reverse course. A crisis-fighting summit of the G20 (the world’s twenty most powerful economies) took place in London in April 2009. Only months later, the EU enthusiastically wielded the ‘excessive deficit procedure’ (EDP), that cease-and-desist procedure of the stability and growth pact by which a government is told it is breaking the fiscal deficit rule and must stop doing so. A full twelve eurozone countries (as well as the United Kingdom and most of central Europe) were put into the EDP, with more to follow in 2010. The requirement to cut deficits was, it seemed, universal.

Compliance was more or less universal as well, if measured by how much governments reduced their structural primary deficit – the underlying gap between revenue and spending net of interest expenses, adjusted for the effect of the economic cycle and one-off embellishments. From 2009 to 2010 all EU countries except Greece, Ireland, the United Kingdom and Belgium had let their structural primary balances worsen or at least remain unchanged. But from 2010 to 2012, almost all were implementing severe cuts – most notably every large eurozone economy. (See Figure 5.1.) Germany, France, Italy and the Netherlands all tightened their structural primary balance by 2–3 per cent of GDP; Spain cut its structural primary deficit by more than 4 per cent of GDP. For the eurozone as a whole, the structural tightening was 2.4 per cent of GDP over those two years.6
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Figure 5.1. From stimulus to austerity.

Source: EC Annual Macroeconomic Database.



The misguided generalisation of local austerity programmes in countries that had little other choice into a policy of universal belt tightening undermined the recovery and shrank the revenue base from which the public debt was supposed to be serviced. Academic research has estimated that the eurozone’s GDP in 2013 was 7.7 per cent lower than it would have been without the fiscal consolidation; other studies suggest output losses two or even three times as large. As a result of the big impact on economic activity, the actual budgetary savings from fiscal consolidation were small. Even in terms of their ostensible purpose – making public finances more sustainable – deficit cuts in a barely recovering economy were exactly the wrong thing to do.7

But blame also falls on the ECB, whose monetary policy exacerbated the fall in economic activity. Like other central banks, Frankfurt’s monetary loosening since the global financial storm made landfall went far beyond what central banks ever thought it was conceivable for them to do. In particular, the ECB had vastly expanded the size of its operations to flood eurozone banks with as much cheap funding as they asked for. But compared with the scale of the challenge, the ECB’s measures, while extraordinary, were also too timid.

The decision to raise interest rates in April 2011, and then again in July, is the clearest instance of the ECB’s tight-fistedness. It coincided with the growing political impetus for universal fiscal tightening. Where monetary policy could have softened the blow of the fiscal backtracking – itself misguided in its eurozone-wide scope – the ECB added weight to the punch.

There was no justification for this. One would have had to squint very hard to catch sight of any inflation on the horizon. Price growth had accelerated into the mid-2 per cent range, a bit above the ECB’s target of ‘close to but below 2 per cent’. But Trichet himself put this down to a short-term spike in commodity prices that was expected to pass. Private forecasters agreed. Indeed, in the ECB’s regular survey of independent forecasters, the average inflation prediction did not exceed 2 per cent for any period beyond the same year.8 What was more, this had been true since the start of 2009 – and has remained true since. The ECB was fighting a danger nobody else could see.

In doing so, it aggravated the real dangers that threatened. Since the start of the crisis, banks had been telling the ECB that they were making it harder for businesses and households to borrow. They were just beginning to stop tightening lending standards when Trichet and his colleagues saw fit to raise the cost of credit to the banking system. Predictably enough, the combined fiscal and monetary squeeze made banks even more unwilling to lend. (See Figure 5.2.) Moreover, the factors that banks most blamed for the hardening credit squeeze were their own funding costs and poor prospects for economic growth – both of which would be hurt by the ECB’s rate hike.9

The credit crunch was evident from the figures on lending growth, or rather the lack thereof. (See Figure 5.3.) Lending to households was barely keeping up with inflation; lending to businesses had completely stagnated, so adjusted for inflation, real credit to Europe’s employers was shrinking.10 The broad money supply (known as M3) had peaked just before Greece lost access to financial markets and was treading water in early 2011. In inflation-adjusted terms, a shrinking volume of money was supporting what was hoped to be a growing pace of economic activity. This was because the relationship between the expanding monetary base – money directly created by the central bank – and the volume of money for transactions circulating through the accounts of households and businesses was being compressed by the paralysis of the banking system. Despite Frankfurt’s relative monetary activism and low interest rate, monetary conditions in the economy were getting tighter, not looser.
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Figure 5.2. The six-year credit crunch.

Source: ECB.



The results were entirely predictable. In the first quarter of 2011, the eurozone grew at a respectable annualised rate around 3.2 per cent. But by the end of the year, the bloc was back in recession. (See Figure 5.4.) From mid 2011 on, the French and Austrian economies ground to a halt; Italy, Spain, the Netherlands and Finland went into reverse for the next two years. Even Germany’s economy ended 2012 the same size as it had been at the start of the year.
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Figure 5.3. Money and credit conditions.

Source: ECB.



The countries with the biggest deficits or largest debts were also those whose GDP suffered the most from fiscal and monetary tightening at the eurozone level, which eroded the external demand that could have offset the damage to domestic demand from national belt tightening and credit crunches. The Spanish and Italian economies had both shrunk by almost 10 per cent by the end of 2013; the smaller rescue victims by much more. This made debt burdens heavier: to reduce the debt of a state whose economy is shrinking, it must run just to stand still – and that running makes things even worse.

Unsurprisingly, bond markets, which had stabilised after the Greek and Irish dramas, again began to shed Spanish and Italian bonds in response to the bad economic news. In February 2011 the additional interest investors demanded to lend to Madrid and Rome, rather than Berlin, had fallen back to about 2 and 1.5 percentage points, respectively. By July, after Trichet’s two interest rate hikes, they had risen to 3 and 2; by November, to 4 and 5. (See Figure 5.5.) Universal austerity and monetary tightening, both justified as necessary for debt reduction and to win back the confidence of creditors, had made debt burdens worse and market confidence more elusive than ever.
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Figure 5.4. Eurozone economic growth.

Source: Eurostat.
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Figure 5.5. Euro periphery borrowing costs spike.

Source: ECB.



LETTING ZOMBIE BANKS ROAM

The credit crunch was exacerbated by the ECB not taking more aggressive action to boost money and loan growth, but its root cause was in the sorry state of Europe’s banks. It was clear that they were vastly undercapitalised: in 2009 the IMF had estimated that the eurozone banking system was some €550 billion short of required capital once unrealised but likely losses were taken into account.11

Keeping badly run and loss-ridden banks alive clogs the pipes through which credit flows. Europe’s heavy reliance on banks made the crisis worse – bank-intermediated finance tends to amplify the damage of a given financial disruption more than other types of financial flows.12 Because damaged banks know that their capital is likely to be eaten up by losses yet to come, they try to retrench rather than expand, reducing their lending – ‘deleveraging’ in the jargon – to meet capital adequacy requirements more easily. That holds the real economy back, which in turn increases the losses of banks. Zombie banks stalking Europe’s credit market – too damaged to live but kept from dying by the black magic of public backstops and regulatory forbearance – were by 2010–11 starving the economy of credit and blunting the effect of monetary stimulus. That is why the ECB needed to do more, not less.

There are three ways one can address this sort of problem, aside from a long-term imperative to shift the financial system away from banks as the main providers of finance to business (discussed in Chapter 8). In the short term, the fixes all involve getting enough capital into the sickly banks to absorb any conceivable losses, so that they are free to expand lending again.

One solution is to buy newly issued shares from the banks with public funds. This is what the Irish did. Aside from being a public subsidy of private profits, such funds are hard to divert from other uses at a time of fiscal stress. In extremis, doing so can sink the sovereign’s finances.

Second, banks could be forced by regulators to raise more equity from private investors. But private money managers had little reason to put their money at risk in European banks whose true state of health remained obscure after unconvincing capital adequacy tests. More transparency – and it would have had to be much more – would have allowed investors to separate the wheat from the chaff, robust balance sheets from threadbare ones. But that would quickly have made the situation worse for the most rotten specimens, which was something European governments, with their misguided tribal attachment to ‘their’ banks, went to great lengths to avoid. Until late 2014, the EU’s stress tests of its banks were tragicomically ill-suited to inspiring investor confidence, unlike the US ones, which started righting the banking sector from early 2009.

The third option, and the natural course to take with zombies, would have been to let them die, using special resolution regimes to carve out good banks that would carry on with the essential banking business and leave the loss-making parts in the remaining shells of the old. By earmarking enough assets for the good bank, wiping out shareholders and subordinated bondholders in the process and turning creditors into shareholders in the new bank, almost any needed amount of recapitalisation can be achieved. Europe’s taboo against losses for senior creditors to banks, however, ruled this option out. The banking system was left to rot.

The situation was especially bad in the peripheral countries. Here were the banks that had overreached the most in their attempt to recycle the enormous current account deficits coming their way – often courtesy of German and French lenders – into dubious investments. They were also the most exposed to the troubled sovereigns. As the bonds of the governments in Madrid and Rome sank in market value, so did the balance sheets of Spanish and Italian banks, which made it harder for them, too, to borrow at reasonable rates. Since governments were expected to backstop ailing banks, this in turn added to the potential debt burden of the government, adding to the fright of sovereign bond buyers. Now the danger of Europe’s entanglement between states and banks became clear. The desire to maintain a national banking system inside a currency union – a system where banks are primarily a national responsibility and in return buy a lot of their own government’s debt – leads to a situation where banks and state can drag one another down in a mutually lethal embrace. A sovereign debt crisis affects banks because of the doubt it casts on fiscal support; bank insolvency affects the sovereign because the cost has traditionally been taken on the government budget.

This should not be seen as a flaw in the euro’s design. Nothing about the euro itself forced governments to maintain such incestuous relationships with banks. No technical barriers stopped them from following Denmark’s lead of recapitalising failing banks by forcing losses on bondholders. But as Ireland showed, any government ready to contemplate this was met with intense peer pressure to refrain. It was only when a collective commitment was struck to share some costs of bank bail-outs that the eurozone’s sovereigns began to give up their special relationships with banks (on which more in Chapter 6) – and even that only happened after things had first got much worse. Blaming the euro for this political foot-dragging misses the point.

In all these ways the eurozone’s early crisis policies made things worse. The doctrine of bailing out bank creditors added to public debt; excessive fiscal and monetary tightening squeezed the output from which that debt service could be paid; and the taboo on restructuring ensured that if debt problems emerged in either the public or the private sector, one would infect the other. Predictably enough, these policies hurt confidence in debtor economies’ creditworthiness rather than boosted it. Lenders and investors began withdrawing their money from debtor Europe en masse, with little discrimination between the private and public sectors.

The euro’s creators had thought the single currency would protect a country’s private sector from public irresponsibility. By adopting policies that actively chipped away at that protection, their successors were unpicking the monetary union’s seams.

DEATH BY ACCOUNTING

In 2011 an obscure accounting convention, from which the public had been mercifully shielded by the shroud of boredom that usually envelops such things, suddenly morphed into a powerful propaganda tool against the monetary union. The credit for this belongs to Hans-Werner Sinn, the president of the Munich-based Ifo Institute for Economic Research. Through his denunciations of Target2, the euro’s settlement system for cross-country bank transactions, the single currency was nearly destroyed by the implications of double-entry book-keeping.

When the European monetary union was created, it retained vestigial traces of the pre-euro era by delegating monetary operations to the national central banks. Money transferred between bank accounts in two different countries passes through the two national central banks on the way. If a euro is sent from an Irish bank account to a German one, for example, the Central Bank of Ireland deducts a euro from the central bank reserves of the bank where the sender’s account is held, while the Bundesbank issues one euro to the reserves of the German recipient’s bank. In the accounts of the eurozone monetary system (the ‘eurosystem’), this shows up as a debt owed by the Central Bank of Ireland to the eurosystem as a whole, and as a claim held against the eurosystem by the Bundesbank. As the example shows, this does not mean the Bundesbank has lent a euro to Ireland; it simply reflects that a euro has been electronically withdrawn from circulation in Ireland and ‘printed’ in Germany to accommodate the transfer. If the operational implementation of the euro had left commercial banks to deal directly with the ECB, only changes in their account balances with the ECB would have been visible, with no effect on national central banks’ balance sheets. But as an artefact of the eurosystem’s operational procedures and of double-entry book-keeping, any euro crossing a national border shows up in notional claims and liabilities between the eurosystem’s constituent national banks.13

In earlier times, balance-of-payments crises meant outflows of gold or foreign exchange reserves, and, if the problem was big enough, devaluations – sometimes drastic ones – when the reserves ran out or humiliated governments gave up the fight. With monetary unification, this was history. A euro travels from one EMU country to another with no movement of reserves or gold necessary to back the parity of the exchange, just like a dollar between US states. Still, as if in a virtual monument to Europe’s history of currency crises, every border-hopping euro is accounted for in Target2. When money started leaving debtor economies for the perceived safety of creditor ones, the notional liabilities of the former and the corresponding claims of the latter – the virtual gold flows of Target2 – ballooned.14 (See Figure 5.6.)


[image: Image]

Figure 5.6. Target2 balances. Source: Euro Crisis Monitor, Institute of Empirical Economic Research, Osnabrück University.



In the spring of 2011, Sinn launched a series of articles and lectures15 arguing that the Bundesbank’s Target2 claims should be considered German money at risk, just like the loans and guarantees in the eurozone rescue funds. He caused a furore in German public opinion, where those already feeling betrayed by what they saw as a bail-out of the profligates (although it really was a bail-out of German and other banks with investments in Greece and Ireland) were shocked at what Sinn and others told them was the true scale of Germany’s credits to weaker euro economies. If Sinn was right, these amounted to several hundred billions of euros more than was officially stated. The bulk, he implied, had been put at risk through technocratic stealth and evaded the democratic controls of the Bundestag budget committee.

Sinn’s accusation was wrong for reasons ranging from technical misunderstanding to a neglect of context. Target2 imbalances are not actual loans from the ‘creditors’ to the ‘debtors’. If they reflect a transfer of money it is in the opposite direction: from the debtor country to the creditor country, in the course of which the accounting imbalance appears.16 The ultimate owner of the euro in question, of course, does not change: it is the person who orders the transfer from his Irish bank account to his German one.

The official answer to Sinn from the central banking establishment was that these claims and liabilities would only ever come into force should the euro fall apart. That answer, of course, heightened both anxiety about the euro’s future and frustration in Germany and other creditor countries. It was easy for their publics to feel like they were being blackmailed into keeping the show on the road. In addition, this answer conceded too much. What would happen to Germany if a debtor country left the euro? In accounting terms, perhaps the Bundesbank would have to write off its share of the leaver’s Target2 liability. But in no sense would it entail a loss, let alone a fiscal expense or transfer, for Germany.17 Target2 claims are not loans or bonds that have to be repaid on a certain maturity date. The way they are wound down in practice is the opposite situation from the one in which they arise: when euros flow back from accounts in creditor countries to debtor countries. If the debtor country in question had left the euro in the meantime, the last thing German account holders would need to worry about would be getting their euro’s worth. After the certain plunge of a debtor country’s new currency upon exit from the eurozone, the return transfer would buy a lot more in its now devalued destination than before the round trip started.

Propaganda need not be correct to be effective. Sinn’s campaign hardened the determination to keep both the amount of German largesse and the behaviour of its beneficiaries firmly under control. But it also helped to reinforce the broader misconception that the single currency could only survive if underwritten by German resources. That is, after all, the logical thing to conclude if Target2 balances, which simply record central bank mechanics to facilitate capital flows, constitute credits from Germany to the rest of the currency zone.

Sinn’s focus on Target2 is in fact enlightening in what it gets wrong. Sinn has called Target2 liabilities a stealth bail-out of the debtor countries; in reality, they reflect the bail-outs of investors belatedly getting out of unwise investments – and these investors were disproportionately based in Germany and other creditor economies. That is, after all, a creditor economy’s defining trait: it has more savings to invest than (domestic) projects to fund. In fact, the sum of German banks’ exposure to the eurozone periphery and the Bundesbank’s Target2 surplus has been roughly constant since the onset of the crisis: the rise in Target2 claims almost exactly matches the banks’ repatriation of capital from these markets.

Nor is the system a demonstration of the euro’s flawed design. Quite the opposite, the Target2 imbalances are the record of the euro’s robustness, of its ability to accommodate capital swings between different parts of the union so massive that in earlier times they would have broken the exchange rate pegs of the most determined central bank. Target2 proved that a euro in any member country was indeed a euro in every country. That made it part of the solution to eurozone instability, not part of the problem.

IRREVERSIBILITY REVERSED

The essence of monetary union is that it allows money to flow freely and costlessly across national boundaries, as the huge sums lent and invested by creditor Europe in the eurozone’s debtor economies during the boom duly did. When the crisis came, however, investors pulled their funds home. That this great repatriation of funds was possible without tearing the eurozone apart is testament to the strength of the euro’s structural design in general and Target2 in particular. (See Figure 5.7.)

That does not mean the flows themselves were not destabilising. The notionally single financial market began to fragment into its national constituents. That, of course, was much worse for debtor economies, who by definition had relied on foreign capital inflows before the crash, than for creditor economies, who now found themselves flush with the credit they had earlier exported. It bears noting that such financial fragmentation was not just a eurozone phenomenon: the eastern EU states, whose banking systems were predominantly made up of local outposts of big western European banks, were also suffering from a repatriation of funds to the creditor core. Here, however, a successful political effort was made to limit the capital flight (see note 14 from Chapter 2).
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Figure 5.7. Financial repatriation in the eurozone.

Source: ECB.



The result of the financial market fragmenting along national lines was that not just the sovereigns but all debtors in the periphery faced higher borrowing costs. A Spanish export company and a German one, serving the same markets and with the same fundamental economic creditworthiness, were treated differently by their banks – and this would be so even if they had the same bank. Indeed it was said that some regulators strongly discouraged their banking groups from supplying capital to their own subsidiaries in the periphery. From Greece to Spain the same complaints could be heard: that there were companies wishing to hire, expand and export, but they could not borrow at reasonable rates, and certainly not at the rates prevailing in the creditor core. (See Figure 5.8.)

The 2011–12 panic in the financial markets cannot be reduced to fears that the Spanish or Italian government might default. Italy, after all, posted the eurozone’s biggest primary surplus in 2012 (its growth, however, went into reverse as a result of its ill-timed structural fiscal tightening). The sell-off of these countries’ sovereign bonds was part of a broader evacuation from Spanish and Italian investments generally, and in particular from their banking systems. There was a self-reinforcing mechanism at work, with sovereign debt risk and banking debt risk fuelling each other. This created what came to be known as a bank–sovereign ‘doom loop’ as long as the taboo on restructuring remained in force. But the giant homebound rush by cross-border investors was not just a self-fulfilling prophecy. It was exacerbated by policy choices.

It is commonly thought that the capital flight from peripheral banks and sovereigns was triggered by the speculation that these countries would leave the euro, and that probably had indeed been the case with Greece and Ireland at the beginning. But by 2012, this had been turned on its head. It was now the speculation of break-up – fuelled by eurozone leaders’ evident willingness to entertain it – that drove financial fragmentation, not the other way around.
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Figure 5.8. Financial fragmentation.

Source: ECB.



Leaders had once vowed with one voice that the euro was irreversible. By 2011, however, the genie was out of the bottle. A myriad impressions conveyed the sense that an exit from the single currency was no longer unthinkable. In domestic political debates governments found themselves on the back foot against those arguing that it would be better for some country or other to leave the euro. By insisting on the payment of unpayable debts, eurozone policymakers essentially invented a new and potentially impossible-to-fulfil condition for continued euro membership. Behind it all lurked the ECB’s seeming willingness to expel members from a currency of which it was meant to be the common guardian, proved by its threats to cut off the blood supply to the banking systems of Greece, Ireland and Portugal (it would later threaten Cyprus with the same). In 2015 the previously veiled threat was bared for all to see when the ECB explicitly capped emergency liquidity to Greek banks until the government in Athens accepted its creditors’ conditions for a third loan programme.

In the case of the small rescued countries, a fistful of euros in the guise of a helping hand at least made capital flight more manageable. But when the same blinkered diagnosis and counterproductive policy demands were applied to the much larger economies of Spain and Italy, it was impossible for money managers not to plan for a possible break-up of the euro. Through 2011, both private financial companies and eventually governments and the main European institutions developed plans for how to deal with monetary disintegration – even the ECB had a top-secret ‘plan Z’ to manage a euro exit.18 But once break-up was an acknowledged possibility, all investors with a financial stake in the eurozone periphery had reason to pull their money out, regardless of whether it was with the government or a private company and, crucially, regardless of the fundamental solvency of their debtor. For a reassurance of repayment in full is no reassurance at all against the fear that the repayment might be redenominated in a new and plunging currency.

By their apparent willingness to contemplate freezing a country out from the single currency, the ECB and the creditor countries’ leaders managed to commit the spectacular unforced error of rendering all debts in the euro periphery suspect – whether public or private, whether owed by weak borrowers or strong ones. Angela Merkel repeatedly said, ‘If the euro fails, Europe fails’ – implying that an inherently fragile euro had to be supported to safeguard Europe’s post-war achievements. The reverse was closer to the truth: if Europe fails, the euro fails. The currency’s integrity was weakened by policy choices and threats that actively impaired its stabilising mechanisms.

By late 2011, such actions had made the unthinkable possible. For the politicians who achieved this to say that the euro was inherently unstable from the start is self-serving in the extreme.

THE MUTUALISATION FIX

When Spanish and Italian borrowing costs rose in the summer of 2011, the increasingly nervous reactions of European policymakers centred on the idea that a scaled-up version of the ‘rescues’ of Greece, Ireland and Portugal was needed. The debate on the euro’s future became obsessed with the question of whether this could be done.

Three types of intervention were hotly debated. One was the EFS-F/ESM model: the explicit pooling of funds from each member state’s government budget to make loans to distressed states, or purchase their bonds. Another was ‘eurobonds’: the idea that states would mutually and jointly guarantee one another’s sovereign borrowing. And third, the monetary ‘big bazooka’: central bank intervention to keep down the yields of sovereign bonds that were under attack. What all three had in common was an acceptance of the idea that in a monetary union, stability requires a form of risk-sharing, in which common resources, whether fiscal or monetary, would backstop the resources of any individual member. All are forms of a proto-fiscal union; the first step on a road that logically ends, implicitly or explicitly, with common budgets. (This is true, too, of central bank intervention to reduce sovereign borrowing costs, since the ECB is backed by the fiscal resources of all the member states.) In 2011 and 2012, a lot of creative solutions were proposed along these lines, such as the clever idea of giving the EFSF/ESM a banking licence so that it could refinance any bond purchases with the ECB, thereby multipling its capacity for fiscal support.

But there was something puzzling about the assumption that resource pooling was necessary to keep the euro together, and perhaps sufficient to stop the run on peripheral public debt. The three first rescue programmes all involved fiscal support, and the EFSF was clearly big enough to cover Ireland and Portugal’s fiscal needs. But none of these rescues had succeeded in bringing down the bond yields of the supposedly salvaged countries. On the contrary, in 2011–12 they were far higher than before (though Ireland’s, it would turn out, had by now peaked). The same holds for central bank monetisation. For the ECB did in fact buy outright the bonds of troubled sovereigns on two occasions: in May 2010 for Greece, Ireland and Portugal, and in July 2011 for Italy and Spain. Neither intervention had the desired effect of making it easier for the countries in question to borrow.19

There were shortcomings of both policies that partly explain why they did not prevent the problem they were meant to address from worsening. The official loans were granted on conditions that made the recipients’ debt burdens worse: proscribing writedowns and welding the financial sectors’ debts irreversibly to the governments’ liabilities. And in practice, the monetary interventions were also conditional on these policies. For monetary support to be credible, meanwhile, it needs to be able in principle to buy up the entire public debt stock – otherwise markets might still stay away through fear that the ECB’s willingness to buy government debt was not infinite.20 This fear was entirely reasonable, as unlimited asset purchases run up against the ECB’s circumscribed legal authority21 and its even narrower political limits. The bond buying that did occur was draining the ECB’s legitimacy in German public opinion. By the summer of 2011, two German members of the ECB Governing Council had resigned because of irreconcilable differences with the institution’s policy.

If the main risk preoccupying investors had remained just (just!) that borrowers might default on their debts, better-designed fiscal or monetary mutualisation of debt (politics permitting) would have been a workable alternative to restructuring. The much-talked-of comparison with the United States – whose currency is said to work better than the euro because of its fiscal union – is, however, misguided. That is partly because the individual US state governments are not in fact bailed out by one another or by the federal government, so that in this respect the United States is no different from Europe. But it is also because fiscal risk-sharing between individual US state economies is much smaller than commonly thought.22 In any case, by 2011 markets feared something worse than defaults. European leaders had needlessly planted and nourished the worry that the single currency might break up and that the countries under pressure would have to return to their national currencies. The ECB’s own research has attributed nearly half of the widening difference in borrowing costs between crisis-hit countries and Germany to ‘redenomination risk’, or the market’s fear that the countries in question would leave the euro for restored national currencies.23 No amount of mutualisation of debts would bring investors back so long as their fear of ‘redenomination risk’ was left unattended. For in a situation where a country did leave the euro, let alone was expelled from it, any mutualisation agreement would probably break down. It is hard to imagine a guarantee of a country’s debts in euros being honoured (in full, at least) if that country had just returned to a national currency plunging in value. Mutualisation alone cannot fully dispel the risk of fragmentation, since fragmentation itself makes mutualisation hard to sustain.

Another problem with mutualisation is that it requires sufficient trust that it will not be abused. This is the problem of ‘moral hazard’ – risk-sharing can encourage riskier behaviour. The fear in Germany above all was that help for the victims of an emergency would be perverted into a ‘transfer union’, where rich economies permanently subsidise poorer, weaker and more unruly ones. The rhetoric that permanent fiscal transfers were necessary to solve the eurozone’s problem have only exacerbated that fear. (Here, too, it should be noted that the fiscal transfer union in the United States has not stopped its constituent sovereign entities from getting into deep fiscal trouble.24)

For mutualisation to end the euro crisis once and for all, a strong substitute for trust would therefore be needed. The substitute that was proposed was centralised control over national policy – a degree of control strong enough to reassure those who stood to be net contributors to any common pool of resources that they would not be taken advantage of. The political push for less national autonomy was a necessary consequence of leaders’ flirtation with eurozone exit. By suggesting, even implicitly, that some countries ought to leave the euro, let alone by actively creating reasons for them to do so, Europe’s most senior policymakers proved beyond any doubt the screaming absence of trust, and the degree of control necessary to make up for that shortfall.

To see the importance of trust, consider why there was no sovereign debt crisis in Belgium. Its fiscal situation was very similar to Italy’s but it never suffered a speculative attack in the markets. The argument here suggests that a profound reason was a sense of political belonging. Belgium was incontrovertibly ‘part of the club’. Whereas investors could imagine a scenario in which the eurozone’s top leaders might sever their monetary ties with the southern periphery, any smaller eurozone would always include the Benelux countries.

So the politics that tore the monetary union to breaking point in 2011–12 concerned the difficulty of finding policy constraints to substitute for trust that could satisfy both the creditors and the debtors. This question remains the key orientation of European politics today, and returned explosively in the Greek loan negotiations in the summer of 2015. Although the governments of all the vulnerable countries except Greece have largely accepted their loss of autonomy, they struggle to keep their people behind them. The challenges from the populist flanks on the right and left have proved that a large part of the European electorate chafes under the cash-for-control consensus.

THE TYRANNY OF TECHNOCRACY

When control serves as a substitute for trust, the less trust there is between creditor and debtor the greater will be the loss of self-determination of a debtor financially at the creditor’s mercy.

The loss was glaring in the pioneer ‘programme countries’ Greece, Ireland and Portugal, even if each case came in a different shade of subservience to the troika – itself effectively an overlord. In Greece, the list of policies the government must implement as a condition for financial aid was set out in extraordinary detail (with the generous technical assistance of the IMF and the European Commission’s Task Force for Greece). This infantilised the Greek body politic, which was already weak. As we saw in Chapter 3, the eurozone’s most powerful leaders twice clamped down on attempts to bring popular deliberation back through the side door of a plebiscite – the first time successfully, and the second with just enough force to alienate swaths of the Greek public. In contrast, the Irish budget consolidation and structural reform policies were in the main homegrown, indeed many were formulated before the rescue loan was agreed. But the fiscal ‘rescue’ and the attached prohibition on mitigating the bank bail-outs were something Ireland’s elected leaders were strong-armed into by the ECB and the rest of the eurozone establishment. One way or another, the rescue loans suspended democratic decision making in economic policy – or constrained it so much as to amount to the same thing. While the economies of all three countries were ‘patients’ in the medical sense of suffering and needing a cure, their polities were ‘patients’ in the term’s original, literal meaning: passive subjects submitting to actions operated by others, rather than agents actively choosing their own course.

Apart from Cyprus, no further country has had rule by troika inflicted on it, but in many more countries democratic deliberation has had to cower before technocratic diktat, and concern for the people’s will has been muscled aside by perceptions of what was necessary to end the crisis. In only one country, for instance, was the population more than summarily consulted over the fiscal compact, and that country – Ireland – was in no position to rock the boat. Albeit in weaker form, the Commission’s and the ECB’s empire over the programme countries has been generalised to debtor Europe as a whole. This has been done on the pain of censure and fines in the Commission’s case. In the case of the ECB, it was done by threats not to extend a helping hand – or even to close a fist that should, by rights, be open.

While Brussels was at least empowered to act in this way, Frankfurt took the responsibility upon itself. In the first three programme countries, the ECB overstepped its authority by blocking bank restructuring, but at least it had a mandate of sorts to meddle with fiscal and economic policies as a member of the troika. It did not, however, have a mandate to impose the huge distributive policies in favour of Irish banks’ foreign creditors that the bank bail-outs implied. The European Court of Justice (ECJ) has come close to suggesting that even its mere participation in the troika was illegal.25 And elsewhere, Frankfurt had no justification for dictating fiscal and economic policy at all.

Yet on 5 August 2011, Trichet wrote two stern letters to the prime ministers of Spain and Italy, José Luis Zapatero and Silvio Berlusconi, each co-signed by the country’s central bank governor (in Italy this was Mario Draghi, who would a year later succeed Trichet at the helm of the ECB). Both letters started with an identical admonishment for urgent action to support the credibility of their ‘sovereign signature’ in capital markets. They followed on with lists of policies to implement, including not just additional and immediate fiscal consolidation measures but changes to wage bargaining traditions and reforms of labour and product markets. Without any apparent appreciation of the irony in dictating the outcome of a democratic process, the central bankers magnanimously gave Spain’s authorities until the end of the month to implement the ECB’s preferred labour reforms, while for Italy they indicated that the actions be taken ‘as soon as possible with decree-laws, followed by Parliamentary ratification by end September 2011’.26

Though the letters were hidden from the public, it was widely understood that these were the central bank’s conditions for intervening in the two governments’ debt markets to arrest the run on their bonds. Within days, both governments had announced measures along the lines of the ECB’s demands, and, satisfied its words had been heeded, Frankfurt cranked its Securities Markets Programme back into gear, buying close to €100 billion of Spanish and Italian bonds over the next two months.

There is no question that both Zapatero’s and Berlusconi’s responses to the crisis had left much to be desired. Berlusconi, in particular, deserves a special mention for reneging on reform commitments once the ECB had started buying Italian bonds. But Europe’s history should make it wary of letting decisiveness trump democratic deliberation, even of the highly imperfect sort. There was a time in much of Europe when generals (or worse) took it upon themselves to protect the national interest from dithering politicians. It is less bloody when central bankers do it, but nearly as noxious to democracy.

The climax of technocracy’s triumph over democracy came with the engineered demise of Silvio Berlusconi. Italy’s showman prime minister had rattled counterparts by raving that Italy would leave the euro if the ECB did not intervene more forcefully in its debt markets. His loss of international standing was complete when, in a joint press conference, Merkel and Sarkozy could not stop themselves from smirking when asked about their trust in Berlusconi’s ability to bring public finances under control. His domestic standing, too, was dwindling with the active help of European leaders and officials. President Giorgio Napolitano, it is now known, was warming up Italy’s former European Commissioner Mario Monti to take over from Berlusconi as early as the summer of 2011.27 Merkel called Napolitano to pressure him to engineer this switch of Italy’s prime minister.28 Italian parliamentary party leaders have told of ECB teams visiting to probe the economy insisting on their desire for a Monti government. And then-US Treasury Secretary Timothy Geithner has said European officials wanted him to veto any IMF aid to Italy unless Berlusconi left office.29

By early November this extraordinary pressure had done its work. In a budget vote, Berlusconi could no longer muster a majority of parliamentarians. Italian bond yields broke through the 7 per cent threshold revered by those prone to magical thinking. Less than a week after Papandreou had resigned from the premiership of Greece, Italy’s prime minister did the same. That Greece would become the stage of a palace revolution in which European powers substituted their preferred technocratic government for an elected one was merely tragic, not surprising. That it would happen to Italy was astounding.

GERMANY’S CONDITIONS

These violations of the EU’s many separations of powers (a European invention: Montesquieu was the first to explore it in depth) were at once a political offence and an intellectual one. They were political in their execution and in their substance, but they were intellectual in their origin. The villain in this story is Europe’s pathological conflation of safeguarding prosperity with sanctifying debt contracts. For as long as Europe recoiled from restructuring debts that could only be repaid at the cost of enormous economic damage, if at all, it automatically put itself in the position of demandeur vis-à-vis its biggest creditor.

The dynamic is most visible with the fiscal compact, which is even more extraordinary for the fact of its existence than for the wrong-headedness of its substance. Signing up to international treaty obligations is a concession of sovereignty, which states by definition cannot be legally compelled to do. They can of course be coerced in other ways, and the countries already in the troika’s clutches no doubt felt they had no choice. But the fact is that most of Europe’s governments voluntarily agreed to amend their constitutions and clip their budgetary wings at Berlin’s request. Even most non-euro countries went along willingly. Only the United Kingdom and Slovakia, whose soi-disant vetoes of the fiscal compact treaty were nothing of the sort, declined to sign up, although George Osborne’s austerity programme at home meant that the United Kingdom was enthusiastically complying with the spirit of the compact anyway. If Europe’s newly institutionalised fiscal hawkishness is a subjection to German preferences, it is an entirely voluntary servitude.

Similar points can be made about the other elements of the EU’s new fiscal regime, and about the ECB. The same balancing act between calls for German largesse and deference to German policy demands that has consumed decision making at the European Council has also indirectly framed the debate on the ECB’s Governing Council. Here it was less a question of creditor countries contributing to pooled financial resources than of their acquiescence to unleashing the powers already pooled in a common central bank. But the quid pro quo was the same: control over how the beneficiaries of the common funds made use of them. If anything, the pressure coming from the ECB – which had an institutional interest in expanding its influence – was stronger than that from Germany, which only reluctantly let itself be dragged into being the eurozone’s director.

Given the conviction that Germany must financially underwrite the monetary union, then, it is no mystery that Berlin could and did set conditions. The deeper question is why Berlin’s demands were what they were?

German policymaking is accused, with some justification, of treating the economy as the stage of a morality play where virtue and vice must get their due desert.30 The temptation to moralise against the countries locked out of the market was too strong for much of creditor Europe to resist. Countries had transgressed doubly by living beyond their means and breaking the common rules; being forced to tighten their belts was both a necessary correction and an appropriate punishment. That, at least, was the view among many of the German government’s Bundestag members, both among Merkel’s own Christian Democrats and within the Free Democratic Party, the junior partner in the 2009–13 centre-right coalition government. Merkel’s foot dragging, so often the target of criticism from outside Germany, was caused by her being shackled at the ankle to an iron ball of Bundestag scepticism.

Influential though the moralising was in creditor states’ domestic politics, it is easy to make too much of it. Had retribution really been Berlin’s primary motivation, the purse strings would have been kept tighter for longer, and Europe would, one might say by default, have had to go through the restructurings it resisted. As this book argues, that would have been the better outcome.

So it is important to recognise the more pragmatic arguments for Berlin’s stance. For countries that ran out of market financing, there was a straightforward case for fiscal retrenchment: they had no other choice. If anything, rescue loans allowed them to adjust their budgets more slowly than they might otherwise have had to do until markets opened their doors again (but of course the associated taboo on debt restructuring increased the overall amount of fiscal austerity to be undertaken). For all the complaints against ‘austerians’ – policymakers emphasising fiscal consolidation – they financed a Keynesian palliative to the inevitably contractionary process of cutting deficits that the private sector was no longer willing to fund.

This did not, however, justify greater fiscal discipline across the board, including in countries – such as Germany itself – that had ample fiscal space. That insistence flowed instead from a particularly German analysis of markets, which appealed to confidence, credibility and consistency. Unlike the Keynesians, who saw economic growth as a prerequisite for returned market confidence, the Ordnungspolitik in which the German policy elite is steeped saw things the other way round.31 Growth could only result from re-establishing markets’ confidence that euro member states would honour their debts. This gave pride of place to the credibility of politicians’ intentions to make painful choices to improve public finances – a view shared, incidentally, by the government of Keynes’s homeland. And credibility – as German politicians told exasperated Keynesians ad nauseam in 2010 and 2011 – requires a consistent approach across the eurozone. If the more comfortably situated states cannot bring themselves to improve their finances, how could anyone expect the squeezed eurozone periphery to do the right thing? Or so the argument went.

The debate between (often Anglo-American) Keynesianism and (German) Ordnungspolitik is too often a dialogue of the deaf. But in this particular case, the ordo-liberals are on shaky ground, for even in their own terms, their argument fails. The short-term effect of universal austerity is to slow down the economy, since one person’s spending is another’s income. That may be fine when other forces can keep demand buoyant. When all those other forces are weak, however, it only debilitates them further. This directly increases government deficits but, more importantly, it shrinks the revenues from which the debt can be serviced. For markets with narrow time horizons, the credibility of governments’ willingness to honour their debts pales in importance compared with their ability to do so. And the higher the initial debt, the more a given contraction in economic output increases the debt burden.32 So the more unsustainable a country’s public finances are to begin with, the greater is the further damage done to sustainability by a given amount of fiscal consolidation. As Figure 5.9 shows, a considerable portion of the increase in crisis-hit eurozone members’ public debt burden has been caused by economic contraction rather than by actual borrowing. The norm is that GDP growth reduces the debt-to-GDP ratio. In the eurozone periphery, negative growth has instead raised it, even when no new borrowing has taken place.

There are, further, economic limits on how much can be extracted out of an economy for the purpose of servicing external debts. Beyond a certain point, the extraction itself puts such a burden on production that either the economy collapses or the population rebels. This is related to the old ‘transfer problem’ (discussed by Keynes among others) of whether Weimar Germany could realistically pay the war reparations bill it was presented with at Versailles. It is tragic that of all people, Germany’s ordo-liberals should be the ones to have forgotten this lesson.
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Figure 5.9. Economic slumps and debt burdens.

Source: EC Annual Macroeconomic Database.



While the credibility view was most forcefully pushed by Berlin, it was not alone in promoting it. The European Commission supported the German line with gusto – perhaps a not entirely unsurprising response from an institution for which Berlin’s diagnosis entailed more power over national policymaking. Spain was another partner in crime. Like Ireland, it was coming into the crisis with negligible debt and low deficits. Its commitment to ‘credibility’ was so strong, however, that it vowed early on to exceed the deficit cuts asked of it by the Commission.

THE LOGICAL EXTREME

At the root of all this lies the refusal to accept that debts that cannot be paid, will not, and that it is worse to pretend they will – even from the point of view of collecting as much as can be had – than it is to try to manage their restructuring in an orderly manner. From that error flowed the colossal mistakes that the eurozone would go on to make, ranging from Greece and Ireland early on to the damaging stand-off with Athens in the spring of 2015. Once the early mistakes had been committed, the euro’s leaders had either to remain consistent with the analytical framework that produced them or change course, thereby admitting they had been wrong. They should, of course, have changed course. The next chapter discusses how they eventually began to do so – but not before pressing on with the logical implications of the original anti-writedown thinking. That meant applying their prescription for the programme countries to the currency union at large. For too long, the eurozone swept the banks’ problems under the carpet, pushed for universal belt tightening and deleveraging, and entrenched itself in the reciprocal blackmail between creditors and debtors that reduces politics to negotiations over how much autonomy to trade away for how much financial aid. This produced a second recession, the near unravelling of the single currency, and huge damage to the currency union’s democratic fabric. The eurozone only turned when it was almost too late, and it turned too little while pretending not to. But turn it did.


SIX

Righting the Course: From Bail-Out to Bail-In

LEARNING FROM FAILURE

AS 2011 TURNED INTO 2012, economic reality increasingly intruded into eurozone policymakers’ world view. The countries that had been ‘rescued’ from writing down their debt were further from economic salvation than ever, even by the narrow measure of regaining market confidence, let alone in terms of the growth needed to make debt burdens more manageable and arrest the decline in living standards.

The macroeconomic mistakes that flowed from the taboo on restructuring – universal fiscal austerity, tightening monetary conditions and a failure to unclog a credit system paralysed by retrenching banks – were taking their toll on the stronger eurozone economies as well. In the spring of 2011, the time of Trichet’s first interest rate rise, economic confidence plunged in the eurozone core (see Figure 6.1). Half a year later the eurozone sank into a second recession that would last for eighteen months (see Figure 5.4). By mid 2012, the implosion of the single currency itself loomed as a greater threat than it had before its leaders had put in place their measures ostensibly to save it.

Europe had failed the Hippocratic test of first doing no harm. But to its credit, it eventually responded to reality. While one is hard-pressed to find any admission of mistakes by the leaders that oversaw the eurozone’s crisis response, they slowly began to stop scoring own goals.

A change of the guard at the ECB helped. Mario Draghi, Italy’s central bank governor, replaced Trichet in November 2011 and quickly laid the political groundwork for better monetary policy. The sheer cost of the economic policy mistakes also helped to persuade those leaders with their ear to the political ground to modify the fiscal course even as they preached steadfastness.
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Figure 6.1. Economic confidence in the eurozone.

Source: European Commission.



Starting in the second half of 2011, Europe’s policy errors were slowly, divisively and incompletely righted. Within less than two years, the early taboo on debt writedowns had given way to Europe’s first sovereign restructuring in generations and to an agreement that failing banks should write down creditors’ claims before receiving any government aid. On both the sovereign and banking sides, the eurozone was moving from bail-out to bail-in.

ACCEPTING DEFAULT

For almost a year, the Greek policy programme seemed to bear fruit. The government narrowed the deficit by 5 per cent of GDP in 2010, an impressive feat given that its efforts were undermined by a 3 per cent contraction of the economy (to achieve this, Athens improved its structural primary balance by an astounding 7.2 per cent of GDP in one year). That scale of downturn was manageable, however, and compatible with the creditors’ prediction that growth would soon resume.

But instead the economic and political crises worsened. The more the government cut, the worse the economy suffered; the IMF was later forced to conclude that the damage to economic activity from deficit cuts had been badly underestimated. With no recovery for sovereign debt, and with the downturn eroding private borrowers’ ability to service their loans, Greek banks sat on growing unrealised losses. They were unable to channel credit to those private sector companies that might have expanded, so a credit crunch compounded the fiscal austerity to depress the economy further. And on the streets of Athens and in workplaces around the country, ugly confrontations and costly strikes became commonplace, hurting both production and the tourism industry even more, not to speak of Greece’s social cohesion.

By spring 2011, it became obvious that the rescue programme would not restore Athens’s ability to service its debt by the time the credit line was exhausted. The IMF’s presence meant the issue could not be easily fudged: its rules prohibit it from lending unless it judges that the debtor’s full financing needs are met twelve months ahead. The need for a second rescue package shifted the eurozone political balance in Berlin’s favour. Germany had gone along with the proponents of ‘solidarity’ in May 2010; since then, its increasingly restive parliamentarians had had to approve funding for two more rescues. This time Berlin would insist on what was euphemistically called ‘private sector involvement’ in the financial aid package: a sovereign restructuring in all but name.

Even as the eurozone belatedly confronted its phobia of debt writedowns, it was tying itself in knots. Leaders were desperate to keep the restructuring – which would involve swapping new, less onerous bonds for the outstanding ones – formally voluntary for private sector creditors. This particular piece of hypocrisy (one European bank chief said his participation was ‘as voluntary as a confession during the Spanish inquisition’1) had to do with the market for credit default swaps (CDSs), a form of insurance policies that would pay out if Greece was deemed to default unilaterally. Why European leaders should want to avoid triggering these securities – which were small in number, and designed precisely to protect financial institutions against the consequences that had ostensibly been the eurozone’s reason to resist a sovereign writedown in the first place – is a paradox best explained by their dim understanding of financial markets.2

Another problem was that the ECB, which in support of the first rescue loan had spent tens of billions of euros on Greek sovereign bonds to prop up the market, with ephemeral success, was not in a mood to accept losses ‘voluntarily’, or indeed at all. Trichet sounded increasingly shrill as Europe turned against the no-writedown policy he had pushed more than anyone in the first Greek rescue. The disagreement he consistently voiced from the pulpit of his monthly Frankfurt press conference shone a garish light on his last few months as ECB president, after the agreement on the writedown laid bare that the majority of policymakers had left him behind.3

It took nine months to work out the details of the restructuring of outstanding bonds in private hands. Much of it came down to coaxing banks into accepting an amount that would make a noticeable difference to Athens’s debt burden. The banks had come out with an offer early on: a risibly light restructuring, whose purpose was to pre-empt the eurozone’s political leadership from settling on harsher terms. There is a lesson here: no matter what they may say, private creditors will collaborate on an orderly writedown if they believe that governments are otherwise prepared to choose a course that will cause them even bigger losses.

In the end, a steep ‘voluntary’ debt exchange took place in March 2012, with the agreement of investors holding about 60 per cent of the eligible debt. The roughly €200 billion face value of their bonds was cut by just over half, the length of the loans stretched out for decades, and the interest rates kept low. The ECB was made whole through a separate debt exchange for its benefit only, just weeks before the private creditors were written down. This should have been the time instead to relieve the ECB of its exposure. Replacing the bonds it held with an EFSF loan before the restructuring would have permanently addressed worries about monetary financing of governments. Instead, the missed opportunity guaranteed that the ECB’s continued holding of Greek bonds would later come back to haunt the eurozone. The stand-off between Athens and its creditors in the first half of 2015 took place under the shadow of €7 billion of ECB-held bonds falling due in July and August. Despite having run a primary surplus for two years and needing no loans to cover spending, Athens was at the mercy of its creditors if it was to meet these payment deadlines.

Two facts about the 2012 debt exchange are especially noteworthy. The first is that it went without a hitch.4 Greek long-term bond yields would not reach their February 2012 high again, and no wave of bank failures followed. Even the dreaded CDSs – which were triggered in the end, despite the eurozone’s uselessly complicated manoeuvres to achieve a ‘voluntary’ writedown – were settled in an orderly fashion. In other words, the CDS market worked; and that market and others showed they could take a managed sovereign default in their stride.

The second point of note is that the recipe for restructuring had been available for years – both in the form of other countries’ experience and, for Greece in particular, in the form of a paper by the world’s most seasoned restructuring lawyers aptly entitled ‘How to restructure Greek debt’.5 The main procedural step, for example, of using ‘collective action clauses’ (by which a majority of bondholders can bind them all to accept a writedown), which Greece could unilaterally introduce into bonds issued under Greek law, was set out in the guide.

The depressing economic and political damage wrought by the failure to restructure Greece’s debt at the outset had finally broken Europe’s taboo on sovereign default. The eurozone’s policymaking class quickly reinstated it, however, by insisting that Greece was a unique case and smothering talk of restructuring any other eurozone sovereign’s debt. But a fundamental shift had occurred.

The shift was partly in the power of precedent: what has been done once can be done again. The instruments for replicating a Greek-style writedown exist, even if the political will does not. Collective action clauses are now mandatory for all new eurozone sovereign debt issues; within a decade, they will cover the bulk of that debt. The rules of the ESM open up the way for making any future loan from the rescue fund conditional on a prior restructuring. The IMF, too, is mulling a wider scope for asking creditors to moderate their claims before a debtor state obtains its support6 and, as already mentioned, has acknowledged it was a mistake not to restructure Greece’s sovereign debt and Ireland’s bank debt. So both the tools and the know-how are at hand, should markets again turn their backs on sovereigns – which are more indebted today than at the height of the crisis. In this sense, progress towards an orderly restructuring mechanism is more advanced than that towards a fiscal union, although the eurozone has (at least officially) foresworn the former in favour of the latter as their preferred ultimate destination.

LEARNING THE IRISH LESSON

Unlike the Bourbons, the eurozone’s governing elite learns from its mistakes. The devastation wrought on Ireland sowed doubts about the wisdom of making bank creditors whole at the expense of taxpayers. The growing consciousness that Ireland was ill treated was also partly due to the altogether higher calibre of diplomacy displayed by the Fine Gael–Labour government than by the decimated Fianna Fáil–Green coalition it replaced shortly after the rescue deal had been signed. The new prime minister and finance minister, Enda Kenny and Michael Noonan, quickly impressed eurozone counterparts by hunkering down to structural reforms and fiscal consolidation, competently managing an Irish EU presidency without undue emphasis on Irish interests, and discreetly but insistently reminding them that Ireland had ‘taken one for the team’ by making reckless private investors whole (many of them German) as European doctrine had demanded.

The sour experience of the Irish case also meant European policymaking sensibilities were more attuned to the danger of conflating sovereign and bank indebtedness when the same story seemed to be playing out in Spain. That country’s pre-crisis growth was cut from the same cloth as Ireland’s. Like Dublin, Madrid went into the downturn with low public debt and a balanced budget. But it was riding high only on the back of a private sector wave of housebuilding, financed by a politically connected banking sector that was almost as big as Ireland’s (in proportion to the economy; much bigger in absolute terms), and a current deficit that was even worse. In 2007, Spaniards collectively lived beyond their means by 10 per cent of GDP.

Ireland’s small size had made it affordable, if unwise, for the eurozone to finance the perpetuation of its mistakes. Spain’s banking problems were not quite as abysmal as Ireland’s. But the European authorities’ tendency to underestimate the hidden losses in their banks had by 2012 been revealed too many times to ignore. With a GDP of €1 trillion and a banking sector balance sheet of €4 trillion, everyone knew that Spain was too big to save, if ‘salvation’ was again going to put taxpayers on the hook for bank losses. An Irish scenario for Spain would risk the wildfire in sovereign bond markets leaping from small countries to big ones; ‘Italy is next in line’ was a common observation. That is why, in the spring of 2012, markets and governments were obsessing as much about Spanish banks as about the electoral shenanigans in Greece.

One bank in particular was in the spotlight. Bankia consisted of the merged loan books of seven regional savings banks. The idea behind the reforms that had produced Bankia was that its scale would bolster the ability to absorb the losses ineluctably inflicted by a collapsing housing market, and that management would be improved by including private shareholders in the governance of institutions previously controlled by local politicians. But true to European form, things were a lot worse under the hood of the flagship new bank than was suggested by its polished surface. Bankia was headed by Rodrigo Rato, a former finance minister and the managing director of the IMF between 2004 and 2007 (when the organisation signally failed to sound the alarm about financial trouble ahead). On Rato’s watch Bankia rushed to list on the stock market with provisional accounts, supposedly put on stable footing by several billion euros of taxpayer money. But in May 2012, less than a year after the shares went on sale, the bank admitted it was bust and applied for and received another €19 billion from Madrid’s bank bail-out fund. The shareholders, many of whom were Bankia retail customers whom the bank had convinced to buy its securities when sophisticated investors stayed away, lost billions. The stock market offering is under criminal investigation for fraud. During all this, Rato and his colleagues were using company credit cards to fund personal expenses to the tune of tens of thousands of euros (he was briefly arrested on suspicion of tax evasion in April 2015).7 One would be hard pressed to invent a more telling illustration of how incestuous the relationship between the political class and the banking sector can become.

The fear was that, as in Ireland, the debacle marked the start of a worsening banking crisis in Spain. While a fully fledged fiscal financing programme for Madrid was difficult to contemplate for all sides, the Spanish government came under growing pressure to sign up for a limited loan confined to recapitalising banks. At the same time, the dread of an Irish outcome writ large – in Spain, but potentially in other countries as well, including Italy or France – nourished the realisation that the lethal embrace between banks and sovereigns had to be prised loose. So long as governments were expected to recapitalise failing banks, while banks disproportionately invested in their own governments’ debt, problems in either would pull down the other. The ‘doom loop’ had to be disabled.

Severing the banks’ umbilical cord to nation states was always a matter of political will, not technical feasibility. A piece of legislation can allow the authorities to split up a bank in a hurry so that they can safeguard its systemic functions. Ireland belatedly proved that such laws could be passed in a single late-night legislative session in an emergency. The obstacle has always been that weak-willed governments fear the humiliation of national champions, the defenestration of politically well-connected bankers, and the wrath of the failed banks’ creditors – and of other governments if those creditors are foreign. Whatever the reason was, bank failures were seen as the worst possible outcome. When the crisis entered a new convulsion in the spring of 2012 it finally became clear beyond doubt that this was not the case.

PRISING LOOSE A DEADLY EMBRACE

Logically, there are two ways to quarantine a nation’s banking system and prevent the debt woes of private banks and those of governments from contaminating one another. One is to let banks’ losses fall where they may, or rather, to allocate them (via special resolution regimes) in such a way that the vital functions of the bankrupt institutions are safeguarded and the most vulnerable creditors, such as ordinary small depositors, are protected. That is to say, when a bank is overwhelmed by losses, its remaining assets should be earmarked to service the most important claims and functions in a carved-out good bank. Other claims should be curtailed according to how the relevant bankruptcy legislation ranks creditors and how much money is left over. Those with secured claims will seize and sell their collateral; unsecured creditors will stand in line for any remaining assets according to the priority specified by contract and law.

The other way is to get another country to bail out one’s banks when they get in trouble.

European states had never had to choose between these options before. Until 2008, it had always been affordable – though neither wise nor fair – for national governments to bail out the banks incorporated in their own territory. It took Ireland’s fall and Spain’s teetering for Europe to understand that this was no longer true. Even then, Europe could not quite bring itself to embrace either alternative wholeheartedly. The countries for whom unaffordable bank losses loomed largest – the credit-addicted peripheral economies as well as Italy and France – were understandably keen to maintain the practice of taxpayer bail-outs but share the costs at the international level, where they would be the likely beneficiaries at the expense of Germany and other surplus countries. Equally understandably, creditor Europe insisted on limiting the exposure of taxpayers – their taxpayers – to reckless banks that had been badly regulated by someone else.

In June 2012 Europe followed its hallowed tradition of can-kicking compromise by setting out on both routes at once.

One route was the European Commission’s Bank Recovery and Resolution Directive (BRRD). This requires member states to restructure failing banks with a compulsory policy of ‘bail-in’: that is, imposing losses on creditors.8 Key to the directive is a prohibition on taxpayer rescues before at least 8 per cent of a bank’s liabilities have been written down.

Then, at a dramatic summit in the last days of June 2012, the monetary union’s governments vowed to break the lethal embrace between banks and sovereigns by creating a ‘banking union’, which would lift supervision and resolution powers from national regulators up to the ECB and a new resolution board. This ‘single supervisory mechanism’ and ‘single resolution mechanism’ would be backed, eventually, by a ‘single resolution fund’ – a mutualised pot of money to finance banks restructured under the new rules, financed by levies on eurozone banks.

With these two moves, Europe’s governing elite for the first time addressed the root of both the eurozone’s financial fragmentation and the credit crunch that was stifling growth. This would soon help turn the tide of economic confidence and be followed by an upswing in economic performance.

But the conjunction of bail-in rules and a common bail-out fund (a ‘fiscal backstop’, as the jargon goes) defied economic logic. If the point of bail-in is to end taxpayer subsidies of mismanaged banks, why reproduce such subsidies at the pan-European level? There is a good argument for supranational supervisory and resolution powers: experience shows that national authorities tend to favour the banks they are supposed to rein in over the citizens they are supposed to protect (just look at Bankia). The supervisory and restructuring aspects of banking union were necessary to make sure that national politics did not spare well-connected banks from being wound down; in other words, to enforce the recovery and resolution directive. But why a common bail-out fund?

The logic behind this combination of policies was political rather than economic. Europe’s politicians were unwilling to let go of their old habit of treating the banking system as a branch of the state, so a provision for state support of banks was retained for cases of urgent importance. Berlin saw the bail-in option and common supervision as useful tools to protect itself against the cost of bank collapses in other countries, rather than in Germany itself. It consequently fought hard to keep smaller German banks outside the new system’s jurisdiction. But Germany needed to grant something in return. That something was the common bail-out fund, which German banks expect to pay more into than they will ever take out. They may well be proved wrong about this. But most other countries shared this expectation and wanted a slice of German money. Partly this was sheer greed, partly a sense of entitlement given the concession of national control over banks, and partly because they were told by most experts that the monetary union could only hold together if money flowed from stronger to weaker states. A mutualised bank bail-out fund was a surreptitious way to establish such transfers. (The ESM rescue fund can in principle inject capital directly into restructured banks, too. But this is conditional on unanimous approval and is therefore subject to veto by any eurozone government. It also has a self-imposed limit of €60 billion for direct bank recapitalisation.)

The result of the compromise was too little of everything. Rather than taking Europe’s banking system completely off taxpayers’ shoulders, the obligation to write down creditors was limited to 8 per cent of liabilities (with gaping loopholes), despite well-known cases of banks having racked up significantly greater losses. Many small banks were kept outside the new rules – even though just a few years earlier a provincial Irish real estate lender had been treated as if it was as important as Lehman. And if one really does want to continue bailing out banks, the single resolution fund is laughably inadequate for a pan-European recapitalisation reserve. It will amount to €55 billion when fully funded, which could not even have covered little Ireland’s bank bail-outs in full. National governments may still end up footing the bill.9

TESTING THE WATERS

Because the June 2012 decisions (the BRRD and the commitment to banking union) preserved the ambivalence over whether banks would be bailed out or in, their ability to free Europe of its bail-out addiction depends on the politics of how they are implemented. So far, European policymakers have not distinguished themselves much from other recovering addicts. Their determination to stay clear of taxpayer bail-outs has swung between spells of fortitude and lapses into old habits.

The most promising early signs of sobriety came from the heaviest addict of them all. As Chapter 4 mentioned, shortly before Dublin was strong-armed into the eurozone ‘rescue’, the Irish authorities began displaying a previously unseen cleverness in making some creditors share in banks’ losses. Next, Ireland’s political confidence vis-à-vis the ECB also began to recover from its bruising. It came into its own when the government – not before time – liquidated the bank that became a byname for excess: Anglo Irish. By 2012 this was a shell containing little more than a single asset: a €30.6 billion promissory note (a non-tradable bond) from the government that the bank pledged as security for a loan from the Irish central bank. The loan had been used to repay Anglo’s bondholders. That money was gone forever, but there was still room for reducing the damage. The promissory note had a steep repayment schedule, matching that of the central bank loan. The government had to pay more than €3 billion out of its budget every year to Anglo, requiring tighter fiscal policy than without the promissory note, all else being equal. But to compound the pain, the payment would mostly serve to redeem portions of the central bank loan, which would be money withdrawn from circulation (a small share would constitute interest, which would revolve to the government as central bank profits). This was perverse: a significant amount of not just fiscal but also monetary contraction in the midst of an economic depression.

After two years of patient planning, Irish persistence paid off. During the night of 6 February 2013, the Irish government hurriedly put the rump Anglo into bankruptcy proceedings and swapped the promissory note for a government bond with a lower interest rate and a longer repayment period. This brought significant relief both for the budget and for monetary conditions. But the political significance was even bigger. Ireland did not secure the permission of the ECB (which oversees loans by national central banks) before going ahead. For the first time, after years of threats to cut off bank lifelines if countries did not behave, a small euro country called the ECB’s bluff – and won. The next morning the ECB simply stated it ‘took note’ of the Irish swap, even though it had the monetary policy effect of slowing a programmed tightening.

PLUNGING IN

The ECB, by now alone in its anti-restructuring fundamentalism, had itself begun to move. The influence of Jörg Asmussen, a former high official at the German finance ministry and now Merkel and Schäuble’s man on the ECB executive board, reflected the shifting priorities of his masters. These included limiting the size of the next eurozone rescue – destined for Cyprus, a country decried in the German press as a haven for Russian money laundering.

Whatever else it was, Cyprus was certainly a mismanaged financial system. Another island-state-turned-hedge fund, its banking system, consisting largely of two big banks, owed seven times the country’s annual GDP. They were in a threadbare state. One had made huge losses in the writedown of Greek sovereign bonds and both were suffering from a recession and housing market slump. As elsewhere, the national leaders showed a touching solicitude for the clients of banks – far greater than for their citizens at large. The state had run out of market credit, and only a bridge loan from Russia tided the government over a nine-month negotiation with the troika.

A large proportion of these clients were indeed Russian individuals and companies. The politically awful prospect of eurozone financial ‘solidarity’ seemingly benefitting tax evaders and oligarchs strengthened those among Cyprus’s putative creditors who were willing to see restructuring happen. With a German election looming, Berlin demanded that private creditors would this time have to share the burden. On Asmussen’s direction, the ECB did the same. This was a stunning trajectory for the eurozone’s central bank. Two years on from the Irish affair, Frankfurt was engaging in the same dark arts as before, though now in the pursuit of the diametrically opposite course. The ECB threatened to cut off liquidity to Cypriot banks if the government did not do what Frankfurt wanted. But whereas the ECB had threatened Dublin in order to stop it from restructuring its banks, it was now forcing Nicosia to do precisely that.

Who were the creditors lined up to take losses? Since Cypriot banks had issued very few bonds, the bulk of their funding came from depositors. During the winter of 2012–13, this was the nub of the negotiations between the eurozone paymasters, unwilling to bankroll a rescue of unsavoury bank clients, and the Cypriot government, running out of cash but desperately protective of its offshore banking industry. Nicosia wanted a loan of €17 billion: €10 billion to keep the government going and the rest to bail out the banks. Germany drew the line at the €10 billion: the banks would have to come up with the needed capital themselves.

Things came to a head late into the night of Friday 15 March, when Asmussen gave the Cypriot negotiators an ultimatum: if they did not conclude a deal, the ECB would veto the continuing liquidity provision to the two big Cypriot banks. As with the ‘rescues’ of Ireland and Portugal, it was a choice between obedience and possible expulsion from the euro. The Cypriot government finally buckled, but it gained one concession that betrayed how closely it aligned itself with the interests of its banks. Rather than a resolution of the two banks in which the few unsecured bonds they had issued and deposits over €100,000 would be written down (smaller deposits are insured by the government under EU rules), the same money would be raised by a special tax on all depositors (but not on bondholders). The idea was to keep the losses incurred by big depositors – the mainstay of the island’s offshore banking business – in single percentage figures, at 9.9 per cent in fact. But the consequence would have been to leave the banks themselves unreformed and to charge a 6.75 per cent one-off levy on the supposedly insured deposits of small savers and businesses.

That all the other eurozone countries, the ECB, the Commission and the IMF agreed to this is as puzzling as it is shameful. Perhaps it was the all-night meeting that blunted everyone’s common sense. Perhaps it was deference to a member country’s head of state: president Nicos Anastasiades was personally present at the finance minister’s meeting where the decision had to be made. Whatever the reason, all other parties seemed happy to let Cyprus decide how to raise the money.10

The decision they tolerated, however, undermined the credibility of deposit insurance across the eurozone. A government guarantee that you can safely put up to €100,000 in a bank without a risk of loss must be just that; it means little if the government sees fit to raid the same deposits through a back door, even if the guarantee is not technically violated. The deal unforgivably betrayed those with the most to lose and the least to answer for in the crisis.

Of equal significance was the fact that, while the eurozone’s leading decision makers had finally come around to the need to save taxpayers from the losses of banks, they were content to leave the loss-making banks otherwise untouched. They had got half the need for bank resolution right – protecting public finances from those of banks – but remained oblivious to the other half: ending impunity for poor and politicised bank governance, which state support without restructuring only serves to perpetuate.

This scandal was greeted with the outrage it deserved. Cypriot depositors were furious, financial professionals globally were shocked, and Cypriot parliamentarians rejected the plan. All bank branches in the country were closed on government orders and ATMs limited withdrawals. Within ten days a new plan had been drafted, and this time the eurozone got it right. Insured depositors would remain insured; uninsured deposits would take a bigger loss to make up the difference. And crucially, this would be done not through a levy but through a restructuring of the two banks’ balance sheets. To prevent a bank run, capital controls were imposed in the eurozone for the first time. Even insured deposits, which in the end did remain insured, could only be withdrawn in drips.

Much nonsense was spouted at the time that this meant Cyprus had effectively left the euro, since a euro in Cyprus was no longer equivalent to a euro in other countries. This claim conflates a country with its banks. It is the case everywhere that depositors in a failed bank may see their accounts frozen until deposit guarantees kick in. It so happened that in Cyprus, the country’s banking system was virtually coextensive with just two banks, both of which were in massive failure. It was not so much that a euro in Cyprus was ‘worth less’ than in other countries (strictly speaking it was less liquid), but a euro held in those particular banks was worth less than a euro in other banks. After all, customers of the Cypriot branches of foreign banks retained unfettered access to their euros. That being said, the controls were stricter and lasted longer than necessary (they were gradually relaxed and were finally terminated in the spring of 2015). They should not have been applied to banks other than the main two. Once the latter had been put through resolution, the ECB should again freely have issued liquidity to the whole banking system, and enough to replace any quantity of deposit outflows. The best way to stop fleeing depositors in their tracks is to give them all the cash they want without delay.

Be that as it may. The most significant reactions to the Cyprus solution were those that did not materialise. For three years eurozone leaders had wrung their hands worrying about contagion. But when they finally adopted the policies they had until so recently abjured – senior creditor and depositor writedowns, even capital controls – there was no contagion in sight. Deposits in Spanish and Italian banks, whose flight it was thought would signal the endgame for monetary union, stayed resolutely put. The unruffled market reaction to the Cyprus restructuring (the political uproar notwithstanding) proved just how unfounded Europe’s Lehman Syndrome had been. The eurozone had finally got it.

Or had it? After the revised Cyprus agreement, the head of the eurogroup of eurozone finance ministers, Jeroen Dijsselbloem, suggested resolution and writedowns would be the norm for future problem cases.11 It was always a bit rich coming from him: as the Dutch finance minister he had protected the senior creditors to the failed SNS Reaal with taxpayer money just a month before the Cyprus catharsis. But to the extent he meant it, he deserved to be liberally praised. Instead he was rapped over the knuckles by eurozone colleagues, who demanded, and got, a ‘clarification’ that Cyprus was a special case.

The ambivalence with which European leaders have continued to view bank resolution and restructuring is clear in other bank failures since 2012. Spain’s agreement on a credit line with the ESM for bank bail-outs explicitly required creditor writedowns – but only for subordinated and hybrid debt.12 When Franco-Belgian Dexia was bailed out for the third time in December 2012, senior bondholders were protected in full, as they were when Dijsselbloem nationalised SNS Reaal two months later. In the summer of 2014, Portugal split up the loss-ridden carcass of Banco Espírito Santo in such a way that subordinated debt holders would carry much of the cost, but senior bondholders were again protected. In Greece, there has been no pressure to save public money by imposing losses on creditors of Greek banks, which in 2012 were all bailed out in full by the government with funds borrowed from the eurozone. Even in 2015, when the threadbare state of Greek bank assets was used to justify limits on liquidity in the middle of a bank run, Greek authorities resisted a restructuring, and the ECB in its capacity as regulator did not force their hands by revoking the banks’ operating licences.13

In short, European leaders have equipped themselves with powerful tools for swift and safe bank resolution, but not yet with the courage to use them consistently.

FISCAL AND MONETARY LET-UP

Europe had embraced fiscal austerity with unseemly enthusiasm in the crisis. The motivation had been the fear of public debt stocks rising from already high levels. The turn to austerity was the logical twin of the taboo on default: an obsession with squeezing the flow of new debt rather than cutting the stock of outstanding debt. The result was, as we have seen, to kill off the recovery, worsening debt burdens further and straining the financial integrity of the eurozone as a result.

The more enlightened view of debt restructuring that came to the fore in 2012 was matched by a realisation that consolidation was not working. The eurozone’s second recession undid much of what the fiscal consolidations underway had been expected to achieve, and emboldened calls to relax the belt tightening.

Thus in the course of the same few months that the eurozone made a decisive turn from bail-out to bail-in, Europe’s leadership also eased up on austerity. Most governments looked sure to miss the deadlines set in 2009–10 for bringing their deficits under the 3 per cent of GDP limit. After first doubling down on its mistaken policies, Europe had mellowed, and the deadlines were extended and extended again.

The biggest eurozone economies – Germany, France, Italy, Spain and the Netherlands – had all originally been told to get to 3 per cent by 2013 (2012 for Italy, whose deficit was not enormous but whose debt stock was the biggest by far). In the summer of 2012, Spain and France’s target dates were pushed back two years. In June 2013, Spain’s was extended further to 2016; the Netherlands, too, was given an extra year; France’s deadline would be shifted back several more times. Only Germany achieved its goal ahead of time, largely on the back of better-than-expected growth. With capital gushing in, looking for a safe haven, the German economy had thrived on the credit crunch elsewhere. This is one benefit that Germany has reaped from the crisis of others without fully appreciating it. Record-cheap credit was no doubt an important, and entirely undeserved, contributor to its decent growth performance from 2010 on.

Italy met its target on time – but at the cost of stagnating, whereas the target had been based on solid growth from 2011 on. The Netherlands did in the end get under 3 per cent during 2013, but its drive for premature consolidation pushed it into recession.

Monetary policy, too, was revised in the face of the economic deterioration it had helped cause. Mario Draghi wasted no time on becoming ECB president in November 2011: his first two Governing Council meetings reversed Trichet’s interest rate rises earlier in the year. A further cut came seven months later, hot on the heels of the momentous about-turns on banks and austerity in June. Within months of his arrival at the helm, moreover, Draghi’s ECB for the first time offered three-year loans to banks, injecting more than half a trillion euros of fresh liquidity into the financial system. It also allowed banks to pledge a broader set of assets as security for central bank loans and halved the amount of cash reserves banks must hold against their deposits. In just the first six months of Draghi’s tenure, the euro monetary base grew by almost 50 per cent. (Figure 5.1 on page 111 and Figure 5.3 on page 114 show how austerity eased and monetary growth resumed around 2012.)

The fiscal and monetary let-up came not a moment too soon. For the worst-hit countries, Europe-wide austerity had compounded the damage to demand caused by their own rushed budget cuts. It had failed on its own terms to rein in debt, let alone on the criterion of political harmony and popular support for reforms. Monetary tightening, meanwhile, had sent recovering economic confidence indicators sliding back down in spring 2011. They only began to improve again in the second half of 2012, once fiscal and monetary policymakers had stopped tightening the vice. (See Figure 6.1.)

WHATEVER IT TAKES

But Draghi was not yet done.

A central bank’s power lies not just in what it can do with its money-printing press but in what it can make markets believe it will do. Mervyn King, who led the Bank of England for a decade until 2013, once explained this by pointing to Diego Maradona’s goal against England in the 1986 World Cup:

The truly remarkable thing is that Maradona ran virtually in a straight line … the English defenders reacted to what they expected Maradona to do. Because they expected Maradona to move either left or right, he was able to go straight on.14

Similarly, by managing markets’ expectations of what the central bank will do, it can make them do its work for it.

Draghi has an acute understanding of the power of expectations. Shortly after the European Council and the Commission’s breakthrough on banking policy, he deployed it to great effect. Addressing investors in the City of London in July 2012, the former Goldman Sachs banker had pencilled in a few extra words in the margin of his speech at the last minute: ‘Within our mandate, the ECB is ready to do whatever it takes to preserve the euro.’ After pausing for effect, he looked up – staring the financial market in the eye – and added: ‘And believe me, it will be enough.’15 A few months later, the ECB followed up with the details of a new policy – Outright Monetary Transactions (OMT) – by which it would, under specific conditions, be ready to buy unlimited amounts of sovereign bonds of countries that had been granted rescue loans from the ESM.

This was widely welcomed by economists, who had long complained that the ECB was refusing to play a role as lender of last resort to governments. This failure was first diagnosed by Paul De Grauwe, who in 2011 quite rightly pointed out that a central bank responsibility to prevent self-fulfilling runs on the debt of a solvent government is as imperative as the long-recognised responsibility to prevent self-fulfilling bank runs.16 The lender of last resort analogy, if rhetorically justified, is somewhat misleading. De Grauwe did not say that the ECB should lend money to governments, but that it should intervene in publicly traded sovereign bond markets (what are called open-market operations, which central banks everywhere undertake all the time for other securities). A technically correct term would be a bond buyer of last resort. By buying the bonds of governments who are solvent, but which investors worry will run out of cash because of the bond market panic itself, the central bank can end the run. The difference is important, for De Grauwe’s argument is sometimes taken to prove a design flaw in the euro, as discussed in Chapter 2. The ECB is legally prohibited from lending to governments; but its authority to buy and sell securities in any publicly traded market it sees fit is explicitly stated in the EU treaties. The sovereign debt crisis was not caused by the eurozone’s lack of a bond buyer of last resort but by the central bank’s long fumbling of the powers at its disposal.

Understanding that fumbling is crucial for understanding the following events. There is no doubt that Draghi changed the psychology of the markets, and thereby played an important role in turning the fortunes of the euro. But the importance of his ‘whatever it takes’ speech has been misinterpreted. It should not be given sole credit for ending the sovereign debt crisis, as is often done. Draghi’s speech was not the only big turning point in eurozone policy in the summer of 2012. And it was less the policy content of the OMT programme than the changes it reflected in eurozone high politics that helped the sovereign debt panic to finally abate.

The lionisation of Draghi is typically based on how the borrowing costs of the euro’s crisis-hit states fell after his speech – not just a drop in the days immediately afterwards but a steady decline in the months and years that followed. But there is a problem with this narrative: in almost every country, borrowing costs had already been falling for some time. Dublin’s borrowing costs had peaked a year earlier; by the time Draghi dared the markets, its risk premium was half what it had been in July 2011. Greece’s spread had peaked in February 2012, just before the restructuring, and although it rose again between the two elections in May and June, it was already coming down once Samaras had won. Italy’s spread had been at its highest around Berlusconi’s ousting in November 2011; Portugal’s had been falling since January. It was only for Spain that the risk spread’s highest point coincided with Draghi’s speech. Besides, the fragmentation of credit conditions, while it did not intensify further, remained high for the following years (see Figure 5.8).

True, the fall in sovereign yields in the months after the ‘whatever it takes’ speech was rapid and proved to be sustained, with measurable drops on days when details of the new policy were published. But to give Draghi all the credit is to forget about the other momentous events that took place in June and July. These included a new Greek government bowing to troika demands; a clear political commitment to limit governments’ liability for loss-making banks through both bail-ins and common funds; a moderation of universal austerity; and the end of the recession. As for Spain, Draghi’s speech came within days of the stand-off over Spanish banks ending with an agreement on a limited rescue loan, devoted solely to financing Madrid’s expenses on bank recapitalisation – which, for the first time, included a minimum requirement that at least some creditors would bear a share of losses.

As for the OMT programme, it is problematic to credit it directly for the change in market sentiment. Not only has the ECB always had the power to buy government bonds, it had already used that power on two occasions: in May 2010 (for Greece, Ireland and Portugal) and August 2011 (for Spain and Italy). These interventions, however, had little effect except on the particular bond issues that were bought.17 Announcements about OMT did, however, have a discernable impact on Italian and Spanish bond prices, which fell sharply relative to French and German ones.18

Yet what Draghi proposed was a remarkably circumscribed programme. OMT would see the ECB buy short-dated government bonds of a crisis country – but only if the government still enjoyed or had regained access to private markets, and only if it had entered a rescue programme with the ESM and subjected itself to the attached conditions. An ESM programme would have to be agreed unanimously among euro members; in other words, Berlin had an effective veto on OMT. This is quite a limitation, especially as De Grauwe himself cited the German veto right as a reason why the EFSF/ESM fiscal rescue funds could not substitute for the ECB as lender of last resort.19 Even with this constraint, a group of professors asked the German constitutional court in Karlsruhe to rule the policy illegal. The testimony of Bundesbank president Jens Weidmann to the court displayed such an antipathy to the policy – and indeed to the ECB’s responsibility for keeping the euro together – that it caused bad blood in Frankfurt and raised eyebrows across Europe. To all this, markets merely shrugged. They shrugged again when Karlsruhe issued an unexpectedly tough ruling, asking the ECJ to deem the policy illegal unless it was delimited in ways that would defeat its purpose. In 2015 the ECJ put doubts about OMT’s legality to rest, though it reiterated that there were limits on how far the ECB could go.

The fact that market confidence turned before the ECB had actually presented its policy, and was unruffled by the prospective setbacks to its ability to actually buy government bonds, means that the real importance of Draghi’s speech did not lie in the prospective bond purchases themselves. What mattered most was the politics behind his vow to do ‘whatever it takes’. The fact that he could make such a sweeping statement suggested that, of the two central bankers in Frankfurt, Merkel was now putting her support behind Draghi and not the Bundesbank’s Weidmann. This was reinforced by how closely the other German Governing Council member, Jörg Asmussen (Schäuble’s former advisor), worked with Draghi on developing the policy. It all signalled that Merkel had made up her mind no longer to entertain the expulsion from the euro of countries the German public might see as financial miscreants.

The greatest threat to the single currency had been not its design, but the willingness of (especially) German and ECB leaders, as well as leading opinion makers, to countenance its break-up. They demonstrated that willingness by throwing doubt on the political legitimacy of how the design did its job (e.g. emergency liquidity assistance and Target2 transfers), questioning Greece’s suitability for the currency union, and treating a specific direction of economic policy as a de facto requirement of euro membership. The crisis abated when leaders backed away from their flirtation with break-up. Draghi’s speech was above all a signal that they had.

LASTING INJURY

The partial ability of the eurozone’s governing elite to revisit its wrong-headed principles – manifest above all in the shift from bail-out to bail-in, incomplete as it is – reversed the course of the crisis and belatedly allowed better policies to take the place of counterproductive ones. That still leaves a lot to be desired, and the bad instincts remain strong. In addition, some of the steps the eurozone has taken in the belief that they are needed to make monetary union work are actually putting the best policies out of reach. In its attempt to ‘fix’ illusory structural flaws in the single currency, the eurozone has introduced real ones.

One of these flaws that we have already discussed is the tightened stability and growth pact. By requiring surpluses over time, it complicates fiscal demand management and blocks debt-financed investment programmes of a certain scale. (Had Norway been a member of the EU and found oil today instead of forty-five years ago, it would have struggled under current EU rules to make the investments necessary to build up its oil industry – investments that in the 1970s made for double-digit current account deficits.) This reduces a fiscal flexibility that a single currency makes more necessary, not less.

The eurozone has also undermined national governments’ ability to manage the domestic credit cycle through bank regulation. True, the long-overdue tightening of bank capital requirements (in the form of the directive known as CRD IV) will make banking much safer, by limiting banks’ ability to gamble with borrowed funds. Regulatory competence has improved, as has the understanding of ‘macro-prudential’ rules (which guard against threats to the financial system as a whole and not just failures in individual financial entities). And Europe-wide regulation is being vastly improved by the banking union. But the EU has not contented itself with setting minimum standards that member states must impose on banks to stop regulation from being too lax. It has also legislated for ‘maximum harmonisation’, which is to say that it prohibits national governments from regulating banks more strictly than the rest of the union – except in special cases with the permission of Brussels. This means a country wanting to rein in a domestic credit bubble – as Ireland could have done had it wanted to – depends on the Commission not being swayed by other countries whose banks may be profiting handsomely from such a bubble.

Nor has the ECB shed all its old habits. At the time of writing, it is keeping a very tight rein on liquidity to Greek banks even as depositors are withdrawing their money at a fast pace. Again, it is using the liquidity lifeline as a tool to make policy demands from a national government, in this case to push Athens towards renewing its rescue programme with the eurozone. This is no more legitimate than in past instances. The ECB itself deems Greek banks solvent in its new capacity as the banking union’s bank supervisor. As long as it stands by that recent conclusion, it cannot refuse to facilitate deposit transfers out of Greece if that is what depositors want. The drip feed of liquidity administered by the ECB in the months after Syriza’s election victory softly but undeniably pushed Greece further apart from the rest of the eurozone. If, on the contrary, the ECB harbours doubts about the banks’ solvency, it should demand their immediate restructuring to carve out new banks with access to as much liquidity as they may need. This neither–nor attitude is what necessitated the imposition of capital controls on Greek banks in June 2015, with the economic havoc these will have caused.

These relapses are problems for economic policy: they curtail the ability that countries previously possessed (but failed to use) to help their economies weather volatile capital flows within the currency union. But they are also problems for democracy. This is because they shrink the space within which the citizenries of Europe’s nations may choose what policy course to take.

The trend in European politics is towards shrinking the ‘policy free space’ further. The eurozone’s tendency to arrogate democratic power in favour of technocratic rule – manifest in the troika system and the unseating of Papandreou and Berlusconi – was unchained again in its dealings with the left-wing radicals in power in Greece from January 2015. Eurozone leaders did not even bother to hide their ‘advice’ that they would like to see a different government in Athens. When Alexis Tsipras called for a referendum on the proposed terms of a third loan programme, his counterparts attempted a replay of November 2011, denouncing the plebiscite and impressing on Greek voters the claim that they were voting on Greece’s euro membership rather than the actual question asked. These efforts to enforce the cash-for-control paradigm were backed by the ECB’s reckless limiting of liquidity to Greek banks just as a bank run was underway. If Athens didn’t behave, the ECB looked ready to act as the other euro members’ bouncer and throw Greece out of the club.

The stand-off with Athens is still playing out. Beyond Greece, the most egregious example of technocratic imperialism is the proposal of legally binding bilateral contracts between national governments and the Commission (tellingly, this was first promoted by Mario Monti, whose premiership was no paragon of democratic propriety, together with Merkel). These would bind a country to pursuing specific structural reforms in return for greater funding from some mutual source. It is hard to see this as anything other than an attempt to prevent governments from having second thoughts (perhaps in response to popular protest) over policies they accepted under economic duress. This attitude has been clear since the winter of 2014–15, when European leaders first interfered in the Greek election campaign, heavily hinting that Greeks should not elect Syriza, then let it be known that prime minister Tsipras ought to reshuffle his cabinet to make it less radical and finally reacted aggressively to Tsipras’s call for a referendum, in a repeat of November 2011 (see Chapter 3).

Other initiatives echo the push for greater centralisation. They have included Schäuble’s proposal for an EU budget commissioner with the authority to overrule national budgets and Draghi’s call for the Commission to be given similar monitoring and sanctioning power over structural economic policies as it has over fiscal policy.

All these decisions have a common origin and a common consequence. The origin is the intellectual premise that a well-functioning monetary union requires transfers from the stronger economies – for which read Germany – to the weaker ones. This forces political questions into the one-dimensional track of bargaining over how much policy autonomy to give up for what amount of German subsidy. The peripheral countries, including Greece’s ostensibly radical Syriza government, are as guilty of indulging this premise as the core – they just disagree how much subsidy can realistically be extracted. The consequence is to narrow the scope for governments to reflect their electorates’ views of how they want to live their economic lives. Those views may differ between countries and over time – and indeed within countries, which is why the national political process must be able to offer genuine alternatives to voters.

The elite is alert to this democratic problem. The European Parliament has criticised the intrusive nature of the troika surveillance of the crisis countries. The ECJ has objected to the ECB’s role in the troika. And before Syriza’s election, Brussels was reported to be considering handing control of Greece’s adjustment programme back to Athens. Doing so would have recognised what should have been clear from the start: that policies chosen and motivated by those they affect are more likely to succeed – and are more palatable – than externally imposed ones.

Similarly, there is a push – from Germany and Schäuble in particular – to strengthen the democratic legitimacy of eurozone policies by more voter engagement at the European level, e.g. through a eurozone parliament or a directly elected president of the European Commission. The same thinking lay behind picking European Parliament party group candidates for Commission president in 2014, in the hope that a more personalised campaign would engage voters and strengthen the parliament’s democratic heft.

We should be suspicious about these efforts. Not just because citizens are unexcited by them. Nor because some of them come so late as to seem an afterthought. It would be a good thing if voters felt better represented and saw their preferences more strongly reflected at the European level (and indeed at national level). But there is no guarantee that if this were the case, they would support the policies the technocrats deem necessary – such as the allegedly incontrovertible centralisation of both resources and policymaking power. If voters make the ‘wrong’ choices, recent experience gives every reason to fear that even if their voices were better heard, they would not be more heeded.


SEVEN

If Europe Dared to Write Down Debt

RENOUNCING ‘THERE IS NO ALTERNATIVE’

THIS BOOK STARTED WITH SPINELLI’S call for the abolition of the nation state and observed that the euro constituted the ultimate test of his belief that only a federal Europe could secure progress, peace and prosperity throughout the continent. Confusingly, two conflicting lessons have been drawn from the sovereign debt crisis that nearly tore apart Europe’s economic and political fabric. One is that the euro has proved Spinelli fatally wrong: abolishing national sovereignty in monetary affairs has caused political disintegration instead of unity. The other is that it has proved him ineluctably right: monetary integration makes full national sovereignty untenable in other domains of policy. The common premise is that the euro as designed was deeply flawed and a prime cause of its economic troubles and, therefore, its political ones.

According to the revisionist history I have told in the previous chapters, both sides are wrong, and the premise they share is a mistake. Monetary integration is not the source of the crisis. The blame for the economic stagnation and political morass which submerged Europe after 2009 should be pinned largely on eurozone policymakers’ unforced policy errors – their free choice to pursue some actions rather than others, such as bail-out instead of bail-in; delay instead of resolution. The euro’s design is erroneously blamed for ruling out any alternatives to the toxic bargain of financial transfers traded for contractionary policies. What really constrained policymakers’ freedom of manoeuvre was not the euro but their reluctance to be honest with electorates about the inevitability of losses once the credit bubble burst, and to settle politically where those losses were going to fall. Because of this neglect, serious losses grew into devastating ones. Because the euro was scapegoated for it, the single currency is at risk of unravelling, which would make things worse still.

To say that not the euro but bad policy choices were responsible for Europe’s predicament is to assert that other choices would have led to better outcomes. This chapter aims to justify that assertion with an argument about what those outcomes could have been.

A STROLL THROUGH COUNTERFACTUAL HISTORY

Suppose that, when the crisis washed over them in early 2010, Europe’s governing elites had navigated by a different principle than the abhorrence of debt writedowns. In this counterfactual history, they would have applied capitalism to capital. That would have meant making private investors bear the burden of their bad loans. It would have meant facilitating a Greek sovereign debt restructuring and an Irish bank resolution without delay. It would, too, have meant honouring the principle behind these choices when making policy for the monetary union as a whole.

Uncowed by a taboo on restructuring, the eurozone’s leaders would have seen that the potential fallout from a Greek default was outweighed by the advantages. These were numerous: they included respecting the promise not to bail out governments; putting the interests of citizens and taxpayers over those of private investors; and averting the politically noxious state of reciprocal blackmail in which successive bail-outs ensnared both Athens and its rescuers. Europe’s leaders would have addressed any reasonable worry about contagion with measures to make a default as orderly as possible, like they eventually did when writing down Greece’s debt in March 2012. As for hurt pride over a eurozone government being toppled by markets, they would just get over it.

Greek authorities, while perhaps redoubling their early reform efforts in a last-ditch attempt to regain the confidence of bond markets, would also have been preparing the ground for a debt restructuring, seeking a voluntary debt exchange if possible, and a forcible writedown if necessary. The substance of the restructuring could have looked something like what was achieved two years later – a 53 per cent nominal haircut, more than 70 per cent when accounting for the stretched-out repayment schedule – but it could usefully have been tougher still.20

In Ireland, the eurozone would have shown greater solicitude for Dublin’s creditworthiness than the government itself did in the early crisis. Ireland’s counterparts would at a minimum have encouraged and supported the Irish government’s attempt to make up for its earlier mistakes and put banks through special resolution procedures. These would have moved insured deposits and secured debts to new, good banks, whose funding by the ECB for as long as necessary would be put beyond doubt. Non-guaranteed creditors would be left to hold the pieces of the old assets.

Stretching our imagination to breaking point, Europe could even have leaned on Ireland to stop treating the blanket bank guarantees from 2008 as if they were the same as ordinary sovereign debt, with the goal of unwinding them or at least mitigating their cost. After all, the guarantees required, and obtained, repeated approval from the European Commission. Withdrawing that approval would have given Dublin an excuse to go back on the guarantees while honouring actual sovereign borrowing in full.

Finally, in our parallel universe, the restructuring paths taken in Greece and Ireland would inform a generalised policy for the eurozone. Any aid to sovereigns would only be considered after halting all outstanding debt service (if not writing the sovereign debt down outright, then postponing payment and formally subordinating it to any rescue loans). Any taxpayer aid to banks, beyond the standard guarantee of deposits up to €100,000, would be ruled out, and harmonised special resolution regimes for undercapitalised banks would be swiftly introduced in every EU country. We can think of this as having passed a stricter version of the Bank Recovery and Resolution Directive as soon as 2009 (the United Kingdom passed its special resolution regime for banks in February of that year), and as having adopted the supervision and resolution elements of banking union (but not the common bail-out element: the ‘fiscal backstop’) as early as possible.

There would, moreover, have been the political will to actually use restructuring vigorously as a way to revive undercapitalised banks. This presupposes a willingness, an eagerness even, on the part of eurozone authorities to shine a light into the deepest recesses of banks’ balance sheets – probing their vulnerability to sovereign debt writedowns in particular – and to require losses to be fully realised and equity to be amply replenished. It was not until the ECB’s ‘comprehensive assessment’ of banks newly under its supervision in October 2014 that Europe began to evince such a willingness, and even that exercise was far from perfect.21

All these would-haves carry a tinge of the absurd, of course. But counterfactual history is perforce an exercise in imagination. Given that in two years the eurozone elite came round (albeit partially and grudgingly) to the need to write down the debts of at least one sovereign, and of banks, and given that the head of the eurogroup, Jeroen Dijsselbloem, once vowed to make Cyprus a model for future eurozone rescues,22 it is not so far-fetched to consider a world in which leaders had made those better choices to begin with. Moreover, many of these policy options were well understood by the international economic policy community because they had been actively considered or even implemented in other cases.23

We have to imagine, too, what the results of such a different approach would have been. The only thing we can be confident of is how the financial industry would have responded to a policy of broad restructuring: with howls of protest. All else is speculation. But not all speculation is equal, and we can make ours as informed as possible by taking into consideration how markets and politics work.

FAIL EARLY, FAIL OFTEN

How would the eurozone economy have fared if these policy principles had guided the policy response to the crisis from the outset?

Start with applying market forces to banks. Financial supervisors unafraid of bank resolution would not tolerate the embellishment of ugly balance sheets. They would instead force banks to value their assets conservatively and require them to replenish their capital accordingly. In the absence of private investors willing to pick up the bill, this would be done through resolution and forced debt-for-equity swaps. With this prospect in place, any regulatory agency slow to put banks’ feet to the fire would quickly find that investors would do its job for it. For with a credible resolution regime in place, bondholders would cut their exposure to any bank they perceived to be on the course to eventual restructuring. Secured loans from the central bank might replace some of this fleeing capital, but since insolvent banks by definition lack enough assets to put up as security for all their funding needs, a sustained creditor flight would force them into resolution. The result would be that as soon as a bank lost the confidence of either regulators or markets, its investors would go to bed as bondholders and wake up as shareholders in a newly restructured bank.

This is not an outlandish proposal – with the Bank Recovery and Resolution Directive, it is now official policy – and it should not have seemed outlandish in 2009–10. A precedent existed in the United States, where the Federal Deposit Insurance Corporation has regularly resolved failing banks for decades (at a rate of 150 a year in 2009–10, and about two a month as the crisis has abated).24 Its rule has been to compensate insured depositors in full and let other creditors take a share of the failed bank’s losses according to their rank. Only a few weeks after Lehman’s bankruptcy, the Federal Deposit Insurance Corporation unceremoniously seized Washington Mutual from its parent company to arrest a run on the bank. The process, which saw the restructuring of some $300 billion in assets and liabilities, did not bail out unsecured senior creditors. There was no practical obstacle to adopting similar procedures in Europe, as Denmark demonstrated in 2011. The failure to do so flowed from a mix of a cultural aversion to debt writedowns and a misguided fear of the consequences.

What would these consequences have been if, from the start of the crisis, the eurozone had ushered its failing banks into resolution? There is little reason to think they would have been any less manageable than in the United States and in Denmark. There would of course be big practical challenges to address. Many institutional investors such as pension funds, for example, may have investment mandates that require them to invest only in certain bonds, and might not be allowed to hold newly converted shares in a resolved bank. But this just means they would have to sell to investors who could. Given that the new banks would be thoroughly cleansed of risk, it should be possible to eventually find willing owners. The original investors in the resolved banks (again, often pension funds or insurance companies) would of course endure losses, and more importantly a transformation of their fixed income claims (bonds with a promised regular coupon and repayment schedule) for equity claims (a right to the uncertain residual profits of the business). But that is no objection: it would be the point of the exercise (recall Figure 5.8).

In April 2009, the IMF estimated that European banks needed some €550 billion in fresh equity just to get back to the capital cushions that had prevailed before the 2000s boom.25 We can consider this a conservative estimate of the scale of the losses faced by eurozone bank bondholders if restructuring had been the norm (new equity would have been hard to raise in such a policy regime until the expected bail-ins had actually been carried out).

Would the economy have suffered under this practice – worse than under the actually prevailing one of resisting debt writedowns? The figure of €550 billion should be seen in proportion: it amounted to about one-tenth of total eurozone bank bonds outstanding at the time26 and therefore a much smaller part of total bank liabilities. While the impact would vary across banks, the overall impact would not have been devastating. The loss in paper wealth might have caused a drop in consumption demand from the losers, but it would also have mitigated a larger drop in spending by cash-strapped governments landed with the bill.27

The macroeconomic effect would also depend on what happened to bank lending as a result of widespread bond restructuring. The long failure to resolve zombie banks in the eurozone contributed to a credit crunch that made the recession worse. Conversely, recapitalising the banking system through speedy resolution would have much more quickly led banks to a position of wanting to lend rather than shrink their loan books (as it was, eurozone banks did not stop tightening their lending standards until 2014, as Figure 5.2 showed). This in turn would have better allowed them to feed low ECB rates through to businesses in crisis-hit countries. Moreover, the proper scrutiny of banks’ balance sheets, with weak ones put into resolution, would lift the fog of uncertainty from banks that were in fact in good shape. Rather than being tarred with the same brush as the zombies, solid banks would find it easier to fund themselves cheaply, and thus to expand their business. What is more, the good banks emerging from the resolution regimes would by design be strongly capitalised and rid of problem assets. They, too, ought to have no difficulty attracting funding in private markets. Neither group would need to deleverage (that is, shrink their lending) since their assets would already have been robustly written down by the regulators. All these factors would have contributed to more and cheaper credit.

Some may question the merit of returning to fast credit growth. If this was a crisis of overindebtedness, did not banks and their debtors need to pay down their debts before one could safely expect credit, borrowing and spending to drive growth again? This aversion to having more of what brought us into the crisis in the first place is understandable. But it is also harmful. It has served as an excuse for neglecting the eurozone’s supply of money and credit, which the ECB allowed to remain stagnant and even shrink in inflation-adjusted terms until 2014. Moreover, in a eurozone liberated from the taboo on debt restructuring, leverage would automatically and immediately have been cut when the debts of sovereigns and banks were written down. Having their liabilities written down would, in turn, make banks more willing to restructure their own unrecoverable claims on borrowers, rather than ‘pretend and extend’ lending to overindebted businesses and households.

So a renewed expansion of credit would not come on top of already unsustainable debt mountains, but start from a freshly levelled base. Real productive resources, and the credit to invest in them, could be allocated to new or growing companies rather than hoarded to keep the boom year’s failures on life support. The US experience, where indebtedness fell faster than in Europe through bankruptcies and restructuring, suggests this is much less damaging to economic activity than the slow grind of deleveraging through reduced spending and debt repayments.28 Policies that restructure debt improve not just the degree of credit growth, but the quality of its composition.

What about the greatest fear voiced by eurozone policymakers: that letting a weak bank fail would threaten other, fundamentally healthy banks; that any Anglo Irish could prove as dangerous as a Lehman Brothers? It is true that once investors come to fear widespread resolution operations, they may withdraw even from strong banks to avoid any risk of being written down. But there are two reasons why this need not be something to fear in a world where orderly resolution is the norm for insolvent banks.

The first admittedly requires optimism. One may hope that if resolution-minded regulators enforced greater transparency of bank balance sheets, this would help good banks flaunt their strengths. The light that exposes weak banks, hastening their passage into resolution, also helps to show investors in strong banks that they have no reason to flee. This should make self-fulfilling panics in bank funding markets less, not more, likely for genuinely solvent banks. The US experience with Washington Mutual shows that the optimism is warranted.

The possibility of panic cannot, however, be ruled out. If investors in our imagined resolution-friendly world worry that a bank may be forced into resolution because of a run – even if there were no objective reasons for one – this might discourage them from lending to it. But even in the worst-case scenario, indisputably solvent banks should always be able to rely on the ECB for sufficient emergency liquidity. This is the second reason not to fear our hypothetical world: a more enlightened ECB would have been proud rather than embarrassed about lending in the last resort to banks and letting Target2 accommodate capital movements across borders. By putting strong banks’ access to liquidity beyond any doubt, the ECB would minimise the likelihood of runs and eliminate the dangers of those that happened anyway. As for banks on the vague borderline between solvency and insolvency, resolution (if investors panicked and fled) would come as a relief rather than as further agony. It would draw a line under the run and see to it that the bank re-emerged cleansed of all doubts about its solvency. Creditors would at worst suffer very small losses, which they would in any case stand a good chance of recovering through future profits if the bank really was just a borderline case all along.

In short, with resolution being an orderly, well-understood process leading to better banks and more efficient credit flows, periodic waves of contagion should not keep anyone up at night. Even if one bank’s resolution did trigger others, this would at most amount to a spring cleaning of the banking system, with some changes to management and an overnight uplift to the banks’ capital cushions. If experience shows anything, it is that we should count ourselves lucky to have such renewals occur frequently.

ENDING THE CULT OF THE SOVEREIGN SIGNATURE

Let us now turn to how the sovereign debt crisis itself would have unfolded in our hypothetical eurozone unafraid of debt restructuring.

If ‘solidarity’ in the form of rescue loans had only been forthcoming on the condition of halting payments to private investors, Greece would have been forced to restructure in May 2010. Other sovereigns could have tried to ride out the market storm for longer than they did – the popular notion that rescue loans were inescapable as soon as interest rates hit 7 per cent was just a piece of magical thinking. But of course, a liquidity squeeze that lasts long enough can deliver even the most solvent borrower into bankruptcy.

Chapter 3 showed the vast amounts of money that Greece could have saved by restructuring in April 2010, up to arguably some 90 per cent of the total rescue loans it was granted. The question is whether the repercussions on the wider economy, and on other sovereign borrowers that were under pressure, would have been costly enough to outweigh the direct savings to the treasury in Athens.

With the benefit of hindsight, the actual writedown in 2012 demonstrates that it is perfectly possible to manage a sovereign restructuring without the sky falling down. But that writedown was anchored in an ongoing rescue programme with official loans to fund deficits in Athens. The effects of restructuring in April 2010 would have depended on the attitude of the rest of the eurozone. It would have made a big difference if other governments had helped to make the writedown go smoothly (in particular by leaning on their banks to accept a debt exchange, like they had leaned on banks not to pull out of central and eastern Europe) and offered financial aid, post-restructuring, to fund an agreed fiscal deficit path (but no debt service) until markets again considered Athens worthy of their credit.

Even a perfectly executed writedown would inevitably have felled Greek banks. In the 2012 restructuring, their losses were made good to the tune of €40 billion, paid for by Greek taxpayers instructed to take on additional troika loans in that amount.29 An April 2010 writedown would have rendered them immediately insolvent instead. But this insolvency could have been managed through the type of bank resolution we have just discussed. There was enough equity and bond debt in Greek banks at the end of 2009 to absorb a 100 per cent writedown of their sovereign bond holdings.30 A significant part of the Greek state’s past excesses could thus have been redeemed by an effective expropriation of its own citizens, and the rest by the annulment of claims held by foreigners (both directly and through foreign claims on the banks). But the important point is that they would have been immediately redeemed. This would have brought certainty that lending to Athens and to Greek banks from then on did not mean throwing good money after bad.

With no credit available to it after an April 2010 restructuring, the Greek government would immediately have had to eliminate a 10 per cent primary deficit. That is twice the deficit reduction that Athens actually achieved in 2010 (from a headline figure of 15 per cent, including interest payments, to 10 per cent). In addition, private demand would be cut back somewhat following the losses of restructured bondholders. The economy would have been knocked off its feet. But even under these conditions it may have fared much better than what actually transpired.

The first reason is that credit would probably have begun to flow again quickly – even to the government. As I will argue in a moment, the political situation would have favoured official assistance to Greece after a restructuring. But even without it, Athens would not have been completely deprived of credit. Freshly recapitalised Greek banks, strong enough to raise funding abroad, would have been eager to put their capital to work. That would have encouraged them to loosen the purse strings for the strongest parts of the private sector, which would have mitigated the inevitably severe downturn. The banks would have faced little risk buying at least some new government paper, too, once the government’s debt overhang was gone. The lesson of history is that the finality offered by proper debt writedowns quickly draws investors back in.31 Even foreign private lenders may have returned to Athens sooner (as they eventually did for a short while in 2014), especially if Greece’s eurozone partners had been willing to offer at least a small amount of help.

In other words, we should reject the misguided fear that bankruptcy – whether that of a sovereign or of banks – increases the cost of credit in the future. Investors do not care about past failures except insofar as they indicate a risk of similar failures in the future. In Greece, the opposite was true: a large enough restructuring would improve the sovereign’s ability to pay, and investors would reward this with lower borrowing costs. Resolution of bankrupt banks has the same function. By recapitalising them at a stroke, enforced debt-for-equity swaps turn the walking dead into safe investments and, equally importantly, into eager lenders. A sovereign restructuring with bank resolution would have made Greece look more like Cyprus after its 2013 rescue: not pretty, but a lot healthier than the depression that eventually engulfed Greece after 2010; and with strong banks under new, private sector management rather than the heavy hand of the Hellenic Republic.

The second reason why post-default economic growth would have been stronger is that the uncertainty that weighed on Greek business for years after 2010 would have been resolved much faster. In the best-case scenario, the country’s clientilism would have crumbled once the state was no longer able to bankroll it. The economy would have been radically disrupted, but the balance of that disruption may well have hit the old privileged sectors worse than the competitive parts of the private sector (whereas the policies actually agreed between the government and the troika had the opposite effect). A properly designed and sufficiently deep sovereign writedown would have made for a predictable future. The prospects of any further losses for those exposed to the state would have been small, and the fear of ‘Grexit’ from the euro would have receded rather than intensified. All this would have benefited the best-run segments of the private sector, in particular the parts of the economy least entangled with the state and most connected to international trade: precisely the sectors Greece needs to grow.

All of this, of course, assumes that the ECB would not have put the single currency at risk by cutting off liquidity upon a restructuring, as it threatened to do both in Greece and in Ireland – and eventually did when Athens was unable to pay the IMF in June 2015. The ECB cannot legally lend to insolvent borrowers against defaulted collateral; but it should have recognised at the outset that a restructuring of Greece’s sovereign and bank debt would have ensured solvency, not jeopardised it. Being a secured creditor, the ECB would have seen its claims protected throughout the restructuring process, and it should have been willing to freely offer any amount of liquidity the newly recapitalised banks might need. Had this enlightened perspective been firmly in place, it is likely that Greece and its banks would fairly quickly have been able to attract new private financing. Sovereign yields would have fallen like they did after the 2012 restructuring, and so would the borrowing costs of the private sector. That would have allowed for a more gradual adjustment of both fiscal and current account deficits, and in turn less of a stranglehold on the Greek economy. The brief recovery Greece glimpsed when it paused austerity in 2014 could have been secured years earlier, and been made to last.

There was, admittedly, genuine uncertainty at the time about whether Greece was insolvent or merely having liquidity problems in a dysfunctional market. If it was actually able to pay its debts if only given enough time, it was legitimate to ask whether a restructuring would not give other solvent countries an unfortunate incentive to write off their debts, too. But this uncertainty could have been accommodated in the details of the writedown. The compensation given to restructured creditors could be explicitly tied to measures of debt sustainability. The terms of the restructured obligations could, for example, be tied to future economic growth (there were precedents for this in Iceland, and it also constituted a minor feature of the Greek restructuring that did eventually take place). If the debt really could be paid, Greece would have to pay it; if not, debt service would be kept within predetermined levels and subordinated to any new borrowing. Either way, new lenders would not need to fear being crushed by an overhang of existing debt, and old ones would not have felt cheated if Greece’s problems had turned out to be temporary. Bank of England research has shown that GDP-linked debt can bring huge benefits for the country that issues it, too.32 When Syriza came to power in Athens in January 2015, its first proposal to its official creditors was to convert the debt into GDP-linked obligations. The total refusal to engage with this idea was yet another missed opportunity.

SOVEREIGN CONTAGION

An early Greek default, then, was more likely to bring Athens’s bond yields down than drive them further up. What about the borrowing costs of other sovereigns? Those who stood in the line of contagion – Ireland and Portugal, but also Italy and Spain – rightly worried that investors might think that what happened in Greece could happen in other high-debt or high-deficit states. Would investors expect writedowns there, too, and force states into undeserved defaults as they tried to move their investments out of harm’s way all at once?

It is of course possible that the markets would have seized up for other debt-laden states if Greece had defaulted in 2010. This is the conventional assessment of Merkel and Sarkozy’s Deauville agreement to condition future sovereign rescues on first restructuring outstanding debt. Most commentators and policymakers take it for granted that this sent such fear into the hearts of investors that it triggered the wider sovereign debt crisis. That view, however, does not quite stand up to scrutiny. The moves in distressed governments’ bond yields in the days after Deauville were largely in line with how they had developed in the week before the surprise announcement: no shock can be discerned in the market movements.33 A broader academic analysis of market movements in the sovereign debt crisis generalises this finding: if there was any contagion, it was vanishingly small.34 In any case, it is not as if ‘saving’ Greece from default kept the markets’ doors open for Ireland, Portugal and Cyprus in the years that followed. It is a mystery why we should think that contagion from managing an orderly restructuring would have been worse than the one actually caused by the failure to do so.

Suppose, however, that it had been. In this counterfactual history, where no rescue money would be offered without a debt restructuring, what could the eurozone periphery governments have done?

One option would have been simply to pay the usurious interest rates demanded by investors while gradually reining in the deficit. That was possible for some of the periphery countries. Ireland could clearly have afforded to sit out higher interest rates for much longer in the hope that market sentiment would turn (it had a cash pile and a pension fund to draw on), and Spain actually did so.35 If those two countries had swiftly restructured their banks – which the eurozone could have demanded as a condition for financial aid, like it did in Cyprus – the market would have had good reason to think the danger to public sector finances had been contained (remember that the two states entered the crisis with low public debt). Their sovereign borrowing costs would have come down accordingly.

Italy was in a more difficult situation. It was only paying for old sins: its current deficits were small, and it successfully set about cutting even them. But it had to refinance a big stock of debt falling due, and thus needed a revolving supply of credit that no realistic amount of austerity could do much to limit. Portugal faced a mix of the Italian and Spanish/Irish predicaments. Still, the fact that none of these others shared Greece’s uniquely awful combination of enormous outstanding debt with yawning deficits has two important implications. The first is that the scale of the required borrowing was significantly smaller than for Athens, and so buying time was more affordable. Given how badly markets reacted to the ‘rescues’ of Ireland and Portugal, buying time to carry out reforms (in particular bank restructurings) of their own accord rather than on troika orders would probably have done more to restore investor confidence than what actually transpired.

The second implication is that even if investors had continued to stay away, a writedown of Greek dimensions would not have been necessary. What might have been needed in extremis for Italy would have been to use Greek tactics (that is to say, bond swaps encouraged by existing or retrofitted collective action clauses) to achieve an automatic refinancing or temporary debt standstill. It would only have needed what in the jargon is called a ‘reprofiling’: extending the maturity of outstanding bonds beyond their original due dates while respecting both the interest rate and the principal amount originally agreed.

Would this have been something to fear? Anticipation of even just a reprofiling in a large eurozone economy such as Italy could have worsened the capital rout. But it could also have made it easier to handle. Enforced extensions of existing bonds on unchanged terms would have spared official rescues the need to pay off creditors who would have taken the money and run. Funding peripheral Europe’s primary deficits (the difference between governments’ tax revenue and non-interest spending) required much more modest sums than servicing old debt. Italy, in fact, recorded primary surpluses for most of the crisis, and would have needed minimal fiscal financing even if a reprofiling had caused a steeper downturn than the one actually experienced. The financing needs of Italy and Spain together would have been well within the reach of the €500 billion of rescue fund that the eurozone set aside. It is only because outstanding debt service was being treated as sacrosanct that Spain and Italy could be said to be ‘too big to save’.

And like in Greece, a debt standstill or reprofiling for any of the other crisis-hit countries would have permitted less severe austerity, and bank resolutions would have lessened the credit crunch. The better growth performance that would have resulted might well have boosted market confidence, thus halting capital flight rather than exacerbating it. Italy’s market attractiveness in particular suffers more from its poor growth record than from current profligacy.

There is one more reason to think capital would not have fled Spain and Italy if debt payments had been extended. The financial fragmentation of the eurozone was caused not by insufficient austerity but by the taboo on restructuring combined with resistance to letting Target2 and emergency liquidity provision do their intended job to maintain a seamless currency union. Conversely, it is likely that in our hypothetical restructuring-friendly world, where losses would be tolerated but the integrity of the euro put beyond any doubt, both the fragmentation and the funding crisis it inflicted on sovereigns and banks would have been less severe.

Banks – the largest holders of government debt – would of course have complained about any sovereign reprofiling. It is in their nature to protect their own interests, and it is their prerogative to do so. But the harm to them would be largely notional, at least from the point of view of the economy as a whole. The banks’ principal need for government debt is to hold and use it for liquidity purposes; there is no social benefit in banks’ placing temporary speculative bets. Accounting conventions – or our ex hypothesi diligent regulators – could usefully have forced banks to recognise losses as market prices for sovereign bonds fell. If that made some banks formally insolvent, the bank resolution procedures could have handled it by immediately converting the banks’ bonds into shares, thus restoring well-capitalised lenders. The combination of bank and sovereign restructuring is important: the ability to quickly create good banks out of bad ones both makes a government less likely to default (since it is no longer on the hook for failed banks) and reduces the disruption to the real economy should a sovereign debt writedown or standstill nonetheless be needed. The existence of bank special resolution regimes, in other words, drains much of the terror from the prospect of sovereign restructuring as well.

The lesson from the Greek thought experiment, in other words, is a general one. The worry that a restructuring scares away investors is overdone: investors look to the future, not to the past. This is borne out by historical experience. In general, debt restructurings are followed by a rapid return to financial markets access and reignited economic growth.36 Only gratuitous expropriations of claims that states could easily service make investors worry more about a state’s willingness to pay than its ability to do so. They distinguish between overburdened and frivolous debtors. The eurozone periphery – even Greece – is not Argentina, and markets know the difference. Therefore a clean slate, which ensures the ability to service new debts, is an invitation to invest; an overhang of debts still to be serviced is a sign telling the smart money to stay away. Even Greece’s too-little-too-late writedown in March 2012 quickly set interest rates on a downward path: Athens’s borrowing costs peaked in February of that year. Restructuring other heavy debt burdens would have had the same result.

RESTRUCTURING POLITICS: DEALING WITH GREECE

Allowing banks and sovereigns to restructure matters in terms of euros and cents. Europe’s reverence for debt contracts imposed unnecessary material suffering on millions of European citizens. But the deeper benefit would have been political. The cost of the taboo on restructuring must be counted not just in cash but also in terms of how it drained Europe’s reservoir of political fellow feeling.

This is most obvious in the Greek saga. By clearing away the government debt overhang, Europe could have avoided a trap that entangled Greece’s ‘rescuers’ even more comprehensively than the Greeks themselves.

The failure of the first rescue – due to the mismatch between the scale of aid and the size of the debt left in place – fed the German feeling that Greece was being helped not out of European solidarity but at the point of a gun. The spectre of default was constantly hovering over the Greek programme, and having foresworn a debt writedown the eurozone creditors could not easily threaten to pull the plug on Athens. The arguments by which the rescuers had justified the initial rescue logically committed them to put as much money on the line as might be needed to stave off a sovereign bankruptcy.

This meant Greek leaders could afford brinksmanship. They dragged their feet over many of the painful policy choices their lenders demanded of them, reasoning that the loans would come in the end. The German public in turn could be forgiven for increasingly thinking it was being blackmailed into helping. Against that backdrop it was politically impossible for Berlin not to try to control as tightly as possible what the Greeks (and then the Irish, the Portuguese and the Cypriots) did with their money – even though the bulk was not spent by the recipient countries at all but promptly recycled back to pre-existing (private) creditors. In other words, the suspension of domestic policy autonomy – and the extreme fiscal consolidation and radical structural reforms that were imposed in its stead – were a direct consequence of the large transfers that recipient countries accepted. This political logic was only exacerbated by the more strident government that took power in Greece in January 2015.

By restructuring Greek debt at the outset, the eurozone could have avoided this political morass. A much smaller rescue loan would have come as less of a shock to a German public that had been told it would never have to bail out another state. More importantly, a post-writedown loan would have been much less prone to the upward revisions that gnawed away at Germans’ solidarity with the Greeks and eroded Merkel’s repository of trust in the more eurosceptic quarters of the public.

Recall from Chapter 3 that an early Greek restructuring would have significantly cut the amount of financial aid Athens required from the rest of the eurozone, and from Germany in particular – potentially by as much as nine-tenths. Just as importantly, by demanding a restructuring before any money was lent, Germany (and any other contributor to the rescue loan) would have been in a position to credibly veto further disbursements if Athens failed to make good on its promises. A premature cutoff of the rescue loan would have been a huge problem for Greece – but it would have been Greece’s huge problem. The wider fear of sovereign default with all its horror-inspiring repercussions would have been defused, because that gun would already have been fired.

Such an ability to end the programme would have removed the rationale for the troika’s intrusive micromanagement of Greek policymaking. The rescue would no longer aim – ostensibly or objectively – at saving the euro from a sovereign default, since one would already have taken place. Instead it would have been squarely about temporarily relieving the pain of a fellow European country while it began to sort out problems of its own. Insisting on control over policy might make sense for someone bailing out a debtor whose ability to repay was in serious doubt. But a properly designed restructuring would have lifted those doubts. If it had not written down liabilities outright, it could have subordinated them to any new loans. As Chapter 3 showed, the loans in question may have amounted to 10–20 per cent of Greece’s 2009 GDP – something it would never have been a problem to service. Indeed private markets may have welcomed Greece back much sooner, once investors were reassured they would not have to foot the bill for earlier lenders’ unpayable claims. The need for official loans would then have been smaller still.

In short, an early restructuring would have required eurozone creditors to lend much less money, on terms leaving no doubt about repayment, and without any feeling of being taken advantaged of by the Greeks. The politics of extending such a rescue (one worthy of the name, in contrast with the policy that was actually pursued) would have been immeasurably healthier than how things turned out.

RESTRUCTURING POLITICS: A LESS CONFLICTED EUROPE

Every debt crisis lays waste to the economic predictions upon which people have borrowed and lent. The moment it becomes clear that losses are unavoidable, the political imperative is to remove doubt about where losses will fall – whether predominantly on lenders (who cannot get back what they expect), on borrowers (who find themselves poorer, and their debt burdens heavier, than they had thought) or on society at large (including those who, having heeded Poloni-us’s advice to ‘neither a borrower nor a lender be’, can rightly claim to have no responsibility for the debt crisis). The eurozone’s political haplessness since 2008 can be put down to its inability to settle this question, instead leaving every group to fight as hard as it could to protect its own interests. With all sides trying to minimise the cost to themselves – in part by pushing losses onto others – no one was working to minimise the total losses for all. That was bound to create conflict; conflict that turned an economic opposition between economic interest groups – debtors and creditors – into a political opposition between nations.

The polarised politics of Greece versus Germany in particular, especially in 2011–12 and again in 2015, have been the low points of ill feeling between Europeans. But the equivalent political standoff writ large has taken hold of the monetary union as a whole, if not in quite as virulent a form. Someone with no knowledge of the personalities and peculiarities of European politics could nonetheless easily have predicted the fault lines after the crisis from a simple ranking of countries by their accumulated current account balances. The euro is split into two camps of debtor and creditor economies: the victims of capital flight aligned against the havens to which that flighty capital has fled. The obvious imbalance in the relative power of these two camps led the eurozone periphery almost without exception to bow to the demands of creditor countries. Those unsure to which camp markets may assign them – above all France – have wobbled uncertainly in the middle, lacking both the desperation of the most distressed countries to undertake radical change and the courage to challenge Germany for the leadership of eurozone policymaking.

The rescue loans put under lock and key the national self-determination of the ‘rescued’ states. But they were not the only ones forced into a policy straitjacket. Spain and Italy may have avoided full-fledged rescue programmes, but they were nonetheless compelled to adopt a similar orthodoxy to the ‘programme countries’. As Chapter 5 described, the discipline was inflicted not just by market pressure but at the hands of other eurozone policymakers – most explicitly the ECB under Jean-Claude Trichet, who made policy demands far beyond the central bank’s remit a condition for buying government bonds. The effective veto power of the German Bundestag’s finance committee over any fiscal rescue packages (and therefore over the ECB’s ‘whatever it takes’ bond-buying programme, too) implicitly pressured other countries into complying with German preferences in the hope that Berlin would bankroll the single currency.

Much is said, and much of it correctly, about the misguided economic policies Germany demands from the rest of the currency union. Angela Merkel has been criticised as a recalcitrant European. In truth, she is constrained by domestic politics like every other leader; if she is different, it is that the domestic political work she has to do is harder. Much of that work has involved addressing Germany’s growing national nervousness about the (frequently exaggerated) amounts of money put at risk in propping up other sovereigns. A feeling of solidarity with fellow Europeans and an unwillingness to throw them to the wolves of global finance were shared by many Germans when the sovereign debt crisis first struck. They still are. But they have been undermined by the growing suspicion that the rescues weren’t working, that good money was being thrown after bad, and that German solidarity was being taken advantage of. These suspicions have been eagerly fuelled by a vocal minority opposed to the euro from the start.

More fundamentally, complaints about Germany fail to take into account the fact that Berlin’s power to impose its policy preferences on others is the power they granted it by making themselves dependent on Teutonic alms. All the euro’s members – not just the ones under direct threat from markets – subordinated their decision making to the conventional wisdom that only German money (and money from other surplus states) can save the single currency.

This shared understanding has made Europe’s political elites, in their traditional tribes of centre-right and centre-left, coalesce into an extraordinarily collusive consensus. A grand coalition rules in Germany; another ruled in Greece from 2012 to 2015 in the form of a New Democracy–Pasok coalition. Other countries sport governments that are grand coalitions in all but name. In Italy, social democratic prime minister Matteo Renzi set out to reform the country in 2014 in collaboration with Silvio Berlusconi. Elsewhere, mainstream parties that nominally compete for power differ so little on what they actually want to do in office that voters can be forgiven for thinking they are all the same. And in Brussels, of course, power is clubbily divided among the main political families, which favours backroom consensus rather than a publicly fought contest between clearly opposed alternatives.

The outsiders in European politics use this collusion to their advantage. Pablo Iglesias, the leader of Podemos, the political party that grew out of Spain’s indignados protests, explicitly makes the point that the old centre-right and centre-left pursue the same agenda. Groups like his and Greece’s Syriza, which at least ostensibly want alternative policies within the euro, have benefited from voters’ feeling of powerlessness against the discredited elite. But so have the xenophobes, neo-fascists and eurosceptics. It is in response to the establishment’s pretense that there is no alternative that Marine Le Pen and the Front National can expect to attract French voters by exclaiming:

We have to account for everything to the EU, ask permission for everything, as if we were an infantile people… France does not control anything, not its budget, not its currency, not its frontiers. It is time to say ‘stop’ to the EU.37

In light of this, Berlin deserves less blame for resisting its partners’ demands than for not resisting them enough. If the German government had denied Greece a rescue loan unless its debts were first restructured, and if it had taken the same stance towards Ireland as it did towards Cyprus two and a half years later, writedowns would swiftly have followed: there would truly have been no alternative. This would have done away with the need for German money on a large scale and, therefore, with Berlin’s (and, by delegation, Brussels’s) ability to dictate the terms of its financial support.

As with Greece, the economic and political consequences for the eurozone as a whole would have been healthier in every way. Unable to stave off the unavoidable writedowns, governments would – almost despite themselves – have cut through the fog of uncertainty about where losses would fall. The banks on their watch would have been resolved and rebooted with less debt than before, as described earlier. Both outcomes would have ended the credit crunch that in the event was allowed to go on for six years. On economic policy, Germany’s counterparts would no longer be compelled to go along with Berlin’s fiscal compact or the revamped stability and growth pact. Space would have freed up for more diverse policy proposals of how to adjust public finances and reform crisis-hit economies. More modest fiscal austerity, a lesser squeeze on aggregate demand, and more growth-friendly structural reforms would have been within the ken of acceptable policy choices.

Politically, one might expect one of two dangers from letting debt restructurings rip through the eurozone. One is that it would irreparably damage the legitimacy of the existing political order – not just monetary union, but conventional national politics. The policy establishments that had presided over the accumulation of unpayable debt would no doubt be discredited, to the advantage of the populist fringes on both the right and the left. That would be a risk both in debtor Europe, where elites would be blamed for the disgrace of default, or at least for the economic disruption associated with it; and in creditor Europe, where the establishment would be seen as guilty for allowing banks and savers to expose themselves to losses. But as the populist insurrections across Europe show, this loss of legitimacy has taken place anyway. How much more discredited could policy elites have become than they actually are? Ending the resistance to restructuring would have unleashed a countervailing political force. By allowing a greater diversity of policy ideas, it would strengthen the political centre against the populist fringe by allowing it to renew itself. If policymakers no longer swore by ‘there is no alternative’, then alternatives are what they would have to propose. No longer could it be claimed of the old elites that ‘they are all the same’ – and que se vayan todos! Relative to what has actually happened, cleaning out the debts would have been less likely to undermine the legitimacy of governing elites than to have buttressed them.

That, however, could also have posed a danger: one of complacency. The southern eurozone members, as well as France, undoubtedly need to limber up their labour markets and pry open local monopolies. The view in surplus Europe has been that southern politicians could only be trusted to do the right thing if they were forced to, by market or political pressure. Hence Berlin’s insistence on strict conditions for any financial support. From this perspective, one might think that since Berlin’s hold on other eurozone governments would have been much weaker in the restructuring-friendly world we are imagining, all motivation to reform would be lost. Greece would remain in its inveterate clientilism; Berlusconi would still be mismanaging Italy.

This view ignores the serious shortcomings of the creditors’ own policy demands, discussed elsewhere in the book. But more profoundly, it misjudges just how counterproductive outside pressure can be for domestic motivation – and, therefore, what other political incentives could have emerged for reform had the eurozone gone with writedowns instead of bail-outs. Duress spawns resistance: hence the support for populist fringes from Beppe Grillo to Marine Le Pen. Without an external scapegoat, national policymakers would shoulder the blame for national economic failure alone. What is more, without the punishing policy enforced from Brussels as a result of grovelling for German money, a more benign economic climate would make it easier to win voters over to national reforms, and national economic performance would to a greater degree reflect whether those reforms were good or bad ones. Mainstream political parties would have both the opportunity and the incentive to up their game rather than, as now, to stick their heads in the sand, and like the unexceptional investors once described by Keynes, fail conventionally rather than succeed unconventionally.

Across national borders, too, the politics would be more constructive without the debt overhang and its looming shadow of zero-sum. It would hardly have been lambs lying down with lions: surplus and deficit countries would still have divergent (though more compatible) interests, and the dependence of each member state on the economic policies of every other would continue. Therefore, so would the struggle over what those policies should be. But two things would have been very different. First, the custodians of the single currency would not have been faced with temptations to put the euro’s integrity in doubt. That would have avoided a lot of the eurozone’s self-inflicted economic and political damage. Second, greater national autonomy would have encouraged better collective solutions – both because the negotiations over what those solutions should be would have been more balanced, and because the greater room for policy manoeuvre by national governments would have produced a wider range of policy proposals. Just what form those better policies might have taken, and still could take, is the subject of the next chapter.


EIGHT

Europe’s Real Economic Challenges

THREE TASKS

THE MEMBERS OF THE SINGLE CURRENCY face three economic challenges. The first is to deal better with balance-of-payments crises – both finish the job of fixing the financial fragmentation from 2010–11 and safeguard against future ones. This is a financial and monetary task, one of ensuring that capital flows across national borders in an orderly and efficient way. The second challenge is a ‘real economy’ task of ensuring that each economy’s resources are fully employed: the classic macroeconomic problem of aggregate demand management. Both of these tasks are largely about undoing self-inflicted errors. Finally, the long-run challenge is to make labour and capital as productive as they can be, which is what sustains long-term improvement in living standards.

Europe is not doomed to fail in the face of these challenges. In the glory days of post-war social democracy, Europe delivered on all three – but in a world that remained fragmented, had relatively little movement across borders of either goods or capital, and where growth was easier to come by. Needs were greater but expectations lower. There were more young people, while those needing care were fewer and lived less long. Governments were emerging from the war economy enjoying enormous control over people’s economic affairs. And growth could be sparked by simply getting on with rebuilding what had been destroyed.

Today’s circumstances are less propitious for strong growth even if Europeans enjoy vastly higher living standards. But the current inability to prosper, which jars so sharply with still-living memories of the post-war era, is not the fault of monetary unification. The advent of the euro changed but did not eliminate the tools to safeguard against balance-of-payments disruptions. The recent double-dip recession and the deflationary stagnation that succeeded it, meanwhile, were inflicted by unnecessary policy errors. And the productivity slowdown long predates the euro.1

The upshot is that nothing in the nature of Europe’s monetary union condemns its members to stagnation or perennial instability. That means the eurozone’s economic prospects are better than pessimists allow, and in particular better than its governments managed after the aborted recovery of 2010. In 2015, significant improvements are already making themselves seen in many eurozone countries.

The following pages set out some important policy steps needed to realise the eurozone’s potential more fully – gingerly setting the politics aside until Chapter 9.

MAKING THE EUROZONE SAFE FROM SUDDEN STOPS

The lesson from Chapter 2 was that national governments had simple and rather obvious tools at their disposal to tame current account deficits throughout the boom years. The fiscal deficit should have been tighter than it was in Greece and Portugal, and Spain and Ireland should have run significant surpluses. Italy, uniquely among countries punished by the markets, was not running large external or fiscal deficits. But Silvio Berlusconi frittered away a fiscal surplus that could have reduced the huge public sector debt left over from the 1990s.

The domestic banks that channelled most of the enormous private credit flows could have been required to hold much more capital against their loans. Bankruptcy rules should have been changed to favour borrowers so as to make lenders confront more of the risk they were generating (and later restructure private debts faster). And regulatory and tax policy should have favoured equity flows rather than debt flows. All these measures would have made the reliance on foreign funding lesser and safer; as the Bulgaria case shows (see Chapter 2), a drought in equity financing is much less damaging than a reversal in debt flows. On top of this, governments could have acted to steer whatever capital did flow in into productive investments rather than consumption (as in Greece and Portugal) or misplaced housebuilding (Spain and Ireland). Planning and tax policy could have favoured sustainable, useful infrastructure that would increase the productivity of goods and service providers, especially tradable ones.

Most of these risk-prevention tools remain available to national governments, and the experience of the crisis should encourage their use in the future. (The most important exception is the ‘maximum harmonisation’ rule on setting capital requirements for banks, described in Chapter 6.) The eurozone has passed some specific reforms which add to that encouragement. For example, Brussels’s new monitoring and sanctioning powers include a responsibility to watch over current account imbalances. That means private debt will at least be noticed, even if the greatest focus remains on public debt. Surpluses and not just deficits on the current account are scrutinised from now on, even though the eurozone has chosen to treat one side of the coin more leniently than the other. The warning threshold for deficits is at 4 per cent of GDP, that for surpluses at 6 per cent. This was at the behest of Germany, whose current account surplus in the year these thresholds were agreed was … 5.9 per cent of GDP.

The moves towards banking union and the new Commission’s focus on improving capital markets both help to make capital movements safe. Banking union makes it easier to restructure banks; ‘capital markets union’ aims to encourage the growth of equity financing. In the future, all this should help eurozone governments avoid taking the blind risks of the last fifteen years.

Although most of the crisis-afflicted countries have seen capital returning since 2012, they have to live with the risk of a new sudden stop until the eurozone is back on its feet, and debt burdens are visibly lower. But the main point of this book has been that a sudden stop in capital inflows, though never a pretty sight, is more manageable than the eurozone’s leaders have seemed to think. The option to restructure debt, public or private, has always been on the table, and as Chapter 6 showed, it is no longer dismissed out of hand. What has been lacking is the willingness to see that definitively writing down debt does not scare capital away but invites new capital in. Even if the external debt obligations of peripheral Europe are greater than ever, the risk that a creditor panic will throw the monetary union off track as badly as it did in 2011–12 has diminished, provided, at least, that the political will to write down debt is found when it is needed. If that will is lacking, especially after everything that has happened, the euro is hardly to blame.

The Case for Restructuring Now

In fact a strong case can be made for expediting debt restructurings today without waiting for markets to force the issue. The real or suspected insolvency of governments, banks and private sector companies and households still spreads uncertainty, blunts monetary stimulus and the credit growth it should produce, and depresses spending and investment. In Greece, the weakness of banks became the pretext for the ECB to force capital controls into place in the run-up to the July 2015 referendum. Elsewhere, bond purchases by the ECB are currently keeping credit conditions under control. But removing the debt overhang is the quickest and most definitive way to forestall any renewed capital flight at a later point and relax the brake on growth. Some of Europe’s most prominent independent economists argue convincingly for a large-scale sovereign debt swap operation now.2

Take each type of debtor in turn. For sovereigns, debt could be restructured without reigniting any panic through negotiated maturity extensions, or even unilateral debt maturity management. At the time of writing, it is cheap to borrow for all eurozone governments except Greece, and they can easily issue very long-term debt to replace current, shorter-term, debt issues, reducing the risk of any future refinancing crisis. Indeed it is a perfect time to introduce perpetual bonds at a large scale, on the model of the United Kingdom’s consols. These are bonds that pay interest in perpetuity, so the government can choose never to pay down the original loan amount. This would eliminate refinancing crises for good.

For Greece and Ireland in particular, the eurozone should help to lighten the load. Greece’s debt burden has already been significantly reduced by pushing redemption dates into the future, but more needs to be done, as the Syriza government requested from the moment it took office, and as the IMF has explicitly acknowledged. Athens’s creditors – largely other eurozone governments – should at a minimum replace all debt falling due in the next five years with loans whose repayment is tied to sufficient economic growth and that extends maturities even further from the current average of 17–18 years. Better would be to write down eurozone loans explicitly in the degree that they were used to repay financial institutions in the creditors’ own countries. The principle should be to retroactively mimic the restructuring that should have taken place at the outset, and that other eurozone countries resisted for fear of their own banks. That would fairly share the burden across the eurozone rather than put the entire burden on the Greek taxpayers.

The same principle applies to Ireland. Ireland’s debt burden is as large as it is in part because Dublin ‘took one for the team’ by bailing out Irish banks’ bondholders on the order of the ECB. The least the rest of the eurozone owes Ireland is to let the ESM take over the debt Dublin had to issue to finance these bail-outs (some 40 per cent of annual GDP), in return for ownership of the banks the Irish government thereby nationalised. The amounts spent on bank bail-outs in Portugal and Spain were much smaller as a share of GDP. But to the extent the rescue loans they were pressured to take up were spent on bailing out banks for the sake of eurozone financial stability, there too the cost should be assumed by the eurozone as a whole. In each case the ESM could take over the relevant government ownership in bailed-out banks.

As for bank debt, the 2014 stress tests were a huge missed opportunity to convert more of it into equity. The tests purported to show that most of Europe’s large banks have enough capital to weather very challenging economic circumstances (though they neglected to test for the impact of the deflation that was then threatening the eurozone). But the measures used make-believe estimates of how safe bank assets were. Independent tests, which used investors’ valuation of bank equity rather than the banks’ own, found that not only were the banks hugely undercapitalised, but that the most vulnerable banks were in Germany and France. That should not be surprising: these are the countries in which banks most heavily discount their exposure to possible losses with aggressive ‘risk weighting’.3 If markets are right and bankers (and the regulators who trust them) are wrong, much more capital is needed. The quickest way to provide it is to write down the debt of the weakest banks, as the new banking union rules now make it easier to do.

Finally, many of the banks’ loans to households and companies need to be written down too. Private non-bank debt is over 100 per cent of GDP in a number of eurozone countries, including France, Spain and Portugal. If banks fear some of this will never be repaid, they have an incentive to ‘extend and pretend’. But that reduces their ability to issue new loans to healthy businesses and solvent households. For the sake of the economy, it is better to wipe the slate clean. In the case of already thinly capitalised banks (which are the most probable offenders), this should be done in conjunction with bank restructuring. Such writedowns would help the borrower tied to a house worth less than her mortgage, or the entrepreneur forced to maintain a barely profitable business activity just to pay interest on his company loan. Rather than indefinitely paying for a debt they will never redeem in full, they can move on, relocate to a place with better jobs, or free up workers, capital and entrepreneurial skill for more productive activities. But for this to happen, bankruptcy procedures must be orderly and swift. In many countries they are the opposite. For example, before the crisis forced reform, Irish law did not discharge bankrupted individuals from their debts for twelve years. Europe may no longer have debtors’ prisons, but in too many countries the unwillingness to let borrowers put debts behind them has much the same deadening effect on human activity.

The Dispensability of Fiscal Union

The conventional view, pushed by the euro’s critics and resignedly accepted by its friends, is that a monetary union without a fiscal union is doomed to fail. The most common reason given is some version of optimum currency area theory: that in the absence of independent monetary or exchange rate policy, countries must have a mechanism for sharing the risk of ‘asymmetric shocks’ (the risk of events that affect the prospects of one economy while leaving others unscathed) that they can no longer offset on their own. A fiscal union, at least in theory, would redistribute resources from those hitting a lucky streak to those struck down by misfortune, stepping in when private capital flows suddenly reverse.

There is certainly a good economic case for risk-sharing: it is the principle behind insurance. But that principle is not limited to currency unions. Nor does risk-sharing typically have to be done through fiscal means.

Having its own currency does not by itself insulate an economy from disruptions and shocks. Events such as the collapse of an export market, the discovery of a new resource, or increased international competition will make a country poorer or richer regardless of the currency regime. The best that a flexible exchange rate can do is to make the adjustment to the new situation less costly (but currency volatility can also amplify instability). It is nonetheless frequently taken for granted that risk-sharing is particularly badly needed within a monetary union.4 But as Nobel prizewinner Jean Tirole has recently underlined, it is ‘puzzling’ to think that the benefit of risk-sharing is limited to participants in a common currency.5 The general principle is that the more uncorrelated the fluctuations of different economies are, the more such economies would benefit from sharing their risks with one another. And if anything, economies that share a currency tend to be more closely correlated with one another than those with separate currencies.6 If risk-sharing requires fiscal transfer mechanisms, one might just as well argue that the United Kingdom should enter a fiscal union with the rest of Europe, euro or not.

Besides, it is a misconception that strong monetary unions do a lot of fiscal risk-sharing. It is often said that the dollar ‘works’ better than the euro because the United States is a fiscal union. But this was not the case for the first 150 years of the dollar’s existence – as late as 1936, the federal government’s revenues were barely 5 per cent of GDP. Today, the federal tax system does redistribute from richer to poorer states – but it does not do much to cushion individual states against idiosyncratic economic swings. Only 15 per cent of state-level GDP fluctuations is smoothed out through federal fiscal transfers. Fiscal risk-sharing is just as modest between Germany’s Länder. A similar degree of fiscal union between eurozone countries would have mitigated the economic collapses in the periphery only marginally. In both the United States and Germany, a much larger share of risk-sharing (more than half of local GDP swings) takes place through integrated private capital and credit markets.7 This does not mean a eurozone fiscal union is undesirable, but that there is no automatic implication from the existence, let alone the composition, of a monetary union to a sine qua non of fiscal union between its members. A system of international fiscal insurance may be worthwhile for a larger group of countries than those in the euro; or for merely a subset of the euro’s members. The desired insurance can also be pursued through financial markets rather than fiscal union – as is the norm within federal states.8 And any hope that fiscal union can somehow overcome other forces of economic divergence must come to terms with how 150 years of Italian fiscal union has still left the Mezzogiorno relatively underdeveloped, or how US fiscal union did not prevent chronic underperformance and unsustainable government debt in Puerto Rico.9 One should be cautious about expecting better from a Europe-wide fiscal union.

Having said all this, even if it is not necessary it is of course possible to design a fiscal risk-sharing mechanism to neutralise runs on sovereign debt. The most discussed option is for sovereigns to issue debt jointly, with collective responsibility for payment. Blueprints for such ‘eurobonds’ are well developed, the most influential proposal being the Bruegel think-tank’s work on ‘blue bonds’.10 These would be jointly issued debt for up to the Maastricht 60 per cent limit of countries’ GDP only, so as to avoid encouraging excessive debt accumulation. Any debt over this limit would remain the national government’s sole responsibility (in the form of ‘red bonds’).

The reason why such ‘eurobonds’ can end the vulnerability of sovereign debtors is often misunderstood. It is not because it would involve creditor countries subsidising debtor countries (this could be an additional effect, but one that the bond could be designed to exclude). Rather, eurobonds can prevent runs on sovereign debt because they limit where investors can run to. In the 2011–12 crisis, creditors fled from peripheral state debt (and private debts too) to move their money into German and other core country debt – it was a flight to safety necessitated by policymakers’ willingness to consider a euro break-up. With eurobonds, where would investors run? The eurobond, properly designed, would be the benchmark safe asset: the safe haven that investors see in German securities today. If all eurozone public debt was mutualised, the market would be bigger than the US Treasuries market and much bigger than the Japanese market. Investors would to some extent be trapped: there would simply not be much else to invest in if a significant share were to be pulled out. No doubt investors could demand higher yields, but the self-fulfilling panics of 2011–12 could not have occurred.

Eurobonds of course constitute a rudimentary fiscal union. That is why this route to ending the sovereign debt crisis was vetoed by Berlin. Why Berlin should have been granted the ability to hold back others from mutualising their debt, however, is a question that is too seldom asked. In the next chapter I explain that other eurozone countries missed a trick by not going ahead without German participation. If they really want eurobonds, the current structure of the euro does not stop them.

IDLING EUROPE’S ECONOMIC ENGINE

The eurozone has been too slow to deal with its aggregate demand problem. The reasons are understandable. Fully acknowledging the demand destruction would discredit the authors of the policies that caused it. Also, any frank discussion of aggregate demand risks intensifying the existing political polarisation between Germany/creditor Europe and debtor Europe. Those who say the eurozone has a demand problem – for too long mostly independent observers – tend to blame Germany because the country has forced austerity on others and runs an unnecessarily tight budget for itself. It is also the biggest brake on looser monetary policy. Berlin and its defenders, for their part, see demand stimulus as a form of moral hazard: it would blunt the incentives for what they think is really needed, namely supply-side reform in both France and the periphery.

There are problems with both views. The excessive fiscal contractions cannot be blamed only on Germany, since every member state willingly tightened the fiscal rules, subjected itself to a Commission that made austerity a point of pride, and signed an international treaty codifying bad fiscal policy. Some countries were strong-armed into this, as often by the ECB as by Berlin. Some – notably Spain and the Netherlands – chose to tighten even more than they were being forced to because they were true believers, and in Spain’s case also because a fiscal policy machismo designed to align the country incontrovertibly with Berlin. Meanwhile, everyone bought into the idea that German money was needed to save the euro, so German policy preferences must be heeded whether one agreed with them or not.

The monetary policy mistakes, too, can hardly be blamed on Germany alone. The ECB was, after all, run by Trichet when it stifled the recovery by raising rates. Overly tight monetary policy continued after his tenure, and after the resignation of two German members of the bank’s Governing Council – hardly a sign that Germany was ruling the roost. The credit crunch worsened until 2013, and longer than that in many countries. The ECB’s excuse is that the recession meant companies did not want to borrow. But this is wrong: European banks themselves reported that it was they who were tightening lending standards well into 2013 (recall Figure 5.2). A better excuse for the ECB might have been that the weakness of the demand stimulus its monetary policy managed to generate was caused by supply-side, structural problems, namely undercapitalised banks with no desire to spread cheap credit through the economy. The weakness of monetary stimulus, in other words, was driven by the idea that bank restructuring must be avoided at all costs. But of course the ECB was a strong proponent of that idea until 2013.

Even if the caricature of Germany as the eurozone’s demand-destroying monster is just that, there nevertheless cannot be serious doubts that aggregate demand in the eurozone falls far short of supply. That is the obvious cause of the eurozone’s unique combination of a sharp slowdown in inflation and a big share of economic resources lying idle, with millions of people out of work and billions of capital placed in liquid positions with negative real return rather than funding physical investment. Getting out of stagnation depends on finding uses for these human skills and financial resources currently wasting away. That requires boosting demand for them. There are ways to do this at both the national and the collective eurozone level. Both should be pursued without delay.

Needed: Aggregate Demand Policy for the Whole Union

The euro members’ hapless approach to domestic aggregate demand might just about have been tolerable had they at least had a collective aggregate demand policy for the eurozone as a whole. The absence of one in the middle of a drawn-out stagnation, let alone depression-like conditions in many parts of the currency zone, has been an abdication of responsibility. Remedying this situation requires better policy on both the monetary and fiscal sides.

Monetary policy. The ECB’s long monetary policy inertia manifested itself in the contraction of the eurozone money supply and tightening credit conditions. These were caused by Frankfurt’s resistance to loosening policy in two important ways. First, the eurozone’s central bank pulled its punches on interest rates throughout the crisis. The ECB has consistently behaved and talked as if interest rates at record lows meant interest rates were at sufficient lows. While the ECB quickly reversed Trichet’s rate rises once Draghi took over in late 2011, it then took a full year and a half to reduce it further, from 1 per cent to 0.5 per cent. The central bank then waited for more than another year to bring the main policy rate down to almost zero (0.05 per cent) in September 2014, where it has stalled (see Figure 6.1). All the language emanating from the ECB’s leadership shows they accept the idea that a ‘zero lower bound’ means a central bank cannot impose negative rates.11 But this is a bound imposed by the conventional thinking of central bankers – according to which negative interest rates are not the done thing – rather than any economic law. The Swiss National Bank proved as much when it started targeting a negative range for the interbank lending rates in December 2014; the central banks of Sweden and Denmark took their rates negative around the same time. At the time of writing, policy rates of – 0.75 per cent have been realised, with no flight from bank deposits into cash, which is what supposedly makes negative rates impossible. There is all reason to think the ECB could lower its main rate by another percentage point. And it is well known how to overcome the technical difficulties that create a lower bound when one is finally encountered.12 In any case, rates can clearly be somewhat lower than zero, and if there is one monetary jurisdiction that has needed this recently, it is the eurozone. Instead, the ECB has contributed to Europe’s stagnation with an unjustified and self-imposed floor on interest rates.

The other brake on ECB action was, until January 2015, its difficulty in coming to terms with using its balance sheet as a policy instrument. All the other major central banks had resorted to balance sheet expansion – buying up assets – as an alternative form of monetary stimulus years earlier. Besides directly lowering the cost of borrowing through short-term interest rates, they expanded the money supply by buying securities in the financial market, paying for them with newly created central bank reserves. The effect was a significant easing of credit conditions.13

Since its inception, the ECB has operated mainly through banks, which dominate credit allocation in the eurozone. It traditionally controls the cost of credit by the price it sets on secured loans to banks, but a side effect of this practice is to contract out the size of the money supply to the private banking sector. Targeting a rate and waiting for banks to turn up lets the monetary base depend on the loan offers banks are willing to take up. Between 2012 and 2015 the ECB saw its balance sheet shrink by about a trillion euros, through no decision of its own (see Figure 8.1). The ECB’s bank-centred modus operandi delayed its willingness to use the balance sheet actively as an instrument for monetary stimulus. While it had engaged in ‘open-market operations’ (direct securities purchases and sales) before 2015, that was largely to address malfunctions in specific markets, in particular for troubled sovereign bonds, not to alter general monetary conditions. That history buttressed scepticism about asset purchases because of how they alter relative financial costs for different countries, quite separately from their overall aggregate demand effect. The Bundesbank more than anyone has vocally opposed eurozone quantitative easing. Germans are often painted (including by themselves) as having an irrational phobia of inflation. It is closer to the truth to say they are wary of policies, ostensibly for the common good, that might subsidise other countries at their expense.
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Figure 8.1. Size of central bank balance sheets.

Sources: Central banks via Federal Reserve Economic Data via St. Louis Fed.



Along either dimension – interest rates or the size of the balance sheet – the ECB long did much less than it should. Under Mario Draghi it has been edging in the right direction, and the launch of quantitative easing is helping to bring the eurozone economy back to health. The central bank’s defenders are, however, right that there are limits to what monetary stimulus can achieve when its effects are blunted by neglected problems in the banking sector (allowing zombie banks to stay alive) and fiscal policies that destroy aggregate demand.

That is, of course, a reason for the central bank to do more rather than less. But the point is its ability to do more. The euro is not to blame for bad monetary policy; bad monetary policymakers are.


[image: Image]

Figure 8.2. The eurozone’s fiscal squeeze.

Source: EC Annual Macroeconomic Database.



Fiscal policy. For the eurozone taken as a whole, the fiscal deficit has been around 2.5 per cent of aggregate GDP since late 201314 – far from any danger zone for the sustainability of public debt, and far too tight for a stagnant economy still marked by a private sector unwilling to borrow and spend. Between 2010 and 2013, the eurozone’s structural fiscal balance was tightened by more than one percentage point per year, just when the recovery needed all the help it could get. (See Figure 8.2.)

Astonishingly, amid all the talk of coordinating their economic policies, the euro’s members have not seen fit to coordinate their national fiscal policies to achieve a collectively rational outcome – in this case a more growth-friendly level of government deficits. This would not require sophisticated institutional frameworks (though these might help). In 2009, a simple political agreement by the leaders of the G20 produced the coordinated fiscal stimulus that ended the global downturn. And in August 2014, Mario Draghi named the unnameable in a speech arguing not only that the eurozone needed to set its aggregate fiscal stance as a matter of explicit policy but also that the right policy would be to loosen the stance.15

A decision to expand the overall eurozone deficit to, say, 4 per cent would do wonders by prompting an immediate growth spurt. Given that virtually all government spending in Europe still happens at the national level or below, however (the EU budget amounts to just 1 per cent of EU GDP), achieving such a goal would require changes to national government spending and taxation plans. This is not an argument for a fiscal union in the form of a larger common budget. Using such a budget for fiscal stabilisation would still require the political will – and if the will existed, a large common budget would not be needed. That brings us to the failures of aggregate demand policy at national level.

Needed: Aggregate Demand Policy in Each Member State

To retrieve the euro’s prosperity, its members must rediscover the national room for manoeuvre they possessed but neglected during the boom. That includes the control over credit cycles, as discussed in Chapter 2, but of particular importance is countercyclical fiscal policy.

The effects of austerity policies were much broader than simply killing off domestic demand in the countries that implemented them. Austerity in one country reduces aggregate demand in the economies it trades with as well, and European economies trade a lot with one another. As countries cut their deficits, ostensibly to make debts more manageable, they also cut demand for each others’ exports. This is why those with no immediate need to consolidate their public finances (Germany above all) caused so much damage when they went ahead and did so anyway: it made things a lot harder for those with little other choice (see note 16 from Chapter 1).

It is possible for national governments to be a lot smarter about domestic demand management, even without running foul of the tighter European rules they have imposed on themselves. The one redeeming feature of the updated rules is that they pay attention to structural deficits as well as headline deficits. There is room, therefore, for countries to let the gap between the two widen considerably and pass reforms now that create significant savings in the long run, when the economy has recovered, but amount to deficit stimulus in the short run. Possibilities include higher but more progressive taxes so as to close the deficit faster in normal economic times but leave more in people’s pockets in bad times; or bigger payments to the short-term unemployed (of which there will, by definition, be fewer at a better point in the business cycle) paid for by permanent but less variable savings elsewhere in the budget. Another kind of tax reform that would mimic the sort of price adjustment many call for is ‘fiscal devaluation’, which involves cutting taxes on labour and employment and increasing them on sales and consumption. Such changes could leave government revenues unaffected even as they favoured domestic production over imports, effectively shifting demand away from trading partners to the domestic economy.16

So there are many unused opportunities that national governments should and could take to improve lacklustre aggregate demand in their economies. The most powerful tool at their disposal, however – plain deficit-financed fiscal stimulus – is heavily constrained by the stability and growth pact and its associated rules. This has got the eurozone into a situation where choosing a good fiscal policy – or even one that does not do too much harm – poisons the politics further, and, conversely, where keeping the peace must lead to bad fiscal policy. To deal properly with its economic stagnation, Europe must free itself of these constraints.

A PACT LONG IN NEED OF REFORM

As Chapter 1 discussed, there is a strong case for coordinating national fiscal policies to manage their spillovers across borders. In eurozone economic policymaking, however, ‘coordination’ has come to mean instead that everyone should do the same thing – and that the thing they should all do is to borrow less. By progressively narrowing the room for countercyclical fiscal policy, the eurozone has been digging itself deeper and deeper into a sandtrap. To get out of it, the fiscal rules need to be exchanged for something more fit for purpose.

What would a well-designed fiscal framework, untrammelled by politics, look like? It would have to satisfy three criteria:

•  restore national governments’ ability to run effective counter-cyclical policies,

•  restore domestic responsibility for the outcomes of fiscal choices, and

•  ensure macroeconomic coordination, properly understood – that is to say, get the eurozone’s overall fiscal stance right.

Each change is desirable in its own right, but the three can best be achieved together. That is not just because of politics. The economic consequences of achieving only one of these three goals may be to make things worse with respect to the others. Only done together can the three changes produce a significant improvement in eurozone fiscal demand management.

Given that the stability and growth pact’s prohibitions on excessive deficit spending have come to look more and more set in stone, how could European governments realistically be freed to pursue better fiscal management? The misguided institutional reforms during the crisis tightened the screws on fiscal demand management in two principal ways: through the Commission’s enhanced powers of surveillance over national budgets, and through the fiscal compact. But neither need block a widening of the national room for fiscal manoeuvre.

The Commission’s dominion over national governments is in large part a discretionary one. It is from Brussels that the ‘medium-term objectives’ and ‘stability and convergence programmes’ that fence national governments into fiscal contractions are assessed; and it is the Commission’s prerogative to initiate recommendations and sanctions against those it considers wayward. In addition, the rules themselves allow for a range of interpretations. While one requirement is to stay clear of the Maastricht overall deficit limit of 3 per cent of GDP, others emphasise moving towards a sustainable debt position and leaving room for budgetary manoeuvre. The consolidation programmes, moreover, are supposed to be set out in structural terms.

All this leaves a Commission minded to use its discretion constructively formally free to judge debt sustainability in a more Keynesian way. By acknowledging that cutting spending in a recession makes debt less, not more, sustainable (recall Figure 5.9), Brussels could allow a country to expand its headline deficits to fund a time-limited stimulus programme while changing structural tax and spending policies so as to gradually improve the cyclically adjusted deficit.

The new Commission that took office in November 2014 under Jean-Claude Juncker has already shown that it understands its power to interpret the fiscal rules in light of its political priorities. To drum up support for his flagship investment plan, Juncker implicitly promised governments that the Commission’s monitoring of their deficits would turn a blind eye to spending contributing to the plan:

Importantly, in the context of the assessment of public finances under the Stability and Growth Pact, the Commission will take a favourable position towards such capital contributions to the Fund.17

The Commission should exercise this discretion much more broadly.

The fiscal compact, which echoes the stability and growth pact, lends itself to similar reinterpretation by national authorities. The deficit target of no more than 0.5 per cent of GDP is set in structural terms. There are also quantitative benchmarks for how much excessive debt stocks or deficits should be reduced on average per year. A government with a Keynesian bent could reason as follows. Because of the harm fiscal contraction does to an economy whose private sector has curtailed its spending, the average progress towards lower debt and deficit ratios of GDP could be faster if debts and deficits are allowed to rise before they fall. Buoying, or at least protecting, growth through fiscal stimulus would speed up progress towards the target by having the economy recover faster.

This sort of interpretation might quickly face scrutiny from the European Court of Justice if it displeased Berlin. But given that it is vindicated by the eurozone’s experience in the crisis – where fiscal consolidation may have reduced deficits but made the debt mountains larger than ever – this is a test it should pass. Furthermore, since the fiscal compact is an intergovernmental treaty rather than an integral part of EU law, the extreme option of pulling out of it is available, as it can be done without jeopardising the legal underpinnings of the euro or the EU itself. Unusually, there are no explicit provisions for withdrawal in the fiscal stability treaty itself, but the Vienna Convention on the Law of Treaties allows a party to withdraw if such a right ‘may be implied by the nature of the treaty’. The Keynesian reasoning above offers an argument why that may indeed be the case: the policies it ostensibly requires run counter to the treaty’s own explicit purpose of ‘sound and sustainable public finances’, let alone the ‘proper functioning of the euro area’ and ‘stronger economic growth’. The fiscal compact, moreover, explicitly subordinates itself to the ‘Treaties on which the EU is founded’. If its rules, as a matter of economics, threaten the EU’s fundamental goals – which include ‘balanced economic growth’ and ‘economic and social cohesion’ – that gives a legal justification for renouncing them.

A negotiated reform of both the stability and growth pact and the fiscal treaty, with the aim of making countercyclical fiscal policy more straightforwardly available as a national policy choice, would of course be preferable to unilateral violations of what Germany, at least, surely sees as the spirit of the fiscal rules. The point here is simply that even without such a renegotiation, the scope for national action is not as limited as most seem to think.

This solution would, however, leave us with the original problem of policy coordination: national fiscal policies have spillover effects that must be managed collectively to achieve the best fiscal stance and the best fiscal–monetary policy mix for the eurozone as a whole. Hence the desirability of the third change set out above: to a system that does ensure the coordination (as opposed to the uniformity) of different countries’ fiscal policies. There were proposals for a real coordination mechanism at the time of the euro’s birth. It is high time to dig them out of the dustbin in which the eurozone’s designers left them.

In 1999, Alessandra Casella, a Columbia University economist, pointed out that the problem of spillover effects from national fiscal policy choices was analogous to the economic problem of pollution. The efficient solution, she suggested, is analogous too: set the overall optimal fiscal deficit and issue ‘tradable deficit permits’ to the member countries.18 Each permit would correspond to a euro’s worth of deficit spending, but a country that did not want to use up its full allocation could sell its permit to one that wanted to run a bigger deficit than its original quota permitted. There would be a built-in incentive against deviating from the quota; and incentives for discipline could be further built in by making the price of permits vary with existing indebtedness. The fiscal stance for the currency union as a whole would have to be set by a technocratic body, much in the way the ECB decides the appropriate interest rate, or by a simple automatic rule (Casella’s own preference). That would facilitate an overall deficit that varied according to economic conditions, making effective countercyclical policy and the correct fiscal–monetary policy mix achievable at the eurozone level.

With such a scheme, fiscal policy autonomy could be restored to national governments while holding them accountable for the effects of their choices on others (letting sovereign restructurings happen when necessary would also hold them accountable for their effects on themselves). The market in permits would charge a price for making the monetary union’s desired overall fiscal stance harder to achieve, and it would reward those that contributed to realizing it. Coordination and collaboration could be achieved without the political disempowerment on which anti-European political forces feed.

ENCOURAGING LONG-TERM GROWTH

Belatedly and partially, the eurozone has been redressing its bungled responses to the two most urgent economic challenges of financial instability and economic stagnation. The result can be seen in slowly improving growth rates. But beyond the short term, there is too little clarity of vision about where the eurozone’s economic future lies. Even in normal economic times – which these are not and have not been for seven years – this should exercise minds. At a time of continuing crisis, it should inform the short-term policy steps as well.

Chapter 1 stated the main facts about economic development in Europe since the 1980s: productivity growth has declined, leading to lower growth per capita combined with an increase in inequality. A large proportion of Europeans have experienced stagnant or falling living standards coupled with more uncertainty in their economic lives – a drastic break with the post-war era, which delivered on its promise of prosperity for all. That Europe has a supply-side problem is as undeniable as its shortfall in aggregate demand.

The eurozone is not alone in struggling to find the conditions for growth that is sustained, broad-based and shared. Most developed nations face similar difficulties. (See Table 8.1.) But if the euro is not at fault for this predicament, nor has it offered much in the way of dealing with it. Ending the eurozone’s crisis is therefore only the beginning of the work. No country in the eurozone has as yet found an economic strategy that reliably brings increasing prosperity to all its citizens in today’s global economy. What Europe’s monetary experiment will ultimately be tested on is whether its participants, individually or collectively, succeed in restoring Europe’s old ideal of solidarity in prosperity. At a minimum, euro membership must not become synonymous with preventing them from doing so.

Table 8.1. Global productivity slowdown.
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Source: OECD.

The next chapter addresses the political aspects of this challenge. We complete this one with a few thoughts on what long-term future Europe, and the eurozone specifically, can realistically aim for, and what sort of economic policies can help to bring it there.

Two important decisions about what a desirable economic future for Europe should look like have big implications for how best to come out of the crisis. The first is whether, at the end of the economic changes underway, we expect the capital flows that marked the euro’s first decade to be eliminated or even reversed. The second is whether the least successful eurozone economies should chart a future in which they pay their way by adjusting their cost levels to their productivity levels or the other way around. It is important to treat these as separate questions: it is not as if lower costs necessarily go with surpluses and higher ones with deficits. It is possible to be a high-cost, high-productivity economy in permanent surplus (think of Germany) or a low-cost, low-productivity country that lives – while lenders permit – beyond its means. Conversely, fast productivity growth may well both require and justify large external deficits in the medium term.

In large part, austerity advocates and demand boosters give the same answer to these questions: the eurozone needs to ‘rebalance’, that is to say that the deficit countries must stop running a deficit. Their current accounts must be redressed at least to the point of balance, and perhaps significantly into surplus, if their debts are to be reduced. Where the two camps differ is in how surplus Europe should accommodate this change. Some say it must (at least) eliminate its current account surplus in parallel with the shrinking deficit in the periphery; they are the loudest critics of a Germany that has racked up current account surpluses exceeding 7 per cent of GDP since 2013.19 By insisting on exporting products and capital, they complain, Germany is making it harder for the crisis-hit economies in the euro to adjust. This is a vision of a balanced eurozone in which each country exactly pays its way – and it is a vision, they say, that Germany is as responsible as deficit Europe for bringing about. Most German commentators, in contrast, bristle at the idea of reducing their national savings (which are what their current account surplus amounts to). Whether they spell it out or not, their vision is one where other countries follow Germany’s track of becoming a net saver. In other words, they want a eurozone that looks like Germany writ large – exporting to the rest of the world more than it imports from it – though without much thought as to whether the rest of the world will accept the role of net importer.

If demand is constrained in the short run, there can be a case for ‘balancing’ it fairly (though Germany’s critics too often ignore that its surplus vis-à-vis other euro countries has already shrunk sharply). In the long run, however, is the ideal destination for the eurozone really as a grouping of economies that are all in external balance vis-à-vis each other and either balanced or in surplus vis-à-vis the rest of the world? More extremely still, is it one where the former deficit countries run permanent surpluses to service their debts?

The answer should be ‘no’. That outcome would give up on one of the main promises of monetary integration: namely, the most efficient allocation of capital across the currency union as a whole. Academic studies of Europe’s faltering productivity show that even an ideal set of reforms at the national level can only be expected to give a modest boost to productivity growth.20 Scepticism has also been voiced that higher investment rates will do Europe all that much good.21 That makes it all the more important that whatever capital is invested is deployed where it produces the greatest return. As Chapter 2 argued, the problem of the eurozone boom was not large flows of capital from core to periphery per se, but the waste of that capital. It ought to have financed activities that would lift long-term growth rates in the European periphery and accelerate its catch-up with Europe’s richest countries. But it failed to do so.

Financing growth in the relatively undeveloped parts of Europe with savings from its richer parts must surely remain the goal. Rather than eliminating the imbalances of the boom, therefore, the eurozone should consciously aim for a growth path that restores these asymmetric capital flows: a German-centred core that is running current account surpluses and a poorer periphery that finances growth-promoting domestic investments through current account deficits. For this to be doable, two things must happen.

The first is the recurrent theme of this book: existing external debt, whether public or private, must be restructured to lighten the burden of debt service on the current account. If, as could realistically be the case for Greece or Spain if debts are not written down, 5–10 per cent of GDP must eventually be devoted to external debt service, domestic absorption (the economic production enjoyed within the country) will be so squeezed that investment can only happen with an unrealistic sacrifice of current consumption. Wiping the debt slate clean would allow new capital flows to fund investment while maintaining living standards.

The second is to ensure that this time round, the capital is indeed put to productive use. That is why the insistence of Germany and the troika on structural reforms is not misplaced. But the reforms need to be more intelligently designed, with a view to achieving productivity increases rather than wage reductions and fiscal savings. As the next chapter suggests, this is more likely if national governments again become more accountable to their own citizens.

In particular, the peripheral countries must make their product markets more competitive, and find ways for more workers to be employed and to be employed productively. Uncompetitive product markets, whether because of monopolistic market power or legal barriers to competition, reduce the living standards of the majority and weigh on real wages because of the excessive prices those with market power can charge. The dual labour markets common across southern Europe and France offer sometimes extravagant protections for those in permanent jobs but discourage companies from offering such jobs to new workers. This ties up workers, skills and the capital used by them in the sectors and firms that were dominant in the past, even if new industries and start-up firms would be able to employ these resources more productively. Often, onerous regulations for larger companies discourage businesses from growing and reaping the efficiencies of large scale, with the result that the economy’s resources are trapped in the least productive organisations.

Worse still, it makes things more precarious for the young, who are disproportionately hired on temporary contracts. The system discourages new or growing businesses from cultivating their workforce with a long-term perspective. This is a big reason behind the spectacularly high unemployment rates in countries such as Spain, which long predate the euro. It inhibits the growth of new firms, which are where jobs are disproportionately created. A study of seventeen Organisation for Economic Co-operation and Development (OECD) countries found that, in general, all net job creation (the difference between new jobs created and old ones eliminated) is done by young small and medium-sized firms; established firms, on average, destroy more jobs than they create. This held up even through the financial crisis, when small young firms continued to be net job creators albeit it at much lower rates than before.22

That many countries need better-functioning labour markets does not mean they need the policies Germany has pursued. The German reforms of the early 2000s, known as the Hartz plan, focused straightforwardly on reducing disincentives to work by rationalising the benefits system. The German system of decentralised wage bargaining pulled in the same direction.23 A predictable consequence was downward pressure on wages and thus on unit labour costs. This effort is held up as a model for the European periphery today, especially by those who blame the diverging development of unit labour costs in Germany and other eurozone countries for the debt crisis (rather than, as this book does, attributing it to the financial promiscuity of the 1999–2007 era). But the results of the Hartz plan are mixed at best. It may well be credited for bringing down Germany’s unemployment rate, but it was followed by a decade of stagnant wages and investment, and lacklustre productivity growth (see Figure 8.3 and Table 2.1). The redistributive effect of shifting income from workers to capital owners may well have been an important cause of the country’s low domestic demand and consequent large foreign savings, as well as a rise in inequality. The German model, then, has involved making work more precarious and less well paid even in an era of economic growth. Rather than being a model for how to defend Europe’s social values in the face of globalisation, this is an abdication of them.
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Figure 8.3. German slowdown.

Sources: OECD, EC Annual Macroeconomic Database.



The troika-imposed reforms in the periphery, meanwhile, suffer from the overarching emphasis put on fiscal consolidation. That has directly squeezed public investment and, through the contraction and uncertainty it caused, discouraged private investment as well. The credit crunch brought on by financial fragmentation and monetary policy compounded the damage. Gross fixed capital formation in the eurozone on average lingers 17 per cent below where it was in 2008.24 That average masks huge variations between countries, however. Unsurprisingly, investment has fallen the most in the most crisis-hit countries – which on the whole are those that need it the most. In Greece, investment is only one-third what it was before the crisis. Extreme underinvestment does nothing to put these economies on a sustainable footing. In contrast, Germany today invests slightly more than it did before the crisis.

Indirect harm aside, some structural reforms in the crisis-hit countries have been outright counterproductive. In Greece and Portugal, removing protections in the labour markets before making product markets more competitive has meant wages fell before excess profit margins did. The result was an unnecessarily big hit to workers’ living standards, a deeper contraction in domestic demand, and naturally stronger resistance to the reform agenda. Ensuring greater competition between firms first would have made it easier to re-absorb workers losing their jobs as a result of the labour market reforms. The case for prioritising product markets before labour markets is also borne out by the IMF’s own research department, which has found that labour market liberalisation can harm growth in the short run. Even in the long run, they do not usually lift growth more than marginally – and much less than product market reform. These insights do not, however, seem to have guided the IMF’s operational teams in the field.

Another example is tax policy. To counteract high unemployment and promote exports during a balance-of-payments crisis, taxes on labour – especially in traded industries – should be eased and replaced by other taxes as necessary. But since 2007, the tax wedge on labour (the difference between what a firm pays for labour and what workers take home, accounted for by social security contributions and income taxes) has widened significantly for two-earner families in several eurozone countries, including Greece, Portugal, Spain, Ireland and Italy.25 This is structural reform, but in exactly the wrong direction.

UNEXPLOITED OPPORTUNITIES

This litany of errors committed by the eurozone paradoxically gives cause for cheer. It means that the countries of the euro cannot be written off as doomed to failure, or that the only alternatives are interminable stagnation or the collapse of the euro itself. Nothing in the fact of monetary union, and very little in the particular form Europe has given it, stands in the way of much better economic policy. Even the tightened fiscal rules could fairly easily be reinterpreted and be substantially improved. It was through unforced policy errors, not because of the euro’s structure, that the eurozone dug itself into its current hole. Different policy decisions – whether prompted by a more correct diagnosis of the economic problems or by pressure from voters who have had enough of the current course – can get it out of the hole again. We should not underestimate eurozone leaders’ ability to make things even worse, but the opportunities for improvement are much greater. The eurozone is much more likely to surprise positively than negatively.

For that to happen, two political changes have to happen at once: the balance of power must begin to tilt back from centralised control towards national policy autonomy; and whatever influence the centre retains must be used to demand much more enlightened policies. The next chapter examines the political path by which these two changes might happen.


NINE

The Politics That the Euro Needs

CRACKS IN THE CONSENSUS?

THE DEPTH OF THE EUROZONE’S policy failures and the incompleteness of their reversal were such that a political counterreaction had to happen. Even so, the consensus view on how to steer the euro through the crisis, and the collusion between traditional mainstream parties that it enabled, has been remarkably robust. It was not until 2014 that it came under serious threat from not just one but two significant political trends. These emerged most visibly in the May 2014 European elections, and they have strengthened since. The first is an electoral insurrection in favour of fringe parties, all of which oppose the eurozone’s policies and some of which oppose the euro itself. The culmination of this trend so far was the coming to power of Greece’s radical left-wing movement Syriza in January 2015. The other trend, less virulent but quite possibly more important in the end, is the arrival on the scene of politicians willing to challenge the mainstream consensus from within. The best hope for the eurozone is that the latter trend strengthens and accommodates the most constructive parts of the former.

A ‘NEW DEAL’?

The palace revolution by which Matteo Renzi rose to the helm of Italy’s centre-left Democratic Party and quickly became the country’s prime minister was welcomed across Europe as a gust of youthful energy capable of sweeping away an ossified Italian establishment. When Renzi, who is barely half the age of many of the men who control Italy, struck a deal on electoral reform with one of them (his predecessor Silvio Berlusconi), promising to make Italy more governable, he was rewarded with landslide results in the May 2014 European elections. Although he has not yet contested a national election himself, he has a strong mandate to prove that Italy can indeed be reformed. For that, many Europeans have put their hopes in him not just to reinvigorate Italy’s economy but to give impetus to reform across the eurozone.

But there is something paradoxical in the confidence placed in Renzi. It betrays, first of all, that the levers of economic growth do remain largely at the national level – otherwise why would it matter that Italy got a more congenial leader? It jars, in other words, with the idea of controlling more and more policy from the centre. What is more jarring still is that Renzi’s electoral mandate, such as it is, derives in part from his willingness to challenge the eurozone orthodoxy – both on the substantive question of the primacy of fiscal discipline and on the procedural one of whether tight reins need to be kept on national governments to keep them from misbehaving.

Renzi and Pier Carlo Padoan, his finance minister, have signalled clearly that they want to be ‘serious’. Padoan’s appointment itself sent that signal: as chief economist of the OECD, he had been a strong proponent of fiscal austerity. Renzi and Padoan’s Italy, the message is, will show the fiscal restraint needed to respect the eurozone’s formal rules and Germany’s political preferences. It might as well: the damage of excessive fiscal tightening was done in the years before Renzi’s elevation, and reversing it straightaway may buy too little economic benefit to be worth the political cost of upsetting Berlin. Renzi is rightly playing a longer game.

Nevertheless, in several speeches he has come closer than any other European leader – before Syriza’s victory in Greece – to challenging the way the eurozone currently does its economic business, even as his government stays religiously on side. In late 2014 he called for a ‘European New Deal’ – a renewed policy focus that makes growth a bigger priority. Renzi and Padoan have also lobbied to weaken the intellectual dominance of the austerity approach by challenging the European Commission’s measurement of the agreed fiscal benchmarks and arguing that the benchmarks themselves are obsolete. Most importantly of all, Renzi speaks out clearly against the view that the eurozone’s crisis-hit countries must have reforms imposed on them by the German paymaster: ‘No one should think that Europe is a school in which there is one teacher and all the others are students’, he has said in interviews.1

These are encouraging noises. They suggest a sensible policy approach along some of the lines I set out in the previous chapter. More fundamentally, it shows a long-overdue reaction against treating nations like wayward children in need of a Teutonic governess and her Bruxelloise handmaiden. It is not just people in the periphery that are fed up with being dictated to: those in Italy and France, the euro’s second and third countries and the EU’s co-founders, are fed up too. The evidence is clear in the surge of fringe and often eurosceptic parties. Paris, which has uniquely declined to do much austerity at all, was in early 2015 openly flaunting the European rules, declaring flatly it would not meet its twice-extended deadline for bringing the budget deficit under 3 per cent of GDP.

The eurozone’s approach of trading German money for peripheral discipline has blocked the proper working of political processes in their most democratic and transparent arenas, which remain the national ones. When one pretends there is no alternative, national democracy is reduced to a form of political stoicism: the only freedom that remains is to choose what you are forced to do anyway. That absurdity was particularly glaring in Greece’s 2015 referendum, where a landslide rejection of the creditors’ terms was followed in a matter of weeks by their unconditional adoption.

Even at the European level, politics has been hamstrung where it should have been the most powerful: in the government-to-government bargaining of the European Council and the eurogroup. There, too, statecraft and policymaking have been squeezed into the single dimension of how much creditor Europe – primarily Germany – should subsidise debtor Europe, and how much policy freedom the debtors must give up in return.

The result is that political conflict, instead of being resolved where it should, has migrated to the places of decision making where it least belongs, above all to the ECB. After politicians shirked their responsibility to decide where the losses from unpayable debts contracted in the boom should fall, monetary policy became the proxy for that unresolved conflict rather than technocratic decision making in the eurozone’s common interest. When the same politicians revealed themselves to be unable as well to generate an appropriate fiscal policy for the monetary union – or indeed any holistic fiscal policy at all – the central bank, whose policy needed to be looser in order to compensate, became the battleground for political disagreements that should have been settled in the arena of fiscal policy. It is no coincidence that monetary policy has attracted the greatest controversy just when other policy decision processes have been stymied. And time and again we have seen the ECB act as the eurozone core’s political enforcer.

It is still unclear whether Italian grumbles or French recalcitrance presage a big shift in mainstream policy thinking. Few leaders other than Renzi speak with conviction about an alternative. That task has been left to political insurgents, especially those of the left: Spain’s Podemos and especially Greece’s Syriza. In response, established parties and the Commission they have collectively installed in Brussels have mostly doubled down on the conventional approach. Renzi has nowhere near the international heft he would need to convert Europe to a ‘New Deal’. Even in the best-case scenario where he succeeds in reforming the Italian economy and returning it to sustained growth – which very much remains to be seen – Italy’s ageing, shrinking population and long history of mismanagement robs it of influence in the councils of Europe. The best Italy can do for now is to fix its own problems. That alone would be no small feat.

The greater task of shifting the direction of European policy around will have to be carried out, if at all, by the two countries on which the EU’s development has always hinged: Germany and France. Since they and their mainstream elites have played the greatest part in institutionalising the policy consensus of ‘there is no alternative’, the prospects of a Damascene conversion may seem far-fetched. But on a closer look, the political interests of both powers speak in favour of a new approach. The interests of many of the smaller countries, as well as swelling political support for explicitly alternative political programmes, pull in the same direction. If the courage to achieve a different vision can be found in Europe’s traditional Franco-German motor, then a political path towards realising that vision exists. It would involve Paris moving first.

CHOOSING AN ALTERNATIVE

France demonstrated that it was possible to take less-than-drastic action on the fiscal deficit without falling victim to an investor panic. In contrast with almost everywhere else in the eurozone, there has been little discernible austerity in the French public finances since the crisis. France tightened its structural balance less than any other big eurozone country in the 2010–13 period (see Figure 9.1). It could be said this has not brought the French economy much good, but it would be wrong to attribute its sluggishness to rebellious fiscal policy. France’s post-crisis growth has certainly not been stellar, but its output per head has recovered at about the same rate as the United Kingdom’s and only a little more slowly than Germany’s. Even though France’s seeming insouciance provoked a credit rating downgrade, it did not rattle markets, which have continued to finance the deficit at very low rates and acceptable spreads compared with Germany.


[image: Image]

Figure 9.1. France: Less austerity, more growth.

Sources: EC Annual Macroeconomic Database, EOB.



This reflects how the French establishment reserves a degree of national autonomy for itself that it has conspired with Berlin to deny other, less powerful nations. But it has also consistently been pushing the financial burdens of the crisis-hit periphery – and its own – onto the broader shoulders of the German economy. This has only been a partial success. France can take the biggest credit for securing Germany’s participation in the fiscal rescue operations for the periphery, which disproportionately benefited French banks. French banks’ relative exposure to Greece was larger than France’s share of the rescue loans, which therefore effectively involved a bail-out of French banks by German – but also Italian and Spanish – taxpayers.2 Paris did not, however, persuade Berlin to adopt the holy grail of fiscal union: shared responsibility for eurozone countries’ public debt through jointly issued eurobonds. (German politicians retort that France will not give up the national autonomy that this would require.)

The eurozone would have looked very different today – and much healthier both economically and politically – had France more consistently preached what it practiced for itself, and practiced for itself what it preached for Germany. That is to say: instead of just exempting itself from the rulings of Brussels, it could have rejected tighter rules in the first place. And instead of pushing – in the end unsuccessfully – for Berlin to mutualise public debt, it could have gone ahead on its own, laying the foundations of a fiscal union based on jointly issued debt together with those countries willing to follow its leadership.

Had France taken the lead, it could have rallied a sufficiently large coalition of countries to block the push for centralisation of fiscal control. A French-led ‘southern bloc’ comprising Italy and Spain as well as the smaller peripheral countries, allied with other EU members politically opposed to concentrating more power in Brussels (above all the United Kingdom), could have rebuffed German pressure to strengthen the Commission’s power over member states under the revamped stability and growth pact. Similarly, had France said no, Berlin would never have been able to get the fiscal compact off the ground.

In the face of such concerted opposition, Berlin would have needed to offer concessions to obtain a compromise that satisfied its main priority of protecting whatever taxpayer money it did put on the line. As the previous chapter suggested, a bargain was possible that would have achieved this without curtailing national autonomy and without inducing a recession through inappropriately countercyclical fiscal policy.

What a French-led southern bloc could have demanded was a rewritten fiscal code that prioritised the overall fiscal stance for the eurozone as a whole. Rather than blind deficit cutting by every country regardless of circumstances, a treaty-enshrined deal could have required every country to do its part to achieve a targeted aggregate fiscal deficit (or surplus, as the case may be in good economic times), and to compensate other countries for free-riding on their discipline. The best institutional solution for this would be Casella’s tradable deficit permits (see Chapter 8), though other methods could be envisaged that would charge (or reward) countries for deviating (or over-achieving) relative to the common fiscal target. Scholars at the Bruegel think-tank, for example, have proposed a ‘Eurosystem of fiscal policy’ with the authority to determine the fiscal balance a country would have to pursue.3

In such a deal, Germany’s interests would be protected by re-enshrining the no bail-out principle. No rescue lending would take place without restructuring outstanding sovereign debt first, and loans would be limited to financing a falling path of ongoing primary deficits, excluding any debt service or refinancing. The Cyprus approach would have been regularised from the start: no rescue loans would be available unless undercapitalised banks were bailed in to eliminate any need for public subsidy. As I explained in earlier chapters, these two moves would radically reduce the size of any money needed in a balance-of-payments crisis. Finally, German worries about a transfer union would be definitively put to rest by abandoning any push for eurozone-wide debt mutualisation. Instead, the southern bloc, led by France, could have pursued eurobonds based on intergovernmental agreement between those willing to take the leap.

The main advantage of common debt issuance is often thought to be that the stronger economies would thereby underwrite the weaker – that is why Berlin resists it. But the more immediate, and arguably the more important, benefit from debt pooling in the eurozone would be the size of the pool that resulted from it. Consider this: at the end of 2014 the quantity of US and Japanese public debt outstanding amounted to about $18 trillion (€15 trillion) and ¥875 trillion (€6 trillion), respectively. Those markets are so big that there is nowhere else investors in them could realistically flee en masse. That helps make them reserve currencies and is a chief reason why neither Japan’s massive deficit and debt nor Washington’s brinksmanship with default have led to European-style debt panics. In contrast, the biggest European sovereign bond pools are Italy’s at €1.8 trillion, France’s at €1.7 trillion and Germany’s at €1.6 trillion. The other eurozone governments’ bond supplies are much smaller still. For every government whose creditworthiness is rightly or wrongly in doubt, there are other euro-denominated sovereign assets to shift into. Hence the ease with which capital flight can destabilise individual eurozone countries.4

This is the problem that debt mutualisation would solve. Suppose Paris left Berlin behind and simply invited interested countries to mutualise the public debt. Even if Germany’s most like-minded partners – the Netherlands, Austria, Finland and Slovakia (and Greece, which needs special treatment) – were left out, the remaining thirteen eurozone countries could create a roughly €5 trillion bond market with macroeconomic figures only marginally worse than those for the eurozone as a whole. (If debt in other forms, such as loans, was converted into tradable bonds, the market would be even bigger.) That pool of debt would, moreover, be more than three times as big as the supply of German sovereign bonds, the main safe haven investment in euros. There is every reason to think that investors would finance such debt at interest rates close to German ones, and that the divide-and-rule vulnerability of individualised national debt pools would be a thing of the past. A long-time French policy goal would have been achieved.

There is no economic hindrance to gaining the advantages of size in this way, nor any insurmountable legal obstacles. A jointly issued bond could be modelled on the Bruegel think-tank’s blue bond/red bond proposal, in which mutualised debt gradually replaces national debt up to a ceiling.5 The willing states would need to sign a new treaty that was compatible with their existing treaty duties in respect of monetary union, and that would enshrine their promise to treat the mutualised debt as senior to other obligations. To further panic-proof the joint debt, its maturities could be spread evenly over, say, fifty years (or longer), which would avoid any of the refinancing ‘spikes’ that turned bond market stress into vicious cycles in the sovereign debt crisis. Indeed a mutualisation project would be the ideal occasion for launching perpetual bonds.

Such eurobonds need not run afoul of the ‘no bail-out’ rule, for to agree to borrow jointly is not to assume another country’s debt. Politically, of course, it would fly in the face of Brussels etiquette for a subset of the eurozone to go it alone. But the fiscal compact already did so: on Berlin’s insistence, an intergovernmental treaty was signed without UK or Slovak participation. And the European spirit is surely on the side of those who want to pool sovereignty rather than on the side of German recalcitrance. The latter would be justified if Berlin had to pay for the project – but the point is that here it would not.

As I have argued throughout the book, jointly issued bonds are not necessary for the eurozone to thrive; nor is any other form of fiscal union. But that is not to say it would not bring benefits; and some countries have expressed a desire for it. My assertion is simply that such countries can just go ahead of their own accord; neither the structure of the euro nor the politics of Germany need detain them.

This, then, is one alternative which it has been claimed does not exist: greater national autonomy to pursue countercyclical fiscal policies combined with a framework for orderly sovereign debt restructuring; a eurozone fiscal framework that prioritises the collective fiscal stance; and mutualised debt issuance by a coalition of the willing. Such an alternative, if it had been pursued early in the crisis, would have addressed the balance-of-payments vulnerability of weaker euro members, reduced the cost of stagnation by requiring less austerity,and avoided the strain that the ‘no alternative’ rhetoric has inflicted on Europe’s democracies.

FRANCE: THE DUUMVIR THAT ABDICATED

France could have chosen to cast itself as a leader of the most crisis-hit countries and those who saw the merit of an alternative policy. Had it picked its goals wisely and negotiated cleverly with Berlin, it could have combined the role of protector of the eurozone’s battered periphery with a restored position as Germany’s equal partner in the process of European integration. Even as it has yearned for the old Franco-German duumvirate, however, Paris has consistently punched below its weight since the onset of the crisis.

Why has it not done better? There are three mains reasons.

The first is philosophical. The French elite are true believers in certain ideas that were inimical to better policy for the eurozone. The determining push for sovereign rescues – against the early German contemplation of letting Greece default or even leave the euro – came from a trio of French policymakers: Jean-Claude Trichet at the ECB, Dominique Strauss-Kahn at the IMF, and of course president Nicolas Sarkozy and his government. This reflected a particularly French aversion to markets getting the better of governments – a motivation as much behind France’s support for monetary union in the first place as for rescue policies in the crisis. From this perspective it is anathema not just to restructure sovereign debt, but to let banks fend for themselves instead of bailing them out at taxpayer expense. In France, credit allocation – even though at the hands of nominally private banks – has always been an affair of state. This attitude, which it shares with Germany, has resulted in French and German banks being among the most highly leveraged in the world, safe in the hitherto-unchallenged belief that the state will always stand behind them.

A related, less lofty, ideological factor has been France’s willingness to apply different standards to itself and smaller countries. The first to breach the original stability and growth pact (with impunity) in 2004 were precisely the eurozone’s two leading governments. But while it left Berlin determined to set an example by showing excessive fiscal restraint later, Paris maintained its double standards, and this has led it to pursue contradictory and counterproductive diplomatic goals. Recall Deauville: in return for acquiescing to a fiscal stability treaty as well as a sovereign debt restructuring framework (the latter quite a concession for France), Paris secured only a weakening, later reversed, of the European Commission’s power to sanction governments for breaking the tighter fiscal rules. The French priority, in other words, was not to improve the rules but to make it less likely that it would be stopped from breaching them. This betrays an old-fashioned approach to policymaking, which sees a rule-based order as secondary to the politics of the moment, but also a French desire to distinguish itself from the lesser powers of the EU. (The bilateral Deauville agreement itself, where France and Germany set the course of policy over the heads of everyone else, is a supreme manifestation of that approach.)

This leads to the second reason: vainglory, and the lack of confidence that so often underpins it. The idea of being leader of a southern bloc must have seemed humiliating to many French leaders, including Sarkozy. Especially in 2010–11, when Germany was thundering ahead in its recovery, in contrast with a periphery under constant assault from markets, there was strong envy of the German model in much of the rest of Europe. The vulnerability of French banks, and especially their large amount of US dollar-denominated borrowing, was a particular source of nervousness in Paris. In Brussels, meanwhile, a country’s influence depends a lot on its domestic economic strength. So France under Sarkozy, sensing itself weak even as it pretended not to be, decided its credibility depended on emulating Germany in domestic policy and siding with it in European matters. Sarkozy was unsuccessful in domestic policy, where resistance to reform proved stronger than his zeal to pursue it. And he was ineffective on the diplomatic front, where France followed Germany when it should have opposed it and opposed it when it should have conceded. The result was to diminish French influence even further.

Finally, underpinning all of this was the same incorrect analysis of the eurozone’s economic problem. France, like most others, accepted the conventional wisdom that the euro’s survival depended on German money. From that followed a diplomatic priority to try to secure Germany’s willingness to shoulder as much of other countries’ risks as possible. In return, Paris endorsed Berlin’s obsession with national ‘competitiveness’ and hence deflationary reforms, and paid lip service to the need for treaty-anchored fiscal discipline (even if France considered itself exempt in practice). Paris may also have misjudged what Berlin might actually be willing to accept, and acted unnecessarily timidly as a result. Only when the German leadership decided it had had enough of putting taxpayer money at stake for the sake of other countries and their banks did the eurozone move remarkably swiftly from bail-out to bail-in, something that France could have claimed as its victory two years earlier had it played its cards right.

GERMANY: THE RELUCTANCE OF THE HEGEMON

How would Germany have reacted had it faced more concerted opposition from its traditional EU partner against its austerity and reform drive? How might the country react if such opposition finally materialises in the future?

A superficial reading of German politics would predict a fierce resistance to rolling back the constraints on national governments’ fiscal freedom along the lines proposed above. Greater fiscal discipline and structural reforms enforced from the centre have after all been the price exacted by Berlin for bankrolling the eurozone’s fiscal rescue programmes, as well as for acquiescing in more aggressive monetary policy. Angela Merkel has demanded in unambiguous terms that the new rules be respected in full and in perpetuity; a reason for anchoring them in treaty law was to give the European Court of Justice the power to sanction offenders. ‘All member states must accept in full the strengthened rules’, she told the German parliament in October 2014, just as France was proposing to extend again its timeline for bringing its deficit down and Rome was enacting an overdue fiscal stimulus (though staying within the 3 per cent).6

But one should ask what Berlin could do to stop a determined French-led bloc from restoring the national capacity for countercyclical fiscal policy. As argued before, there is much scope for reinterpreting the current rules, as there is a good economic case to be made that a mechanical priority on austerity policies undermines rather than supports the rules’ overarching goal of sustainable public finances. Politically, the austerity proponents would by hypothesis have little traction with the ‘reinterpreters’; legally, their case is weaker than they might hope. And even the legal resort would only be available if Berlin or others were willing to pay the political cost of taking other sovereigns to court over fiscal policy.

Beyond this, why would Germany not learn to live with greater national fiscal autonomy? Its current insistence on fiscal rules is certainly easy to understand. Removing the fetters on national budgeting would permit some governments to live beyond their means again if lenders could be found to finance them. But that is only a problem to the extent it affects other member countries of the common currency. As Germany has itself been learning, allowing countries to incur larger deficits – even irresponsibly large ones – need not mean allowing countries to ‘get away with it’ if national room for manoeuvre is matched with national responsibility. Letting national governments borrow what they see fit can be made politically acceptable as well as economically reasonable if they have to confront the full cost of their borrowing decisions. Greater fiscal freedom therefore requires a framework for sovereign restructuring. The predictability that such a framework would bring would in turn sharply reduce the danger to others that the disciplinarians have always feared from unsustainable government finances. (As Chapter 7 showed, these dangers were in any case always exaggerated.) Eurozone countries have already come a long way towards making their economies safe from each others’ fiscal crises.

In theory, Germany’s nuclear option would be to withdraw from the eurozone if it found the unravelling of centrally enforced discipline intolerable. In practice, the most realistic German response would be to block any future rescues of an ‘undisciplined’ country unless such a country first restructured its sovereign and bank debt. It would not get to impose discipline, but it would also not have to pick up the bill, and the temporary lack of credit would itself discipline the offending sovereign. Taken together, a moderate renationalisation of fiscal policy coupled with strengthened national responsibility for its consequences are not as alien to German policy as many think. It moved much closer to such a position in its dealings with Greece in 2011–12 and with Cyprus in 2013. And Germany has hardly embraced with enthusiasm its role as the eurozone’s paymaster and disciplinarian. On the contrary, the reluctance to order its neighbours about is such that, when Europe seemed most adrift in the crisis, it drove the foreign minister of Poland (not a country with fond memories of German activism) to practically beg Berlin to take up the mantle of leadership.7

The message that German policymakers constantly send is that they may consider pooling more budget resources with other euro member states, but only if national sovereignty is pooled in tandem so that there can be adequate control over how the money is used. Germany will, or says it will, countenance both fiscal and political union together, or neither. This is usually interpreted as a delaying tactic to avoid putting any more money up, or a sign that Germany’s ultimate goal is to be able to shape all of Europe in its image. What it in fact suggests is that Germans would just as much prefer to be let off the hook – both of the responsibility to pay and of the burden of telling others what to do.

The choice is most articulately laid out by Jens Weidmann, the president of the Bundesbank. In speeches and interviews, Weidmann has formulated the distinction between full fiscal union and a ‘return to Maastricht’, in which there would be no fiscal transfers and in which sovereigns would recover both the freedom to borrow at will and the ability to go bankrupt if they overextend themselves. The choice, Weidmann suggests, is a deeply political one that all the peoples of the eurozone must make. But his own preferred route seems to be back to Maastricht. Consistently with this perspective, Weidmann campaigns for ending bank regulations that treat sovereign debt as completely safe, instead requiring banks to hold capital reserves against their holdings of government bonds depending on their riskiness, like they do with other risky securities.8

Weidmann is right about the choice; and there is good reason to think much of German public and political opinion leans in his direction as to which alternative is preferable. German policymakers rarely miss an opportunity to point out, in private, that France will never share sovereignty over its budget to an extent needed for fiscal union to be workable. Beyond that, Berlin’s choices throughout the crisis suggest it prefers things this way.

Consider the record. In the early days of the crisis, Berlin was the capital most willing to contemplate letting Greece default. Shortly after, at Deauville, it insisted on putting in place a framework for restructuring troubled sovereign debt in the future. In the second half of 2011, it demanded that a default be engineered for the portion of Greece’s debt that remained in private hands. And in 2013, it was German pressure that left Cyprus without any alternative to restructuring its banks so that the amount of rescue lending required could be limited. All along, the budgetary committee of the Bundestag has retained a veto, affirmed by the constitutional court, over any sovereign rescue commitments with German money, and it has let it be known that it will not rubber-stamp eurozone fiscal transfer requests. Throughout, the crisis fiscal or monetary support to other governments has faced opposition from a vocal and influential segment of public opinion inside Germany.

The most reasonable conclusion to draw from all of this is that the German establishment, as well as the German public, could live very well with a eurozone in which fiscal power – but also fiscal responsibility – is renationalised rather than federalised further, so long as it and the eurozone can be made safe from the restructuring of any government unable to service its debt. This book has argued, and experience has shown, that such safety is available and that some of Germany’s wiser policies – the move towards an orderly sovereign restructuring mechanism and the support for bail-in rules for banks – have contributed to it. A French-led initiative to explicitly renationalise some fiscal policy would in some ways push Germany further along a road it has already freely taken.

INSURRECTIONS

The elites of Europe have not remained entirely unmoved by the evidence – persistent stagnation and, in the crisis-hit countries, desperate joblessness and a hollowed-out middle class – that their policies have failed. They have tilted away from an approach of bailing out debtors towards one of bailing in creditors. Paris and Rome bristle more demonstrably against their subjection to Brussels in fiscal matters than when they signed up to it a few years ago. The first big initiative from the new European Commission that took office in November 2014 was a plan, albeit imperfect, to boost private financing for capital investment. It is also, rightly, trying to move Europe slowly away from its addiction to bank debt financing. But these changes of heart remain far too timid compared with what is needed.

The timidity has made voters leave mainstream parties behind in droves. The rise of anti-establishment forces in almost every European country should not be surprising, given how disappointingly the traditional parties have performed, but it is no less impressive for that. Populists of the right and the left are making big inroads into electoral terrains traditionally held by the established centre-right and centre-left, making it increasingly difficult for those established elites to govern as before.

In the election to the European Parliament in May 2014, fringe parties with radical anti-establishment appeal received a quarter to a third of the vote in Italy, France and Greece; in the latter two, the biggest fringe party got the most votes overall. Greece’s Syriza, of course, went on to win power in national elections eight months later. In Spain, the left-wing party Podemos, founded only months before the election, won 8 per cent and has frequently topped the polls of voting intentions for national elections in 2015. In Germany, the right-wing anti-euro Alternative für Deutschland, also barely a year old, won 7 per cent. Outside the eurozone, too, fringe parties surged. In the United Kingdom and Denmark, the openly eurosceptic and anti-immigrant parties Ukip and Dansk Folkeparti topped the ballots in May 2014; in national elections the following year, they won the third and second largest vote shares.

Mainstream politicians have reacted by ringing the wagons. There has been little attempt to differentiate between left-wing and right-wing fringes, or between rank populists and thoughtful radicals. To believe the besieged establishment centrists, outsiders represent a civilisational danger that can only be averted by returning to the convenient oligopoly where two or three well-behaved political blocs share the bulk of votes between them. To achieve this, they engage in the doomed effort of mimicking their challengers’ populism. And sometimes, the mask slips and the gloves come off. In the run-up to Greece’s July 2015 referendum, European leaders effectively made it a prerequisite for staying in the euro that Syriza must abandon its policy programme and, after the vote, that it must ignore the people’s choice.

This defensiveness is wrong-headed on several counts. It confirms the main claim the various insurrectionist movements lay to electoral support: that the traditional forces are all the same and no longer offer a real choice, so they all need to be thrown out if change is to be achieved. This just increases the outsider parties’ appeal to millions who were hurt by the crisis and feel abandoned by the ‘system’. It also allows the fringe parties to reach across the traditional left–right dividing line by appealing to nationalism. Right-wing movements, in particular, have been successful at attracting working-class voters. That has left mainstream parties clinging to power either through minority governments that have a hard time getting anything done or through grand coalitions between social democrats and the centre-right. These protect the existing consensus but marginalise any real political opposition. Either way, the challengers can shout ‘we told you so’ from the fringes in the expectation of even greater support next time around.

But the most aggravating mistake establishment politicians have made is their absolute refusal to engage with the substantive policy proposals from the more thoughtful insurrectionists. Amid the rabble-rousing and xenophobia of the ascendant fringes there are oases of serious thinking. In particular, a proper hearing needs to be given to the agendas of two groups that have instead been stonewalled. Those are the moderate wings of Syriza in Greece and Podemos in Spain, which enjoy the support of more than a quarter of the electorate and, in the case of Syriza, high approval rates for its (short) record in government at the time of writing.

There are many similarities between the two. Both are broad left-wing radical movements managing a range of constituents from hard-left activists to disenchanted former supporters of the mainstream social democratic party (Pasok in Greece, the Socialist Party in Spain). Both present themselves as anti-system movements and irreconcilable critics of established political forces, and the only real alternative to politics as usual. Both have benefited from the dramatic drop in living standards after the boom and the conventional parties’ complicity (the question is whether Spain’s belated growth spurt comes too late to save prime minister Mariano Rajoy). Both are led by youthful politicians with TV charisma, Alexis Tsipras and Pablo Iglesias. And they recognise their mutual affinities: Tsipras addressed Podemos’s founding conference.

Beneath these superficial parallels is a shared political agenda. It is hard to pin down the precise policy programme of movements trying to manage sudden popularity and either an imminent election campaign (in Podemos’s case) or the task of governing amid an acute liquidity crisis (in Syriza’s). Both have exposed flashes of irresponsible populism. But at the core of both movements is a serious commitment to three things: debt writedowns; ending fiscal austerity; and reversing the pursuit of competitiveness through squeezing labour, at least among the lowest paid. (Syriza has made moves to raise the minimum wage while Podemos has advocated a universal basic income – an unconditional stipend to all citizens.) Beyond these three tenets, which are those most crucially at variance with what the eurozone policy consensus prescribes, lie other left-wing policies like more redistributive tax and benefit systems – and in the more extreme flanks of the movements, an aim to topple capitalism altogether.

It is natural that the established parties dismiss these movements’ policies as a recipe for taking Greece or Spain out of the euro. It is a good scare tactic, given that the majority of Greeks and Spaniards want to remain inside. When Tsipras called a referendum on the policies demanded by Greece’s official creditors, other European leaders immediately insisted on equating it with a vote on euro membership. In fact Syriza and Podemos have both gone out of their way to state their support for staying in the euro (although Syriza’s hard-left wing wants Greece to leave); their argument is that policies can be changed without breaking up the monetary union, and indeed that the euro will be better off for it. What is more surprising is how uncritically independent observers, especially in the international financial press, joined the chorus that Syriza’s and Podemos’s policies are incompatible with staying in the euro. Hugo Dixon of Reuters, for instance, has written:

Podemos wants to clean up politics, which is good. But … it wants to cut the retirement age to 60, audit the country’s debt before writing part of it off, and guarantee everybody a minimum income. If such a programme ever became policy, Spain would be heading for default and exit from the euro zone.

The Economist magazine wrote of Syriza that its ‘programme seems, to put it mildly, to sit uncomfortably with Greece’s continuing membership of the single currency.’9 One wonders whether these impeccably market-friendy commentators realise that such arguments turn them into the allies of Syriza’s hard left.

The notion that radically left-wing policies are incompatible with the euro is such an attack on the possibility of democracy within a monetary union that it is curious it has not generated more outrage. And nobody should be under any illusion that it does not guide policy thinking at the highest level. Mario Draghi has used several speeches to call for centralised control of structural economic policies. Draghi’s argument is that the euro’s integrity is only safe so long as each member thinks it is better off inside than out, and ensuring this is therefore ‘a legitimate interest of the whole union’.10 It is a duty of euro membership, in other words, to reform so as to prevent an exit from ever looking attractive. The implication is clear: this is an argument to centralise authority over laws on labour relations, product market regulations, and a lot else besides. Family policy, housing policy and pensions are all structural policies that could potentially be caught in Draghi’s dragnet.

But we should reject his argument. First, because it is an affront against democracy to disenfranchise national electorates from shaping the economic model they want to govern their lives, so long as they accept the consequences and costs. A nation may choose policies that lead to lower growth but achieve other political or social goals, and there is no reason why the euro should not accommodate this. Second, because the structural policies pushed by Draghi and much of the eurozone political elite do not always deliver what they promise. Even on plain economic grounds, there is value in having a diversity of approaches that allows countries to learn from one another which solutions work best. As this book has argued, the particular policies that creditor Europe has foisted on debtors (and to a large extent on itself) have often made a bad situation worse.

The eurozone’s entrenched elite, however, has clung to the claim that there is no alternative to their policy programme, which newfound openness in Italy and France has so far not done much to alter. And the lack of flexibility has been firmest in the long standoff with Greece’s radicals in 2015. Syriza’s coming to power ought to have been treated as a challenge but not a disaster (as it should be with any future Podemos election victory). These parties’ inexperience and excessive enthusiasm for leftist economics will no doubt lead to some economic cost. On the other hand, their independence from existing social power structures gives them a stronger hand to crack down on tax evasion, which is how they promise to raise tax revenues.

Instead, the eurozone showed an inordinate stubbornness in response to the admittedly bungling diplomacy of the fresh Syriza government. That has already cost the country more in halted growth than leftist economic amateurism would have been likely to. Amid the wreckage of the Greek economy, Athens has been paying its way domestically since 2013. Government revenues have more than covered domestic public spending apart from debt service, and the debt stopped growing in euro terms after the 2012 restructuring. In this sense, the fiscal adjustment was largely complete. In 2014, austerity was paused (the structural primary budget balance was actually loosened slightly), and growth duly resumed as one would expect in such a depressed economy. There was no need for any additional loans – private investors were even dipping their toes in the water – and therefore there should have been no need to impose specific non-fiscal policies on Greece. Given this (primary) surplus, the only question that needed to be resolved was on what terms the no-longer-growing debt should be serviced and eventually whittled down.

Because of missed opportunities in the 2012 writedown, the ECB retained billions in unrestructured Greek bonds whose principal was due to be repaid in 2015 and 2016 (see Chapter 6). Without refinancing or rescheduling, Athens would not be able to repay these without drastically cutting expenditure and depressing the economy again. Until June 2015, that is what it did in order to repay mainly IMF loans. In 2014, it had looked as if Athens might finally have settled back into private bond markets, in which case it could privately refinance debt falling due. But the uncertainty caused by Syriza’s stand-off with the eurozone scared international investors away again, and this uncertainty and the need to extract resources out of the economy to repay rather than refinance maturing loans combined to stifle the fledgling growth.

The right policy in early 2015 was always to do what should have been done in the 2012 restructuring (see Chapter 3): have the eurozone rescue fund relieve the ECB of its Greek bond holdings and replace them with a long-term loan. The eurozone should have refinanced the IMF loans, too, or convinced the IMF to roll them over on a long-term basis.

All obligations to official lenders should have been spread even further into the future than they already are, to avoid a return of the refinancing trap. Greece’s debt service – including any net repayments of principal – should have been linked to growth and limited to a realistic proportion of GDP. This would have been bearable for the Greek economy, and since it would have removed the temptation of unilateral default, it would have reassured creditors as well. Together, this would have obviated the need to cut the nominal value of the debt, a political impossibility for some creditor states. Greek banks would have had to be restructured, writing down current ownership stakes and replacing them with equity for bailed-in bondholders and large depositors, who would have an incentive to make the banks work.11 The economic boost from removing the debt overhang and rebooting the banking system would, in the long run, increase prospective returns for creditors, not reduce them.

This may, in the end, be where the eurozone and Greece end up. If so, they will have taken the worst way to get there. In the months following Syriza’s election, the eurozone enforced a repayment schedule that was both unfeasible and entirely of its own making to force Athens into submission. The goal was never to see the ECB-held bonds repaid – their fate was always either unilateral default or an agreed rescheduling – but to force the left-wing radicals to continue with similar policies as the centre-right party they defeated in elections.

This was profoundly wrong-headed. To demand further budgetary tightening to pay down maturing debt, as well as structural reforms that are often counterproductive, is to compound the economic mistakes described earlier in this book. Worse, it repeats the political mistakes as well by making a mockery of democratic choice. Creditors have a legitimate stake in fiscal policy that strengthens the ability to repay debts, but not in the choice between different non-fiscal policies, which should rather reflect how Greeks want to arrange their affairs. The eurozone’s policymaking record in any case has undermined any claim to superior economic management; and even if it had not, the choice of how much to prioritise growth over other economic and political priorities is one that should be democratically decided.

But the eurozone is back to its bad habits. A single economic vision has been mercilessly enforced – through the overlordship of creditors’ technical staff, through the ECB’s refusal to lend freely in the last resort to banks it itself deems solvent, through pressure to change the make-up of the government and – in a repeat of Papandreou’s subjection in 2011 – through first violently rejecting a referendum then insisting it was a choice on whether to stay in the euro rather than on the specific local conditions the creditors had proposed.12

Much has been made of the political impossibility of letting Syriza have its way on debt writedowns, lest other crisis-hit countries with similar political insurrections (Spain, Ireland with Sinn Fein, later perhaps Portugal) opt for the same. But this political contagion argument makes little sense beyond being self-serving for established elites. For if restructuring is the right policy, why should it not be pursued elsewhere? Take Spain, which owes very little (a few per cent of GDP) to the troika and most of whose excessive debt is in the private sector. Madrid could achieve private restructuring entirely through national legislation; in the case of banks this would be in line with the new common bail-in rules. How could this be bad for Europe? As for public debt, now that interest rates are low much can be achieved by swapping bonds with longer maturities on a voluntary basis for the participants. Ireland, as mentioned before, has a good case for being relieved of some banking-related losses by other eurozone countries. In both cases, any cross-border repercussions can and should be handled through the new rules for recapitalising banks (and restructuring them if necessary).

This would never be a conflict-free process, but it could be made an orderly one provided the will is there on all sides. And in any case, a permanent rejection of the more thoughtful insurrectionists’ proposals leaves the field open for more extremist forces. This cannot be sustained forever. As Podemos-affiliated economists clearly articulate, debt restructuring and a reversal of austerity eventually become a matter of economic necessity – in other words, it may not be a question of if, but when.13 Europe has been desperately lacking in politicians distinguished by their acceptance of such realities. The eurozone elite’s refusal to let Syriza score points that would admit the eurozone’s past policy mistakes, and its scaremongering about Podemos, are just further confirmation of that sad fact.

FROM RESTORED NATIONAL AUTONOMY TO RENEWED EUROPEAN INTEGRATION

The political alternative for the eurozone, then, is to reopen the space for more national freedom in policymaking, above all in fiscal affairs but also in reform policy. The necessary complement to regained autonomy is to re-establish national responsibility for the choices a country makes, including arrangements for an orderly restructuring of the government’s debt when those choices have been sufficiently poor. One should expect that some governments would use their freedom to choose policies at odds with the austerity-and-price-competitiveness path taken almost universally since 2010. Greece’s Syriza government is the first to try to do so explicitly, albeit incompetently. This book has offered reasons why such a policy shift might lead to better economic results. I finish this chapter with three observations on how a policy shift may also change Europe’s political economy for the better.

First, by eliminating the conditions for the current state of reciprocal blackmail where, explicitly or implicitly, Germany threatens not to pay, deficit Europe not to comply, and the price of disagreement is expulsion. This would remove the most significant cause of political resentment between eurozone countries. That would be a worthwhile prize in its own right for a region that has no need for more enmity between its nations. It would also be good for democracy. No longer would rulers be able to tell dissatisfied voters that their hands were forced by the invidiousness or harshness of supposed partners in the common currency. A country’s fortunes would be more clearly the responsibility of national governments, for which they could be held to account by their own electorates. That, in turn, would require both incumbents and challengers for power to articulate better what they would do for their people; blaming the foreigners would have less resonance than it does today. The result would be more heterogeneity in policymaking, and occasional attempts at radically different policies. While such attempts may well fail, it is surely right for voters to be able to choose them.

Second, it would allow Europe to exploit the diversity between individual countries better. A deep problem with centralised policymaking is that it shrinks the scope for experimentation from which others can learn. In the United States, radical tax cutting in Kansas or the Massachusetts approach to universal health provision, to take just two examples, have provided valuable lessons to other states and to the federal government about what works and what does not. Europe should be similar, above all in how it addresses the challenge of equitable growth in the face of globalisation. In the crisis, however, the eurozone staked out a path that converges on a German model, not just in fiscal matters but more critically in the nature of structural reforms – precisely the competitiveness-through-wage-restraint strategy that Berlin implemented in the early 2000s. Those reforms are credited with growth and employment, but they also brought precarious work, insufficient investment and a decade of wage stagnation. Germany can hardly claim to have found the answer to Europe’s (and indeed the whole rich world’s) challenge. Unless different countries are allowed, indeed encouraged, to try out very different solutions – some of which will fail, perhaps badly – Europe will miss out on the opportunity to learn which ones work best.

Finally, fretting less over how other governments behave would let European countries pay rather more attention to what is in their common interest. Paradoxically, greater national autonomy may encourage more integration. That does not have to mean steps towards fiscal and political union, though it could mean groups of countries voluntarily adopting elements of these. With less voter antagonism, countries may find it beneficial to deepen integration in specific areas with ‘coalitions of the willing’, subsets of likeminded European states. One possibility is the aforementioned joint issuance of debt; eurobonds could be launched by those who want them, without waiting for Germany’s participation. There are other examples, the most significant of which would be pursued by France and Germany on a bilateral basis, but would be open to others to join, as many surely would. In late 2014 the two countries’ economy ministers commissioned a report from Henrik Enderlein and Jean-Pisani Ferry, highly competent economists and committed Europeans, who produced one of Europe’s best policy documents since the crisis. Among their recommendations are for Berlin and Paris to create ‘borderless sectors’ in key industries through bilateral harmonisation of regulations, taxes and other structural policies. This is precisely the sort of policy harmonisation that Europe’s nation states should be looking for, and that the European Commission should be encouraging even if it is only for a subset of interested states.

The work of European integration remains unfinished, and plenty of opportunities for such bilateral or multilateral initiatives exist. The only obstacles in their way are insufficient political attention and an unwillingness to withstand domestic protectionist pressures. The hope is that undoing some of the counterproductive centralisation the eurozone has imposed on itself during the crisis could help get both obstacles out of the way.


TEN

Great Britain or Little England?

THE REAL CHOICE FOR BRITAIN IN EUROPE

THERE IS ONLY ONE big economy in Europe that has stayed outside of the monetary union. Britain is nonetheless strongly affected by the euro’s failure or success, and by how the eurozone manages its economy. More profoundly and less widely appreciated, the euro affects the United Kingdom’s influence in Europe. Most neglected of all is how the British choice to stay out has made a difference to how the euro is run. For all these reasons, a book about the euro needs to discuss the United Kingdom’s relationship with the monetary union on its doorstep and assess the decision not to take part.

It may seem eccentric to start a conversation about UK membership of the euro just when the battle is on over whether Britain should leave the EU altogether, and when the single currency itself is perceived as thoroughly discredited. Even the more level-headed commentators and voters who think ‘Brexit’ would be an act of gratuitous self-harm take it for granted that British euro membership is a crazy idea. The decision to be absent from the euro’s creation in 1999 has, since the sovereign debt crisis, been a source of universal relief, and most of those who did once support membership have now recanted their views. Seventy per cent of the public disapprove of the euro.1

But in fact there is no better time to revisit the case for British euro membership. Doing so clarifies how much the United Kingdom’s current status – in the EU but out of the euro – falls short of the potential benefits it could reap from closer European integration. That is relevant to the debate over membership of the EU overall. Establishing the cost Britain pays to stand apart from a core strand of the European project may cast light on how much bigger the cost could be from pulling out of it altogether. Alternatively, it may reveal that the status quo is an untenable position. If so, the real choice over the long term is not what David Cameron will ask Britons in a referendum, namely whether to stay in or leave an EU that possibly grants slightly more national autonomy than today. The real choice for Britain may be between leaving the EU and becoming a fully engaged member, including of the eurozone.

The discussion of British euro membership always had two parts to it. One was whether it would benefit the United Kingdom economically – the subject of Gordon Brown’s ‘five tests’. The other was whether it would enhance British influence.

Both are worth revisiting, and I will do so later in this chapter. But the crisis, and the way it has supposedly exposed the euro as a currency not fit for purpose, provides a third perspective from which to judge the question. That is, how would a Britain inside the euro have influenced the policies chosen before and during the crisis? In particular, are there reasons to think that the eurozone’s crisis response would have been superior to what it actually was if the United Kingdom had been a member? And what, finally, would this have meant for Britain’s own economy? Contrary to what most people think, I will argue that the crisis, far from destroying the euro’s attractiveness for Britain for good, was a situation where sharing the euro would have made the country better off.

COUNTERFACTUAL HISTORY: CRISIS POLICY WITH BRITAIN IN THE EURO

The failures of eurozone policy in the crisis, as I have analysed them in this book, amount to four things: the mistake of not radically restructuring sovereign or bank debt before any rescue loans were granted; an excessively tight monetary policy; the inability to coordinate on the right fiscal stance for the monetary union as a whole which, coupled with an excessive priority on deficit cuts for debtor Europe, resulted in too much austerity everywhere and the failure to respect national political processes in setting fiscal and structural reform policies. On all four, it is likely that better policy compromises would have been struck with the United Kingdom at the table.

Rescues and Restructuring

Take the rescue loans first. I pointed out in Chapter 3 that when it became clear that the choice for Greece was between bail-out and default, HM Treasury acted swiftly to make clear it would exclude itself from any rescue operation. As the largest non-euro country, Britain was influential in establishing the conventional wisdom that Greece was the eurozone’s responsibility because its implosion was caused by the flawed currency. As discussed above, this was a poor argument: if the main rationale for lending to Greece was the collateral damage of a Greek default on other countries, then all the economies in the line of fire had reason to contribute. That the potential repercussions were vastly exaggerated does not alter the fact that the United Kingdom was at least as exposed as many eurozone countries, and arguably more than most because of its huge financial sector. Banks and other financial companies would, after all, be the industry with the most to lose from the turmoil it was feared that a Greek default would trigger.

The Treasury washed its hands of Greece’s liabilities. That was wise in terms of UK interests, and it would have been a wise choice for other eurozone countries to do the same. It is likely that inside the euro, too, the UK government would have expressed the same aversion to bailing out creditors that had foolishly lent to politicians in Athens. That may or may not have swayed the eurozone’s collective decision in those fearful days in April and May 2010. But it would at least have pulled in the right direction.

Now it could be pointed out that after the first Greek loan, the United Kingdom did in fact participate in some of the later rescues, in particular that of Ireland, where it contributed a £3.2 billion loan to the overall eurozone rescue package. Like all EU members it also stood behind the European Commission’s participation in rescue loans to Ireland and Portugal through the so-called European Financial Stability Mechanism (a junior partner to the EFSF). But these participations were minimal – much smaller than what eurozone countries had to contribute.2 Within the euro, Britain could not have got away with putting up less than its proportional share or with picking and choosing which rescues to contribute to. It is of course possible that the UK government would have folded and paid as much into the kitty as other similarly sized economies. But given the country’s special allergy to contributing to EU funds, manifest in its unique rebate from the EU budget, as well as the acute feeling in the new coalition government that it, too, was vulnerable to market attack, it is more probable that it would have done whatever it could to minimise its outlays. That would suggest minimising the cost of the rescues by requiring outstanding debt to be restructured.

British policymakers also had a more clear-eyed view of what ailed the banking system. While the government blinked on the question of bailing out big banks with taxpayer money, it had at least put in place a special resolution regime for restructuring and resolving bankrupt banks as early as February 2009. This would have put UK policymakers in a strong position to correct the eurozone’s dogmatism over whether Ireland’s taxpayers should pay to protect the bondholders in the country’s private banks from losses.

Monetary Policy

A UK seat on the ECB’s Governing Council would have brought outsize influence. Not just because bigger countries in practice carry more weight in the deliberations than the voting key suggests.3 But also because the Bank of England, one of the world’s oldest central banks, is an intellectual leader in monetary policy thinking, and its experience with the City of London makes it the most attuned of all the European central banks to how securities markets can be harnessed for monetary policy goals.

While there is much to criticise about the Bank of England’s behaviour before and during the crisis – like most others, it did not see it coming – it has been consistently more aggressive than the ECB in trying to loosen monetary and credit conditions. It cut its policy rate to 0.5 per cent in March 2009 and has kept it there since. In the same month it began ‘quantitative easing’ – buying government bonds to provide further monetary loosening. It has added more inventive policies, such as low funding costs specifically targeted at bank lending to households and businesses (the ECB copied this policy in late 2014, and finally followed suit with the large-scale asset purchases in January 2015, six years after the Bank of England).

The Bank of England could have done more than it did. But its activism contrasts with an ECB constantly behind the curve, and its expertise lends it intellectual heft. So there is every reason to think that the British members of the ECB leadership would have had considerable influence, which would have made the euro’s central bank lean towards lower interest rates and an earlier adoption of bond purchases. The monetary contraction and credit crunch in the eurozone would have been less onerous as a result. It is quite possible that if the ECB had bought bonds in large quantities in 2009, the eurozone would have been spared self-fulfilling panics in the bond markets and the sovereign debt crisis might never have happened.

Otherwise, it is quite likely that the United Kingdom would have fallen on the wrong side of the market panic in 2010–11. While the public debt was moderate by eurozone standards, the government’s deficit was second only to Greece’s when the sovereign debt crisis first spun out of control. Britain’s metastasised banking system, like that of Ireland, was an additional vulnerability. It is therefore quite possible that, had the United Kingdom been in the euro, its governments and its banks would have faced the same rise in borrowing costs as Italy, an economy of roughly the same size. In contrast with Italy, however, the United Kingdom would have had the political heft to demand that the eurozone’s collective policy tools be used to stabilise the gilt (UK government bond) market. The most likely outcome is that, rather than preferentially buying the bonds of crisis-hit countries including the United Kingdom, the ECB would have resolved to start big and broad-based purchases of all member countries’ sovereign bonds years before Frankfurt finally resolved to do so in January 2015.

Fiscal Policy

The coalition government that took office in Westminster in May 2010 could match Berlin in its enthusiasm for cutting deficits. While comparisons with Greece were far-fetched – the United Kingdom is a richer and much-better-run country, and it entered the crisis with much less public debt – the deficit was worryingly high. David Cameron and George Osborne declared that the state should balance its finances like a thrifty household, much as Angela Merkel praised the proverbially prudent Swabian housewife. But their commitment to austerity was more parochial than hers. The coalition government’s plan for economic recovery was predicated on exports to Britain’s trading partners – above all the eurozone – picking up the slack (together with private investment) from the cutbacks to public spending.

It was always in the United Kingdom’s interest that its European neighbours should not take the same medicine as it did, or at least not to the same degree. But Cameron and Osborne could hardly preach to other Europeans the Keynesian anticyclical policies they refused to practice at home. Nor, as outsiders to the common currency, could they claim much of a stake in the euro countries’ decisions on fiscal policy. Even so, it is worth noting that David Cameron refused to sign up to Angela Merkel’s fiscal compact, forcing her into an intergovernmental, rather than an EU, treaty with twenty-six countries (the Czech Republic declined as well). It may have been for the wrong reasons (largely to satisfy eurosceptics in his own Tory party), and it was of little consequence for the rest of Europe, but had the United Kingdom been inside the euro, it would have mattered enormously.

The whole purpose of the compact was to regulate more tightly the spending behaviour of eurozone members; and it was Angela Merkel’s quid pro quo for acquiescing to a permanent, treaty-based rescue fund (the ESM). The British government, however, acutely aware that its own fiscal consolidation plans relied on growth in continental Europe, would have pushed for more relaxed budget limits in countries with room to spend in order to compensate for fiscal contraction by countries with no other choice (including the United Kingdom itself). UK economic interests, as well as domestic politics which militated against accepting more centralised rules on budgetary freedom, would have made it much harder for Germany to secure the policy combination Berlin did, in the event, obtain: sizeable financial aid from creditor to debtor countries in return for much tighter limits on how the recipients – and, in principle, the donors – would be allowed to run their finances.

National Autonomy

Significantly smaller financial transfers than actually transpired would by themselves have reduced the grip creditor Europe exercised through the troika. The troika itself may not have existed in its actual form, or at all (Britain may well have preferred a pure IMF operation). But no doubt there would still have been a push for centralised control of policies among the core euro countries of the eurozone, in particular France and Germany and their closest allies. Berlin would still have wanted to keep debtor countries in line; Paris would still have pushed for a common ‘economic government’ for the eurozone; and both would still have adhered to a policy analysis that said the monetary union could only function properly with greater sharing of resources across countries.

A UK presence inside the euro would have served as a strong counterweight to this centralising bias. For cultural and historical reasons – and partly because of the way the EU is depicted in the press – the British public is much more averse to the idea of closer union than most continental European countries. That, more than any economic consideration, is why the United Kingdom has stayed out of the euro, and why Britain is the only country that is seriously contemplating a departure from the EU. But it is also why the United Kingdom, had it been part of the monetary union, would have resisted the accumulation of power by the Commission in the interests of the big creditor countries. To much of Britain’s elite, let alone its electorate, the centralisation would have seemed wrong in principle and the institutionalisation of creditor power inimical to British interests. Eurozone governance would not have moved as far in that direction if the United Kingdom had had a say.

Britain’s Benefit from Membership

In all of these ways, a United Kingdom that had participated in the single currency would have pulled the eurozone’s crisis response in a better direction. Not because British policymaking is more enlightened (though on some issues, such as monetary policy, there is a case for claiming this) or more concerned with the European interest. But the particular substance of what the United Kingdom would have pursued in its own selfish interests, and the way these interests happen to relate to those of other countries, would have tilted the scales of compromise in the monetary union’s councils towards a less devastating economic and political trajectory. Less excessive austerity (in the rest of Europe, not necessarily in the United Kingdom itself) and more accommodating monetary policy would have avoided at least some of the lost growth; there is a good chance the eurozone’s second recession, perhaps even the sovereign debt crisis, would have been avoided altogether. The financial fragmentation that contributed to the economic downturn and ended up threatening the euro’s survival would have been nipped in the bud. Much smaller rescue packages would have contained the erosion of political goodwill between eurozone members, and this – together with better economic performance – would have left Europe’s electoral grounds much less fertile for populists and extremists of the left and the right.

The benefit from all this to the United Kingdom should be obvious. Had the eurozone been growing in 2011–12, the boost to British exports would most likely have returned the economy to solid growth much earlier (as it was, it stagnated until 2013). The banking sector would not have had to contend with the uncertainty involved in the prospect of a euro break-up. To guess how British politics would have evolved as a result is recklessly speculative, but it is fair to suppose that with the eurozone less discredited by economic failure and the coalition government benefiting from stronger domestic growth, there would have been less for Ukip’s eurosceptic insurgency to feed on before the 2014 and 2015 elections, and the Tory right wing’s pressure on its own prime minister would have been weaker as a result.

BROWN’S FIVE TESTS TODAY

In the 1990s, there was a real debate about whether the United Kingdom would be well served by euro membership. The decision was taken, of course, to stay out. After the crisis, however, what was once an open if uneven debate (scepticism was always dominant) turned into a non-existent one. The unquestioned consensus is now that the crisis demonstrated how deeply flawed the euro was and that the United Kingdom should breathe a sigh of relief that it had not joined. Those who were against it back then barely manage to keep themselves from gloating, while most of those who were in favour make a point of expressing their contrition. Official policy, too, changed when the coalition took office in 2010. Labour’s policy was to be open in principle to joining when it was judged to be in Britain’s economic interest – as determined by the Treasury’s five tests. David Cameron’s government swept even the theoretical prospect of joining into the dustbin along with the five-tests framework.

The argument above suggests that both gloating and contrition are misplaced. Properly understood, the crisis showed that the benefits to the United Kingdom from euro membership would have been greater, not smaller, than seemed to be the case before 2008. That does not clinch the argument in favour of joining the euro, but it does show the idea that the crisis should bury the debate for good is all wrong. The political reasons for taking euro membership off the agenda are clear enough, but they do not reflect a dispassionate consideration of what would be best for Britain.

How euro membership might have benefited the United Kingdom during the crisis is, however, an argument about the past. What is done is done, and even if Britain joined the euro tomorrow, it would be too late to save it from the effects of Europe’s self-inflicted economic losses. Instead we should ask: how do things stand today?

In the political and economic debate, the original five tests have been superseded by the conviction that a monetary union cannot work economically without a fiscal union, and that a fiscal union is politically impossible without a political union. This has become an unquestioned axiom in the British political debate, as was quite visible in the Scottish referendum campaign. The pro-independence camp never gave a satisfactory answer to how an independent Scotland could keep the pound without subjecting itself to precisely the kind of fiscal and economic suzerainty that independence was supposed to do away with.

Since both fiscal union and political union with the rest of Europe are unacceptable to a majority of the British people, this seems to rule out monetary union with it too. But that, as I have argued, is a non sequitur, although one believed almost universally.4 Its main function is to make the five tests look irrelevant, for if it were true that only a fiscal and political union could make the euro safe from balance-of-payments crises, then Britain would conclude that the euro was not in its interest even if the five tests were all satisfied.

Given that this is not true, however, the tests remain worthwhile. They have stood the test of time fairly well, as far as they go. The problem is that they do not go very far. What happened in the crisis reveals the extent to which the tests, whether or not they are met, ask the wrong questions in the first place.

The tests are as follows.5

Convergence. Are business cycles and economic structures compatible so that we and others could live comfortably with euro interest rates on a permanent basis?

Flexibility. If problems emerge, is there sufficient flexibility to deal with them?

Investment. Would joining EMU create better conditions for firms making long-term decisions to invest in Britain?

Financial services. What impact would entry into EMU have on the competitive position of the United Kingdom’s financial services industry, particularly the City’s wholesale markets?

Growth, stability and employment. In summary, will joining EMU promote higher growth, stability and a lasting increase in jobs?

The decisive tests are really the first two. The government’s own assessment was that the UK economy would benefit according to the last three criteria if ‘sustainable and durable convergence’ was achieved, as defined by fulfilling the convergence and flexibility tests. From either of these two, Britain has less to fear than is commonly thought.

How Bad Would It Be to Lose Monetary Independence?

We have already noted that the freedom to have very different interest rates from those set by a much larger trading partner can only be exercised within very tight limits, regardless of the currency regime. And within those limits, countries that do have independent monetary policy have tended to use it largely to reproduce the interest rates of larger neighbours. That is why I noted in Chapters 1 and 2 that for European countries monetary independence is not as grand as it is sometimes made out to be.

In the case of the United Kingdom, those who favoured entering the euro at the outset or in the early 2000s pointed to the fact that British and euro area interest rates tracked one another quite closely, as Figure 10.1 shows. This was true for real short-term rates and both real and nominal long-term rates. (The real rate is the nominal rate adjusted for inflation, which better represents the true cost of borrowing and reward for lending. Nominal short-term rates have also moved closely in step, with a gap between them reflecting the United Kingdom’s higher inflation rate.) As for Britain’s economic cycle, it has become much more synchronised with the eurozone countries’ than it used to, to the point where the UK economy tracks the eurozone economy as closely as Germany and more closely than for instance Finland.6 Since the end of the recession in the early 1990s the distance between the ‘output gap’ of the UK economy and that of the euro area (a measure of an economy’s distance from its normal potential, indicating its position in the economic cycle) has hovered around 1 percentage point of GDP (see Figure 10.2). That is hardly an unbridgeable difference.

The current moment is the harshest test of monetary policy compatibility, because after a decade and a half of convergence, the United Kingdom and the eurozone have diverged in the last two years. Since 2013 the Bank of England has been making noises about rising rates after a good economic growth spurt, whereas the ECB is keeping rates around zero and has belatedly launched additional monetary stimulus. Similarly, the UK output gap outperforms that of the eurozone by 2 percentage points of GDP, the largest difference in twenty-five years. The UK recovery, which gained speed in 2013, is clearly ahead of the eurozone’s. But this divergence is not one caused by external ‘asymmetric shocks’ – events that call for different monetary policy in the two economies. It is the other way round: difference in policy has caused the divergence. Specifically, the contrast is due to the ECB’s mistakes – as explained before, it should have followed the Bank of England’s lead towards a bond-buying programme much earlier. Such policy-generated divergence is not an argument for having separate monetary policies, but for having the right monetary policy (in the years since 2009, one more like the United Kingdom’s). As I argued above, that would have been more likely for the eurozone had Britain been a member.
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Figure 10.1. Eurozone and UK interest rates.

Source: Eurostat.
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Figure 10.2. Output gaps in the UK and the euro area economies.

Source: EC Annual Macroeconomic Database.



In any case, if sterling and euro market interest rates do diverge for a while, it does not prove that Britain is better off for having its own monetary policy. As we have seen, other stabilisation tools are available, and could be used more actively if interest-rate setting could not. In the five-tests frameworks, the Treasury recognised that fiscal policy can and should play a role in macroeconomic stabilisation. Even when government budgets are constrained, we know since the crisis that the effect of monetary policy depends on broader credit conditions, or the ease with which actual people (as opposed to the Bank of England’s circle of counterparties) can borrow money. These broader credit conditions remain amenable to national policy action even without domestic control of the central bank rate; indeed there is now broad agreement that the interest rate is a poor tool for financial stabilisation. The United Kingdom has been at the forefront of developing policies and institutions to better control credit creation – what is now called ‘macroprudential’ policy. This consists of rules aiming to tighten the reins on the financial system if credit grows too fast and causes economic overheating, or to give freer rein if credit becomes too dear and holds economic activity back. If the price of predictable export and import prices (a fixed exchange rate) is to give up fine-tuning the national official interest rate, the existence of fiscal and macroprudential stabilisation tools makes that sacrifice a lot cheaper.

Because foreign exchange prices can move instantaneously whereas prices of goods and services only change gradually, floating exchange rates would overreact to the economic shocks they are supposed to cushion against even if foreign exchange markets were fully rational and driven only by economic fundamentals.7 And in fact, nominal exchange rates are set by financial exchanges whose participants behave in volatile and short-term ways. In the words of Willem Buiter:

Like most other financial markets, the market for foreign exchange … reflects not just [economic] fundamentals (or people’s view of fundamentals) but all the fears, phobias, hopes and impulses that drive foreign exchange traders and their principals. Bubbles, sudden mood swings from euphoria to despondency, from irrational exuberance to unwarranted depression, herding behaviour and bandwagon effects are the rule, not the exception.8

A floating exchange rate is as likely to be a source of instability as an instrument of stabilisation.

A Common Fallacy of ‘Flexibility’

Now consider the second of the five tests.

Discussions of flexibility too often assume that the only thing that matters is price flexibility: the tendency, after an economic disturbance, of relative prices to fall for goods and services that find themselves in less demand (or greater supply) and to rise in response to greater demand (or curtailed supply). But the flexibility of the reaction to price changes matters just as much. There is little benefit in a falling exchange rate if unemployed workers and idle capital cannot move into the export activities that the cheaper domestic currency makes more profitable. While this may narrow a trade deficit by reducing imports, it would not in such a situation increase exports or overall output. Since a depreciation impoverishes consumers – that is what more expensive imports mean – exchange rate flexibility without the flexibility to move resources from one sector to another could cause a fall in living standards without a swift compensation of more jobs and higher production. This is often missed by optimal currency area-based arguments.

This point is illustrated very vividly by two European countries whose real exchange rates fell sharply in the crisis, but where the depreciation failed to have the effects you would predict if resources were reallocated smoothly in response to price changes. One is the United Kingdom itself (see Figure 10.3). The pound fell from an average value of about €1.45 in the three years before the crisis to about €1.15 in the three years following 2008, a nominal depreciation of more than 20 per cent. The trade-weighted exchange rate (which measures sterling’s value against all trading partners’ currencies) depreciated by the same amount. The government naturally expected the trade balance to improve, with a boost to exports and a shift of domestic demand away from imports towards domestic goods and services. One reason why the economic recovery and fiscal deficit reduction failed to materialise as planned was that trade did not respond this way. The trade balance remained stubbornly negative. Export volumes regained their previous level, then stagnated. Even though the eurozone’s own goal hurt the United Kingdom’s biggest export market from spring 2011, the depreciation against the euro should have helped; in any case, sales volumes to non-euro markets stagnated as well. The UK export market share held up no better than those of Spain, Portugal and the Netherlands.9 The most likely reason is that instead of increasing sales, exporting companies left prices in foreign currency unchanged and pocketed the increased profit margin. This could be a consequence of the floating exchange rate itself: if exporters do not know whether a depreciation reflects a permanent change or a temporary windfall, it is risky to expand. Import volumes, too, returned to their previous levels and remained there, unaffected by their higher cost.
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Figure 10.3. UK goods trade volumes and effective exchange rate.

Source: Office of National Statistics.



The other example may come as a surprise to many. Greece, despite its membership of the eurozone, has achieved a large real exchange rate depreciation through swingeing cuts in average wages. In nominal terms, the wage per hour worked in Greece fell from €7.60 to €6.30, a 17 per cent cut, between 2007 and 2014. In every other eurozone country, the nominal hourly wage rose in the same period. In Germany, it grew (albeit after years of stagnation) by 15 per cent from €21.60, or almost three times the Greek wage, to €24.90, almost four times as high. Greece effectively devalued – economists call it an internal devaluation – by lowering the labour cost of production in Greece relative to its trading partners. But much like in Britain this real exchange rate depreciation had little to show for it. Greek export volumes tumbled by one-fifth with the global crisis in 2008–9 and have remained depressed since (see Figure 10.4).10
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Figure 10.4. The limits of price competitiveness.

Source: EC annual Macroeconomic Database.



Contrast those two cases with Spain. Also in the euro, it had no more room for a nominal depreciation than Greece did, though it, too, has seen real wages fall. But not on the same scale, and by nowhere near the amount that British wages have fallen in international terms. Yet its trade performance has left Britain’s in the dust. While imports have been pared back by Spain’s recession, exports have grown fast – faster than its export markets, where Spanish companies have increased their share. Clearly price flexibility does not guarantee the adjustment of quantities; and a lot of quantity adjustment can take place while prices remain rigid. Without the flexibility that really matters – the ability to move resources from failing sectors to more productive ones – price flexibility may do more harm than good, at least in the short run. If real flexibility exists, moreover, it is unclear how much one needs nominal exchange rate changes at all. As in Spain, capital and labour can respond quickly to their underemployment in unprofitable industries and move elsewhere. (Such a response could result in lower wages if the new industries pay less well. The point is that the flexibility that matters most is the quantity adjustment – resources moving from one sector to another – not the price adjustment.)

To sum up, little in the UK crisis experience suggests that either the convergence test or the flexibility test is further from being met than ten or fifteen years ago. If anything, the opposite is the case.

GREATER GUERNSEY?

The five tests in any case encourage a rather narrow perspective on the euro question. It is becoming clear that the consequences of the single currency relate to institutional and structural conditions as much as they do to the classic challenges of short-to-medium-term economic stabilisation that concern optimal currency area theory. This fact alters the relative importance of each of the five tests. The first two – which in the light of stabilisation concerns trump and largely determine the others – are more easily met than they once were, and than many think they still are. The institutional evolution of the eurozone, however, increases the significance of the fourth test: how euro membership would affect Britain’s enormous financial sector. It was always to be expected that monetary union might align its members’ interests in how the financial industry is governed, and the eurozone’s travails have accelerated that alignment. The existence of the euro, in other words, means that its members will increasingly shape the environment in which UK financial companies have to do business.

One can question exactly how much benefit the United Kingdom at large derives from hosting Europe’s largest financial centre in the City of London. On the one hand, it doubtlessly plays an outsize role in the British economy.11 Since 2009, financial and insurance services have accounted for about one-tenth of UK GDP, having doubled in size (measured by economic value added) in the decade before the crisis. The financial sector employs more than a million people, and both financial and insurance services generate persistent and large export surpluses. They pay more than £30 billion a year in taxes. On the other hand, the large banking sector (with assets about five times Britain’s annual GDP) exposes the country to financial instability. This proved costly for the taxpayer in the crisis, when several of the biggest banks were rescued from bankruptcy by the government. A seemingly never-ending string of scandals, from rate-rigging to fraudulent sales of payment protection insurance, also shows that some of the banks’ presumed value added consisted of ill-gotten gains that should not be counted as a contribution to the economy.12

For the purpose of passing judgment on Britain’s self-exclusion from Europe’s monetary union, let us take it as given that providing financial services to the rest of the world provides the country with a net benefit. What are the consequences for the success and profitability of this business of whether Britain is within or outside the euro? Two implications of monetary union are particularly important: the existence of a large market of financial products denominated in the single currency and related to counterparts whose home is a euro member state; and the evolution of unified rules, regulations and supervisory authorities for the eurozone as a whole.

The first is, in principle, positive for the UK financial industry, which is well-placed to supply the new and deeper markets with its services, as it has been doing successfully so far. But a push exists to require more euro-denominated financial activity to be carried out from within the eurozone. The UK government has already had to take the ECB to court over the central bank’s desire to prohibit companies located in non-euro countries from clearing or settling transactions in euro-denominated derivatives. While the ECJ sided with the United Kingdom, British leaders are justified in seeing this as an attempted ECB land grab, and one can barely fault them for sensing behind it a more general threat of business-snatching by euro countries with significant financial sectors. That threat, while not very great, would be smaller if the United Kingdom itself was a euro country.

A much greater challenge for the UK financial industry is the very rapid development of supranational rules for banking and finance. Regulatory harmonisation had already been proceeding at the EU level for some time, but it picked up speed when the financial crisis exposed just how inadequate a nationally fragmented system of financial regulation is for dealing with an integrated market in financial services.

The sorry saga of Icesave illustrates how badly things can go. For a long time before the crisis, EU banks have enjoyed the right of ‘passporting’: offering banking services to customers in any other EU country without opening a local subsidiary company. That means the activity is governed by the banks’ home regulator rather than by the host country. The Icelandic bank Landsbanki offered deposit accounts under the Icesave brand in the United Kingdom and the Netherlands. (Iceland is not in the EU but is a member of the European Economic Area, by which it gains access to the single market.) These promised better rates than local banks, but as it turned out were protected – or rather not protected – by a much punier deposit guarantee scheme than the British or Dutch ones. When Iceland’s banks collapsed in October 2008, there was nowhere near enough money in the guarantee scheme for depositors to get their money back, and the Icelandic government rejected responsibility for the losses. This caused a minor diplomatic crisis (Landsbanki’s UK assets were seized under terrorism legislation) but the courts ultimately agreed with Iceland’s stance. The EU’s 1994 Deposit Insurance Directive, passed when EU countries worried about too much government support (which would lure business away) rather than too little, required governments to make sure the banking sector put in place a deposit insurance scheme, but proscribed backing it with public money. The result was unprotected British and Dutch depositors.

The Icesave affair is just one example of why, by 2009, it was necessary to choose between ‘more Europe or less Europe’ – more common regulation or re-erected barriers to capital flows between EU countries. For obvious reasons, the UK financial sector overwhelmingly preferred ‘more Europe’. A bigger market with homogenous regulation – provided it is not too onerous – is preferable to smaller markets, each with its own rules.

But if common rules are generally preferable to fragmented ones, some common rules are much more strongly preferred than others. The more financial regulation is decided at the European level, the more it matters for Britain that the rules are as compatible as possible with a thriving UK financial sector. And that depends on UK influence when the rules are made. That influence has been waning: since the crisis, a number of decisions have gone the wrong way from a British perspective. One example is the imposition of upper limits on the capital buffers national regulators could require from the banks in their jurisdiction.13 This means the Bank of England – which has been at the forefront of regulatory reform to make banks safer since 2009 – might be at the mercy of European Commission approval to rein in a future credit bubble. Another example is how the European Parliament successfully insisted on a cap on bankers’ bonuses to be included in the EU’s updated capital regulations. Both measures go against what UK authorities consider to be the best way to regulate banks.

The main worry for Britain and its financial sector is that the euro area countries ‘gang up’ against them, using their numerical advantage to dominate. As one critical think-tank puts it, there is a risk that the United Kingdom will be ‘out of the euro but run by the euro’.14 The community of interest forged by their common currency could increasingly mean that euro members systematically find their interests in financial policy aligned – and aligned against UK interests. As their number is set to rise, it will become increasingly easy for them to impose their will. The eurozone’s banking union – which lifted some bank supervision and resolution power to the supranational level – reinforces this process. The UK government is highly alert to the risk, which is why it insisted that decisions by the European Banking Authority must be passed by a ‘double majority’ of both euro and non-euro countries.15 (David Cameron’s so-called veto of the fiscal compact was also triggered by his attempt – and failure – to secure ‘safeguards’ for the City of London.) But as more countries join the euro, it is hard to see how this arrangement can be sustained, let alone broadened to other EU or eurozone decision-making bodies with influence over how finance is regulated in Europe and thus on how the UK financial sector must conduct a large part of its business.

That makes it increasingly likely that a decade or so from now, euro non-membership will leave the United Kingdom’s financial industry at the mercy of rules set predominantly by a group with little reason to care about its interests and which the Westminster government is ever less able to influence. Of course the United Kingdom can and will fight hard to protect the fundamental principle of the single market that the same rules should hold for all EU members, whether in or out of the euro. But common rules for all does not entail rules that help the City thrive. There is much talk of the British government appealing to the so-called Luxembourg compromise, a political understanding dating back to the 1960s that no member state should be outvoted on matters of essential national interest. But the fiscal compact, which circumvented the British ‘veto’ with a separate intergovernmental treaty, should cast doubt on the eurozone’s willingness to be held back from the harmonisation it thinks (in that case wrongly) it requires.

The logical end of this process, especially if Britain continues to contemplate leaving the EU altogether (let alone if it proceeds to do so), is that its financial services industry will have to live by rules made overwhelmingly by others, who moreover are not particularly sympathetic to the sector. That is not the end of the world, but it is probably the beginning of the end of the City’s dominance in European financial markets. Once the eurozone finds itself setting banking rules as a collective, with little need for the United Kingdom’s acquiescence, it will set those rules as it collectively sees most fit. Such common policy positions may not exist in a systematic form today, but they will surely develop, and develop differently from the views of a Britain outside the common currency.

Even without influence, and as a consequence with less dominance within the eurozone market, the UK financial services sector can still do thriving business with the rest of the world. It could, in other words, become the world’s largest offshore financial centre; Britain would effectively turn into not even Little England but a Greater Guernsey. This slightly insulting quip became a talking point for German officials in 2012, after David Cameron’s insistence on protecting the City from continental Europe’s plan for banking union. But even Greater Guernsey may be too optimistic. Every offshore financial centre depends for its success on the patronage of the bigger economies that provide them with capital; Guernsey itself has depended on British tolerance of its financial activities and tax secrecy. As long as Britain remains in the EU, it will be subject to European majority decisions on its financial business with the rest of the world. If it left, it would have to hope that the rest of the EU would tolerate a giant offshore financial centre on its immediate borders rather than decide to make life harder for it. Either way, the loss of UK influence entailed by its non-membership of the euro – a loss that is already visible and will only intensify – makes for a precarious economic model.

THE EURO AND NATIONAL POWER

The loss of influence is not limited to financial sector policy.

The deepest political consequence of the euro’s creation, at least for the United Kingdom, is that it spelt the end of centuries of British foreign policy aimed at maintaining a balance of power in Europe. The history of English and British alliances since early modern times has been one of preventing the formation of a dominant power centre on the European mainland. When most of western Europe proved willing to pool sovereignty by giving up their national currencies for the euro, it was going to create a community of interests that the United Kingdom could never hope to counterbalance. The eurozone’s disastrous policy choices have partly camouflaged the power that monetary union collectively creates for its members, but the episodes listed in the previous section show that even now, that unity is a muscle to be flexed. If the argument of this book is right, Europe’s monetary union is more robust than many think and will become more influential in European affairs with time, marginalising those who remain outside of it. The evolution of banking union, and the likely entry into the euro of most of the remaining ‘outs’, are steps in that direction.

This means that the creation of the euro left the United Kingdom with just one choice: between resigning itself to marginalisation or joining the eurozone. Monetary union in Europe meant that the United Kingdom’s interests – no longer just in an economic sense, but its deepest national interests in terms of power and influence over its own circumstances – would incontrovertibly be best served by having a seat at the table. The country’s most impressive politicians in the last half-century, Margaret Thatcher and Tony Blair, both clearly understood this deeply political point. That is why Thatcher never wanted the euro to see the light of day and why, once it was going to happen anyway, Blair was determined that Britain should join it.


ELEVEN

Remembering What the Euro Is For

WHAT IS AT STAKE

I WROTE AT THE BEGINNING of this book that the euro was the ultimate test of Spinelli’s belief in the need to tear down the barriers behind which the nation state was erected. The entire European project has been premised on the gradual pursuit of this goal: the removal of national barriers one by one. Monetary unification is the last and most ambitious step in this process.

Today’s conventional wisdom, whether in its eurosceptic or pro-integrationist guise, has it that Spinelli was fundamentally mistaken. Both shades have been on garish display in the stand-off between Greece and its creditors. The sceptics blame the euro for the economic failure and financial turmoil and condemn the folly of ‘ever closer union’. Those committed to deeper European integration defend Spinelli by radicalising him: they say that monetary union is failing not because it tore down national barriers but because it did not tear them down comprehensively enough it left the nation-state with too much margin for error. If only the single currency could be bolstered by fiscal and political union, they say, the federalist credo would be proved right: you cannot cross a chasm in two jumps. The problem with this view is that this is a chasm the peoples of Europe are not willing to cross at all. If the critics are right, then the degree of union that the euro requires is incompatible with democracy in Europe. If integration cannot be gradual enough for voters to condone it, then it has already gone too far.

Can Europe have both monetary union and democracy? That is what is at stake in my main claim that the conventional wisdom is false in both its eurosceptic and pro-European versions. We will only be in a position to ask how the euro may strengthen Europe – and this should have been the most important question all along – once we have refuted those who say the euro must necessarily weaken it.

EXONERATING THE EURO: A SUMMARY OF THE ARGUMENT

Before suggesting an answer to that question, let us sum up the refutation. The economic problems of the countries that have thrown their lot in with the single currency were not caused by the euro. Nor has monetary union stopped them from getting out of the quagmire their bad policy choices landed them in.

The current account asymmetries between the euro’s member economies before the crisis did not constitute a problem with the currency itself. They did not reflect a problem of export competitiveness but credit-fuelled import binges. The debt accumulations they amounted to would have happened anyway, as they did within and between other, non-euro, economies. In any case, capital flows from richer to poorer countries are no bad thing: they are not a problem to be avoided but a challenge to be harnessed better than the eurozone deficit countries did.

The debt crisis that exploded in 2010 necessitated neither the international rescue loans nor the associated fiscal austerity at anywhere near the scale they were pursued. Public and private debt restructurings could and should have been carried out instead and before any rescue programmes.

Default and restructuring were never in themselves a danger to the euro or any individual country’s membership of it. Unless a country freely chooses to exit, the euro can only disintegrate if the ECB expressly forces this outcome to happen. Even the danger of ECB overreach could have been and still can be neutralised with a comprehensive restructuring of vulnerable banks (combined with temporary capital controls if necessary). By dispelling any doubts about the restructured banks’ solvency, this would remove the ECB’s legal ability to threaten to cut off liquidity support. At the root, the eurozone’s crisis is a result of ideological resistance to writing down debts – whether those of banks or those of sovereigns.

In the first phase of the crisis, Germany should therefore be blamed not for giving too little but for giving too much. It was best placed to insist that Greece’s sovereign debt in private hands should be written down and, half a year later, that Irish banks should be restructured, before it acquiesced to rescue loans. In the ensuing years Berlin demanded and obtained restructurings in Greece and Cyprus. Its failure to do so at the outset, buckling instead to pressure from France and others, was the single most damaging mistake in the entire eurozone crisis.

The political economy of the rescue loans then combined with outright economic misdiagnosis to produce the harmfully tight fiscal and monetary policies that pushed the eurozone back into recession. Again, nothing in the euro’s structure required this. Monetary union was not a disaster waiting to happen, it had disaster thrust upon it.

Looking forward, the prospects for the eurozone, and for Europe more generally, are brighter than they appear to most people.

Since the lack of fiscal and political union is not what caused the eurozone’s economic stagnation, it is wrong to think that this is a permanent flaw that will continue to weigh on the economy. Nothing in the structure of the euro stops the eurozone from correcting the policy mistakes that have made its economy stagnate: removing excessive debt overhangs, loosening fiscal and monetary policy, and letting the euro’s mechanisms for dealing with balance-of-payments crises – emergency liquidity assistance and Target2 balances – work freely instead of punishing the countries assisted by them.

The eurozone has already gone some way towards correcting its mistakes. From late 2011, it reversed the monetary tightening, slowed down fiscal austerity, and took steps to end the fragmentation of the eurozone financial markets. It dealt definitively with a part (but too small a part) of the Greek debt. In 2014–15 monetary policy was loosened further. In the spring and summer of 2015, however, the bad old habits reemerged in the Greek loan negotations.

The rising political support for parties opposed to austerity and supportive of debt restructuring puts pressure on the mainstream establishment to move further in that direction. Doing so would make a stronger recovery more likely.

And finally, many countries have reformed the supply side of their economies, and will reap the rewards when demand finally picks up.

Even to readers who find this argument convincing, it still only makes a negative claim: that the euro was not as bad for its members as is usually claimed: no ‘giant historic mistake’. A positive case for the euro, in contrast, is something most Europeans have forgotten. That is a natural consequence of how the euro has been disowned even by its closest kin, who have conspired with the sceptics to dump the blame for Europe’s stagnation onto the single currency. In the concluding pages, then, I want to revive an idea about what the euro, that orphaned currency, is for.

THE EURO AND ECONOMIC STRENGTH

Europe is small – 7 per cent of the world’s population, as Angela Merkel so often points out. There is no question of the region ever again dominating the world as it once did. But a question remains over whether it will at least defend a space in which it can run its own affairs, let alone retain – or regain – a leadership role in global politics.

When Syriza won the Greek election in January 2015, it was rightly seen as a sign of European disunity – and this was initially more acutely appreciated by outsiders than by the Europeans whom that disunity directly affects. Here is how The Economist described the Russian reaction:

For the Kremlin, which sees the disintegration of the euro zone and the weakening of the European Union as among its main strategic interests, the Greek election results were a gift. Vladimir Putin was quick to congratulate Alexis Tsipras on his victory, and Russian state television gleefully reported that Syriza’s landslide means the end of the EU’s hold over Greece, which ‘brought the country nothing but unemployment and misery’.1

The glee of a Russian president who is literally waging a war against European integration should remind Europe what is at stake. His claim that the EU’s policies have weakened it economically is, unfortunately, correct. The EU has inflicted unemployment and misery on itself. More frighteningly, Putin and his claques see this, again rightly, as undermining Europe’s political functioning as well as its economic prowess. The conflict between creditors and debtors has debilitated the monetary union’s economies. But it also robs the eurozone, and by extension all of Europe, of its unity of purpose. Both make it harder for Europe to stand up for itself against powers that are either hostile or simply want to shape the world as they see fit. Many countries have made this observation, none more keenly than the emerging economic powerhouses of what used to be called the third world. If these ever looked to Europe (and the United States) for inspiration, advice or leadership, that credibility is gone after the financial crisis. Europe has not fully appreciated how deeply its prestige has been dented, and how much influence it has lost as a result.

European economic prowess and unity of purpose are goals towards which the euro can and should make a contribution, even if its leaders’ policy choices have prevented that from happening so far. Let us quickly recall the economic arguments from earlier chapters. First, a single currency makes prices predictable for businesses across a market of 330 million people, and extends the safety of trading in your own national currency to trade with other countries that previously used different monies. Monetary union is good for trade, and trade is good for productivity and growth. Second, it makes it easier to invest across borders (even if cross-border capital flows needed no helping hand in the euro’s spectacularly bubbly early years). The euro, at least when bubbles are kept under control, can help channel savings from the older, richer parts of Europe to investments in the younger, poorer, and potentially faster-growing, parts. In both these ways, the ‘one market, one money’ slogan got it right: letting both trade and capital work on larger stages lifts the limits that a small scale imposes on productivity. And, finally, the removal of the devaluation ‘quick fix’ encourages both companies and governments to address the sources of low productivity – except, of course, when a historic credit bubble throws cheap credit at anything that moves.

Paradoxical as it sounds today, the euro has also offered stability. The 1970s and 1980s featured competitive devaluations and haggles over the central bank swap lines and exchange rate supports needed to prevent them. These pitted countries against one another and exposed governments as not in control. Overcoming that divisiveness was an important motive for the politicians who brought the euro into being. It may not look that way, but they largely succeeded in this. It is an amazing fact about the euro that five years of massive balance-of-payments crises did not break it to pieces. At the time of writing, even Greece is still clinging on. As I pointed out in Chapter 5, thanks to the euro’s central banking and cross-border settlement systems, immense flows of capital could flee the periphery countries without ending their participation in the euro. That political leaders through gratuitous action added economic pain and instability, to the point of putting the euro’s survival in jeopardy, is a responsibility that must rest on their shoulders rather than be blamed on the single currency.

UNITY IN DIVERSITY

It has been a long time, however, since Europe’s place on the world stage was secured mainly by its economic power. While Europe still accounts for a quarter of the world economy, that share will certainly diminish – not because Europeans get poorer but because the rest of the world will gradually become as rich as they are. Europe’s greatest and most sustainable source of political power is of the soft kind: the power of cultural, intellectual and political attraction.

It took Pope Francis to remind Europe’s leaders of this in a speech to the European Parliament. Europe seems ‘elderly and haggard’ like a ‘grandmother’, he observed, ‘feeling less and less a protagonist in a world which frequently regards it with aloofness, mistrust and even, at times, suspicion.’ He went on to say that after the economic crisis,

there has been growing mistrust on the part of citizens towards institutions considered to be aloof, engaged in laying down rules perceived as insensitive to individual peoples, if not downright harmful… The great ideas which once inspired Europe seem to have lost their attraction, only to be replaced by the bureaucratic technicalities of its institutions.2

The pope’s message was that the grand European vision and the institutions charged with implementing it have ceased to appeal either to Europeans or to the rest of the world. The implication is that Europe was once capable of inspiring people both at home and abroad with its ideas. The hope is that it can become capable of doing so again.

What are those ideas? They include, of course the Enlightenment tradition, though this by now is the birthright of the entire world and Europeans have little claim to be its only standard-bearer. But there are two other specifically European achievements that deserve to be a source of pride for Europe and a source of inspiration for others. One is the social market economy. While it comes in many shades in different countries, they all share a common and distinctively European commitment to combining market capitalism with an unquestioned public responsibility to ensure decent material conditions for all. The second is precisely the commitment to creating peace and prosperity by sharing sovereignty – the greatest example of which is the EU itself – that is being tested by the euro crisis. Both constitute enormous political, cultural and intellectual contributions to human progress that should serve as a source of pride in Europe and a source of inspiration elsewhere.

What does this have to do with the euro? The current despondency over monetary unification – the widespread view that it was a mistake – has sapped Europe’s own faith in these broader ideals. Worse, the prevailing diagnoses of what it takes to end the euro crisis involve actions that actively harm both ideals. The social market economy is threatened by the conflation of productivity with competitiveness, since this elevates lower wages to a policy goal and competition on the basis of price rather than quality to an economic strategy for Europe. The peaceful, democratically endorsed sharing of sovereignty is undermined when politics is defined by a zero-sum game between creditors and debtors. It turns all European countries into debt slaves – literally, in the case of the most troubled debtor countries, but intellectually too. Even Germany is acting against its own best interest, because it is in the grip of a logic putting debt relationships above all other considerations.

Europe needs to regain confidence in its own achievements, and that includes the euro. This is not an appeal for unfounded positive thinking. As this book has shown, there is in fact little wrong with the euro itself. Intellectually and politically disowning it is not a harmless miscomprehension: it leads to wrong policy prescriptions, some of which make the crisis worse and all of which distract attention from the real problems. The first step to regaining confidence in the European project is to see these things for what they are.

That would enable Europe to transcend the current infertility of eurozone politics. Paradoxically, as Chapter 9 argued, a reinvigoration of national autonomy is a necessary political condition both to overcome productivity stagnation and to encourage deeper collaboration between states. Monetary union has opened the door to much further integration – eurobonds, fiscal pooling and common economic governance are all possibilities. But these need to be chosen by each country as being in its interest, not imposed as necessary to avert disaster. To heal the politics of the euro, it must be admitted that it is compatible with more national self-determination than conventional wisdom has it.

It is in this paradox – a willingness to integrate further by nations whose national room for manoeuvre is restored – that the hope lies for the euro’s political purpose, and Spinelli’s vision, to be fulfilled. The promise of the euro was, and remains, that with one market and one money, Europe will move closer to speaking with one voice.
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